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Final Examination
ADM 2340: Financial Accounting
Winter 2008
SOLUTION
Student Name: _________________________________

Student #: _____________________________________

Section: (check one)      M (SÉGUIN) ___    N (TASSÉ)___  
	1. All questions including multiple-choice questions must be answered in a separate booklet.

2. Please do not ask the professor or the invigilator to explain or interpret questions. State any assumptions you feel are necessary. Only questions concerning possible errors in the exam will be answered.

3. Books and notes are not permitted.

4. Programmable calculators are not allowed. Calculators must not be shared.

5. Show all supporting calculations clearly where required. Answers will not be marked if written illegibly.

6. Language dictionaries are allowed but will be checked. Electronic dictionaries are not allowed.
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Part II (14 points)
& = 0.5 point

1.

A company should recognize a contingent liability as a loss on the income statement and a liability on the balance sheet when:
a) It is likely that the event that gives rise to the obligation will happen &&
AND &&
b) The amount of the obligation can be reasonably estimated &&

Use the following scheme to mark questions (2) to (7):

&&&& 
= Answer is fully appropriate

&&& 
= Answer is almost fully appropriate

&&

= Answer is only somewhat appropriate

& 

= Effort (answer is not appropriate but the student has attempted to answer the question)

Please note that wording will differ significantly from one student to another: use your judgment.

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. &&&&

Part III: Financial analysis
(18 points)
1.



a.







   Batter

   Gibson



EBIT





$100,000

$100,000




Interest





   

    20,000



EBT





$100,000

$  80,000




Taxes




    25,000

    20,000




Net Income




 $ 75,000

$  60,000




Batter 



Gibson
ROA

75,000 ÷ 600,000 = 12.5%

[60,000 + 20,000 (1-.25)] ÷ 600,000 =12.5%

ROE

75,000 ÷ 600,000 = 12.5%

60,000 ÷ 400,000 = 15%

b.

For Batter Inc., they have no debt so their ROA = ROE.



For Gibson Inc., they have partially financed their assets with debt and the return they earn on their assets (12.5%) is greater than the cost of the borrowed funds after tax [.10 × (1 - .25)] = 7.5%, so the excess return above the cost accrues to the shareholders.

Both companies have identical ROA, assets, and EBIT, indicating they have made the same investment decisions, but they have made different decisions about how to finance those assets, which has lead to a greater return for the shareholders of Gibson Inc.

c.

As an equity investor I would prefer to invest in Gibson; it has higher returns but it also has higher risks due to the use of debt to partially finance the assets.

2. 


a.
Accounts receivable Turnover 
=

Net Credit Sales
          



Average Accounts Receivable



=
$3,547,500




    $645,00



=
5.5


Average Days to Collect
= 
365 days




     5.5



=
66 days

b. Alberto is taking much longer to collect its accounts receivables than is required per their credit policies (66 days versus 45 days). The company needs to revisit its credit policies and take steps to ensure faster collection. The company may also need review their criteria for granting credit to try and prevent granting credit to customers who do not pay within the required 45 days.

3.


a.
i.
Current Ratio

=
  Current Assets
Current Liabilities

2008



2007
= 
$831,000

=
$654,500


$375,000


$290,000


=
2.2 times

=
2.25 times


ii.
Quick Ratio 

= 
Cash + Accounts receivable








Current Liabilities

2008



2007
= 
$395,000

=
$274,500


$375,000


$290,000


=
1.05 times

=
.95 times


b.
Both the current ratio and the quick ratio are within accepted norms and the ratios have remained fairly constant over the past two years.  This indicates that the company is not a high credit risk.  However, before making any decisions, other information, such as the industry norms and earnings projections, should be obtained by the bank.

Part IV: Capital assets 
   (6 points)
a.
68,900 - 4,900 = 64,000 ÷ 8 = 8,000 per year; 2008, $8,000

b.
64,000 ÷ 10,000 = $6.40 per unit; 1,750 x 6.40 = $11,200 for 2008.

c.
Rate = 1/8 x 2 = 25%

2006:  $68,900 x .25 = $17,225

2007:  68,900 – 17,225 = 51,675; 51,675 x .25 = $12,918.75
Part V: Financial statements 
   (20 points)
IMPORTANT: You must choose between Questions V-A and V-B. Clearly indicate your choice. Do not answer both questions. If, for any reason, you decide to answer both questions, only Question V-A will be marked.
Question V-A (20 points)
& = 0.5 point

Rocky Inc.







&
Balance Sheet





As at December 31, 2008






&
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

& ( Do not double-penalize
Building



140,000
&




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

&
Goodwill





1,700

&
Total assets





156,900

& ( Do not double-penalize
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

& ( Do not double-penalize
Long-term debt




42,400

&
Total liabilities





81,300

& ( Do not double-penalize
EQUITY







&
Capital stock





27,000

&
Contributed surplus




2,200

&
Retained earnings




46,400  See Note 2
Total equity





75,600

& ( Do not double-penalize
Total liabilities & equity




156,900

& ( Do not double-penalize
Notes:
1. Deduct & for each item that should not be on the balance sheet.

2. Retained earnings can be calculated in two ways:

a)

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






or

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

Question V-B (20 points)

& = 0.5 point

Balboa Inc.
&
Cash Flow Statement

For the Year Ended January 31, 2008  
&
	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
	&
	( Do not double-penalize

	Investing activities
	
	&
	

	Sale of land
	120,000
	&&
	

	Purchase of land
	(176,000)
	&&
	

	Investing CF
	(56,000)
	&
	( Do not double-penalize

	FINANCING ACTIVITIES
	
	&
	

	Issue of common shares
	65,000
	&&
	

	Repurchase of common shares
	(8,000)
	&&
	

	Dividends paid
	(207,000)
	&&
	

	Financing CF
	(150,000)
	&
	( Do not double-penalize

	Cash flows, Net
	50,000
	&
	( Do not double-penalize

	Cash, Jan. 1, 2006
	43,000
	&
	

	Cash, Dec. 31, 2006
	$93,000
	&
	


Notes:
Deduct && for each item that should not be on the cash flow statement.
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