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4. Financial Reporting and Analysis

4.1. The Role of Financial Reporting

411. EEARK

4.1.1.1. Role of financial reporting
»  Financial statement analysis definition

B Use financial reports prepared by companies, combined with other
information, to evaluate the past, current, and potential performance and
financial position of a company for the purpose of making investment, credit,
and other economic decisions.

The role of financial reporting by companies is to provide information about a

company’s performance, financial position, and changes in financial position that

is useful to a wide range of users in making economic decisions.

4.1.2. ERiE
Q-1. Providing information about the performance and financial position of companies so
that users can make economic decisions best describes the role of:

A. auditing.
B. financial reporting.

C. financial statement analysis.

4.2. Other Information Sources of Financial Statements

421, EEARK

4.2.1.1. Financial notes and supplementary schedules
> Notes and FSs are an integral part of the complete set of financial statements.

Since it is important to understand different accounting choices between

comparable, sometimes need to make necessary adjustments so that the financial

statement data used are more comparable.

The notes provide information that is essential to understanding the information

provided in the primary statements, which clarify the explanatory information

about every line item (or almost every line item) on the balance sheet and income
statement

Note disclosures include information about the following

B Accounting policies, methods, and estimates;

B Financial instruments and risks arising from financial instruments;
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Commitments and contingencies;

Denominated currency;

Compliance of law & legal proceedings;

Related-party transactions;

Subsequent events (i.e., events that occur after the balance sheet date);
Business acquisitions and disposals;

Rounded figures & minor discrepancies;

B Operating segments’ performance.

4.2.1.2. Management’s discussion and analysis (MD&A)

>

General contents (publicly held companies): nature of the business, past results,

material uncertainty and future outlook.

Characteristic: MD&A is a good for understanding information in the financial

statements. In particular, the forward-looking disclosures in an MD&A, can be

useful in projecting a company’s future performance.

Those content elements include
The nature of the business;
Management’s objectives and strategies;
The company'’s significant resources, risks, and relationships;
Results of operations;

B Critical performance measures.

4.2.1.3. SEC requires listed companies to provide an MD&A and specifies the content.

>

Form S-1

B Registration statement filed prior to initial public offerings.

Form 10-K

B Financial statements reported annually.

Form 10-Q

B Financial statements reported quarterly.

Form DEF-14A

B Proxy statements.

Form 8-K

B Major events as acquisitions or disposals of corporate assets, corporate
governance and management changes.

Form 144

B Notice of the proposed sale of restricted securities or securities held by an

affiliate of the issuer.
Forms 3,4,5
B Report beneficial ownership of securities.
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4.2.1.4. Other sources of information

»  Proxy statements

Inter

Management compensation; stock performance; potential conflict of
interests;

Matters that are to be put to a vote at the company’s annual (or special)
meeting of shareholders.

im reports

Provided by the company either semiannually or quarterly, depending on the

applicable regulatory requirements.

Interim reports generally present the four basic financial statements and
condensed notes but are not audited.

These interim reports provide updated information on a company’s

performance and financial position since the last annual period.

Earnings announcements

Followed by a conference call in which the company’s senior executives
Describe the company’s performance and answer questions posed by

conference call participants.

External information

4.2.2. ERLE

Q-2.

A.

4.3.

4.3.1.

Informati

footnotes.

Economy, the industry, the company, and peer (comparable) companies;

Helpful in assessing the company’s future.

on about material events and uncertainties would best be found in:

the proxy statement.

management’s discussion and analysis.

Assume U.S. GAAP applies unless otherwise noted. When an issue is going to be put to

a vote, by shareholders, at an annual general meeting the company prepares a(n):

annual report.

proxy stateme

nt.

management statement of responsibility.

Audits of Financial Statements

4.3.1.1. Audits of

ERAAR

financial statements

BET N5 R TN, BN R 5%
PRI BORE, PP ALHE, 5 NE FUE S




TE X : Audit refers to the process that an independent accounting firm examined

the company’s financial statements to ensure their accordance with specified

auditing standards.

2% : Audits provide reasonable assurance that the financial statements are fairly

presented, meaning that there is a high degree of probability that they are free of

material error, fraud or illegal acts. Also, the auditors must also express an opinion

on the company’s internal control systems.
Audit report BEFAEE 9 5 2: unqualified opinion, qualified opinion, adverse

opinion, disclaimer of opinion

B Unqualified (clean) opinion: the financial statements are compliance with

applicable accounting standards;

Qualified opinion: the statements contains several exceptions or limitations

from accounting principles and the explanations of these deviations will be

presented for users to determine their importance;

Adverse opinion: the statements are unfairly presented and contains material

deviations from accounting standards;

Disclaimer of opinion: the limitations of financial statements hinder the

auditor’s ability to express an opinion.

4.3.2. ERiE

Q-4. Assume U.S. GAAP applies unless otherwise noted. Which of the following statements
best describes the level of accuracy provided by a standard audit report?

A. There is reasonable assurance that the financial statements contain no errors.

B. Thereis full assurance that the financial statements are free of material errors.

C. There is reasonable assurance that the financial statements are fairly presented.

Q-5. In the audit report, an additional paragraph that explains an exception to an accounting
standard is best described as a(n):

A. adverse opinion.
B. qualified opinion.

C. disclaimer of opinion.

4.4. Related Issues in Financial Statements
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441, EEHARK

4.4.1.1. OMERZEHXR

Financial performance Change in financial position

Tbé/balanc e sheet The income statemeﬁt\ The cash flow statement

Assets = liabilities + * Revenue *  Operating cash flows
owner's equity * Expenses * Investing cash flows

i *  Financing cash flows
Net income '
Net cash inflow or outflow

for the financial year

The statement of changes in owner’s equity

4.4.1.2. Financial statement elements
» Financial statement elements are the major classifications of assets, liabilities,
owners' equity, revenues, and expenses.

B Assets are resources controlled by an enterprise as a result of past events
and from which future economic benefits to the enterprise are expected
to flow. Examples: cash, inventory, receivables, etc.

Liabilities are present obligations of an enterprise arising from past
events, the settlement of which is expected to result in an outflow of
resources of a company. Examples: accounts payable, financial liabilities,
etc.

Owners' equity is the excess of assets over liabilities; the residual interest
of shareholders in the asset of an entity after deducting the entity’s
liability. Owners' equity includes: capital, retained earnings, other
comprehensive income, etc.

Income is the increases in economic benefits in the form of inflows or
enhancements of assets, or decreases of liabilities that result in an increase
in equity (other than increases resulting from contributions by owners).
Expenses are outflows of economic resources or increases in liabilities that
result in decreases in equity (other than decreases because of distributions

to owners). Exapmle: cost of goods sold (COGS), selling, general, and
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administrative expenses (SG&A), etc.

Elements Definition Relationship

Current assets
Non—current Assets =
assets(Long-lived liabilities +
assets) owner’s

Current liabilities equity

Non—current Owner’s equity = Contributed

liabilities (Long-term capital
. The Balance L. .
liabilities) +Beginning retained
- sheet .
Capital earning

Liabilities

Additional paid-in +Net income (current

capital year)
Owner’s . . .
it Retained earnings -Dividend (current year)
equi

auy Other +Other comprehensive

comprehensive income
income

Revenue

The income | Revenue — expenses = net income
<> Cost of good sold

statement | (current year)
Expenses | < Other expense

<> Losses

4.4.1.3. Accounting equation B\ :

>  Assets = Liabilities + Owners’ equity
> Assets = Liabilities + Contributed Capital + Ending retained Earnings +
accumulated OCI

Assets = Liabilities + Contributed Capital + Beginning Retained Earnings + Revenue — Expenses —
Dividends + accumulated OCI

4.4.2. ERLE

Q-6. Assume U.S. GAAP applies unless otherwise noted. Which of the following is least likely
to be classified as a financial statement element?

A. Revenue.

B. Liability.

C. Netincome.

Q-7. At the start of the year, a company's capital contributed by owners and retained
earnings accounts had balances of $10,000 and $6,000, respectively. During the year,
7-106
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the following events took place:

Net income earned

Interest paid on debt

Repayment of long-term debt

Proceeds from shares issued

Dividends paid

The end-of-year owners' equity is closest to:
A.  $19,900.
B. $19,400.
C. $21,400.

Q-8. The following information is available for a company ($):

December 31, 2018:

Total assets 120,000

Net income for the year 5,000

Dividends paid 0

Financial leverage ratio for the company is 2.

50% of the equity comes from contributed capital

December 31, 2019

Total assets 112,000

Net income (loss) for the year (4,000)

No new debt or equity issued or repurchased

In 2019, the company most likely:
paid a dividend of $4,000.
Paid a dividiend of $8,000
paid a dividend of $12,000.

4.5. Accruals and Other Adjustments in Preparing Financial Statements

451 EEMRK
45.1.1. EBUUTILHNERES (accrual basis):

> MRERREHRURRMRERN R ERRERANREALDE BRI —TURN,

45.1.2. WARENDMBERAMRENRA, KEAHEEE , AEBUTEEZS TR

REN MRS
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BT ERBSUNERERE/IAET

Goods/ Service

Goods/ Service provider Goods / Services receiver

S~ @

Cash received in Cash paid in
advance advance

Unearned revenue Prepaid expense

Cash received in .
arrears Cash paid in arrears

Accrued revenue Accrued expense

Unearned revenue E deferred revenue (liability): The firm receives cash before it

provides a good or service to customers

Unbilled revenue B accrued revenue (asset): If the revenue is earned, and it is

just that the billing debt has not raised the bill, then you should take up the

revenue under accrued receivables and for most purposes, they should be the

same as accounts receivables. ( KIFER] ,FA unbilled ;FFESS , M unbilled %

5 AR )

Prepaid expenses (asset): The firm pays cash ahead of time for unanticipated

expense.

Accrued expenses (liability): An expense that is incurred, but not yet paid for,

during a given accounting period.

4.5.2. ERLE

Q-9. Before adjusting accounting entries, a liability and a cash has been occurred in the
balance sheet. This process is most likely to be:

A. anunearned revenue.

B. aprepaid expense.

C. anaccrued expense.

4.6. IASB Conceptual Framework

46.1. EEAAR
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http://www.investorwords.com/1842/expense.html
http://www.investorwords.com/3569/paid.html
http://www.businessdictionary.com/definition/accounting-period.html

4.6.1.1. Objectives

» The objective to provide financial information the provision of financial

information that is useful to current and potential providers of resources in

making decisions.

4.6.1.2. Qualitative characteristics of financial statement under IASB

>

>

Fundamental qualitative characteristics

Relevance: Information is relevant if it would potentially affect or make a

difference in user’s decisions.

€ Predictive value. Useful in making forecast;

€ Confirmatory value. Useful to evaluate past decisions or forecasts;

€ Materiality. Omission or misstatement of information could influence
users’ decisions. Materiality is a function of the nature and/or magnitude
of the information.

Faithful representation: Information is relevant if it would potentially affect

or make a difference in user’s decisions.

€ Complete: all information necessary is depicted.

€ Neutral: no bias.

@ Free from error: no errors of commissions or omission in the description

of the economic phenomenon.

Four enchancing qualitative characteristics

Comparability requires the measurement and report of financial information
are similar in different firms. Comparability helps analysts identify and
analyze the real economic differences across companies and time periods.
Verifiability means that different knowledgeable and independent observers
would agree that the information presented faithfully represents the
economic phenomena it purports to represent.

Timeliness means timely information is available to decision makers prior to
their decisions.

Understandability means users should be able to readily understand the
information. Clear and concise presentation of information enhances

understandability.

4.6.1.3. Constraints on financial statement

>
>

Relevant vs. timely: There is a trade off between relevant and timely.

Cost vs. benefits: The benefit users gain from the information should be greater

than the cost of presenting it.

Non-quantifiable: Non-quantifiable information (reputation, brand loyalty,

capacity for innovation, etc.) cannot be captured directly in financial statements.
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4.6.1.4. General features for preparing financial statements
»  Fair presentation;
Going concern;
Accrual basis;

Materiality and aggregation;

Frequency of reporting;
Comparative information;

Consistency of presentation.

>
>
>
>  No offsetting;
>
>
>
U

.S. GAAP & IFRS
Standard-setting bodies: make the rules, such as FASB——U.S. GAAP;
IASB——IFRS.

Regulatory authorities: enforce the rules

B SEC—EE
B FSA——RE

EFRALR
B International Organization of Securities Commissions (I0SCO)

Barriers of universally accept standard (FANENFIENN ; = MNEEHH ;

business groups B EE)o

4.6.1.6. Barriers to coherent of financial reporting framework
» Valuation: Measurement bases for valuation that require little judgment, such as
historical cost, may be less relevant than a basis like fair value that requires more
judgment.
> Standard-setting approach
B Principles-based: require the preparations of financial reports and auditors to

exercise considerable judgment in financial reporting — IFRS.

Rules-based: establishes specific rules for each element or transaction — U.S.
GAAP.

The common conceptual framework is moving toward an objectives-oriented

approach.
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4.6.2. Em@

Q-10. Which of the following is not a characteristic of a coherent financial reporting
framework?
A. Timeliness.

B. Consistency.

C. Transparency.

Q-11. Which of the following is not a required financial statement according to IAS No. 1?
A. Statement of financial position.
B. Statement of changes in income.

C. Statement of comprehensive income.

Q-12. Under the International Accounting Standards Board's (IASB's) Conceptual Framework,
one of the qualitative characteristics of useful financial information is that different
knowledgeable users would agree that the information is a faithful representation of
the economic events that it is intended to represent. This characteristic is best

described as:
comparability.
verifiability.

understandability.

4.7. Revenue Recognize Criteria: General Principle

47.1. EEARK

4.7.1.1. Revenues (sales)
» Generated from selling goods or service in routine business activities.
> Net Revenue = Revenue - adjustments (e.g., cash discounts, volume discounts, or
estimated returns);
Expenses are outflows of economic resources or increases in liabilities that result in
decreases in equity (other than decreases because of distribution to owners);
reductions in net assets associated with the creation of revenues.

> Expenses are grouped together by their nature or function

B By nature: e.g., depreciation expenses are displayed in one account regardless

of whether they come from manufacturing or administration.

B By Function: e.g., cost of goods sold is composed of all manufacturing costs,
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such as raw materials, depreciation, labor, etc.
4.7.1.3. Gross profit is the amount of revenue available after subtracting the costs of delivering
goods or services.
> Operating profit or operating income: operating profit results from deducting
operating expenses such as selling, general, administer active, and research and
development expenses from gross profit.
4.7.1.4. The standard describes the application of five steps in recognizing revenue
» ldentify the contract(s) with a customer;
Identify the separate or distinct performance obligations in the contract;
Determine the transaction price;
Allocate the transaction price to the performance obligations in the contract;

Recognize revenue when (or as) the entity satisfies a performance obligation.

4.7.2. EriE

Q-13. An artists’ cooperative sells its artwork on a consignment basis through a local art
gallery. The cooperative should most likely recognize revenue when the art gallery:

A. signs the contract.

B. fulfills related obligations regarding the sale of the artwork.

C. determines the amount related to the obligations.

Q-14. An example of an expense classification by function is:
A. tax expense.
B. interest expense.

C. cost of goods sold.

4.8. Non-Recurring Iltems

48.1. EEARK

4.8.1.1. Non-recurring items 93 =#h

»  Above the line-unusual or infrequent items (nonrecurring items)
M Unusual in nature or infrequent in occurrence. Not both.
B Reported “above the line” and presented on a pretax basis.
B Example
€ G/Lfrom the sale of assets or part of a business;
€ Impairments;

€ Write-offs, write-downs, and restructuring costs.
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> Below the line
B Discontinued operations (presented on net of tax).

