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QUESTION 1 (9 marks)

Your firm has recently been chosen as the auditor of Rocky Mountain Unlimited, a company which was formed on October 15, 2014.  Mr. Summit owns 70% of the voting shares of Rocky Mountain Unlimited and his wife owns the remaining 30%. On October 31, 2014, Rocky Mountain Unlimited acquired all of the voting shares of Foothills, a company which was founded by Mr. Summit’s wife four years ago.  Foothills will sell Rocky Mountain chocolate making supplies to Rocky Mountain Unlimited at a gross profit of 25%.  In a meeting with Mr. Summit, he asks your audit partner the following questions.  

a) Why do accounting standards require that profits on sales of inventory between a subsidiary and its parent must be eliminated?  My wife is working hard to ensure that Foothills is a profitable company and it seems unfair that the profits of this company will not be reflected in Rocky Mountain’ financial statements. (3 marks)

b) Foothills owns some packaging equipment with a net book value of $45,000.  At the time that Rocky Mountain Unlimited bought Foothills was estimated to be worth $45,000.  However, our tax advisor has suggested that Foothills should sell the equipment to Rocky Mountain Unlimited for $40,000.  The equipment is really only currently worth $40,000 because it is becoming obsolete due to the recent introduction of superior technology.   Foothills can use the tax loss that the sale will generate because the company has been paying a lot of income taxes since it was formed.  Assuming the sale takes place, how should we account for this equipment? (3 marks)

c)	An intercompany gain on the sale of land is eliminated in the preparation of the consolidated statements in the year that the gain was recorded.  Will the gain be eliminated in the preparation of subsequent consolidated statements?  Explain (3 marks)

	REQUIRED

	Draft responses to each of Mr. Summit’s questions, for use by your audit partner in a follow-up meeting with Mr. Summit to discuss his concerns.  (3 marks per item; 9 marks total).







QUESTION 2 (6 marks)

The following are the financial statements of Raleigh Corp and Tweedmere Inc. prepared on December 31, 2019:		    	2019 INCOME STATEMENTS
						Raleigh 		Tweedmere
	Misc. revenues			  926,500		  270,000
	Interest revenue			      			      3,600
	Dividend revenue			    10,500		            _    
						$937,000		$273,600
	Misc. expenses			  736,400		  229,600
	Interest expense			      3,600    		      
	Income tax expense			    80,000		    20,000
						$820,000		  249,600
	Net income				$117,000		$  24,000

2019 RETAINED EARNINGS STATEMENTS
	Bal, Jan 1				$153,000		$  72,000
	Net income				  117,000		    24,000
						  289,800		    96,000
	Dividends				    50,000		    15,000
	Bal. Dec 31				$220,000		$  81,000

BALANCE SHEETS – December 31, 2019
	Misc. Assets				$535,125		$211,000
	Note Receivables 			    			    60,000
	Investment in Tweedmere		    56,875		     -------
						$592,000		$271,000
	Misc. Liabilities			$212,000		$140,000
	Note Payable				    60,000	 	    
	Common Shares			  100,000		    50,000
	Retained Earnings			  220,000		    81,000
						$592,000		$271,000

Other information:
1.	Raleigh acquired 70% of Tweedmere on January 1, 2016 at a cost of $56,875.  On this date Tweedmere retained earnings amounted to $10,000, and the acquisition differential was entirely allocated to goodwill.  Impairment tests conducted yearly since acquisition yielded a loss of $3,000 in 2016 and a further loss of $2,250 in 2019.
	Raleigh uses the cost method to account for the investment.
	Use the entity theory for calculations.

2.	The December 31, 2019 inventory of Raleigh contained purchases made from Tweedmere amounting to $10,000.  Tweedmere sells to Raleigh at a 40% gross profit.

3.	On July 1, 2019 Raleigh borrowed $60,000 from Tweedmere and signed a note bearing interest at 12% per year.

4.	Both companies pay income tax at a rate of 40%.

REQUIRED:
Calculate the balance in the “Investment in Tweedmere” account as at December 31, 2019, if Raleigh had used the equity method.
QUESTION 3 (15 marks)

Peskett Products Inc. owns 75% of the common shares of Sunburst Corp.  On January 1, 2017, Peskett Products issued bonds with a par value of $350,000 which will mature on January 1, 2022. The bonds bear interest at an annual rate of 8%, with annual interest payments made each December 31st. At the date of issue of the bonds, Peskett Products received proceeds of $360,000. Carrying amount for Peskett Products at January 1, 2019 was $356,434. On January 1, 2019, Sunburst Corp. purchased 30% of Peskett Products’ bonds on the open market for $100,537. Both companies use the effective interest method. Both companies have a December 31st year-end and pay income taxes at a rate of 40%. Bond gains and losses are to be allocated to each company.   During 2019, Sunburst Corp. earned a net income of $80,000 and paid dividends of $20,000. Market rates (Yield) for these bonds was 7.3% at January 1, 2017 (issue date) and 9.7% at January 1, 2019 (Sunburst purchased 40% of Peskett Products’ bonds).


