


Advanced Long-Term Assets Analysis
Learning Problems
Consolidation at Simpson
On January 25, 2018, Simpson Company purchased the assets (less cash) and liabilities of Rebecca Company for CAD 650,000.  The 2017 audited balance of Rebecca Company was:


Assets


Cash










CAD 54,000


Marketable securities







10,000


Accounts receivable







250,000


Inventory








230,000


Land









150,000


Factory





CAD 170,000


Less:  Accumulative depreciation



20,000
150,000


Machinery





CAD 200,000


Less:  Accumulative depreciation



45,000
155,000





Total








CAD 999,000

Liabilities


Accounts payable







CAD 100,000


Line of credit








250,000


Mortgage payable







200,000


Shareholders' Equity


Common shares







100,000


Retained earnings







349,000



Total








CAD 999,000
Sam Credits, a local CPA, prepared a balance sheet for Rebecca Company using estimates of the fair values of the company's assets and liabilities:


Assets


Cash








CAD 54,000


Marketable securities






15,000


Accounts receivable






250,000


Inventory







280,000


Land








170,000


Factory







180,000


Machinery







160,000



Total







CAD 1,109,000





Liabilities


Accounts payable






CAD 100,000


Line of credit







250,000


Mortgage payable






200,000


Shareholders' Equity





Residual







559,000



Total







CAD 1,109,000

REQUIRED:

1.
Make the journal entry to record the purchase of this business on January 25, 2018.
Consolidation at Dexter
On January 15, 2018, Dexter Company purchased 90.0% of the assets (except cash) and liabilities of Maxwell Company for CAD 787,500.  The 2017 audited balance sheet of Maxwell was:

	Assets

	Cash

Accounts receivable

Inventory

Land

Building

Less: Accumulated depreciation

Equipment

Less: Accumulated depreciation
	 543,000

12,000

 970,000

370,232
	    24,000

125,466

243,000

250,000

531,000

599,768

	
Total
	
	 1,773,234

	Liabilities

	Accounts payable

Notes payable

Loan payable
	
	    25,000

330,000

730,000

	
Owner's Equity

	Capital, John Maxwell
	
	   688,234

	
Total
	
	 1,773,234


A CBV was hired to appraise the value of Maxwell Company.  The fair value of the company’s assets and liabilities was as follows:
	
Assets

	Cash

Accounts receivable

Inventory

Land

Building

Equipment
	
	    24,000

125,466

240,000

280,000

570,000

580,000

	
Total
	
	 1,819,466

	
Liabilities

	Accounts payable

Notes payable

Loan payable
	
	    25,000

330,000

730,000

	Owner's Equity

	Capital, John Maxwell
	
	   734,466

	
Total
	
	 1,819,466


REQUIRED:

1. Make the journal entry to record the purchase of the business using full goodwill.
2. Make the journal entry to record the purchase of the business using partial goodwill.
Equity Method at Western Realty
On January 1, 2017, Western Realty Company acquired 25.0% of the outstanding shares of K Development for CAD 720,000.  The carrying value of the stock was CAD 600,000 according to K's accounts.  Western was willing to pay more than the carrying value for the following reasons:

· K Development had depreciable assets with a 10-year useful life and a fair value of CAD 60,000 less than the carrying value;
· K Development owned land with a fair value of CAD 300,000 greater than the carrying value; and
· Western believed K Development possessed enough goodwill to justify the remainder of the price. 

K Development earned a net income of CAD 540,000 uniformly over the current year ending December 31.  On December 31, K paid a cash dividend of CAD 360,000.  Both companies close their accounts on December 31.

REQUIRED:

1. Prepare the journal entries relating to the investment in K Development.
2.
What is the carrying value of the investment at year-end?

Equity Method at Diversified
On June 30, 2017, Diversified Company purchased 20.0% of the 100,000 outstanding shares of Z Company.  The net assets of Z Company on the date of purchase were:



Common stock, CAD 10 par

CAD 1,000,000



Contributed surplus


CAD 1,750,000



Retained earnings


CAD 2,350,000

Diversified paid CAD 1,410,000 for the shares of Z Company.  The excess of the cost over the underlying carrying value was paid because (1) the land owned by Z Company had a fair value of CAD 550,000 greater than its carrying value, (2) the depreciable assets of Z Company were worth CAD 450,000 more than their undepreciated cost, and (3) Z Company had a sufficient amount of goodwill.  The depreciable assets have a remaining useful life of 12 years.

During the last six months of 2017, Z Company earned a net income of CAD 315,000 and paid dividends of CAD 1 per share.  In 2018, Z Company reported a net loss of CAD 90,000 but paid dividends of CAD 2 per share.  Both companies end their reporting periods on December 31.

On December 31, 2018, Z Company’s common shares had fallen to CAD 45 per share, and Diversified decided to write down the value of its investment due to strong international competition.