€ When a company disposes of or establishes a plan to dispose of one of

its component operations and will have no further involvement in the

operation, the income statement reports separately the effect of this

disposal as a "discontinued" operation under both IFRS and US GAAP.

<> Reported separately in the income statement

<~ Net of tax, after income from continuing operations

<> On the measurement date, the company will accrue any estimated
loss during the phase-out period and any estimated loss on the sale
of the business. Any expected gain on the disposal cannot be

reported until after the sale is completed.

4.8.1.2. Accounting changes: ‘@& changes in accounting principles, changes in accounting

estimates.

> Changes in accounting principles TEEBMHE | B) retrospective, ITE R/E
beginning ( EEEAN TX—%ELFBERT  NERBETXENEZH2IP
BEEAEBHIETRE ) .

> Changes in accounting estimates —fit 2 H T8 7 HNE RSB M ITAE,
FEEEWMEE K RERIE , B prospective.

>  Error adjustment is recorded in prior period adjustment, th E3RiE M HE,

4.8.2. ERLE

Q-15. Which of the following statement is least likely a non-operating item for a
manufacturing company?

A. Receiving dividends from investments classified as available-for-sale.

B. Paying interest on subordinated debentures.

C. Recording bad debt expense for accounts receivables.

4.9. Basic EPS and Dilutive EPS

49.1. EEAAR
4.9.1.1. EPS BiEITH :

> X
B Basic EPS
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Net income-preferred dividednds
Weighted average number of common shares outstanding

B Diluted EPS

Basic EPS=

Adjusted income available for common shares
Weighted avg. common & potential common shares outstanding

NI _
d 1 + d IVconvenible I nterest convertible (1 t)
- Ivpreferred preferred debt

WACSO + |:Sharesconversion of :| + |:Sharesconversion of j| |:Shareslssuable from j|

conv. pfd. shares conv. debt stock opt.

Dilutive EPS=

& 7E4 stock option B} , MR FEWHZMESHNITH X , WA treasury

stock method,

i+ & Diluted EPS B

Firstly, calculate basic EPS

Then, to identify dilutive securities

In the end, to calculate diluted EPS

Diluted EPS is no higher than basic EPS
X

B EZHPLELHIMNRE weighted average number of common shares
outstanding Z 121§ stock dividend # stock split EIE M4 stock new issue
F repurchase R ZA 8] iNAR
Dilutive EPS B9t E , B2 convertible bond , convertible preferred stock &1
stock option , warrant 2B 1L basic EPS R, WTFEBUHBRMEESED
F,OBEEERML, —EELR
WMRNFIE option HE warrant FIERT , ITEM Dilutive EPS AR
treasury stock method , MIREZ X FBEIXNMEFREREREE  HXF
ST ERNER, T L, treasury stock method =B RBRIRAFMEA
ARSI RARBMBKRE | IKH B2 HR. HHBIATMEE
FREMZFIGNE , ZPRNEHRN,
¢ IE | FEUEUHETROBRN  FER2KBE,

@ Treasury stock ¥ T B :treasury stock has no voting rights and does

not receive dividends.
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Q-16. Assume U.S. GAAP applies unless otherwise noted. An analyst gathered the following

information about a company:

Shares of common stock 1,000,000

Net income for the year $1,500,000

Par value of convertible bonds with a 4% coupon rate $10,000,000

Par value of cumulative preferred stock with a 7% dividend rate $2,000,000

Tax rate 30%

The bonds were issued at par and can be converted into 300,000 common shares. All
securities were outstanding for the entire year. Dilutive earnings per share for the
company are closest to:

$1.05.

$1.26.

$1.36.

Q-17. Bingo Ltd. had 800,000 average shares outstanding during all of 2019. During 2019,

Bingo also had 12,000 options outstanding with exercise prices of $12 each. The

average stock price of Bingo during 2019 was $20. For purposes of computing diluted

earnings per share, how many shares would be used in the denominator?
920,000.
807,200.
804,800.

Q-18. An analyst gathered the following information about a company:
® 1,000,000 common shares outstanding from the beginning of the year.
® Earnings of $1,250,000.
® 1,000 preferred stocks, which pay fixed dividend of 7% each year, and its face
value is $1000 for each preferred stock
For preferred stocks, 700 preferred stocks can be converted into 25 shares each,
and these stocks are outstanding as of the beginning of the year.

® The tax rate is 40%.

The company’s diluted EPS is closest to:

A, $1.21.
B. $1.18.
C. S$1.15.

Q-19. In order to compute the diluted EPS for the company, which one of the security will
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least likely to influence the numerator?

A. Convertible debt.

B. Convertible preferred stocks.

C. Stock options.

4.10. Comprehensive Income

4.10.1. EEANAR

Comprehensive income E A T fi#

4.10.1.1. ZEWESE comprehensive Income: all changes in equity except for owner contributions

and distributions, $5I1E NI FHEB , THIE I/S #,

CI=NI + other comprehensive income ( FERR R INBZE R P LI EXLIA, IFRS T

#EcC,{BFod),.

Other comprehensive income 4+1 TN &

>

>
>
>

Foreign currency translation adjustment on a foreign subsidiary;

Unrealized G/L on derivatives contracts accounted for as cash flow hedges;
Unrealized G/L on available for sale (FVTOCI) securities;

Certain costs of a company’s defined benefit post-retirement plans that are not
recognized in the current period.

(Solely for IFRS) changes in the value in excess of historical cost of long lived assets

measured using the revaluation model rather than the cost model.

Accumulated other comprehensive income aggregates past and current OCl 7 & R 1E

B/S Y equity A (IFRS X BBHHIMEE B/S HFH Accumulated other

comprehensive income BYZXEI )

4.10.1.5. The statement of changes in equity

>

A summary of all transactions within the equity accounts

4.10.2. EmHS

Q-20. Which of the following is not included in other comprehensive income?

A. Foreign currency translation adjustment on a foreign subsidiary.
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B. Unrealized G/L on derivatives contracts accounted for as cash flow hedges.

C. Unrealized G/L on hold-for-maturity securities.

Q-21. The following data are available on a company for the current year:

Metric f thousands

Total comprehensive income 345,000
Dividends paid 45,000
Dividend declared 80,000

Ending retained earnings 985,000

Opening retained earnings 643,000

The company will most likely report other comprehensive income (OCl) (in £ thousands)

as a:

loss of 42,000.
loss of 77,000.
gain of 422,000.

4.11. Understanding Balance Sheet

411.1. EEARR

4.11.1.1. ¥312 balance sheet EEMNANAA :

>  Assets
B Provide probable future economic benefits controlled by an entity as a result
of previous transactions.
B Current and Non-current assets (Long-lived assets)
> Liabilities
B Are obligations owed by an entity from previous transactions that are
expected to result in an outflow of economic benefits in the future.
B Current and non-current liabilities (long-term liabilities).
» Stockholders’ equity
B Residual interest in assets that remains after subtracting a firm’s liabilities
4.11.1.2. Uses and limitations of the balance sheet in financial analysis.
» The balance sheet discloses what an entity owns( or controls), what it owes, and
what the owners’ claim at the specific point of time.
B Liquidity is the company’s ability to meet its short-term commitment.
B Solvency refers to a company’s ability to meet its financial obligations over the

longer term.

BET N5 R TN, BN R 5%
PRI BORE, PP ALHE, 5 NE FUE S




4.11.1.3. Shareholders’ equity:

Capital

Common stock, preferred stock

Additional paid-in-capital

Capital in excess of pari.e. premium

Treasury stock

<> Stock has been reacquired by the issuing firm but not yet
retired

No voting rights, no dividend

Retained earnings

Net Income-dividend

Accumulated other

comprehensive income

Foreign currency translation adjustment on a foreign
subsidiary

Unrealized G/L on derivatives contracts accounted for as
cash flow hedges

Unrealized G/L on available for sale securities

Certain costs of a company’s defined benefit
post-retirement plans that are not recognized in the
current period

(Solely for IFRS) changes in the value in excess of
historical cost of long lived assects measured using the

revaluation model rather than the cost model.

Minority interest (Ml)

Group accounting

4.11.2. EREE

Q-22. Resources controlled by a company as a result of past events are:

A.  equity.
B. assets.

C. liabilities.

Q-23. Which of the following statements is most accurate?

A. A classified balance sheet arises when in an auditor's opinion the financial statements

materially depart from accounting standards and are not presented fairly.

Non-controlling interest on the balance sheet represents a position the company owns in

other companies.

Treasury stock is non-voting and receives no dividends.

4.12. Accounting Treatment to Marketable Securities

4121. EEARR
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SRANAMBO TR

4.12.1.1. JUTIE % PR BYFhE | held-to-maturity, trading securities & available-to-sale,

TRX =FPE % FREM accounting treatment ( EiXEE ) :

Category Measurement Unrealized/realized gains or losses

Held-to-maturity Amortized Unrealized: not reported

(amortized cost) cost Realized: r@porteddn 1/S

Trading securities Unrealized: reported in I/S
Fair value
(FVTPL) RealizedBreported in 1/S

Available-to-sale Unrealized: reported in equity (OCl)
Fair value
(FVTOCI) Realized: reported in I/S

» Dividend and interest income and realized gains and losses are recognized in the

income statement for all three classifications of securities.

4.12.1.2. =% marketable securities £ U.S.GAAP 5 IFRS TEZA—3 :3IF Realized gain/loss
£ 1/S FHAIA ;X TF AFS ,Unrealized G/L £ OCl 1A ;X F trading ,Unrealized G/L

TEI/s PN, BMEMR—MZERIR , X T Debt AFS , F IFRS T , N FILRT(LHIE

MAE I/S FHIA ; £ GAAP T |, LB E M2 EZRTE oC PN,

4.12.2. ERiE

Q-24. Assume U.S. GARP applies unless otherwise noted. For financial assets classified as
available for sale, how are unrealized gains and losses reflected in shareholders’
equity?

They are not recognized.
They flow through retained earnings.

As a separate line item (other comprehensive income).

4.13. Calculation of Bad Debt

413.1. EEAAR

4.13.1.1. ¥32 bad debt BYITH :

Beginning balance allowance

+ Bad expenses
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- write-offs of bad debt allowance

= Ending balance allowance

> Baddebt &30 allowance for doubtful accounts ( contra-assets accounts )

> Baddebt EH A gross receivable and allowance account

4.13.2. ERtEA

Q-25. Based on the above information about a company’s trade receivables, the bad debt

expense (in millions) for 2014 is closest to:

(£ millions)

Accounts receivables, gross

Allowance for doubtful accounts

Write-offs during the year

A. £36.
B. £84.
C. f120.

4.14. Classification of Different Activities in Cash Flow Statement

4.14.1. EEARR
BERER activities NEX 2 :
4.14.1.1. =% activities
>  Operating activities I XMNZE HBX NI € FHFRt R H

> Investing activities 1 H T # & 5|2 AR =k H &<

> Financing activities @2 KHEE , b8 , AWK , BM , 24 ( FEENFE),

EENFERAT , XLEE T operating activities

Iltem U.S. GAAP IFRS

Interest received CFO CFO or CFI

Interest pai@l CFO CFO or CFF

Dividend received CFO CFO or CFI

Dividend paid CFF CFO or CFF

Taxes paid CFO CFO, CFl or CFF
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4.14.1.2. BIEELTINTELZARE~RNEIERR
> WRIRAEIT , ERMEFFE operating activities , A AKX ERMEETHEE WL

%
MERBENFREABRE , SR HELFRRURZNEN , BFE

JETE Investing activities = HR

4.14.2. ERtEA

Q-26. A conversion of a face value $1 million convertible bond for $1 million of common

stock would most likely be:

A. reported as a $1 million investing cash inflow and outflow.
B. reported as a $1 million financing cash outflow and inflow.

C. reported as supplementary information to the cash flow statement.

Q-27. Purchasing other companies’ long-term bonds should be classified as:
A. operating activities.
B. investing activities.

C. financing activities.

Q-28. In the statement of cash flows, interest paid by a company is most likely included in:
A. either the operating or financing section under US GAAP.
B. either the operating or financing section under IFRS.

C. only the financing section under both IFRS and US GAAP.

4.15. Calculation of CFO: Direct Method and Indirect Method

4.15.1. EEAAR
CcFo EEHI SR A :
4.15.1.1. CFO (HHEFR : BEZMNRBEL K BREEE2REZE (8R)

4.15.1.2. Both IFRS and US GAAP #PREIEAIEEE (B LAEABIEE. £ US GAAP

T, BEEZETAAMEBEEEE | IFRS REXHNESR ; MRABEEEE , REEX
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BREERZE,
4.15.1.3. CFO BEf# : firstly, ZBPLHINITER TR ; secondly , EBHRLEKRE LT
CFO I NI Z [E] R RHVE R ; lastly , CFO # working capital Z[EIHIX R , BRtEERK
NEER.
4.15.1.4.CFO Eft s M+
Cash collection|= net sales -AA/R + Aunearned revenue
Cash inputs  |=-COGS (+Dep) -Ainventories + AA/P
=-operating expenses +AQO/P + Aaccruals
=-interest expenses + AI/P+ payable+(-) amortization

of bond discount{premium) :
Cash taxes = - income tax expenses + AT/P + ADTL-ADTA

Cash expenses
Cash interest

Net income - A working ca;l}ital (excluding cash,
+ Depreciation loan, dividend payables and N/P)

+Loss/-Gain not relating to A=Ending value-beginning value
operating activities

4.15.2. Eiti@
Q-29. An analyst gathered the following information from a company's 2010 financial

statements (in $ millions):

Year Ended 31 December 2009 2010

Net sales 296.5 284.6

Cost of goods sold (D&A excluded) 157.4 148.3

Accounts receivable 102.3 105.5

Inventory 56.3 64.8

Accounts payable 25.5 24.1

Based only on the information above, the company's 2010 statement of cash flows in
the direct format would include amounts (in $ millions) for cash received from
customers and cash paid to suppliers, respectively, that are closest to:

cash received from customers cash paid to suppliers
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281.4 158.2
287.8 158.2
281.4 155.4

Q-30. Under GAAP, an analyst gathered the following information from a company’s financial

statements. Using indirect method, the company’s operating cash flows are closest to:

Net income $240
Decrease in inventory $40
Depreciation S50
Increase in account receivables $20
Decrease in wages payable $10
Increase in unearned revenues $30

Increase in PP&E $70

Gains from the sale of a segment S4

A, $197.
B. $270.
C. $326.

Q-31. The following items are from a company's cash flow statement.

Classification of Cash Flow Description Amount

Operating activities Cash received from customers 110,000

Investing activities Interest and dividends received 200,000

Financing activities Net repayment of revolving credit loan 24,000

Which of the following standards and formats did the company most likely use in the
preparation for its financial statements?

IFRS, indirect format.
Either IFRS or US GAAP, direct format.

IFRS, direct format.

Q-32. During the fiscal year, the interest payable for GF Company decreases. Compared to the
amount of interest paid, GF Company’s interest expense is most likely to be:

A. higher.

B. lower.

C. thesame.
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4.16. Calculation of CFl and CFF

4.16.1. EEHANIAR

4.16.1.1. CFI #l CFF 2IBE@E R AR

> BB : CFl consist of the inflows and outflows of cash resulting from the

acquisition or disposal of long-term assets and certain investments.

+CF

-CF

Sale proceeds febm debt & equily investments

Acquisition of debt & equity investment

Sale proceefds from fiRed assets

Acquisition of fixed assets

Principal received from loans made to others

Loans made to others

»  Gain or loss = proceeds received — disposal NBV

» BV ¢ng = BV pegin + purchase — Disposal BV — depreciation

CFF: cash inflows and outflows due to changes in capital structure; CFF consist of the

inflows and outflows of borrowing, repayment, new issue, repurchase, div paid.

