UNIVERSITY OF ONTARIO INSTITUTE OF TECHNOLOGY
BUSI 1130—Introductory Financial Accounting
Winter 2019

Face-to-face hand-in assignment #7

Submission Requirements
· You must hand in your face-to-face submissions at the start of class.  Late submissions will not be accepted.
· Face-to-face assignments must be typed.
· You must attempt to answer all questions, including any required calculations, in order to receive a passing grade.
· YOU MUST WORK ON YOUR OWN.  INSTANCES OF PLAIGARISM WILL BE TAKEN SERIOUSLY.

Part I:
Use Metro 2018 Annual Report to answer the following questions
1. What types of fixed assets does Metro have and what are the useful lives?
1) Buildings – 20 to 50 years 
2) Equipment – 3 to 20 years 
3) Leasehold improvements – 5 to 20 years

2. How much goodwill did Metro report in 2018 and how much was reported in 2017? What is goodwill and why did it increase?
Balance – end of year 2018: $3,302.2
Balance – end of year 2017: $1,973.8
Goodwill is a long-term asset that arises when two businesses are combined. It increased because on May 11, 2018, the Corporation completed the acquisition of all the outstanding Class A subordinate voting shares of The Jean Coutu Group (PJC) Inc. (”Jean Coutu Group”) and all of the outstanding Class B shares of the Jean Coutu Group for a total consideration of $4,525.1.

3. What type of intangible assets does Metro have and what is the highest intangible asset and does it have a definite or indefinite life? What was the net carrying value of this asset in 2018? What’s the difference in how intangible assets with indefinite and identifiable useful lives are accounted for? 
1) Leasehold rights - 20 to 40 years
2) Software - 3 to 7 years
3) Retail network retention premiums - 5 to 30 years
4) Customer relationships - 10 to 27 years
These assets have definite life. The net value of these assets in 2018 was: $2,914.4

4. Accounting for property, plant, and equipment, intangible assets, and goodwill requires many estimates and the exercise of judgement by a company’s management. Refer to note 4 on what basis Metro uses to make their judgements.
Metro uses consolidation of structured entities and aggregation of operating segments to make judgements. Entities carrying the same businesses in different areas are aggregated as they are in the same business environment and subject to similar legal provisions.

5. Suppose Metro made different estimates in its financial statements in particular as it relates to long lived assets. How would the financial statements be affected? What difference would it make if different estimates were made? Consider the stakeholders when answering.
Different estimates for the long lived assets would lead to would lead to different figures on the financial statements of Metro. Estimates helps the investors to understand the firm future cash flow. Proper judgment and estimation would lead to increased confidence for the investors.

Part II: There are 5 questions in total.

1. Sierra Nevada Water Corporation paid $270,000 to purchase equipment for use in its manufacturing operations. In addition, Sierra Nevada Water Corporation incurred the following expenditures relating to the equipment:

∙ $1,500 freight to have the equipment shipped to its manufacturing facility
∙ $750 insurance while the equipment was in transit
∙ $3,200 for special steel and concrete reinforcements used to house the equipment in the factory
∙ $1,200 for a one-year insurance policy on the equipment after it has been installed
∙ $300 to test the equipment before it is placed in service
∙ $400 for maintenance costs during the first year of service

Required:
Calculate the cost of the equipment that would be capitalize on the balance sheet.
270 000 + 1500 + 750 + 3200 + 1200 + 300 + 400 = $277,350

2. Small Valley Ltd. purchased machinery on January 2, 2015, at a total cost of $85,000. The machinery's estimated useful life is 8 years or 60,000 hours, and its residual value is $5,000. The tax rate for CCA is 30%. During 2015 and 2016, the machinery was used 7,000 and 7,500 hours, respectively.

Required:

a) Compute depreciation under straight-line, units-of-production, and declining-balance methods for 2015 and 2016.

                                Straight line method: Depreciation = 

		=
	= $10,000 per Annum
	Depreciation for 2015 and 2016 = $10,000*2
					= $20,000
	
[bookmark: _GoBack]                      Units of production Method: Depreciation =
	
	Depreciation Cost per hour	= 

					= 1.33
                             	2015 depreciation = 1.33*7000    = $ 9,333.33
                             	2016 depreciation = 1.33*7500   = $ 10, 000

		Total depreciation = $ 19,333.33

                          Declining balance Method: Depreciation = 2015= 30 %*( 85,000-5,000) *1/2
		
			= $12,000
	Depreciation 2016= 30 %*( 80,000-12,000) *1/2

		= $ 10,200


b) If management’s objective in 2015 is to maximize income which method would you prefer? If it was income smoothing which method would you prefer? 
To maximize income, the company should use reducing method balance as it increases depreciation charge in the early years and reduces the taxable charge. For income soothing the company can use machine hour method as it records less depreciation thus increasing income.

c) It was decided in 2015 that Small Valley would use the straight-line method of depreciation. In December 30, 2016 Small Valley sold the equipment for $55,000 cash.  Prepare ALL journal entries relating to the equipment and disposal in 2016.
	