On January 2, 2019, Diversified sold 15,000 shares of Z Company for CAD 47 per share.

REQUIRED:

1. Prepare all the journal entries relating to this investment in Z Company.

2. How could the equity method be used to manage earnings?
Upstream and Downstream Transactions at Rapport
Rappaport Industries owns 25% of Ruthgart Ltd. and accounts for its investment using the equity method.  Rappaport sold inventory costing CAD 96,000 to Ruthgart for CAD 160,000 in 2023, but Ruthgart only resold inventory costing them CAD 120,000 that year.  The remainder was resold the next year.  Ruthgart sold inventory costing CAD 50,000 to Rappaport for CAD 58,000 in 2023, but Rappaport had not yet resold any of the inventory.  It will be resold next year.
REQUIRED:

1. Calculate the adjustment to Rappaport’s share of Ruthgart’s net income in 2023.
2. Calculate the adjustment to Rappaport’s share of Ruthgart’s net income in 2024.

Joint Control at Halston
Halston Enterprises is contemplating a joint arrangement with two or more partners to develop, produce, and sell a new product.  This allows Halton to pool its financial resources and limit its risks by establishing a new business entity operating on a non-recourse basis.  Each party has the right to their share of the new entity’s profits and net assets.  Several contractual agreements are being considered:

Arrangement 1

Halston has 20% of the voting rights and shares the remaining voting rights equally with four other partners.  The partners must unanimously approve all decisions.
Arrangement 2
Halston has 50% of the voting rights, Company B has 30%, and Company C has 20%.  At least 75% of the voting rights are required to make decisions.

Arrangement 3
Halston has 50% of the voting rights, Company B has 25%, and Company C has 25%.  At least 75.0% of the voting rights are required to make decisions.

Arrangement 4
Halston and another company each have 30% of the voting rights, and the remainder are widely disbursed.  At least 50.0% of the voting rights are required to make decisions.
Arrangement 5
Halston and another company each have 30% of the voting rights, and the remainder are widely disbursed.  At least 75% of the voting rights are required to make decisions.

Arrangement 6

Halston has 60% of the voting rights, and another company owns 40%.
REQUIRED:

1. Describe how Halston and the other companies should account for the investment under each arrangement.

Cost Model at Wibur and Jenkins
Case 1

On December 31, 2010, Wilbur Company estimated the recoverable value of a cash-generating unit of its business to be CAD 490,000, while the carrying value of the unit was CAD 565,000.  Land has a carrying value of CAD 350,000, and the buildings have a carrying value of CAD 175,000.  Goodwill attributed to the cash-generating unit is currently CAD 40,000.  The fair value or value in use of the land and building cannot be determined.  Wilbur Company has adopted the cost model.
On December 31, 2011, the recoverable value of the cash-generating unit rose to CAD 515,000.
REQUIRED:

1. Make the journal entry to record the impairment loss in 2010.
2. Make the journal entry to record the reversal of the impairment loss in 2011.  What if the recoverable value was CAD 610,000?
Case 2

On May 1, 2010, Jenkins Company estimated its recoverable value to be CAD 510,000 and the carrying amount to be CAD 600,000.  Land has a carrying value of CAD 350,000, the building has a carrying value of CAD 200,000, and equipment has a carrying value of CAD 50,000.  Goodwill attributed to the cash-generating unit is currently CAD 35,000.  The land currently has a fair value of CAD 360,000, but the fair value of the building and equipment cannot be determined.
REQUIRED:

1. Make the journal entry to record the impairment loss in 2010.
Cost Model at Delta Mining
Delta Mining Company purchased a mining property five years ago from Bolder Ridge Inc. for CAD 15,000,000.  At the time of purchase, the mine was expected to produce 10,000,000 pounds of ore and have a residual value of CAD 50,000.  Production has averaged 1,000,000 pounds over the last five years.    

The purchase price of CAD 15,000,000 was allocated to the following asset categories:



Land



CAD 10,000,000



Building


CAD 3,000,000



Mining Equipment

CAD 2,000,000

On December 31, 2018, Delta expects the mine to remain in operation for the next five years and produce 1,000,000 pounds of ore each year. 
The company expects the selling price to average only CAD 1.75 per pound over the next five years due to industry overcapacity.  Production costs are CAD .50 per pound, while directly attributable administration and carrying costs average approximately 50.0% of product costs.  These figures do not include amortization charges.  

Bolder Ridge is a cash-generating unit of Delta Mining and has allocated goodwill of CAD 250,000.

Delta Mining has a corporate tax rate of 25.0% and an estimated cost of capital of 10.0%.  The mining property is being amortized using the units-of-output method.  The building and equipment will be scrapped at the end of the mine’s life.  