» Dividend paid = - Dividend declared + A dividend payables

» Opening R/E + Net Income — Dividend declared = Ending R/E

+CF

-CF

Proceeds from issuing stocks

Payme#its to reacquire stock

Principal amounts of debt issiéed

Principal paid on debt

Dividends paidio shareholders

4.16.2. EREE

Q-33. Silverago Incorporated, an international metals company, reported a loss on the sale of

equipment of $2 million in 2010. In addition, the company’s income statement shows

depreciation expense of $8 million and the cash flow statement shows capital

expenditure of $10 million, all of which was for the purchase of new equipment. Using

the following information from the comparative balance sheets, how much cash did

the company receive from the equipment sale?

Balance Sheet Item

12/31/2009 12/31/2010

Change

Equipment

$100 million | $105 million

S5 million

Accumulated depreciation—equipment

S40 million S46 million

S6 million

S1 million.
S2 million.

S3 million.
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Assume U.S. GAAP applies unless otherwise noted. At the end of the year, a company
sold equipment for $40,000 cash. The company paid $100,000 for the equipment
several years ago and had accumulated depreciation of $60,000 for the equipment at
the time of sale. All else equal, the equipment sale will result in the company's cash
flow from:

investing activities decreasing by $10,000.

investing activities increasing by $40,000.

operating activities being $40,000 more than net income.

Q-35. In 20X8, a company recorded several transactions under U.S. GAAP. The company
purchased a new machine to update its manufacturing line for $150,000. During the
year, $140,000 of convertible preferred stocks were exercised; $24,000 dividends were
received; and $42,000 dividends were paid. The mortgage payment of the company
includes $34,000 of principal. The investing cash flows and the financing cash flows of
the company were closest to:

CFI CFF
(510,000) (542,000)
($150,000) (542,000)
($150,000) (576,000)

4.17. FCFE and FCFF

417.1. EEAMAK

4.17.1.1. FCFE& FCFF: ( BEERERE , £¥E3)

» Formula
B FCFF = EBITx(1-tax rate) + NCC — FCInv - WCInv
B FCFF=NI+ NCC+ [ Intx (1 - tax rate) ] — FCInv — WCInv

B FCFF = CFO + Intx(1-t) - FCInv

B FCFE = CFO - FCInv + Net borrowing

B FCFE = FCFF — Int (1- tax rate)+ net borrowing

4.17.2. EmS

Q-36. Assume U.S. GAAP applies unless otherwise noted. An analyst gathered the following
annual information (S millions) about a company that pays no dividends and has no

debt:
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Net income

Depreciation

Loss on sale of equipment

Decrease in accounts receivable

Increase in inventories

Increase in accounts payable

Capital expenditures

Proceeds from issuance of new shares 17

The company's annual free cash flow to equity ($ millions) is closest to:

A. 106.2.
B. 116.8.
C. 123.2.

Q-37. An analyst is planning to make a valuation on a privately held company by using a FCF
Model. In order to determine the free cash flow to all capital suppliers, he collected the

following data (in million):

Operating cash flow

Interest paid 30

Investment in working capital 80

Investment in fixed asset 60

Tax rate 30%

The free cash flow the analyst is planning to determine is closest to:
440.
381.
461.

Q-38. Which of the following is an appropriate method of computing free cash flow to the
firm?

A. Add operating cash flows plus capital expenditures and deduct after-tax interest payments.

B. Add operating cash flows plus after-tax interest payments and deduct capital expenditures.

C. Deduct both after-tax interest payments and capital expenditures from operating cash flows.

Q-39. If a company capitalizes an expenditure related to capital assets instead of expensing it,
ignoring taxes, the company will most likely report:

A. the same free cash flow to the firm (FCFF) in that period.

BET N5 R TN, BN R 5%
PRI BORE, PP ALHE, 5 NE FUE S




B. alower cash flow per share in that period.

C. ahigher earnings per share in future periods.
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4.18. Financial Analysis Techniques

4.18.1. EEHNAR

4.18.1.1. Financial analysis techniques
» Common-size statement: identify different methods to create common-size income
statement and common-size balance sheet.
Profitability ratios

. q netincome
B net profit margin = ———
revenue

. . ross profit
gross profit margin = §om P
revenue

q . q operating income EBIT
operating pI‘Oflt margin = =
revenue revenue

ROE (return on equty) = net income

average equity

netincome
ROA (return on asset) = ——
average assets

netincome+interest ( 1-t)

Or ROA (return on asset) =
average assets

Activity ratio (measure asset utilization): the closer these ratios to the industrial
average, the better.

. annual sales
B receivable turnover = ——— X
average receivables

365

receivables turnover

days of receivables collection = (average time to collect

account receivables)

COGS

inventory turnover = ———
average inventory

365

days of inventory on hand = ————
inventory turnover

(average time from purchase

to sale of the inventory)

purchase

payables turnover =
average account payables

365
payables turnover

days of payable =

operating cycle= days of receivables collection + days of inventory on hand
Cash convertion cycle= days of receivables collection + days of inventory on
hand — number of days of payables

The higher cash conversion cycle, the higher the days of inventory and sales

outstanding and the shorter payable period. ( BERERE )
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revenue
| total asset turnover = ————
average total assets

Liquidity ratio (measure liquidity): the higher the ratios, the better solvency the

company in the short run.

current assets

B currentratio = ——
current liabilities

cash+marketable securities+receivables

[ | uick ratio =
q current liabilities

cash+marketable securities

B cashratio = e
current liabilities

Solvency ratio (measure leverage): the higher the ratios, the higher default risks
of the company.
B leverage

total long—term debt

€ Long-term debt-to-equity ratio= e

n . total debt
€ debt-to-equity ratio= e

. total debt
& total debt ratio = ——
total assets

’ total assets

financial leverage = :
total equity

Coverage

EBIT

€ interest coverage ratio = -
interest

EBIT+lease payment

€ fixed charge coverage ratio = -
interest+lease payment

DuPont system of analysis #3B2EARSITERT S EER 3 AXKN 5 AR
EEE 6K LHR S BRI
B 3EEDMN

netincome sales assets

€ ROE=

sales assets  equity

€ ROE = profit margin X asset turnover X financial leverage

m 5 AESH

netincome EBT EBIT revenue _ assets
ROE = —— X ——=X X -
EBT EBIT revenue assets equity

ROE =
tax burden X interest burden X EBIT margin X asset turnover X

financial leverage
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B HIBIMHATETEHEANZENNSD—EE , B ROE retention rate,

XitH g , #MEH oom #H1TEE.

€ g = ROE X retention ratio = ROE X (1 — DPR)

Formula of coverage ratio

Cash flow interest coverage ratio= (CFO + interest paid + taxes paid) / interest paid

Other cash flow ratio W AR B LW TF :

Other cash flow ratios

Performance ratios

Calculation

Cash flow to revenue

CFO/ Revenue

Cash return on assets

CFO/ Average total assets

Cash return on equity

CFO / Average total equity

Cash to income

CFO/ Operating income

Cash flow per share

(CFO- Preferred dividends) / Weighted average NO.

of common shares

Other cash flow ratios

Coverage ratio

Calculation

Debt coverage

CFO / Total debt

Interest coverage

(CFO + Interest paid + Taxes paid)/Interest paid

Reinvestment

CFO / Cash paid for long-term assets

Debt payment

CFO / Cash paid for long-term debt repayment

Dividend payment

CFO/ dividend paid

Investing and financing

CFO/Cash outflows from investing and financing

activities

Common-size

» Common-sized I/S ratios ---- item in the income statement account / revenues (net

sales)

Common-sized B/S ratios ---- item in the balance sheet account / total assets

Common-sized CF/S ratio:

B [tem in the CF statement account / revenues

B CF outflow / total outflows OR CF inflow / total inflows

Common-size —fix @ LLER ( 2FE ), A@ELR ( F4E ), #F: trend.
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4.18.2. ERtEA

Q-40. An analyst has calculated a ratio using as the numerator the sum of operating cash flow,
interest, and taxes, and as the denominator the amount of interest. What is this ratio,
what does it measure, and what does it indicate?

This ratio is an interest coverage ratio, measuring a company's ability to meet its interest
obligations and indicating a company's solvency.

This ratio is an effective tax ratio, measuring the amount of a company's operating cash flow
used for taxes, and indicating a company's efficiency in tax management.

This ratio is an operating profitability ratio, measuring the operating cash flow generated for

taxes and interest and indicating a company's liquidity.

Q-41. For a manufacturing company, when it experience higher receivables turnover and
longer payables period, its cash conversion cycle is most likely to:

A. increase.

B. decrease.

C. remain unchanged.

Q-42. Galambos Corporation had an average receivables collection period of 19 days in 2003.

Galambos has stated that it wants to decrease its collection period in 2004 to match

the industry average of 15 days. Credit sales in 2003 were $300 million, and analysts

expect credit sales to increase to $400 million in 2004. To achieve the company’s goal
of decreasing the collection period, the change in the average accounts receivable
balance from 2003 to 2004 that must occur is closest to:

—$420,000.

$420,000.

$836,000.

Q-43. Assuming no changes in other variables, which of the following would decrease ROA?
A. Adecrease in the effective tax rate.
B. Adecrease in interest expense.

C. Anincrease in average assets.

Q-44. The following selected balance sheet and ratio data are available for a company:

2017 2016

Cash and cash equivalents 196.0

Marketable securities 778.4
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Accounts receivables

Other current assets

Total current assets

Deferred revenues

Other current liabilities

Total current liabilities

Cash ratio 2.26

Quick ratio 2.96

Current ratio 3.26

Which of the following ratios decreased between 2016 and 20177

A. Cash

B. Quick

C. Current

Q-45. Income statements for two companies (A and B) and the common-sized income

statement for the industry are provided below:

All S figures in ’000s Company A | Company B | Industry

Sales $21,000 $ 16,500 100.0%

Cost of goods sold 12,706 10,478 63.8%

Selling, general, and administrative expenses 5,250 4,042 24.8%
Interest expense 1,680 1,072 7.0%

Pretax earnings 1,364 908 4.4%

Taxes 410 290 1.6%
Net earnings $ 954 $618 2.8%

The best conclusion an analyst can make is that:

Company B’s interest rate is the industry average.
both companies’ tax rates are higher than the industry average.

Company A earns a higher gross margin than both Company B and the industry.

Q-46. The following financial data is available for a company:

Return on assets (ROA) 3.8%

Total asset turnover 1.82

Financial leverage 1.65
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Dividend payout ratio 47.1%

The company’s sustainable growth rate is closest to:

A.  3.00%.
B. 3.32%.
C. 3.78%.

Q-47. Selected information for a company is provided below.

S millions

Sales 9,600

Cost of goods sold 5,760

Purchase 5,880

Average receivables 1,250

Average inventory 1,420

Average payables 290

The company’s net operating cycle (in days) is closest to:

A 84
120.
C. 138.

Q-48. Which of the following ratio is solvency ratio?
A. Return on assets.
B. Interest coverage.

C. Return on equity.

Q-49. A company’s most recent balance sheet shows the following values (NZS thousands):

Accounts payable 3,800

Long-term debt 5,590

Other long-term liabilities | 800

Common stock 1,200

Retained earnings 1,810

The company’s debt- to- capital ratio is closest to:
A. 0.77
B. 1.86
C. 0.65

Q-50. The following common-size income statement data and tax rates are available on a
34-106
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company.

Financial Item Current Year (%)

Revenues 100

Cost of goods sold 37.6

Interest expense 3.0

Research expenses 4.3

Selling and general expenses

Income tax rate

Prior Year’s Profitability Ratios

Gross profit margin 61.5%

Operating profit margin 25.8%

Net profit margin 17.8%

The profitability ratio that had the largest absolute increase in value in the current year
is the:

operating profit margin.
net profit margin.

gross profit margin.

Q-51. The following data is available on a company:

(S millions)

Total assets 290

Total revenues 564

Total expenses 482

Research & development expenses 24

Under a common-size analysis, the value used for research & development expenses is
closest to:

8.3%.
4.3%.
5.0%.

4.19. Valuation of Inventory

4.19.1. EEARAR

Inventory EENRARFMEZHHE :
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4.19.1.1. Inventory BASE %I

»  Purchases = ending inventory - beginning inventory + COGS
» Beginning inventory = COGS - purchases + ending inventory
» Ending inventory = beginning inventory + purchases - COGS

4.19.1.2. Product cost vs periodic cost

> YR - FRESRET THERS

> Capitalized cost (product cost) include: ( EREE , RETEEZE )

B Purchase cost - trade discounts and rebates;
B Conversion costs (e.g. labor and overhead);
B Other costs required to make inventory in use.

> Expensed cost (period cost):
B Abnormal waste of materials, labor, or overhead;
B Storage costs (unless required as part of production);
B Administrative and selling expenses.

4.19.1.3. Inventory valuation method

»  Specific identification: match COGS and historical cost for each unit sold.

> Last in first out (LIFO): The newest goods purchased (or manufactured) are sold
first and the oldest goods purchased (or manufactured), including beginning
inventory, remain in ending inventory. (Only allowed under U.S. GAAP)
First in first out (FIFO): The oldest goods purchased (or manufactured) are sold
first and the newest goods purchased (or manufactured) remain in ending
inventory.
Weighted average (AVCO): The average cost of the goods available for sale
(beginning inventory plus purchase, conversion, and other costs) during the
accounting period to the units that are sold as well as to the units in ending
inventory.

4.19.1.4. Periodic system VS perpetual system

Periodic Perpetual

“Purchase” account; <> Balances of inventory and COGS are
Balances of inventory and COGS are reported_continuously.

reported at the end of accounting

period.

Same result for FIFO & Specific identification method;

Different result for LIFO & AVCO.
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»  LIFO provides the most useful estimate of COGS

»  FIFO provides the most useful estimate of inventory value

4.19.2. ERtEA

Q-52. After reviewing the inventory records for Argo, the following cost related to inventory

were incurred:

Fixed production overhead $450,000

Direct material purchased $225,000

Direct labour cost $135,000

Storage costs incurred during production $25,000

Storage cost incurred before deliver to customers $12,500

Normal waste costs $7,500

Abnormal waste costs $30,000

The inventory value capitalized in the balance sheet of Argo is closest to:

A. $810,000.
B. $842,500
C. $885,000.

Q-53. Zimt AG uses the FIFO method, and Nutmeg Inc. uses the LIFO method. Compared to

the cost of replacing the inventory, during periods of rising prices, the cost of sales

reported by:

Zimt is too low.
Nutmeg is too low.

Nutmeg is too high.

Q-54. A firm that prepares its financial statements according to US GAAP and uses a periodic

inventory system had the following transactions during the year:

Date Activity Tons (000s) S per Ton

Beginning inventory 1 600

February Purchase 650

May Sale 700

August Purchase 680

November Sale 750

The cost of sales (in thousands) is closest to:
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A. $5,890 using weighted average.
B. $4,080 using LIFO.
C. $3,850 using FIFO.

Q-55. Compared to using the weighted average cost method to account for inventory, during
a period in which prices are generally rising, the current ratio of a company using the
FIFO method would most likely be:
lower.
higher.

dependent upon the interaction with accounts payable.

Q-56. During the period when inventory’s price is rising, compared to companies using FIFO
method, firms using weighted average cost for inventory would be most likely to
report lower value for its:

return on sales.
inventory turnover.

debt-to-equity ratio.

Q-57. Which of the following inventory valuation methods best matches the actual historical
cost of the inventory items sold to their physical flow?

A. LIFO.

B. FIFO.

C. Specific identification.

4.20. Adjustment of Valuation in Inventory

4.20.1. EEAAK

4.20.1.1. Impairment of inventory
> U.S. GAAP:
B Lower of cost or market;
€ Ifreplacement cost (RC) > NRV, market = NRV
@ |If replacement cost (RC) < NRV — normal profit margin, market = NRV —

normal profit margin

€ If NRV — normal profit margin < RC < NRV, market = replacement cost

B No write-up allowed under U.S.GAAP and no reversal after devaluation.

