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Spring 2005
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Exam #1
April 19, 2005

Name:  ____________________________

INSTRUCTIONS:
a) This exam is closed book.  You may use one double-sided sheets of notes.  You may use a calculator to assist in computations.

b) You must complete this exam on your own.  No assistance is allowed except that provided by the instructor.

c) If you feel there is ambiguity in a problem, state your assumptions clearly.
d) The exam has 11 pages in total and 14 questions with 100 points.
e) The last page of the exam is a set of PV tables; feel free to tear this page off.
Multiple Choice (5 points each) – Circle the MOST correct answer

1. 
Which of the following is NOT true about the discount on short-term notes payable?

a. The Discount on Notes Payable account has a debit balance.

b. The Discount on Notes Payable account should be reported as an asset on the balance sheet.

c. When there is a discount on a note payable, the effective interest rate is higher than the stated discount rate.

d. All of these are true.

B – Should be reported as a contra liability.

2. 
Which of the following statements is correct?

a. A company may exclude a short-term obligation from current liabilities if the firm intends to refinance the obligation on a long-term basis.

b. A company may exclude a short-term obligation from current liabilities if the firm can demonstrate an ability to consummate a refinancing.

c. A company may exclude a short-term obligation from current liabilities if it is paid off after the balance sheet date and subsequently replaced by long-term debt before the balance sheet is issued.

d. None of these.

D – Must have both the intent and demonstrate ability.  C would lead to a current classification – must refinance before payoff.

3.
Ritter Company has 35 employees who work 8-hour days and are paid hourly.  On January 1, 2003, the company began a program of granting its employees 10 days' paid vacation each year. Vacation days earned in 2003 may first be taken on January 1, 2004.  Information relative to these employees is as follows:

        Hourly   Vacation Days Earned     Vacation Days Used

Year     Wages      by Each Employee        by Each Employee

2003     $17.20            10                      0

2004      18.00            10                      8

2005      19.00            10                     10

Ritter has chosen to accrue the liability for compensated absences at the current rates of pay in effect when the compensated time is earned.

What is the amount of expense relative to compensated absences that should be reported on Ritter's income statement for 2003?

a. $0.

b. $45,920.

c. $50,400.

d. $48,160.

D - $17.20/hr*8hrs/day*10days/employee*35employees = $48,160

4. 
A contingency can be accrued when

a. it is certain that funds are available to settle the disputed amount.

b. an asset may have been impaired.

c. the amount of the loss can be reasonably estimated and it is probable that an asset has been impaired or a liability incurred.

d. it is probable that an asset has been impaired or a liability incurred even though the amount of the loss cannot be reasonably estimated.

C – Probable and estimable are required.

5. 
The printing costs and legal fees associated with the issuance of bonds should

a. be expensed when incurred.

b. be reported as a deduction from the face amount of bonds payable.

c. be accumulated in a deferred charge account and amortized over the life of the bonds.

d. not be reported as an expense until the period the bonds mature or are retired.

C – either staight line or effective interest method    

6. 
An early extinguishment of bonds payable, which were originally issued at a premium, is made by purchase of the bonds between interest dates.  At the time of reacquisition

a. any costs of issuing the bonds must be amortized up to the purchase date.

b. the premium must be amortized up to the purchase date.

c. interest must be accrued from the last interest date to the purchase date.

d. all of these.

D – Must pay the interest(d) and run the amortizations up to the date of reacquisition.

7. 
Starr Co. took advantage of market conditions to refund debt. This was the fourth refunding operation carried out by Starr within the last three years. The excess of the carrying amount of the old debt over the amount paid to extinguish it should be reported as a

a. gain, net of income taxes.

b. loss, net of income taxes.

c. part of continuing operations.

d. deferred credit to be amortized over the life of the new debt.

A – Must recognize and no longer extraordinary so include as a loss or gain in net income.  If BV is greater than cost to repurchase then there will be a gain.

8. 
Liabilities are

a. any accounts having credit balances after closing entries are made.

b. deferred credits that are recognized and measured in conformity with generally accepted accounting principles.

c. obligations to transfer ownership shares to other entities in the future.

d. obligations arising from past transactions and payable in assets or services in the future.

D – per definition in concepts

9.
(10 points) Total payroll of Thames Co. was $690,000, of which $120,000 represented amounts paid in excess of $84,900 to certain employees. Income taxes withheld were $170,000.  The state unemployment tax is 1.2%, the federal unemployment tax is .8%, and the F.I.C.A. tax is 7.65% on an employee's wages to $84,900.

INSTRUCTIONS

(a) Prepare the journal entry for the wages and salaries paid.

(b) Prepare the entry to record the employer payroll taxes.
 (a) Wages and Salaries Expense.............   690,000

        Withholding Taxes Payable...........            170,000

        FICA Taxes Payable .................             43,605*

        Cash................................            476,395

              *[($690,000 - $120,000) x 7.65%]

 (b) Payroll Tax Expense....................    57,405

        FICA Taxes Payable

         ($570,000 x 7.65%)                              43,605

        Federal Unemployment Tax Payable

         [$690,000 x .8%]........                         5,520

        State Unemployment Tax Payable

         ($690,000 x 1.2%)....................            8,280

10.
(10 points) Below are three independent situations.

1. In August, 2004 a worker was injured in the factory in an accident partially the result of his own negligence.  The worker has sued Rooney Co. for $800,000.  Counsel believes it is reasonably possible that the outcome of the suit will be unfavorable and that the settlement would cost the company from $250,000 to $500,000.