	
	Accumulated Depreciation

	
	Dr
	Cr

	year 1
	
	$10,000 

	Year2
	
	$10,000 

	
	
	$20,000 


	

	
	Journal Entry
	

	12/30/2016
	Cash             
	$55,000 
	

	
	Acc. Depreciation
	$20,000 
	

	
	Loss
	$10,000 
	

	
	
	$85,000 
	

	
	Equipment
	
	$85,000 

	
	
	
	



d) It was decided in 2015 that Small Valley would use the diminishing balance method of depreciation. In December 30, 2016 Small Valley sold the equipment for $55,000 cash.  Prepare ALL journal entries relating to the equipment and disposal in 2016.
	





	
	Accumulated Depreciation

	
	Dr
	Cr

	year 1
	
	$12,000 

	Year2
	
	$10,200 

	
	
	$22,200 

	
	
	



	
	Journal Entry
	

	12/30/2016
	Cash             
	$55,000 
	

	
	Acc. Depreciation
	$22,200 
	

	
	
	$7,800 
	

	
	
	$85,000 
	

	
	Equipment
	
	$85,000 



e. Looking at your answers in part c) and d) explain why there was a difference in the gain or loss recorded from the sale of the equipment.
D records a lesser loss on sale than C. This is because depreciation expense is high in the first years when using the diminishing balance method. 

f. After a meeting with upper management Mr. Robot Ltd. (Mr. Robot) concluded they would need a new super computer to reduce their production time and cost of the company's current production process. On January 2016 they purchased a new super computer for $150,000. The computer was estimated to have a six-year useful life and a residual value of $15,000. In February 2020, Mr. Robot paid $98,000 to overhaul the entire computer system. The overhaul upgraded to the latest technology and extended its useful life by an additional two years. In May 2020, the computer broke down and required servicing to get it to operate properly. The servicing cost $10,000. Mr. Robot's year-end is December 31. The estimated residual value remained $15,000, unchanged throughout the period.
Required:
a) Provide the journal entry to record the purchase of the equipment in January 2016.
Equipment Account
Debit 				credit
	January 2016 			$150,000
	Cash 								$ 150,000

b) How would you account for the overhaul done in February 2020? Explain your reasoning.
I would record the expenditure in the balance sheet as an asset (in a Contra asset). I would then charge the depreciation of the asset for the remaining number of useful years. This is because it’s a major overhaul and it leads to an increase in the useful life of the asset. 
c) How would you account for the servicing done in May 2020? Explain.
I would expense the service cost rather than amortize it. This is because the servicing leads to improvement in the working of the computer but does not lead to increased useful life.
d) What effect would the events in (b) and (c) have on Mr. Robot's depreciation expense?
B leads to an increase in the depreciation expense while c has no effect on the depreciation expense.

e) What would be the depreciation expense in each year of the equipment's life, assuming that Mr. Robot uses straight-line depreciation?
Straight line method: Depreciation = 
  Cost = $ 150,000+ $ 98,000 = $ 248,000
Residual value 		= $ 15,000
Useful life 			= $ 8 years
 Depreciation			 = (248,000-15,000)/ 8
				= $ 29, 125

g. Consider each of the following items:
a. Cost of an oil change on the company’s truck. – Vehicle expense account
b. Cost of major brake replacement in a large piece of construction equipment that is expected to be completed every four years. - Repair and Maintenance account.
c. Lawyers’ fees associated with a successful patent application. – Acquisition expense
d. Lawyers’ fees associated with an unsuccessful patent application. – Legal fees account.
e. Cost for the development of a website used exclusively to advertise new products. - Sales and Administration expense.
f. Cost of permits for building construction. – Building Account.
g. Cost to demolish an old building that is on a piece of land where a new building will be constructed.- Construction account
h. Market research to find out what attributes people want on their cell phones. - Sales and administration expense account.
i. Costs required to remove asbestos in building to bring it up to new safety code. – Repair and maintenance fees. 
j. Cost to excavate land to make it flat for a building site. - Land Improvement account.
k. Cost of replacing tires in construction equipment expected to last three years. - Repair and maintenance account.
l. Cost of installing a new roof on the company’s building. - Building Account.
m. Cost to add new functions to a software package unique to the company. – Software costs.
n. Routine maintenance of website. - Repair and Maintenance.
Required:

For each of the above items, give the name of the account to which the expenditure should be charged; that is, what account should be debited? Be specific and assume all purchases are made with cash.


h. Innovative Inc. has a piece of equipment with a carrying amount of $175,000. Technology has changed, indicating that the machine may be impaired. A new machine with updated technology could be purchased for $350,000. A used machine of similar vintage is listed on-line for $160,000. The expected future cash flows from continuing to use the asset are $148,000. The estimated value if the company sold the asset less commission costs is $155,000.






Required:
1) What is the recoverable amount?
Recoverable amount is the higher of the future value cost less cost to sell and the value in use.
Commission costs= $160,000- $155,000 = $5,000
Fair value less the cost to sell = $155,000
Value of the machine = 160,000
Recoverable amount = $160, 000
			
 
2) What is the amount of impairment?
Impairment = Carrying value – Recoverable amount 
		= $ 175,000- $160,000
		= $15,000 
	