> IFRS:
B Lower of cost or NRV;
B NRV =sales price-selling cost;
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B Inventory can be written up but only limited to the loss recognized
previously;

Reporting inventory above the historical cost is only permitted under IFRS and U.S.

GAAP in certain industries such as agricultural and forest products, mineral ores,

and precious metals.

4.20.2. ERtEA

Q-58. The carrying value of inventories reflects:
A. their original cost.
B. their current value.

C. the lower of original cost or net realizable value.

Q-59. For a manufacturing company, its information is shown in the table below:

S million

Ending inventory (under FIFO) 4.3

NRV 4.1

Replacement cost 3.8

Normal profit margin 0.5

If the company is using International Financial Reporting Standards (IFRS) instead of US
GAARP, its cost of goods sold (in millions) is most likely:

A. 0.3 higher

B. 0.3 lower

C. Thesame

Q-60. Fernando’s Pasta purchased inventory and later wrote it down. The current net
realisable value is higher than the value when written down. Fernando’s inventory
balance will most likely be:

A. higher if it complies with IFRS.

B. higher if it complies with US GAAP.

C. the same under US GAAP and IFRS.

Q-61. Zimt AG wrote down the value of its inventory in 2007 and reversed the write-down in
2008. Compared to the ratios that would have been calculated if the write-down had
never occurred, Zimt's reported 2007:
current ratio was too high.
gross margin was too high.
inventory turnover was too high.
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4.21. LIFO Conversion/Liquidation

4.21.1. EEAAR

4.21.1.1. LIFO and FIFO 2 [A] By ¥

» LIFO reserve
B The difference between the reported LIFO inventory carrying amount and the
inventory amount that would have been reported if the FIFO method had
been used.
B LIFO reserve = FIFO inventory — LIFO inventory
LIFO to FIFO conversion
B INV:=INV_ + LIFO reserve
B COGSg=COGS, - A LIFO reserve
B ALIFO reserve= LIFO reserve;- LIFO reserve,
B ANI= ALIFO reserve x (1-t)
4.21.1.2. LIFO liquidation
» LIFO liquidation incurs when purchased volume is less sales volume. Or, the
decrease in volume or quantity of inventory:
B In this case, the prices for goods being sold are no longer recent prices.
Under LIFO liquidation, and if price is rising:
B COGS does not reflect current costs;
B LIFO reserve may decline.

An analyst should adjust COGS for decrease in LIFO reserve.

4.21.2. ERiE

Q-62. An investor collected a company’s inventory data as follows:

2009 2008

COGS 1200 1430

LIFO Reserve 800 820

If the company used FIFO method to recognize, what would the cost of goods sold be?
A.  1220.
B. 1200.
C. 1180.

Q-63. Assume U.S. GAAP applies unless otherwise noted. Sipex Corporation uses the LIFO
inventory method, but most of the other companies in Sipex industry use FIFO. To
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adjust Sipex's ending inventory to the FIFO method, the amount reported for Sipex's
ending inventory should be:

increased by the ending balance in Sipex's LIFO reserve.

decreased by the ending balance in Sipex's LIFO reserve.

increased by the change in Sipex's LIFO reserve for that period.

Q-64. Assume U.S. GAAP applies unless otherwise noted. Sauerbraten Corp. reported 2017
sales (S in millions) of $4,314 and cost of goods sold of $3,654. Inventories at year-end
2017 and 2016, respectively, were $1,106 and $1,124. The company uses the LIFO
method for inventory valuation and discloses that if the FIFO inventory valuation
method had been used, inventories would have been $126.6 million and $113.6 million
higher in 2017 and 2016, respectively. Compared to the inventory turnover ratio
reported, if Sauerbraten had exclusively used the FIFO method its inventory turnover

ratio would have been closest to:

Q-65. An analyst can most accurately identify a LIFO liquidation by observing a(n):
A. increase in gross margin.
B. decrease in the LIFO reserve.

C. change in inventory out of line with change in sales.

4.22. Long-Term Asset: Capitalize VS Expense

4.221. EEAMAK

4.22.1.1. RRECHBRACRUFHREOTN (ERRE  25% )

> Net income: FRLH NI HHIBRIE , WERS ; BAMLH NI HHE , U8
1K, FSERFEET BB )N

> Shareholder's equity & net income FYZE{LEESHE.

> Cashflow: BR{HISFHIZHAA cro , AMBTALH CFo 1K ; EA{LAII
SRBA CFl, FRAEZARAE CFl K.
Financial ratios: ROA 1l ROE 5 NI E@31t , 52 1t =5 ROA # ROE LERE ,
MELRE , RACEHE ROA M ROE & , LRI , BAME ROA F ROE Lt
B¥E,.
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> Interest coverage ratio (EBIT/ interest expense): FZAN{LBIHA Interest coverage
ratio b K , BH interest expense /N , FHILLE/N , BH EBIT /) ; BRALHT
H Interest coverage ratio LE8 /) , B interest expense LR K , FHILLE K |
A7 eBIT FHILER K,

> WMREW—FMSLBERARST. Bt WY N, NiZRERCBE | BAL

BR<F,

F/S Items Capitalizing Expensing

Total High
B/S otal assets igher

& Shareholders’ equity Higher

i
ratios Leverage ratios (debt/equity & debt/assets) Lower

Reverse

Income volatilit Lower
I/s Y

& Net income — first year ( ROA & ROE ) Higher

.
ratios Net income — later years ( ROA & ROE ) Lower

Total cash flow Same

Cash flow from operating Higher

Reverse
Cash flow from investing Lower

4.22.1.2. Long-term asset HA{L R A{LRIE
> Yl KERSREEE T AIEARS

> BREHBS

Purchase price

Tax, freight and insurance
Delivery

Installation

Testing

B Asset enhancement cost ( 4F%K )

TR

B Depreciation

B Repair and maintenance
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B Staff training

4.22.1.3. Research and development cost I EA{t Mk A1t

> —BEH SUEAEFENLEEE=NRAMZBEA. Fl5 :R&D ,software.

Type of
ol IFRS U.S.GAAP

Expenditure

Research Expense as incurred

Expense as incurred
Except for:
® Costs to develop a software

For sales to others

v Expensed as incurred;

Capitalize if . e .
v' Once economic feasibility is established,

certain
Development subsequent production costs can be

criteria are

met. capitalized.

For own internal use

v Expense until it is probable that the project
will be completed and that the software will

be used as intended; thereafter, capitalized.

4.22.1.4. FIEFANBERCARAL

» Interest that accrues during the construction of an asset (for a firm’s own use or

resale) must be capitalized (e.g., depreciation or COGS).

>  US GAAP TR A netting HARIB WA, IFRS TER netting HHXRIB WA

Income Interest
Net
statement coverage
. Income .
impacts ratio

Before Higher? The
completion same?

Understate | Overstate

After Depreciation

completion expense
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4.22.2. ErtE

Q-66. Assume U.S. GAAP applies unless otherwise noted. Two companies are identical except

for their accounting treatment of R&D costs. One company expenses all such costs

immediately, while the other capitalizes a portion of the costs. Compared with the

company that capitalizes costs, the company that expenses immediately will least

likely:
earn a lower return on assets.

have lower financial leverage.

report lower cash flow from operations in the statement of cash flows.

Q-67. Under IFRS, BAURU, S.A., a Brazilian corporation, borrows capital from a local bank to

finance the construction of its manufacturing plant. The loan has the following

conditions:

Borrowing date

1 January 2009

Amount borrowed 500 million Brazilian real (BRL)

Annual interest rate

14 percent

Term of the loan 3 years, Annual payment of interest only.

Payment method Principal amortization is due at the end of the loan term.

The construction of the plant takes two years, during which time BAURU earned BRL 10

million by temporarily investing the loan proceeds. Which of the following is the amount

of interest related to the plant construction (in BRL million) that can be capitalized in

BAURU's balance sheet?

Q-68. Which of the following expenses could be capitalized?

A. Advertising.
B. R&D.

C. Software development costs.

Q-69. JOOVI Inc. has recently purchased and installed a new machine for its manufacturing

plant. The company incurred the following costs:

Purchase price

$12,980

Freight and insurance

$1,200
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Installation $700

Testing $100

Maintenance staff training costs $500

The total cost of the machine to be shown on JOOVI's balance sheet is closest to:
A.  $14,180.
B. $14,980.
C. $15,480.

Q-70. After reading the financial statements and footnotes of a company that follows IFRS, an
analyst identified the following intangible assets:

® Product patent expiring in 40 years;

® Copyright with no expiration date; and

® Goodwill acquired 2 years ago in a business combination.

Which of these assets is an intangible asset with a finite useful life?

Product Patent Copyright Goodwill
Yes Yes No
Yes No No

Yes

4.23. Long-Term Asset: Depreciation Methods

423.1. EEARAR

4.23.1.1. Tangible asset: }TIHFR—MFR=RLFLHER

» Tangible asset not used in the operations of the firm should be classified as

investment assets.

Land F2#7IH, land improvement TE#TIH, lease improvement TH7IH

Depreciation: the capitalized costs of long-lived tangible assets (other than land)

with finite useful lives are allocated to subsequent periods as depreciation.

M Carrying (book) value. (carrying value or net book value) = historical cost -

accumulated depreciation.

Historical cost (gross investment in asset). The original acquisition cost of the

asset including installation and transportation costs.

Depreciation can be classified as operating expense.

€ No current cash expenditures though (cash outflows occurred in the
past);

€ Depreciation expenses cannot be ignored.
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Depreciation

cost — residual value
useful life

Straight-line SL depreciation =

Depreciation expense =

(2/asset life in years) X net book value at the beginning of year X

unit of production depreciation

original cost — salvage value

Units-of-production —— - -
life in unit output units

X output unit in period

» Revaluation model (only IFRS)
4.23.1.2. Component depreciation
»  IFRS: each components of an asset should be depreciated separately.

»  GAAP: permit separate depreciation but seldom applied.
4.23.1.3. Intangible asset: amortize P4

» Intangible assets with finite-life are amortized over their useful lives, and intangible

assets with infinite life are making impairment test annually;

Goodwill 77|18 , F#4% , R annual impairment test ( E EE 18 goodwill B
EX)

B Under IFRS, goodwill BVRE , BEEFIKENES Implied value 31T &,

4.23.2. EREE

Q-71. A financial analyst at BETTO S.A. is analyzing the result of the sale of a vehicle for
85,000 Argentine pesos (ARP) on 31 December 2009. The analyst compiles the

following information about the vehicle:

Acquisition cost of the vehicle ARP 100,000

Acquisition date 1 January 2007

Estimated residual value at acquisition date ARP 10,000

Expected useful life 9 years

Depreciation method Straight-line

The result of the sale of the vehicle is most likely:

A. aloss of ARP 15,000.
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B.
C.

a gain of ARP 15,000.
a gain of ARP 18,333.

Q-72. Assume U.S. GAAP applies unless otherwise noted. Which of the following adjustments

A
B.
C.

Q-74.

Q-75.

to the assumed useful life and assumed salvage value of a company’s assets would
most likely decrease the company’s total asset turnover ratio?

Assumed useful life Assumed salvage value

Longer Lower
Longer Higher

Shorter Lower

A company whose objective is to maximize income had spent $1,000,000 for a machine
with two significant components as indicated below. The machine is expected to have
an overall useful life of 10 years and the company uses the straight line method of

depreciation.

Component Cost Useful Life

A $500,000 10 years

B $500,000 5 years

The depreciation expense for the first year computed under IFRS compared with under
U.S. GAAP will most likely be:

the same.

$50,000 lower.

$50,000 higher.

An analyst has gathered the following information about a company’s capital assets:

Year ending 2017 2016 2015

Property, plant, and equipment €5,000 €5,000 €5,000

Accumulated depreciation 750 500 250

Net book value 4,250 4,500 4750

As of the end of 2017, the expected remaining life of the assets, in years, is closest to:

At the start of the year, a company acquired new equipment at a cost of €100,000,

estimated to have a three-year life and a residual value of €10,000. If the company
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depreciates the asset using the double declining balance method, the depreciation

expense that the company will report for the third year is closest to:

€7,407.

€1,111.
€6,656.

Q-76. Using the following information, a Mexican corporation is computing the depreciation

expense for a piece of manufacturing equipment that it purchased at the start of the

current year. The company takes a full year's depreciation in the year of acquisition.
Cost of equipment MXN2,000,000
Estimated residual value MXN200,000

Expected useful life 10 years

Total productive capacity 5,000,000 units

Production during year 800,000 units

The depreciation expense (in MXN) will most likely be higher by:

112,000, using the double-declining method compared with the units-of-production

method.
140,000, using the units-of-production method compared with the straight-line method.
180,000, using the double-declining balance method compared with the straight-line

method.

4.24. Long-Term Asset: Impairment & Revaluation Model

4241. EEHARR

4.24.1.1. Impairment test

Tangible assets Intangible assets

<> Held for use <> Held for use

Impairment indicators Goodwill

| 2

Impairment test Other IA with indefinite useful life

v

Annual impairment test

<> Held for sale <> Held for sale

No depreciation No amortization

Immediate impairment test Immediate impairment test
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If Carrying value > NRV If Carrying value > NRV

4.24.1.2. Impairment under US GAAP
> Stepl Recoverability test / Impairment test

_ undiscounted

carrying

value

future cash flows

generated by
of assets

the assets

>  Step2 Loss measurement
carrying fair market value
value —| or
of assets PV of future CF

> Cannot reverse the recognized loss

4.24.1.3. Impairment under IFRS

carrying

recoverable
value >

amount
of assets

The higher of

Fair value less cost to Value in use

sell i.e. the PV of its future cash flow from continued use

» Under cost model, impairment can reverse the loss, but write up is not allowed.
» Under revaluation model, revaluation gain will be recognized in equity. Revaluing
the asset's value upward is even permitted under IFRS.
4.24.1.4. Impairment effect

>  PP&E cost (asset) decrease & NI decrease (due to impairment expenses).

> But NI of next year will higher caused by lower PP&E level (PP&E BY depreciation
EREFELRE).
Impairment X} ratio BYSIE : EEIABER A |, ROA , ROE BR/De FELUEH

JLHA , ROA, ROE ZE K ( decreased depreciation).
The impact of valuing asset upward to financial ratios: low leverage (high asset),
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high ROA/ROE in the period of revaluation and low ROA/ROE in subsequent

periods.

Impairment Effects

Cash flow

Assets

Equity

Debt/equity ratio

Current net income, ROA,ROE

Future depreciation expense

Future net income, ROA,ROE

Future asset turnover ratios

4.24.1.5. Revaluation
» Upward revaluation of assets will
B Increase assets and equity =» decrease leverage ratios (D/E)
B Increase comprehensive income in the period the revaluation occur;

B In subsequent periods

€ Higher depreciation expense and lower profitability;

€ Lower ROA and ROE.
4.24.1.6. Derecognition of asset
» Sale of long-lived assets
B Report gains or losses (I/S) =sales proceed — carrying value of long-lived asset.
Retirement or abandonment of long-lived assets
B Remove carrying value (B/S);
B Losson thel/S.
Long-lived asset is exchanged
B G/L = fair value of the old asset (or fair value of new asset) - book value of the

old asset.

4.24.2. EREEB

Q-77. Assume U.S. GAAP applies unless otherwise noted. An analyst determined the

following information concerning Franklin, Inc.’s stamping machine:

Acquired January 1, 1998
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Cost $22 million

Depreciation straight line method

Estimated useful life 12 years

Salvage value S4 million

As of December 31, 2004, the stamping machine is expected to generate $1,500,000
per year for five more years and will then be sold for $1,000,000. The stamping
machine is:
A. impaired because its carrying value exceeds expected future cash flows.
impaired because expected salvage value has declined.

not impaired because annual expected revenue exceeds annual depreciation.