REQUIRED:
a) Calculate the amount of the gain or loss that will appear as a separate item on the 2019 consolidated income statement, as a result of the bond transaction. (2 marks)

b) Calculate the after-tax gain or loss to Sunburst Corp. on the purchase of the Bonds. (2 marks)

c) Calculate the after-tax gain or loss to Peskett Products on the purchase of the Bonds.  (2 marks)

d) What amount of after-tax interest expense (if any) would have to be eliminated in 2019 as a result of the purchase of the Bonds?   (3 marks)

e) What value would be shown on Peskett Products’ December 31, 2019 Consolidated Balance Sheet for the Bond issue (Bonds Payable)?  (3 marks)

f) Calculate the non-controlling interest’s share of Sunburst’s Income for the year-ended Dec. 31, 2019.  (3 marks)




QUESTION 4  (40 marks)

On January 1, 2016, Promenade Corporation, parent company purchased 90% of the outstanding shares of Scooters Company for $3,375,000. At that date, the book values and fair values of Scooters’ assets and liabilities were as follows:
SCOOTERS COMPANY
January 1, 2016

	
Cash
	Book Value
$   200,000
	Fair Value
$   200,000

	Accounts receivable
	600,000
	600,000

	Inventory
	1,100,000
	1,050,000

	Property, plant and equipment, net
	3,000,000
	2,900,000

	Trademark
	 	0 _
	 	50,000

	
	$4,900,000
	$4,850,000

	Accounts payable
	$   500,000
	$   500,000

	Bonds payable
	800,000
	800,000

	Common shares
	2,000,000
	

	Retained earnings
	  1,600,000
	

	
	$4,900,000
	



Promenade uses the cost method to account for its investment in Scooters. The companies’ balance sheets and income statements at December 31, 2019 were as follows:
PROMENADE CORPORATION AND SCOOTERS COMPANY
Balance Sheets December 31, 2019

	
Cash
	  PROMENADE
$   400,000
	    SCOOTERS _
$   450,000

	Accounts receivable
	900,000
	850,000

	Inventory
	1,200,000
	1,100,000

	Property, plant and equipment
	4,400,000
	3,000,000

	Accumulated Amortization
	(1,000,000)
	(500,000)

	Investment in Seahawks Company
	  3,000,000
	 	_

	
	$8,900,000
	$4,900,000

	Accounts payable
	$   500,000
	$   300,000

	Bonds payable
	800,000
	800,000

	Common shares
	3,000,000
	2,000,000

	Retained earnings
	  4,600,000
	  1,800,000

	
	$8,900,000
	$4,900,000







PROMENADE CORPORATION AND SCOOTERS COMPANY
Income Statements and Retained Earnings year ended December 31, 2019


	
Sales
	  PROMENADE 
$3,500,000
	  SCOOTERS
$1,750,000

	Dividend Revenue
	45,000
	--

	Other Revenues
	 	90,000
	 	50,000

	Total Revenues
	$3,635,000
	$1,800,000

	Cost of Goods Sold
	  2,400,000
	  1,300,000

	Gross Profit
	  1,235,000
	 	500,000

	Selling and administrative expenses
	204,000
	84,000

	Bond Interest expense
	46,000
	56,000

	Amortization
	 	300,000
	 	160,000

	Income Before Tax
	685,000
	200,000

	Income taxes (30%)
	 	205,500
	 	60,000

	Net income
	479,500
	140,000

	Retained earnings Jan 1, 2019
	4,195,500
	1,710,000

	Dividends
	 	75,000
	 	50,000

	Retained earnings Dec 31, 2019
	$4,600,000
	$1,800,000

	





	
	



Additional Information

1. Property, plant and equipment (PPE) items held by Scooters as of January 1, 2016 are being amortized over their useful life of 10 years.  Inventory held by Scooters as of January 1, 2016 was sold by September 1, 2016. The trademark had an estimated useful life of 20 years at January 1, 2016.

2. During 2018 and 2019, the fair value of goodwill declined by $10,000 and $20,000, respectively. The fair value of goodwill was not impaired prior to 2018.

3. In 2018, Scooters sold Promenade inventory for $90,000. Scooters sold the inventory at a 25% gross profit. Similarly, in 2019 Scooters sold Promenade inventory for $75,000, at a 25% gross profit. As of December 31, 2018 and 2019, one-half of the inventory remained in Promenades’ inventory.

4. During 2019 Promenade sold merchandise that had been purchased for $125,000 to Scooters for $250,000. All of this merchandise remained in the December 31 inventory of Scooters. Half of the goods purchased remained unpaid at December 31, 2019.



5. The $50,000 “Other Revenues” for Scooters related to Scooters selling land to an unrelated party on April 1, 2019. Promenade had previously sold Scooters the land for proceeds of $100,000 on July 1, 2017, when the land had a cost of $80,000.

6. Other Revenues reported by Promenade in 2019 includes $40,000 management fees charged to Scooters.  Scooters included this amount in selling and admin expenses.

7. On January 1, 2018 Promenade sold Scooters equipment with a book value of $450,000 
for $500,000. The equipment originally cost Promenade $630,000. It had a remaining life of five years at the date of the inter-company sale.

8. Both parties pay taxes at a rate of 35%.

REQUIRED:

a. Calculate goodwill relating to the acquisition of Scooters on January 1, 2016 (2 marks) and prepare a acquisition differential amortization schedule to December 31, 2019. (2 marks) 
Use the entity theory (Fair Value Enterprise -FVE ) for calculations.

b. Summarize inter-company revenues and expenses / eliminations.
Summarize inter-company unrealized profits and losses before and after tax for all years. (8 marks) 
Note:  similar to solution for Self-Study Problem 2 Chapter 6 and Self-Study Problem 1 Chapter 7.

c. Prepare a Consolidated Income Statement for the year ended December 31, 2019. 
(14 marks)

d. Prepare a  Consolidated Balance Sheet as at Dec. 31, 2019:
(14 marks).	
Show supporting calculations for Non-Controlling interest and Retained Earnings at Dec. 31, 2019
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