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CLOs as per the Syllabus
	
CLO # 6:   Explain the nature, economic substance and advantages and limitations of lease transactions.
	

	
	CLO # 7:   Review the steps in preparing a statement of cash flows and define the sources of information on cash flow and relevant adjustments 
CLO # 8:  Analyze changes in accounting methodology and assess the effect of accounting errors. 
	

	

For details of marking scheme, refer to Rubrics # ACA/F11.04
	

	
	

	
	

	
	

	
	



Note: This Project accounts for 40 % of the Student Final Grade.






Part A: Lease (10 marks)

On January 1, 2016, Gold Star Leasing Company leases equipment to Brick Co. The following information relates to this agreement:
· The equipment has an estimated economic life of 8 years, with six equal annual payments of $ 324,473 each, payable at the end of each year;
· The term of the non-cancelable lease is 6 years with no renewal option;
· Brick’s incremental borrowing rate is 10%, however it knows that Gold Star’s implicit interest rate is 8%. The present value of lease payments at 8% is 1,500,000; 
· The market value of the lease is $ 1,650, 000 with no residual value. 
· The straight-line depreciation method is used for the equipment.
· The lessee has the option to acquire the asset at the end of lease period.
Instructions: 

1- Explain why a company would decide to lease an asset rather than purchase it. (2 marks) 
2- Based on the finance lease tests, what kind of lease is this for to Brick Co (the lessee)? (2 marks)
3- Prepare an amortization table for 2016 and 2017. (3 marks)
4- Prepare all the necessary journal entries for 2016 for the lessee and the lessor. (3 marks)













Answer:
1. Leasing saves some cash that can be used in other business operations as it requires minimal deposit and small monthly payments which are in line with company needs and budget. Leasing allows the company to keep the business credit line open allowing the business to be able to receive funds for expansion and other needs as well as staying competitive through access to modern equipment and technology easily and at an affordable price. This allows the company to avoid obsolescence as technology and machinery evolve quickly, older machines becoming outdated and obsolete.
2.  This is a capital lease since the lessee has a guaranteed option to buy the equipment at the conclusion of the lease period. Still the lessor and lessee have agreed on equal annual payments which are fixed. There are no uncertainty about the value of the equipment at the end of the lease period as the buyout agreement terms are generally part of the initial agreement (Singer, 2017)

3. Amortization Table
	Payment Amount
	Interest Paid 
	Principal Paid
	Remaining Lease Balance

	324,473
	155,747.04
	168,725.96
	1,778,112.04

	324,473
	129,789.20
	194,683.80
	1,583,428.24

	324,473
	103,831.36
	220,641.64
	1,362,786.60

	324,473
	77873.52
	246,599.48
	1,116,187.12

	324,473
	51915.68
	272,557.32
	843,629.80

	324,473
	25,957.84
	298,515.16
	545,114.64















4. Lessee journal entries

Capital A/C
Particulars                                      DR.                                            CR.
Equipment                                    $ 342,473

Cash A/C    
Particulars                                       DR.                                          CR                  
Equipment                                                                                     $ 342,473

Lessor Journal Entries
             
            Cash A/C 
            Particulars                                        DR.                                           CR.
            Interest received from lease               155,747.04

















Part B: Cash-flow statement (9 marks)
Balance sheets 2016-2017 for Xenox Company, are presented below.
	
Xenox Company
Balance Sheets
December 31

	Assets
	
	
	2016
	
	2017

	Cash 
	
	$ 171,000
	
	$ 65,000

	A/R
	
	   27,000
	
	   70,000

	Inventories
	
	  85,000
	
	   66,000

	Building
	
	260,000
	
	202,000

	Equipment
	
	189,000
	
	230,000

	Accumulated Depreciation
	
	(84,000)
	
	(72,000)

	Total
	
	$648,000
	
	$561,000

	Liabilities and stockholders’ equity 
	
	
	
	
	

	Accounts payable
	
	$ 46,000
	
	$ 69,000

	Interest payable
	
	  16,000
	
	 10,000

	Bonds payable
	
	200,000
	
	180,000

	Common stock, $1 par
	
	310,000
	
	230,000

	Retained earnings 
	
	76,000
	
	72,000

	Total
	
	$648,000
	
	$561,000



Additional information:

1. Depreciation expense of $ 18,000.
2. Cash dividends of $ 60,000 were paid.
3. Interest of $ 5,000 was received.
4. Net income was $180,000.
5. Stocks were issued for $20,000 cash.
6. Equipment with original cost of $ 40,000 and accumulated depreciation of $30,000 was sold for $8,000 cash. 