The demand of products sold by Argo has been decreased due to the market place
change for the company, and this decrease is not expected to recover to the previous
condition in the forseeable future. The following information is provided by Argo about

a customer list:

Item description S (thousands)

Carrying value amount 930,000

Undiscounted expected future cash flows 960,000

Present value of expected future cash flows 886,000

Fair value if sold 890,000

Costs to sell 7,000

Which of the following statements is most accurate? As an intangible asset with

indifinate life, the customer list is impaired:

IFRS only.
U.S. GAAP only.
both IFRS and U.S. GAAP.

Q-79. MARU S.A. de CAT,, a Mexican corporation that follows IFRS, has elected to use the
revaluation model for its property, plant, and equipment. One of MARU's machines was
purchased for 2,500,000 Mexican pesos (MXN) at the beginning of the fiscal year ended
31 March 2010. As of 31 March 2010, the machine has a fair value of MXN 3,000,000.
Should MARU show a profit for the revaluation of the machine?

Yes.
No, because this revaluation is recorded directly in equity.

No, because value increases resulting from revaluation can never be recognized as a profit.
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Q-80. An analyst is studying the impairment of the manufacturing equipment of WLP Corp. a
U.K.-based corporation that follows IFRS. He gathers the following information about

the equipment:

Cs$
Carrying value of equipment (net book value) £19,100,000

Undiscounted expected future cash flows £18,700,000

Present value of expected future cash flows £14,500,000

Fair value £16,800,000

Costs to sell £800,000

The amount of the impairment loss on WLP Corp.'s income statement related to its
manufacturing equipment is closest to:

£2,300,000.

£3,100,000.

£1,600,000.

4.25. Investment Property

4.25.1. EEARR

4.25.1.1. Investment property ( X IFRS fll GAAP T X3 , EX2IE )

» Under IFRS, as property that is owned (or, in some cases, leased under a finance
lease) for the purpose of earning rentals or capital appreciation or both.
B Cost model
€ The cost model is identical to the cost model used for property, plant,
and equipment.
B Fair value model
€ The fair value model differs from the revaluation model used for
property, plant, and equipment.

<> Under the revaluation model, whether an asset revaluation affects

net income depends on whether the revaluation initially increases

or decreases the carrying amount of the asset (surplus in owner’s

equity);

<> Under investment property, all changes in the fair value of the asset

affect net income (gain on income statement).

B A company must apply one model (cost or fair value) to all of its investment
property.

» U.S. GAAP classified investment property as normal long-lived assets.

BET N5 R TN, BN R 5%
PRI BORE, PP ALHE, 5 NE FUE S




4.25.2. ERtEA

Q-81. An asset recorded at the fair value at purchase at 50 million. During year 2015, the
value of the asset increased to 52 million, and the company wrote up the asset to the
new market value. In 2016, the asset suffers an impairment and its fair value reduced
to 51 million and the company recorded this 1 million loss in the income statement

directly. Which of the following model is most likely to be used by the company to
record the value of the asset?

A. Fair value model.
B. Revaluation model.

C. Historical cost model.

Q-82. Under IFRS, Segeo owns several investment properties and these properties are valued
under fair value model, based on prevailing rental market. The table shows a summary

for the valuation of investment properties:

Initial cost (acquired in 2014) $80 million

Value of property revalued at 31 Dec. 2015 $80.25 million

Value of property revalued at 31 Dec. 2016 $85.75 million

Value of property revalued at 31 Dec. 2017 $78.25 million

Which of the following most accurately describes the accounting treatment for the
investment property owned by Segeo in 2017?

A. 5.25 million charged to OCI, and 1.75 million charged to net income.

B. 7.5 million charged to OCI

C. 7.5 million charged to net income.

4.26. Income Taxes: DTA/ DTL

4.26.1. EEAAR

4.26.1.1. Tax return terminology

> Taxable income;

> Taxes payable;

» Taxbase

» Income tax paid;

»  Tax loss carry forward.
4.26.1.2. Financial reporting terminology

»  Accounting profit
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Income tax expense.
B Income tax expense = taxes payable + A DTL- ADTA

» Carrying value
» Deferred tax liabilities and deferred tax assets.
»  Valuation allowance
4.26.1.3. Temperal difference and permanent difference
» Temporary difference
B Difference will reverse
» Permanent difference
B Difference will not reverse, thus no deferred tax issues.

4.26.1.4. Income approach

Deferred tax assets Deferred tax liabilities

B/S amounts that result from an excess of tax | B/S amounts that result from an excess of
payable over income tax expense are | income tax expense over taxes payable are
expected to be recovered from future | expected to resultin future cash outflows.
operations.

Taxes payable > income tax expense Taxes paybele < income tax expense

4.26.1.5. Balance sheet approach
» Two steps for Deferred tax
B Step 1:identify DTL and DTA through a B/S approach;
B Step 2: calculate deferred tax expense.
> B/S approach
B [dentify Accounting base and tax base for every asset and liability item on
B/S.
Calculate the difference between two bases

@ Forassets =

accounting base-tax base Positive figure * tax rate = DTL

€ For liabilities = Negative figure * tax rate = DTA

(-accounting base)-(-tax base )

4.26.1.6. U.S. GAAP vs. IFRS ( X EZN L4882 )

IFRS U.S.GRAP

FBR=MNAAEHRAMKRE | FAS109 E3X | Tax paya@ble 7E B/S
TaxBbayable
B B=MAmoFHR ; RE8IA R R ah f R
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Classification of

Always non-current (net) non-current /currefit
DTA or DTL

Tax rate to measure | Use enacted or substantively
Use enacted tax@ate
DTL or DTA enacted tax rate.

Recognize in full and then reduce
Recognition@®f Recognize the probablel
by a valuation allowance, for the
deferrediax assets portion.
non-probable portion.

DTA valuation Reverse is allowed Reverse is prohibited

4.26.2. ERtEA

Q-83. A company reported the following information of its tax related events.

(‘000) 2017 2016

Deferred tax assets 400 320

Deferred tax liabilities 900 720

Earnings before taxes 8,000 7,600

Income taxes at the statutory rate 2,400 2,280

Current income tax expense 2,000 1,800

The company’s income tax expense during 2017 is closest to:

A.  $2,000.
B. $2,100.
C. $2,500.

Q-84. Using the straight-line method of depreciation for reporting purposes and accelerated
depreciation for tax purposes would most likely result in a:

A. valuation allowance.

B. deferred tax asset.

C. temporary difference.

Q-85. The following information is about a company equipment, which was purchased on 1

January 2007:

Accounting Purposes Tax Purposes

2007 Acquisition cost $100,000 $100,000

Depreciation method Straight-line Double-declining balance method

Useful life 10 years 8 years

Salvage value $20,000 S0
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Tax rate 30%

At the end of 2007, the balance sheet should occur:

A. $3,600 deferred tax liability.
B. $5,100 deferred tax asset.
C. $5,100 deferred tax liability.

Q-86. At the beginning of the year, a company purchased a fixed asset for $1,000,000 with no
expected residual value. The company depreciates similar assets on a straight line basis
over 10 years, whereas the tax authorities allow declining balance depreciation at the
rate of 14% per year. In both cases, the company takes a full year's depreciation in the

first year and the tax rate is 30%. Which of the following statements concerning this

asset at the end of the year is most accurate?

A. The deferred tax asset is $10,000.
B. The temporary difference is $40,000.
C. The tax base is $1,000,000.

Q-87. When certain expenditures result in tax credits that directly reduce taxes, the company
will most likely record:

A. adeferred tax asset.

B. adeferred tax liability.

C. nodeferred tax asset or liability.

4.27. Deferred Tax: Measurement

427.1. EEAAK

4.27.1.1. THEBATHRHZES|EH income tax expense ZE1L,

> NewDTA or DTL=22 BTAGIDTL o - rate

old tax rate

> Income tax expense = tax payable + ADTL- ADTA
» Taxrate 1 DTL DTAD
» Taxrated DTLJ DTAL

4.27.1.2. Valuation allowance for DTA

> HETRUWREFRRENA , NAESH DTA RREZLEHE , BHEIA

Valuation allowance;
> Increasing the valuation allowance can decrease DTA, increase income tax expense
56-106
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and decrease net income. The net DTA can be reversed by decreasing valuation

allowance, resulting in higher earing.

4.27.1.3. ELHE , Yo HIFIAR DTL FLERE , DTL 28I A equity ; ERER , E

R , BRF2 1T AR Equity , BitH D/E.
4.27.1.4. Effective tax rates

Income tax expense
Pre - tax income (EBT)

Effective tax rate =

4.27.1.5. Reversal of temporary difference
» Treatment of DTL
B I unlikely to be reversed =>treated as equity
B If to be reversed =>treated as true liability
B If non-reversal/ reversal is uncertain =»Ignored
» Treatment of DTA

B If <50% probability to be reversed =»valuation allowance is created

Valuation
Allowance

DTA= DTA-[

Asset 4 & Income 4

4.27.2. ERiE

Q-88. Deferred tax liabilities should be treated as equity when:

A. they are not expected to reverse.
B. the timing of tax payments is uncertain.

C. the amount of tax payments is uncertain.

Q-89. Zimt AG presents its financial statements in accordance with US GAAP. In 2007, Zimt
discloses a valuation allowance of $1,101 against total deferred tax assets of $19,201.
In 2006, Zimt disclosed a valuation allowance of $1,325 against total deferred tax assets
of $17,325. The change in the valuation allowance most likely indicates that Zimt’s:
deferred tax liabilities were reduced in 2007.
expectations of future earning power has increased.

expectations of future earning power has decreased.

Q-90. Assume U.S. GAAP applies unless otherwise noted. Fred Company has a deferred tax

liability balance of $1,200,000 at the end of 2015. Tax rates increased from 30 percent
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to 40 percent in 2015. Fred Company should increase its tax liability account and also

increase its:

2015 income tax expense by $120,000.
2015 income tax expense by $400,000.
income taxes payable by $400,000.

Q-91. When the tax authorities decided to reduce the tax rate, what will be the effect on a

company’s deferred tax asset and deferred tax liability respectively?
A. not be affected.

B. increase.

C. decrease.

Q-92. Carnation Corporation had a deferred tax liability of $30,000 on January 1,20X2 that is
expected to reverse in 20X4. In 20X2, Carnation generated pretax financial income of
$300,000 and taxable income of $150,000 due to a difference in depreciation. The tax

rate for 20X2 is 30% but Carnation enacted a reduction in tax rates on January 1, 20X3

to 25%, Carnation's income tax expense for 20X2 is closest to:

A. $75,000.
B. $77,500.
C. $82,500.

4.28. Valuation of Debt Security

4.281. EEAMAK

4.28.1.1. |JIC=H : N F discount bond, premium bond FYFRFRICF , 4& 32 2 0] B 3CER

FIRZEH int. exp ( A mkt. rate at issuance date )

> Step1: it& bond B PV
> Step2: it#E bond SE—HAEIEM int. exp then TTEHE —HIL R carrying value
> Step3: BTEFE —HL R carrying value, 115 bond 8 ZHIE IERY int. exp.

> WWESTE

4.28.1.2. Carrying value of bond on balance sheet
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Understate CFO

. Overstate CFF
[rterest decreases aver time

_\_\_‘_‘—‘——_,_

Premium

1]

i

i

/i
. _-'-"ﬂ'# e — N
Discount [ — | Overstate CFO

Interest increases over time ! Lubas o 0RF
i

i
I
To maturity

4.28.1.3. Amortization ¥ CFO [H#EEMN RN

»  For premium bonds
B the total portion of coupon is treated as CFO in accounting basis.
B For analytical purpose, CFO have to be the real interest expense, CFF have to
be the coupon payment minus the interest expense.
B Interest expense=coupon paid-premium amortization
»  For discount bond
B the total portion of coupon is treated as CFO in accounting basis.
B For analytical purpose, CFO have to be the real interest expense, CFF have to
be the difference between coupon payment and interest expense, but here
CFF treated as an inflow instead.

B Interest expense=coupon paid +discount amortization

4.28.1.4. ZREFEE[SEE , EINLRAKX

Par bonds Premium bonds Discount bonds

Market rate<coupon rate Market rate>coupon rate
Market rate=coupon rate
Interest expense = cash paid - | Interest expense = cash paid
Cash paid=CR.xPar
amortization of premium + amortization of discount

Interest expense is constant Interest decreases over time Interest increases over time

CFO {&fd ; CFF &1 CFO &= 1d ; CFF {K{d&
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4.28.2. ERtEA

Q-93. Fairmont Golf issued fixed rate debt when interest rates were 6 percent. Rates have
since risen to 7 percent. Using only the carrying amount (based on historical cost)

reported on the balance sheet to analyze the company's financial position would most
likely cause an analyst to:

overestimate fairmont's economic liabilities.
underestimate fairmont's economic liabilities.

underestimate fairmont's interest coverage ratio.

Q-94. Consolidated Enterprises issues €10 million face value, five-year bonds with a coupon
rate of 6.5 percent. At the time of issuance, the market interest rate is 6.0 percent.
Using the effective interest rate method of amortisation, the carrying value after one
year will be closest to:
€10.17 million.
€10.21 million.
€10.28 million.

Q-95. On 1 January 2010 the market rate of interest on a company's bonds is 5 percent and it

issues a bond with the following characteristics:

Face value €50 million

Coupon rate, paid annually 4%

Maturity date December 31,2019 (10 years)

Issue price 92.28

If the company uses IFRS, its interest expense (in millions) in 2010 is closest to:
€1.846.

€2.307.
€2.500.

Q-96. A company issued a $50,000 seven- year bond for $47,565. The bonds pay 9% per

annum, and the yield to maturity at issue was 10%. The company uses the effective
interest rate method to amortize any discounts or premiums on bonds. After the first
year, the yield to maturity on bonds equivalent in risk and maturity to these bonds is
9%. The amount of the bond discount amortization recorded in the first year is closest
to:

A, $257.
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B. SO.
C. $348.

4.29. Other issues in Debt

4.29.1. EEHNAR

4.29.1.1. Early repayment of bond

>

Gain or loss on the extinguishment of debt (I/S): The difference between the cash

required to redeem the bonds and the carrying amount of the bonds.

4.29.1.2. Issuance cost

>

U.S. GAAP

B Capitalized in deferred charge (asset);

B Amortized on a straight-line basis to the relevant expense (e.g., legal fees)
over the life of the bonds.

IFRS

B Subtracted as an unamortized discount from measurement of the liability,

bonds payable.
Under IFRS and US GAAP, cash outflows related to bond issuance costs are

included in the financing section of the statement of cash flows (usually netted

against bond proceeds).

G/L on the extinguishment of debt should be eliminated from day-to-day income
for analytical purpose.

CFS adjustments

B CFO: + loss /- gain

B CFF: cash paid to redeem the bond (cash outflows of financing activities)

4.29.1.3. Derecognition of debt

>

A firm may choose to redeem bonds before maturity
B Possible reasons

@ Interest rates reduction

€ Firm has generated surplus cash through operation

€ Funds from the issuance on the equity market is available
B Again orloss is recognized in I/S
€ G/L(1/S) = book value of bond — redemption price; In CFS, it is reported
as CFF.

4.29.1.4. Debt covenants

>

Borrowing agreements (the bond indenture) often include restrictions called

covenants that protect creditors by restricting activities of the borrower;
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» Two types of restrictions

B Affirmative covenants: commit to do so from borrowers.

€ Timely payments of principal and interest;

€ Target financial ratios (such as the current, debt-to-equity, and interest

coverage ratios) unchanged;
€ Use collateral in working order.