2. A suit for breach of contract seeking damages of $2,000,000 was filed by an author against Dane Co. on October 4, 2004.  Dane's legal counsel believes that an unfavorable outcome is probable. A reasonable estimate of the award to the plaintiff is between $500,000 and $1,500,000.  No amount within this range is a better estimate of potential damages than any other amount.

3. Oats is involved in a pending court case. Oats' lawyers believe it is probable that Oats will be awarded damages of $1,000,000.

INSTRUCTIONS

Discuss the proper accounting treatment, including any required disclosures and journal entries, for each situation.  Give the rationale for your answers.

1. Rooney Co. should disclose in the notes to the financial

   statements the existence of a possible contingent liability

   related to the law suit. The note should indicate the range 

   of the possible loss. The contingent liability should not be

   accrued because the loss is not probable.

2. Dane Co. should disclose the following in the 

   notes to the financial statements: the amount of the suit, 

   the nature of the contingency, the reason for the accrual, 

   and the range of the possible loss.

   The accrual is made because it is probable that a liability 

   Has been incurred and the amount of the loss can be 

   reasonably estimated. The lowest amount of the range of 

   possible losses is used when no amount is a better estimate 

   than any other amount.

      Loss on Legal Action     500,000

         Contingent Liability


500,000

3. Oats should not record the gain contingency until it is

   realized. Usually, gain contingencies are neither accrued nor

   disclosed. The $1,000,000 gain contingency should be

   disclosed only if the probability that it will be realized is 

   very high.

11.
(10 points) Kiner Equipment Company sells computers for $2,000 each and also gives each customer a 2-year warranty that requires the company to perform periodic services and to replace defective parts.  During 2004, the company sold 700 computers. Based on past experience, the company has estimated the total 2-year warranty costs as $40 for parts and $80 for labor. (Assume sales all occur at December 31, 2004.)

In 2005, Kiner incurred actual warranty costs relative to 2004 computer sales of $10,000 for parts and $24,000 for labor.

INSTRUCTIONS

(a) 
Under the EXPENSE WARRANTY treatment, give the entries to reflect the above transactions (accrual method) for 2004 and 2005.

(b) 
The transactions of part (a) create what balance under current liabilities in the 2004 balance sheet?

(a)                          2004

    Accounts Receivable ....................  1,400,000

      Sales ................................           1,400,000

    Warranty Expense .......................     84,000

      Estimated Liability Under Warranties .              84,000

                             2005

    Estimated Liability Under Warranties ...     34,000

      Inventory ............................              10,000

      Accrued Payroll.......................              24,000

(b) 2004  Current Liabilities  Estimated Liability Under

    Warranties $42,000. (The remainder of the $84,000 liability 

    is a long-term liability.)

12.
(10 points) Prepare journal entries to record the following retirement.  (Show computations and round to the nearest dollar.)

The December 31, 2004 balance sheet of Marin Co. included the following items:

7.5% bonds payable due December 31, 2012         $800,000

Unamortized discount on bonds payable              32,000

The bonds were issued on December 31, 2002 at 95, with interest payable on June 30 and December 31. (Use straight-line amortization.)

On April 1, 2005, Marin retired $160,000 of these bonds at 101 plus accrued interest.

First amortize interest to date

Interest Expense .............................       3,200

  Cash ($160,000 x 7.5% x 3/12) ..............             3,000

  Discount on Bonds Payable

    ($32,000 x 1/5 x 1/8 x 3/12) .............               200

Bonds Payable.................................     160,000

Loss on Redemption of Bonds ..................       7,800

  Discount on Bonds Payable

    [(1/5 x $32,000) - $200] .................             6,200

  Cash........................................           161,600

13.
(10 points) On June 1, 2004, Janson Bottle Company sold $1,000,000 in long-term bonds for $877,600.  The bonds will mature in 10 years and have a stated interest rate of 8% and a yield rate of 10%. The bonds pay interest annually on May 31 of each year.  The bonds are to be accounted for under the effective interest method.

INSTRUCTIONS

(a) Construct a bond amortization table for this problem to indicate the amount of interest expense and discount amortization at each May 31.  Include only the first four years.  Make sure all columns and rows are properly labeled.  (Round to the nearest dollar.)

(b) Assuming that interest and discount amortization are recorded each May 31, prepare the adjusting entry to be made on December 31, 2006. (Round to the nearest dollar.)
(a)                    Debit         Credit       Carrying

           Credit     Interest        Bond         Amount

Date        Cash      Expense       Discount      of Bonds

6/1/04                                             $877,600

5/31/05    $80,000     $87,760        $ 7,760       885,360

5/31/06     80,000      88,536          8,536       893,896

5/31/07     80,000      89,390          9,390       903,286

5/31/08     80,000      90,328         10,328       913,614

(c) Interest Expense ......................    52,144*

      Interest Payable ....................             46,666**

      Discount on Bonds Payable ...........              5,478

               *7/12 x $89,390 (from Table) = $52,144

              **7/12 x 8% x $1,000,000 = $46,666

14.
(10 points) Determine the market price of an $800,000, ten-year, 10% (pays interest semiannually) bond issue sold to yield an effective rate of 12%.
Semi-annual so 20 periods at 6% when discounting.

Bond payment is 800,000*10%/2 = 40,000

Annuity

PV of ordinary annuity(20 periods, 6%) * 40,000

11.46992 * 40,000 = 458,797

Maturity

PV of $1 (20 periods, 6%) * 800,000

0.31180 * 800000 = 249,444

458,797 + 249,444 = 708,241
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