7. Building with a cost of $ 74,000 was purchased during 2012.
8. Equipment with a cost $ 70,000 was purchased by issuing stock. 
Instructions: 
a- How can you explain the difference between net income and net cash? (2 marks)
b- Prepare the statement of cash flows for 2017 using the indirect method. (5 marks)
c- Calculate the Free Cash-Flow (FCF) and interpret. (2 marks)

Answer: 
a) Net income is the total revenues recognized in a financial accounting period less the total expenses for the same period. It the amount of income that remain in business after the business pays for all its obligations for a specific period while the net cash is the net change in the amount of cash that a company generates or lose during a given a financial accounting period which is measured at the last day of the reporting period (Lessambo, 2018).
b) Shown in the statement below
c) FCF = Net income+ Non-cash expenses – increase in working capital – capital expenditures.
= $ (180,000 + 88,000- 33,000 – 134,000) = $ 101,000
Free Cash Flow is calculated by deducting both increase in working capital and capital expenditures from the total net income plus non-cash expenses.
The total net income is the amount of money that has been realized from sales less operating expenses.
The non-cash expenses in this case are depreciation and equipment that has been purchased by use of common stock
Increase in working capital is as a result of any capital gain either from the sale of equipment, interest earned or issuing of stocks
Capital expenditure is the amount of money that is used to purchase machines and equipment’s (Hoffmann, 2017)




	Xenox Company
Statement of Cash flows
For the year ended Dec. 31, 2017


	
	
	
	

	Net Income
	
	
	$ 180,000

	Adjustments to reconcile net income to net cash flow 
	
	
	

	Depreciation
	$ 18,000
	
	

	Account payable decrease
	$ (60,000)
	
	

	Account receivable decrease
	$ 5000
	
	

	Stock decrease
	$ 20,000
	
	

	Gain on sale of asset
	$ 8000
	
	

	Cash Decrease
	$ (74,000)
	
	

	
	
	
	$( 83,000)

	
	
	
	

	Net Cash Flow: Operating activities
	
	
	$ 97,000

	Cash flow from investing activities
	
	
	

	Cost of new equipment
	$ (70,000)
	
	

	Cash flow: investing activities
	
	
	(70,000)

	Cash flow: Financing activities
	
	
	

	Issuance of common stock
	   $ (90,000)
	
	

	Payment of cash dividends
	$ (33,000)
	
	    (123,000)

	Net Cash flow : Financing activities
	
	
	

	Total cash flow decrease
	
	
	(106,000)

	Cash balance 31, December 2016
	
	
	171,000

	Cash balance 31, December 2017
	
	
	$ 65,000

	
	
	
	

	
	
	
	









PART C : Accounting Changes and Error Analysis (6 marks)
Smith Company’s auditor discovered two errors. No errors were corrected during 2017. The errors are described as follows:

1- A machine with a four-year life was purchased on January 1, 2016. The machine cost $ 20,000 and has no expected salvage value. No depreciation was taken in 2016 and 2017. Assume the straight-line method for depreciation. 1.5 marks 

2- An equipment purchased for $710,000 which was estimated to have a useful life of 10 years with a salvage value of $10,000 at the end of that time.  Depreciation has been recorded for 7 years on a straight-line basis.  In 2017 (year 8), it is determined that the total estimated life should be 15 years with a salvage value of $4,000 at the end of that time. 3 marks

3- As the company applies the IFRS, it changed from LIFO to the FIFO inventory costing method on January 2017. Inventory determined under LFO and FIFO for the period 2014–2016 is as follows.: 1.5 marks

	Year
	LIFO
	FIFO

	2014
	$230,000
	180,000

	2015
	180,000
	200,000

	2016
	360,000
	365,000



Instructions: for each transaction indicate if it is an accounting error or an accounting change (specify the type of accounting change) and prepare the appropriate journal entries in 2017.








Answer:
1.  This is an error on analysis

Annual depreciation = cost of asset- salvage value/ useful life of asset
       
0 = $ 20,000 – x / 4

20,000 – x = 0 x 4

20,000 – x = 0

X= 20,000

Salvage value = $ 20,000

ENTRY
Salvage expense                               $ 20,000   
                       Salvage value                                                   $ 20,000

2. This is a change in accounting principle.











Journal entry to record depreciation in 2017
 
Original cost                                               $ 710,000
Accumulated depreciation
($ 710,000-10,000)/ 10x7                              490,000

Book value                                                    220,000
Salvage Value                                                   (4000)
Depreciable basis                                           216, 000
Remaining life (15-7)                                      8 years
Depreciation Expense                                   $ 27,000

ENTRY:
                                                            DR.                        CR.
Depreciation expense                       $ 27,000
                 Accumulated expense                                  $ 27,000

3. This is a change in accounting principle.
LIFO = cost of recent inventory x inventory sold
FIFO = Oldest inventory x inventory sold
FIFO= 230,000-180,000= 50,000.
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1. Project Assessment Criteria
      The assessment of the project will be undertaken by the instructor.
       Marks distribution will be as follows:
       Report Body                               25 marks
       Presentation of the project          15 marks
2. Project Submission Date:
This project is due on week15; and it is an Individual project. The report should be uploaded using the model before the due date.

· Project due date is: May 18th 2020. 

· Project presentation dates is: Last week / week 16 (May 26- June 2 2020). 
Submission Instructions
Students are required to submit the report in soft copy also through the Turnitin system which is available online at https://lms.ectmoodle.ae
High “Similarity Index” will result in low marks for the project.

3. Format:
· Page size: (A-4)
· Margins: Font: Times New Roman/ Arial 
· Font size: 12
· Line-spacing – 1.5 lines
· Referencing- Harvard Style. 
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