B Negative covenants: commit not to do so from borrowers.

€ Not to pay higher dividends or repurchase more shares;
€ Not to borrow more;
€ Not to engage in mergers and acquisitions.
4.29.1.5. For analytical purpose
»  Stock price >conversion price, the convertible bond should be treated as equity;

»  Stock price < conversion price, convertible bond should be treated as liability.

4.29.2. ERtEA

Q-97. Oil Exploration LLC paid $45,000 in printing, legal fees, commissions, and other costs

associated with its recent bond issue. It is most likely to record these costs on its
financial statements as:

an asset under U.S. GAAP and reduction of the carrying value of the debt under IFRS.
a liability under U.S. GAAP and reduction of the carrying value of the debt under IFRS.

a cash outflow from investing activities under both U.S. GAAP and IFRS.

Q-98. On 1 January 2011, a company that prepares its financial statements according to

International Financial Reporting Standards (IFRS) issued bonds with the following
features:
® Face value: £20,000,000
® Term: Five years
® Coupon rate: 6% paid annually on 31 December
®  Market rate at issue: 4%
The company carries all its bonds at cost. In December 2013, the market rate on similar
bonds had increased to 5%, and the company decided to buy back (retire) the bonds
after the coupon payment on 31 December. As a result, the gain on retirement
reported on the 2013 income statement income is closest to:

A. f£340,410.

B. £371,882.

C. £382,556.
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4.30. Financial Lease and Operating Lease: Lessee

430.1. EEANAR

KXTFABAMBEEAD lease

4.30.1.1. Capital lease BY%# under US GAAP with specific conditions:

» Ownership of the leased asset transfers to the lessee at the end of the lease;

» The lease contains an option for the lessee to purchase the leased asset cheaply

(bargain purchase option);

The lease term is 75 percent or more of the useful life of the leased asset;

The present value of lease payments is 90 percent or more of the fair value of the

leased asset.
» A specialized nature.

4.30.1.2. Accounting treatment for lease: lessee

B/S 1/s

CFS

Report depreciation

AIl'IFRS lease Recognize expense on ROU asset

Reduction of lease

liability CFF

and finance “right-of-use” (ROU)

lease under asset and lease Report interest expense

US GAAP liability on lease liability

Interest
payment----CFO or
CFF (IFRS)

Recognize
Operating Reporting single lease
“right-of-use” (ROU)
lease (US expense (a straight line
asset and lease
GAAP) allocation of lease cost)
liability

Entire cash payment

is CFO

Exceptions:
short-term
leases and

leases where No effect Report rent expense
leased asset
is low value

(IFRS)

Rent

payment CFO

4.30.1.3. IAHETNLEHRNLE
> B/S:
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¥ A=L=3170 ( REKMEEFHIRMBIE PV )

AR  RARITIARM , AR BASE ENiT

ZEHAR  RESAKRRMERET |, & BASE ENit , FREHE TN AR
BitH®

AT -

& iR BEITIRGERY | BINSFTIBRA=3170/4=792.5
& iR : BASE ENIBESE , BINRIE A (A %)
SEHER :

& 2HEIANETERA (sF)

: BWINE X E-1000

ZEMHER :

€ CFO=-1000 (S %) ;

AR

& CFO=-317 (A%l) ,

€ CFF=-683 (1000-317)

4.30.2. ERtEA

Q-99. Assume U.S. GAAP applies unless otherwise noted. At the beginning of the year, a

lessee company enters into a new lease agreement that is correctly classified as a

finance lease, with the following terms:

Annual lease payments due at the end of the year $100,000

Lease term 5 years

Appropriate discount rate 12%

Depreciation method straight-line basis

Estimated salvage value S0

With respect to the effect of the lease on the company’s financial statements in the first
year of the lease, which of the following is most accurate? The reduction in the
company’s:

pretax income is $72,096.

cash flow from financing is $56,742.

cash flow from operations is $72,096.
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Q-100. |If a lease is recognized as an operating lease instead of finance lease, the company will
recognize higher:

A. Right of use asset

B. Lease liability

C. Rent expense

Q-101. Under US GAAP, which of the following would require the lessee to classify a lease as a
capital lease?

A. The term is 60% of the useful life of the asset.

B. The lease contains an option to purchase the asset at fair value.

C. The present value of the lease payments is 95% of the fair value.

Q-102. A lessee that enters into a finance lease will report the:
A. lease payable on its balance sheet.
B. full lease payment on its income statement.

C. full lease payment as an operating cash flow.

4.31. Financial Lease and Operating Lease: Lessor

431.1. EEHHAR

4.31.1.1. HF A (lessor) : REREX % direct financing & sales type under US GAAP

> YR ALKER lease : M TFHIA | lease 5 N FEK —operating lease F
capital lease.

T lessor, YN capital lease BYHI M R4

B Firstly, JAEX T lessee 22 capital lease;

B Lessor must be reasonably assured of cash collection

B Performed substantially under the lease

US GAAP T, lessor By capital lease X 2 AT : sales-type (PV> fair value of
leased asset)# direct-financing.
B EKXH

€ Sales-type EHAWI L HIN—2£EF| gross profit= PV of MLP — (Cost of
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assets — PV of salvage) ;
@ Direct-financing THIAEF] , MR PV of MLP Hii —E B RIEHE
HA, BRERE,

n BARSRX 5

€ Sales-type EHHIEIER ;

@ Direct-financing J¥ BT &Ko
n HIESHX 5

@ Sales-type H direct-financing B CFO inflow , &= int. revenue.

4.31.2. ERtEA

Q-103. Under U.S. GAAP, a lessor's reported revenues at lease inception will be highest if the

lease is classified as a(n):

A. sales-type lease.
B. operating lease.

C. direct financing lease.

Q-104. A manufacturer of jets also enters purchase and leaseback arrangements of used
aircraft. The buy and leaseback arrangements are classified as operating leases, with
the lease payments due in advance at the beginning of each period. The company
depreciates these used aircraft on a straight-line basis over the life of the lease. The

most likely effect on the manufacturer's financial statements of entering into one of

these purchase and leaseback arrangements is an increase in its:

A. lease receivables.
B. EBIT by an amount equal to the lease payments.

C. capital assets.

4.32. Pension Plan

432.1. EEAAR

4.32.1.1. Pension plans
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» A pension is a form of deferred benefits paid to retired employees as a
compensation of their services.
Defined contribution plan: a company contributes an agreed-upon (defined)
amount into the plan.
B Contribution can be based on: employment years, age of the worker, wages,

profit of the company, or a proportion of the work’s contribution.

Defined benefit plan: a company makes promises of future benefits to be paid to
the employee during retirement.
B Benefit can be based on the employee's service years and wages at, or near,

retirement.

IFRS & U.S.GAAP
B/S $ /S
PV of obligation (X) Interest cost

FV of plan asset X Current service cost

Overfunding/ (Underfunding) Expected return

Actuarial gain / (Loss)

Total

Alternative treatment under IFRS
B/S $ /S

PV of obligation (X) Interest cost

FV of plan asset (X) Current service cost

Overfunding/(Underfunding) X/(X) | Expected return

Unrecognized actuarial (gain) / Loss (X)/X | Total

Net asset /(Liability) X/(X)

4.32.1.2. SFEENLE

> Defined contribution plan: the employee assumes all the investment risk.

> Defined benefit plan: the employer assumes all the investment risk.

4.32.2. ERiE

Q-105. Penben Corporation has a defined benefit pension plan. At 31 December, its pension
obligation is €10 million and pension assets are €9 million. Under either IFRS or US
GAAP, the reporting on the balance sheet would be closest to which of the following?

A. €10 million is shown as a liability, and €9 million appears as an asset.
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B. €1 million is shown as a net pension obligation.

C. Pension assets and obligations are not required to be shown on the balance sheet but only

disclosed in footnotes.

Q-106. The following information is available from a company’s current financial data,

prepared according to US GAAP: (T2 Rl 2 D

IS Thousan

Defined Contribution Plan:

Contributions to defined contribution plan 1,000

Defined Benefit Plan:

Contributions to defined benefit plan 1,500

Employees’ service cost for the period 1,400

Interest expense accrued on the beginning pension 200
obligation

Expected return on plan assets 400
Actuarial gains for the period 100

The pension expense (in S thousands) reported in the current year is closest to:
A.  2,200.

B. 2,500.
C. 2,400.

4.33. Financial Reporting Quality

433.1. EEAAR

4.33.1.1. Financial reporting quality
» A good financial reporting quality means the financial reports are under GAAP,
decision-useful, sustainable, and adequate returns
4.33.1.2. Aggressive and conservative accounting
» Conservative accounting: it would delay reporting profits until the following period
(so-called “hidden reserves”);
Aggressive accounting: it would increase the company’s reported performance

and financial position in the current period.

Aggressive Conservative

Current period cost Capitalizing Expensing

Useful life for depreciable assets Longer time Shorter time
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Salvage values Higher Lower

Depreciation method Straight line Accelerated

Recognition of impairments Delay recognition Early recognition

Accrual of reserves for bad debt Less More

Valuation allowances for DTA Smaller Larger

4.33.1.3. Three conditions for issuing low quality reports
»  Opportunity
B Internal conditions can be
€ Poor internal controls;
€ Ineffective board of directors.

B External conditions can be

€ Accounting standards that provide scope for divergent choices;

€ Minimal consequences for an inappropriate choice.

Motivation

B To meet or beat market expectations as reflected in analysts' forecasts and/or
management’s own forecasts;
Increase management compensation that is linked to increases in stock price
or to reported earnings;
Career concerns and incentive compensation may motivate accounting
choices;

B Avoiding debt covenant violations can motivate managers to inflate earnings.

Rationalization.

B Rationalization is important because if an individual is concerned about a
choice, he or she needs to be able to justify it to him- or herself.

4.33.1.4. Firms are motivated to manage
» Earnings / Net income

B Overstate net income
€ Meet earnings expectation;
€ Remain in compliance with debt covenants;
€ Receive higher incentive compensation.

B Understate net income
& Obtain trade relief;
€ Negotiate favorable repayment term from creditors;
€ Negotiate favorable labor union contracts.

» Balance sheet
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Overstating assets or understating liabilities to appear more solvent.

& E.G.lower D/E ratio

Understating assets or overstating liabilities to enhance its performance
ratios.

€ E.G. higher ROA, ROE, asset turnover ratio

4.33.1.5. The effects of different accounting methods

» Increase performance in the current period

Recognize revenue prematurely;

Use nonrecurring transactions to increase profits;
Defer expenses to later periods;

Measure and report assets at higher values;

Measure and report liabilities at lower values.

Increase performance in a later period

Defer current income to a later period (save income for a “rainy day”);
Recognize future expenses in a current period, setting the table for improving

future performance.

4.33.1.6. EE/IHMSRRESRONARA S

Aggressive revenue recognition

Different growth rates of CFO and earnings

Abnormal sales growth as compared to the economy, industry, or peers

Abnormal inventory growth as compared to sales grow

Boosting revenue with non-operating income and nonrecurring gains

Delaying expense recognition

Abnormal use of operating leases by lessees

Hiding expenses by classifying them as extraordinary or nonrecurring

4.33.2. ERiE

Q-107. Assume U.S. GAAP applies unless otherwise noted. In 2008, a company reported net

income of $200 million and cash flow from operations of $120 million. All else equal,

the most likely explanation for the difference between net income and cash flow from

operations in 2008 is that the company:

tightened credit policies and increased collection efforts during the year.

sold a long-term investment for an amount equal to book value at the end of the year.

increased raw materials inventory in anticipation of increased sales at the end of the year.

Q-108. A high-quality financial report may reflect:
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A. earnings smoothing.

B. low earnings quality.

C. understatement of asset impairment.
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4.34. HHrEA

Q-1. During the proccess of securitization of accounts receivables, a nonfinancial company
receives proceeds less than the book value. The transaction is most likely to increase:

A. netincome.

B. cash from financing activities.

C. cash from operations.

Q-2. Which of the following statements is most accurate regarding cash flow statements
prepared under IFRS and U.S. GAAP?

A. Under U.S. GAAP, bank overdrafts should be classified as a financing cash flow.

B. Under IFRS, interest paid can be reported either as an operating or an investing cash flow.

C. Both the direct and indirect formats of cash flow statements are allowed under IFRS and U.S.

GAAP, but indirect is encouraged under IFRS only.

Q-3. Which of the following transactions is least likely to increase reported operating cash
flow for the period?

A. Financing of payables.

B. Securitization of receivables.

C. Exercise of employee stock options.

Q-4. Wally Ltd purchased a patent and the company has capitalised this expense. If tax is
ignored, compared to expensing the cost, Wally will most likely to report:

A. Lower EPS in that period.

B. Lower CFlin that period.

C. Lower CFO in that period.

Q-5. Using the following information, a Mexican corporation is computing the depreciation
expense for a piece of manufacturing equipment that it purchased at the start of the

current year. The company takes a full year's depreciation in the year of acquisition.

Cost of equipment MXN4,000,000

Estimated residual value MXN400,000

Expected useful life 10 years

Total productive capacity 5,000,000 units

Production during year 800,000 units

The depreciation expense (in MXN) will most likely be higher by:
A. 224,000, using the double-declining method compared with the units-of-production

72-106
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B.
C.

A
B.
C.

Q-7.

method.
280,000, using the units-of-production method compared with the straight-line method.
360,000, using the double-declining balance method compared with the straight-line

method.

In early January 2015, an analyst sees a news release that a company he follows (which
reports under US GAAP) will be forced to reduce output from one of its major product
lines at its highly specialized ceramics plant in response to a new technology
introduced by its major competitor. The table summarizes information and estimates
that the analyst has gathered from various sources about the plant and its future

prospects.

Selected Information Related to the Ceramics Production Plant

End of 2014 (S thousands)

Carrying amount of plant 3,208

Undiscounted expected future net cash flows 2,700

Present value of expected future net cash flows | 2,100

Fair value of plant 2,450

Revised estimate of useful life 4 years

Depreciation method Straight line

Revised estimate of residual value $400

If the above information and estimates prove accurate, the depreciation expense that
should be reported for 2015 related to the plant will be closest to:

$426 thousand.

$612 thousand.

$512.5 thousand.

A company prepares its financial statements according to U.S. GAAP and leased a piece

of equipment on 1 January 2012. Information relevant to the transaction is as follows:

1. Five annual lease payments of $25,000, with the first payment due 1 January 2012.

2. Interest rate on similar company debt is currently 8%.
3. The fair value of the equipment is $115,000.
4. Useful life of the equipment is seven years.
5. The company depreciates other equipment in the same asset class on a straight-line
basis.
The total expense related to the lease on the company’s 2012 income statement will be

closest to:
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A, $22,024.
B. $25,000.
C. $28,185.

Q-8. Assume U.S. GAAP applies unless otherwise noted. Madison Inc. is planning a bond
issue. They are considering issuing either a straight coupon bond or a coupon bond
with warrants attached. The proceeds from either Issue would be the same. What will
be the effect on their interest expense and balance sheet liability if they issue the

bonds with warrants as compared to the straight bonds? For the bonds with warrants

The interest expense will be The balance sheet liability will be

lower lower
lower higher

higher lower

Assume U.S. GAAP applies unless otherwise noted. Charles McKinmon, CFA is analyzing
the financial statements of Computers On Credit, Inc. (COC). COC has sold $60 million
of accounts receivable for proceeds of $50 million, and McKinmon wishes to treat the
transaction as collateralized borrowing. McKinmon’s financial statement adjustments
will most likely include adding:

$50 million to accounts receivable.

$50 million to cash flows from financing activity.

S50 million to cash flows from operating activity.