REQUIRED:

1. Make the journal entries to record the impairment on December 31, 2018.
Capitalization of Borrowing Costs at Duluth and Dauphin
Cathy O’Donnell is determining the borrowing costs to be capitalized for two clients. 
Duluth Manufacturing

Duluth began construction on a new plant on March 1, 2023, and completed it on October 31, 2023.  Construction expenditures were CAD 300,000 monthly for eight months beginning on March 1.  Duluth borrowed CAD 2,000,000 on March 1 to specifically finance construction, negotiating a 2-year term loan with an interest rate of 8.0%, compounded monthly.  Excess funds not needed immediately to pay construction costs were invested in short-term securities at 4.0%.
Dauphin Industries

Dauphin Industries began construction on a new warehouse facility on February 1, 2023, and completed it on December 1, 2023.  Construction expenditures were 500,000 monthly for 10 months beginning on February 1.  A loan was not specifically taken out for construction, but the company used general borrowing during the construction period, consisting of:
	Type of Loan
	Loan Amount
	Interest Rate

	Term loan
	5,000,000
	7.30%, compounded monthly

	Debenture
	10,000,000
	9.10%, compounded monthly


REQUIRED:

1. Determine the borrowing costs that can be capitalized at Duluth and Dauphin.
Decommissioning and Restoration Costs
On January 1, 2018, Delta Mining began operations at its new open-pit coal mine with an estimated output of 1,000,000 tons that will be extracted uniformly over the useful life of the mine.  The mine cost CAD 180,000,000 and will operate for approximately five years, at which time the company must decommission and restore the site at an estimated cost of CAD 20,000,000.  The company uses a discount rate of 8.0% to determine the present value of its liabilities.
REQUIRED:
1. Make the journal entries relating to the decommissioning and restoration costs provision.
2. Describe the earnings management techniques Delta may be applying.
Balance Sheet Quality Issues
1. Taka Brands owns 45% of the voting shares of seven associated companies but has no subsidiaries.

2. Ella Ltd. sells its conditional sales contracts to a financing unit. It is managed by Ella’s employees, who make all routine collections, including dealing with bad debts.  Ella retains 30% ownership, shares in bad debts like other investors, and receives a flat fee for managing each account.
3. Harrison Inc. accounts for its inventories using the FIFO method, but its competitors use the average cost method.

4. Gaylord Enterprises has a policy of growing organically instead of through acquisition.

5. Simpson Inc. reclassified CAD 20 million in long-term investments as current assets.

6. Wilson Industries reclassified CAD 45 million in short-term receivables as long-term assets due to collection problems.

7. Howard Ltd. is experiencing serious financial distress.  It has a large, deferred income tax asset consisting primarily of unused loss carryforwards.

8. Hanson Enterprises provides its employees with a defined benefit pension plan.  It recently lowered its actuarial assumptions for the rate of compensation increase.  The plan currently has a deficit.
9. Columbia Inc. has several production facilities that it accounts for using the revaluation model.  There is no active secondary market for these specialized facilities, so the company‘s management assesses their value.

10. Hanover Ltd. has adopted the cost model for its property, plant, and equipment.  It frequently records write-downs and reversals. 

11. Global Holdings has acquired several companies in the food processing industry.  Its goodwill in comparison to its total assets is considerably higher than its competitors.

12. Emerson Industries is an older manufacturer with several idle facilities.  Its fixed asset turnover is well above the industry average.

13. Anton Inc. reassessed the probability of several of its contingent liabilities as not probable.

14. May Ltd. lowered the discount rate used to value its long-term note receivables to 5.0%.

15. McDougal Co. rents most of its equipment using leases with terms of less than 12 months.
16. Albertson Industries recently constructed a new factory.  They built it themselves and capitalized interest, general administrative costs, and an allowance for normal profit.
17. Squires Laboratories is an industry leader in new product development.  The CEO says the key to the company’s success is its focus on internal development.  Its intangible assets as a percent of total assets are much lower than its competitors.
18. Wellington Ltd. wrote off all the goodwill and several patents relating to a recent business acquisition.
19. Clean Industries is a holding company that invests in both new startups and established firms in the green energy industry.  The Class B common shares stipulate that the company must buy back the securities at the holder’s request for their stated value.

20. Premium Brands has a large convertible bond issue that is currently “in the money” and maturing in one year.
21. Able Co. has capitalized significant R&D costs relating to a new project that shows promise, but it does not have the technological and financial resources to complete it.

22. Leader Industries has several investment properties that it accounts for using the fair value method.  Fair value is estimated using the company’s free cash flow estimates.
23. Trottier Ltd.’s cash ratio is three times the industry average.

24. Riel Ltd.’s parent company owns 55.0% of its operations.
25. Amstel Consolidated discloses frequent error corrections relating to improper applications of accounting rules.  
REQUIRED:

1. For each of the above scenarios, describe any balance sheet quality issues.  What actions might an analyst take to address these problems?
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