Q-10. Lazlo Ltd, a European-based telecommunications provider, follows IFRS and capitalizes

new product development costs. During 2007 they spent €25 million on new product
development and reported an amortization expense related to a prior year’s new

product development of €10 million. Other Information related to 2007 is as follows:

in € millions

Net income 225

Average assets 1,875

Cash flow from operations 290

An analyst would like to compare Lazlo with a U.S.-based telecommunications provider
and has decided to adjust their financial statements to U.S. GAAP. Under U.S. GAAP, and
ignoring tax effects, the return on assets (ROA) and cash flow from operations (CFO) for

Lazlo would be closest to (millions):
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When analyzing a company that prepares its financial statements according to U.S.

GAAP, calculating the price/tangible book value ratio instead of the price/book value

ratio is most appropriate if it:
grows primarily through acquisitions.
develops its patents and processes internally.

invests a substantial amount in new capital assets.

Q-12. On 1 January 2010, Elegant Fragrances Company issues £1,000,000 face value, five-year
bonds with annual interest payments of £55,000 to be paid each 31 December. The
market interest rate is 6.0 percent. Using the effective interest rate method of
amortization, Elegant Fragrances is most likely to record:

an interest expense of £55,000 on its 2010 income statement.
a liability of 982,674 on the 31 December 2010 balance sheet.

a £58,736 cash outflow from operating activity on the 2010 statement of cash flows.

Q-13. The following data are available for a company and its industry:

Company
Common-Size Balance Sheet

As at 31 December 2010

Assets

Cash & Short-Term Investments

Accounts Receivable

Inventory

Total Current Assets

Net Property, Plant, and Equipment

Goodwill

Other Long-Term Assets

Total Assets

Liabilities and Shareholders’ Equity

Short-Term Debt
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Accrued Liabilities and Accounts Payable

Total Current Liabilities

Long-Term Debt

Other Long-Term Liabilities

Total Liabilities

Total Stockholders’ Equity

Total Liabilities & Shareholders’ Equity

Data for comparison Industry

Current ratio 3.2

Debt-to-equity 55.0%

Long-term debt-to-equity 42.0%

Which of the following statements about the company is most appropriate? The
company:

operates in the manufacturing industry.

has made significant acquisitions in the past.

has higher financial leverage than the industry.

Q-14. A company reports that to maintain good relations with its suppliers, it has entered into

a financing arrangement with a bank whereby it will periodically have the bank pay its

suppliers the amounts owed and it will then repay the bank in the following period. The

motivation for the company’s behavior is most likely to:
improve its current ratio.
improve its relations with its suppliers.

manage the timing of operating cash flows.

Q-15. Under IFRS, Company A capitalized €2 million of development costs for accounting
purpose, while the tax authority required the amount to be expensed immediately. On
the company’s financial statements, the capitalized cost would be depreciated over two
years. The compnay is expected to continue earning positive profits. For analytical
purpose, a fianncial analyst should incorporate the difference due to tax treatment in
the balance sheet as:

liabilities when calculating the company’s current ratio.
liabilities when calculating the company’s debt-to-equity ratio.

equity when calculating the company’s return on equity ratio.
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Given the following financial statement data, calculate the net operating cycle for this

company.

In Millions ($)

Credit sales 40,000

Cost of goods sold 30,000

Accounts receivable 3,000

Inventory—Beginning balance 1,500

Inventory—Ending balance 2,000

Accounts payable 4,000

The net operating cycle of this company is closest to:
0.8 days.
24.3 days.
51.7 days.

Q-17. Strongsville Fabricators Inc. uses the FIFO method for inventory valuation. Assuming a
rising costs environment and other factors held constant, Strongsville’s price-to-earning
and price-to-book multiples relative to those for another company that uses the LIFO
method for inventory valuation would be:

Price-to-earnings Multiple Price-to-book Multiple

overstated overstated
overstated understated

understated understated

A company whose objective is to maximize income had spent $2,000,000 for a machine

with two significant components as indicated below. The machine is expected to have
an overall useful life of 10 years and the company uses the straight line method of

depreciation.

Component Cost Useful Life

A $1,000,000 10 years

B $1,000,000 5 years

The depreciation expense for the first year computed under IFRS compared with under
U.S. GAAP will most likely be:

the same.

$100,000 lower.

$100,000 higher.
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A company has recently revalued one of its depreciable properties and estimates that
its remaining useful life will be another 10 years. The applicable tax rate for all years is
40%, and the revaluation of the property is not recognized for tax purposes. Details

related to this asset are provided in the following table:

(millions) Accounting Purposes Tax Purposes

Original Values and Estimates

Acquisition cost in 2014 £4,000 £4,000

Depreciation, straight line 10 years 5 years

Accumulated depreciation, end of £1,200 £2,400
2016

Net balance, end of 2016 £2,800 £1,600

Re-estimated Values and Estimates, Start of 2017

Revaluation balance, start of 2017 £5,000 Not applicable

New estimated life 10 years

The deferred tax liability related to this asset (in millions) as at the end of 2017 is
closest to:

£600.

£1,620.

£930.

An analyst is forecasting gross profit of the three following companies. He uses the

five-year average gross margins and forecasts sales using an internal model.

® Company 1’'s products currently enjoy healthy margins because of its
technological edge. New technologies typically replace old ones every two years in
this industry.
Company 2 has been offering the same products throughout the period, and the
demand and cost structures for its products have not experienced any significant
changes.
Company 3 has recently restructured its product offerings focusing on high margin
products only.

For which of the three companies will the forecast of gross profit be most reliable?

Company:
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Q-21. The following financial information is available at the end of the year.

Issued and
Security Authorized Other Features
Outstanding

Common Currently pays a dividend of $2
1,000,000 500,000
stock per share.

Preferred
Nonconvertible, cumulative;
stock, Series 100,000

A

pays a dividend of $8 per share.

Convertible; pays a dividend of
Preferred

stock, Series 100,000
B

$15 per share. Each share is
convertible into 5 common

shares.

Additional information:

Reported income for the
$2,000,000

year

The diluted EPS (earnings per share) is closest to:
A, $2.26.
B. $2.08.
C. S$1.82.
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Solutions
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4. Financial Reporting and Analysis

41. EHu@m

Q-1. Solution: B.

The role of financial reporting by companies is to provide information about a company’s
performance, financial position, and changes in financial position that is useful to a wide range of
users in making economic decisions.

The role of financial statement analysis is to use financial reports prepared by companies,
combined with other information, to evaluate the past, current, and potential performance and
financial position of a company for the purpose of making investment, credit, and other

economic decisions.

Q-2. Solution: C.

This is a component of management’s discussion and analysis.

Q-3. Solution: B.
Proxy statements are prepared and distributed to shareholders on matters that are to be put to a

vote at shareholder meetings.

Q-4. Solution: C.
Audits provide reasonable assurance that the financial statements are fairly presented, meaning

that there is a high degree of probability that they are free of material error, fraud or illegal acts.

Q-5. Solution: B.
A qualified opinion is one in which there is some scope limitation or exception to accounting

standards that is described in additional explanatory paragraphs.

Q-6. Solution: C.
Net income is not an element of the financial statements, but the net result of revenues less

expenses. The elements are: assets, liabilities, owners’ equity, revenue and expenses.

Q-7. Solution: C.

Start-of-year capital contributed by owners $10,000

Additional shares issued $2,000

Initial retained earnings $6,000

Net income $4,000

Less dividends paid (600)
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Increase in retained earnings $3,400

Ending owners’ equity $21,400

Q-8. Solution: A.

2018 ($) | 2019 ($)

Total assets (given) 120,000 | 112,000

Total debt (50% in 2011, no change in 2012) 60,000 60,000

Total equity (Total assets — Total debt) 60,000 52,000

Equity Components

Contributed capital (50% of equity in 2018, no change in 2019) 30,000 30,000

Retained earnings (solved for): Total equity — Contributed capital 30,000 22,000

Retained earnings = Opening retained earnings + Net income -

Dividends

2019 Retained earnings = 22,000 = 30,000 —4,000 — Dividends

Dividends = 4,000

Q-9. Solution: A.
The process has recognized as a liability, with cash has been received, but the transaction haven’t

occurred. So this should be recognized as an unearned revenue.

Q-10. Solution A.

Timeliness is not a characteristic of a coherent financial reporting framework. Consistency,

transparency, and comprehensiveness are characteris-tics of a coherent financial reporting

framework.

Q-11. Solution: B.

B is correct. There is no statement of changes in income. Under IAS No. 1, a complete set of
financial statements includes a statement of financial position, a statement of comprehensive
income, a statement of changes in equity, a statement of cash flows, and notes comprising a

summary of significant accounting policies and other explanatory information.

Q-12. Solution: B.
Under the IASB’s Conceptual Framework, verifiability means that different knowledgeable and
independent users would agree that the information presented faithfully represents the

economic events that it is intended to represent.

Q-13. Solution: B.
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B is correct. Revenue is recognized by the cooperative when the art gallery fulfills related
obligations because that is the point at which the risks and rewards transfer from the cooperative
to a third party and the amount of revenue is measurable.

A and C are incorrect. These would be appropriate only if there was a significant collectability

concern.

Q-14. Solution: C.
Cost of goods sold is a classification by function. The other two expenses represent classifications

by nature.

Q-15. Solution: C.
Bad debt expense is an operating expense. Alternatively, it cannot be classified as non-operating

items for a manufacturing firm.

Q-16. Solution: B.

Preferred stock dividends of $140,000 (0.07x 2,000,000) should be deducted from net income to
derive amount available for common shareholders: $1,360,000 = (1,500,000 - 140,000).

Basic EPS = $1,360,000/1,000,000 or $1.36 per share.

Dilutive EPS would consider the convertible bonds if they were dilutive. Interest on the bonds

would be $400,000 and the after-tax add back to net income would be $400,000 (0.7) or

$280,000. Dilutive EPS would be $1,640,000/1,300,000 shares assuming conversion = $1.26 per

share.

Q-17. Solution: C.
With stock options, the treasury stock method must be used. Under that method, the company
would receive $144,000 (12,000 x $12) and would repurchase 7,200 shares (5144,000/520). The

shares for the denominator would be:

Shares outstanding 800,000

Options exercises 12,000

Treasury shares purchased (7,200)

Denominator 804,800

Q-18. Solution: B.

Preferred stock dividends of $70,000 (0.07x 1,000,000)
Net income — preferred dividends
Weighted average number of common shares outstanding
_ 1,250,000 — 70,000 _ 118
1,000,000

BEPS =
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Net income — D¢ + converted preferred dividends
WACSO + number of shares converted
1,250,000 — 70,000 + 49,000
~ 1,000,000 + 700 x 25

Because DEPS for the company is 1.21, which is larger than its BEPS, which is 1.18, so the

DEPS =

=1.2079

preferred stock is an anti-dilutive stock, DEPS for the company is 1.18.

Q-19. Solution: C.

adjusted income available for common shares
weighted avg. common & potential common shares out

Diluted EPS=

|: NI- divpreferred :I + |: divconvertible:| + {intereStconverﬁblej| (1't)

preferred debt

WACSO+ |:Sharesconversion of :| + |:Sharesconversion of j| + {Sharesissuable from j|

conv. pfd. shares conv. debt stock opt.
Based on the formula shown above, to calculate DEPS, both convertible debt and convertible
preferred stocks will influence both the numerator and denominators
Treasury stock method is used for stock options, and only denominator is influenced to calculate

DEPS

Q-20. Solution: C.

Foreign currency translation adjustment on a foreign subsidiary;

Unrealized G/L on derivatives contracts accounted for as cash flow hedges;

Unrealized G/L on available for sale securities;

Certain costs of a company’s defined benefit post-retirement plans that are not recognized in the

current period.

Q-21. Solution: B

Metric f thousands

Ending retained earnings 985,000

Less: opening retained earnings (643,000)

Add back: dividends declared 80,000

Net income 422,000

Comprehensive income 345,000

OCI = Comprehensive income — net income -77,000

Q-22. Solution: B.

Assets are resources controlled by a company as a result of past events.
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Q-23. Solution: C.

Treasury stock is non-voting and does not receive dividends.

Q-24. Solution: C.
For financial assets classified as available for sales, unrealized gains and losses are not recorded

on the income statement but do appear on the balance sheet. Shareholders’ equity is adjusted

through a separate line item for valuation gains and losses termed “other comprehensive income.

Q-25. Solution: C.
The allowance for doubtful accounts increases by the bad debt expense recognized for the year

and decreases by the amounts written off during the year.

Beginning balance allowance £56 million

Plus bad debt expense ?
Less write-offs (£84 million)

Ending balance allowance £92 million

Solve for bad debt expense = 120

Q-26. Solution: C
Non-cash transactions, if significant, are reported as supplementary information, not in the

investing or financing sections of the cash flow statement.

Q-27. Solution: B.
Purchasing other companies’ long-term bond generally should be classified as investing activities,

which should be classified as operating activities for financial institutions.

Q-28. Solution: B.
US GAAP requires that interest paid be classified as an operating cash flow; IFRS allows interest
paid to be classified as either an operating or financing activity.

Ais incorrect. US GAAP requires that interest paid be classified as an operating cash flow; IFRS

allows interest paid to be classified as either an operating or financing activity.
Cisincorrect. US GAAP requires that interest paid be classified as an operating cash flow; IFRS
allows interest paid to be classified as either an operating or financing activity.

Q-29. Solution: A.
Cash received from customers = Sales - increase in accounts receivable = 284.6 — (105.5-102.3) =
281.4. Cash paid to suppliers = Cost of goods sold + Increase in inventory + decrease in accounts

payable = 148.3+(64.8-56.3)+(25.5-24.1)=158.2.

Q-30. Solution: C.
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CFO = Net income + depreciation + delta current liabilities - delta current asset + loss — gains =
240+ 40 +50—-20- 10+ 30 — 4. Note that the increase in PP&E cannot be classified as cash flows

from operating activities.

Q-31. Solution: C.

The direct method of cash flow statement presentation shows the specific cash inflows and
outflows that result in reported cash flow from operating activities (e.g., cash from customers
and ash to suppliers). Companies using IFRS can decide to report interest and dividend receipts
as ther an investing or operating activity, whereas under US GAAP, they must report such income
as an operating activity. The listed operating and investment activities indicate that the company

reports under IFRS using the direct method.

Q-32. Solution: B.
If the interest payable decreases during the year, then the interest expense on an accrual basis
will be lower than the amount of cash interest payments. The cash paid would be the full amount

of the expense plus the amounts paid to reduce the interest payable.

Q-33. Solution: A.
Ending year net book value is $59 million (=105 —46), and the beginning year net book value is
$60 million (=100 —40).

NBV enging = NBV peginning + Purchase — depreciation.

Cash received from equipment sale= NBV peginning + purchase — depreciation - NBV ¢pging— l0ss = 60

+10 -8 — 59 - 2 =1 million

Q-34. Solution: B.
CFl consist of the inflows and outflows of cash resulting from the acquisition or disposal of

long-term assets and certain investments.

Q-35. Solution: C.

CFl = -purchased of new machine =-150,000

CFF = -dividends paid — principal paid = -42,000 — 34,000 = -76,000
Convertible preferred stock — non-cash

Dividends received — operating cash flows

Q-36. Solution: C.
CFO = net income + depreciation + loss on sale of equipment + decrease in accounts receivable -
increase in inventories + increase in accounts payable.

It would have been deducted in the calculation of net income but the loss is not the cash impact
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of the transaction (the proceeds received, if any, would be the cash effect) and cash flows
related to equipment transactions are investing activities, not operating activities.

CFO=91.6 +36.4 +3.2 + 8.4 -10.8 +9 = $137.8 million; so FCFE = 137.8-14.6=5123.2 million.

Q-37. Solution: C.
Free cash flow = CFO + interest paid (1 - tax rate) — investment in fixed asset

=500 + 30x0.7- 60 = 461.

Q-38. Solution: B.
Free cash flow to the firm can be computed as operating cash flows plus after-tax interest

expense less capital expenditures.

Q-39. Solution: A.
The FCFF [Cash flow from operations (CFO) + Interest x (1— t) — Capital expenditures] would be
the same. CFO and capital expenditures would both increase by the same amount (ignoring

taxes). Therefore, net effect on FCFF would be zero

Q-40. Solution: A.
This is the interest coverage ratio using operating cash flow rather than earnings before interest,

tax, depreciation, and amortization (EBITDA).

Q-41. Solution: B.
Cash conversion cycle = collection period + inventory period - payables period.
An increase in receivables turnover will decrease the collection period and shorten the cash

conversion cycle. An increase in the payables period will also shorten the cash conversion cycle.

Q-42. Solution: C.

Accounts receivable turnover is equal to 365/19 (collection period in days) = 19.2 for 2003 and

needs to equal 365/15 = 24.3 in 2004 for Galambos to meet its goal. Sales/turnover equals the
accounts receivable balance. For 2003, $300,000,000/19.2 = $15,625,000, and for 2004,
$400,000,000/24.3 = $16,460,905. The difference of $835,905 is the increase in receivables

needed for Galambos to achieve its goal.

Q-43. Solution: C.
Assuming no changes in other variables, an increase in average assets (an increase in the
denominator) would decrease ROA. A decrease in either the effective tax rate or interest

expense, assuming no changes in other variables, would increase ROA.
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Q-44. Solution: B.

2017 Result

Cash ratio = (Cash + Marketable
(196 +778.4) + 354.6 = 2.75 . Increase
securities) + Current liabilities

Quick ratio = (Cash + Marketable
securities + Receivables) + Current | (196 +778.4 +24) +354.6 = 2.82 . Decrease

liabilities

Current ratio = Current assets + Current
1238.6 +354.6 =3.49 . Increase
liabilities

Q-45. Solution: C.
Common-sized analysis of the income statements shows that Company A has a lower percentage

cost of goods sold and hence a higher gross margin than the industry.

CoA CoB Industry CoA

Sales $21,000 $ 16,500 100.0% 100%

Cost of goods sold 12,706 10,478 63.8% 60.5%

Gross margin 36.2% 39.5%

Company A earns a higher gross margin than both Company B and the industry

Pretax earnings 1,364 908 4.4% 6.5%

Taxes 410 290 1.6% 2.0%

Tax rate = Taxes + Pretax earnings 36% 30%

The tax rates for the companies are not higher than the industry.
The interest rate is not a function of sales and cannot be analyzed on a common-sized income
statement. Tax rates are determined based on taxes + pretax earnings, not as a percentage of

sales (as shown in common-sized analysis).

Q-46. Solution: B.
Sustainable growth rate = retention ratio (b) x ROE.

b = 1- Dividend payout ratio 1-0.471=0.529

ROE = ROA x Financial leverage 0.038 x 1.65 =0.0627
Sustainable growth rate = b x ROE 0.529x 0.0627 = 3.32%

Q-47. Solution: B.

Net operating cycle = days sales outstanding + days of inventory on hand- accounts payables

days

Accounts receivable days in sales | Inventory days on hand | Accounts payables days in payables
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Turnover | Sales =+ A/R COGS =+ inventory Purchases +payables

9,600 + 1,250 5,760 + 1,420 5,880 + 290

=7.68 times =4.06 times =20.3 times

In days 365 + 7.68 365 +4.06 365+20.3

= 48 days =90 days =18 days

Net operating cycle = days sales outstanding + days of inventory on hand- accounts payables

days =48 +90 - 18= 120 days

Q-48. Solution: B.
Solvency ratios measure the firm's ability to satisfy its long-term obligations. Solvency ratios
include the long-term debt-to-equity ratio, the total debt-to-equity ratio, the debt ratio, and the

financial leverage ratio.

Q-49. Solution: C.

The debt- to- capital ratio is

Total debt _ 5,590 _
Total debt + Total shareholders’equity © 5,590 + 1,200 + 1,810

0.65

Where total debt includes only interest- bearing debt.

Alis incorrect. It includes current liabilities and other long- term liabilities as a part of total debt:
[(3,800 + 5,590 + 800)/(3,800 + 5,590 + 800 + 1,200 + 1,810)] = 0.7719.

B is incorrect. It calculates long- term debt to equity: [5,590/(1,200 + 1,810)] = 1.86.

Q-50. Solution: C.

The gross profit margin increased the most in the current year.

Current Year (%) Prior Year (%) Increase

Revenues 100

Cost of goods sold 37.6

Gross profit margin 62.4

Research expenses 4.3

Selling and general expenses 31.9

Operating margin 26.2

Interest expense 3.0

Earnings before tax 23.2

Minus income tax expense 20% x 23.2 =4.64

Net profit margin 18.56

Q-51. Solution: B.
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The appropriate base for a common-size income statement is revenue. As such, the value used

for research & development expenses is $24million+$564 million x 100 = 4.3%.

Q-52. Solution: B.
The total capitalized costs include fixed production costs, the direct conversion costs of material
and labor, storage costs required as part of production, normal waste cost but not abnormal

waste costs. $450,000 +5$225,000 +$135,000+$25,000+57,500 = $842,500.

Q-53. Solution: A
Zimt uses the FIFO method, so its cost of sales represents units purchased at a (no longer
available) lower price. Nutmeg uses the LIFO method, so its cost of sales is approximately equal

to the current replacement cost of inventory.

Q-54. Solution: C.

Under FIFO, the oldest units are sold first, thus for the six units sold FIFO, cost of sales is $3,850,
as follows: 1 unit at $600 + 5 units at 650 = $3,850.

Ais incorrect. It is the cost of goods available for sale not the cost of goods sold: 1 unit at $600 +
5 units at 650 + 3 units at 680 = $5,890.

B is incorrect. It used the $680 most recent cost for all 6,000 units sold: 6 x $680 = $4,080.

Q-55. Solution: B.
In a rising price environment, inventory balances will be higher for the company using the FIFO
method. Accounts payable are based on amounts due to suppliers, not the amounts accrued

based on inventory accounting.

Q-56. Solution: A.

During the periods of rising prices, compared to FIFO method, weighted average cost method
results in a lower inventory value and a higher COGS, so that the net income udner weighted
average cost method would have a lower net income. The lower net income lead to a lower
return on sales, as well as a lower retained earnings, so the debt-to-equity ratio under weighted
average mothod would be higher. The combination of lower inventory and higher COGS would

show a higher inventory turnover (COGS/inventory).

Q-57. Solution: C.

Cis correct. Specific identification best matches the physical flow of the inventory items because
it tracks the actual units that are sold.

Ais incorrect. LIFO is based on cost flow assumptions but does not necessarily match the actual
physical movement of the goods.

BET N5 R TN, BN R 5%
PRI BORE, PP ALHE, 5 NE FUE S




B is incorrect. FIFO is based on cost flow assumptions but does not necessarily match the actual

physical movement of the goods.

Q-58. Solution: C.
Inventories are carried at historical cost, unless the current replacement cost of the inventory is

less.

Q-59. Solution: B.

Under IFRS, the inventory would be written down to its net realizable value (S4.1 million); under
US GAAP, market value is defined as current replacement cost and thus would be written down to
its current replacement cost ($3.8 million). The smaller write- down under IFRS will reduce the
amount charged to the cost of goods sold compared with US GAAP and result in a lower cost of
goods sold of $0.3 million.

Ais incorrect. The write- down is larger under US GAAP, so IFRS gross profit would be higher, not
lower.

Cis incorrect. IFRS and US GAAP define market differently. As current replacement cost (US GAAP

definition is lower than NRV) the effect is not the same.

Q-60. Solution: A
IFRS require the reversal of inventory write-downs if net realisable values increase; US GAAP do

not permit the reversal of write-downs.

Q-61. Solution: C.
The write-down reduced the value of inventory and increased cost of sales in 2007. The higher
numerator and lower denominator mean that the inventory turnover ratio as reported was too

high. Gross margin and the current ratio were both too low.

Q-62. Solution: A.
COGS(FIFO) = COGS(LIFO) — (ending LIFO reserve — beginning LIFO reserve) = 1200 — (800-820) =
1220.

Q-63. Solution: A.
Adding the ending balance in the LIFO reserve to the LIFO inventory would equal the ending

balance for inventory on FIFO basis.

Q-64. Solution: A.

Inventory turnover is cost of goods sold divided by average inventory. As reported, this was

$3,654 / $1,115 = 3.28. Under FIFO, cost of goods sold would have been $3,641 and inventory

would have been $1,232.6 and $1,237.6 (average $1,235.1). Adjusted inventory turnover would
thus be 2.95.
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Q-65. Solution: B.

The most appropriate way to identify a LIFO liquidation is by reviewing the inventory footnotes
for a decrease in the LIFO reserve. Although a LIFO liquidation may result in an increase in gross
margin or changes in inventory out of line with changes in sales there are other factors that could

explain those changes.

Q-66. Solution: B
Companies that capitalize R&D costs report those expenditures in CFl; companies that expense
R&D costs report those expenditures in CFO. Companies that expensed will report a higher

expense, lower Nl,and then a lower equity,therefore, it would incur a worse financial leverage.

Q-67. Solution: A.

Borrowing costs can be capitalized under IFRS until the tangible asset is ready for use. Also, under
IFRS, income earned on temporarily investing the borrowed monies decreases the amount of
borrowing costs eligible for capitalization. Therefore, Total capitalized interest = (500 million x 14%

x 2 years)- 10 million = 130 million.

Q-68. Solution: C.
Costs incurred to develop software for sale are expensed as incurred until the product earns

technological feasibility, after which costs are capitalized under both IFRS and U.S. GAAP.

Q-69. Solution: B.
Only costs necessary for the machine to be ready to use can be capitalized. Therefore, Total

capitalized costs = 12,980 + 1,200 + 700 + 100 = $14,980.

Q-70. Solution: B.

A product patent with a defined expiration date is an intangible asset with a finite useful life. A
copyright with no expiration date is an intangible asset with an indefinite useful life. Goodwill is
no longer considered an intangible asset under IFRS and is considered to have an indefinite useful

life.

Q-71. Solution: B.
Gain or loss on the sale = Sale proceeds — Carrying amount

= 85,000 - [100,000 - 1((100,000 - 10,000)/9 years) x 3 years]= 15,000.

Q-72. Solution: B.

A longer useful life and higher salvage value are consistent with lower depreciation expense,
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which results in a higher net asset value. Asset turnover (Sales/Total assets) would decrease

because sales would be constant while assets would be higher due to smaller depreciation

charges.

Q-73. Solution: C

Under IFRS: the company must use the component method of depreciation expense :

(500,000 + 10) + (500,000 + 5) = $150,000 per year for the first five years.

Under U.S. GAAP, the company would not use component deprecation because it would prefer

to minimize depreciation expense in order maximize income.

1,000,000 + 10 = $100,000 per year.
Under IFRS, depreciation in first year is: $50,000 higher

Q-74. Solution: B.

The expected remaining useful life of a company’s
= Net PPE + Depreciation expense.
overall asset base

Depreciation expense equals the change in accumulated
750 —500 = 250
depreciation *

The expected remaining useful life 4,250 + 250 = 17 years

*This is true when there are no asset dispositions or acquisitions, as appears to be the case

here because the gross PPE does not change.

Q-75. Solution: B.

Under the double declining balance method, the depreciation rate is 2 x Straight line rate. The
straight line rate is 33.3% (i.e., 1/3 years), so the double declining rate is 66.6%, or two-thirds
depreciation rate per year. But the asset should not be depreciated below its assumed residual

value in any year.

Double Declining Balance Method of Depreciation

Net Book Value at Start of Year Depreciation Net Book Value at End of Year

€100,000 €66,667 €33,333

33,333 22,222 11,111

11,111* 1,111** 10,000

Alternative calculation for start of Year 3 net book value:

€10,000 x (1 —0.667) x (1 —0.667) = €1,111.

Depreciation cannot be 2/3 x €11,111 = €7,407 because that would reduce book

value to less than the estimated €10,000.

Q-76. Solution: A.
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The difference between the double-declining balance method and the units-of-production

method (in MXN) is 400,000 — 288,000 = 112,000.

Straight Line Units of Production Declining Balance

Rate 1/10 5,000,000 units 1/10x 2 =20%

Annual (2,000,000- (2,000,000 —200,000)
expense | 200,000)/10 x (800,000/5,000,000)
= 180,000 = 288,000 = 400,000

0.20 x 2,000,000

Q-77. Solution: A.

The carrying value of the stamping machine is its cost less accumulated depreciation.
Depreciation taken through 2004 was (($22,000,000 - $4,000,000) / 12x7 =) $10,500,000 so
carrying value is ($22,000,000 - $10,500,000 =) $11,500,000. Because the $11,500,000 carrying
value is more than expected future cash flows of ((5x$1,500,000) + $1,000,000 =) $8,500,000,

the stamping machine is impaired.

Q-78. Solution: A.
Under IFRS,the recoverable amount for customer list is the higher of:
® Value in use, which is the present value of the future cash flows: $886,000.

®  Fair value less costs to sell: $890,000 -7,000 = $883,000.

The recoverable amount ($886,000) is lower than the carrying value ($930,000).

Therefore, the asset is impaired and should be written down to that amount.
Under U.S. GAAP, the carrying value of the customer list is lower than undiscounted future cash

flow, so the customer list is not impaired under US GAAP.

Q-79. Solution: B.

In this case, the value increase brought about by the revaluation should be recorded directly in
equity. The reason is that under IFRS, an increase in value brought about by a revaluation can
only be recognized as a profit to the extent that it reverses a revaluation decrease of the same

asset previously recognized in the income statement.

Q-80. Solution: B.
The impairment loss equals £3,100,000.
Impairment = max (Recoverable amount; Value in use) — Net carrying amount

= max (16,800,000 — 800,000; 14,500,000) — 19,100,000 = -3,100,000.

Q-81. Solution: A.

Under IFRS, an asset can be written up under FV and revaluation model. With the 1 million loss

96-106
BET N5 R TN, BN R 5%
PRI BORE, PP ALHE, 5 NE FUE S




recorded in income statement, the asset was recorded under fair value model.
Under IFRS, other comprehensive income includes certain changes in the value of long-lived

assets that are measured using the revaluation model rather than the cost model.

Q-82. Solution: C.
For investment properties, the fair value model requires the company to recognize its revaluation
gains or losses directed to net income, so Segeo should recognize 85.75- 78.25 =7.5 million

directly to net income.

Q-83. Solution: B.

Income tax expense = taxes payable (current income tax expense) + 2 DTL - ADTA = 2000 +

(900-720) — (400-320)=2100.

Q-84. Solution: C.

Because the differences between tax and financial accounting will correct over time, the resulting
deferred tax liability, for which the expense was charged to the income statement but the tax
authority has not yet been paid, will be a temporary difference. A valuation allowance would only
arise if there was doubt over the company's ability to earn sufficient income in the future to

require paying the tax.

Q-85. Solution: C.

Straight line depreciation expense = (100,000 — 20,000) / 10 = 8,000
DDB depreciation expense = (2/8) x 100,000 = 25,000

DTL = 30% x (25,000 — 8,000) = 5,100

Q-86. Solution: B.
The temporary difference is the difference between the net book value (NBV) of the asset for

accounting purposes and the NBV for taxes

NBV accounting [1,000,000 - (1,000,000/10)] $900,000

NBV taxes [1,000,000 - 0.14 x (1,000,000)] $860,000

Temporary difference $40,000

Q-87. Solution: C.
Tax credits that directly reduce taxes are a permanent difference, and permanent differences do

not give rise to deferred tax.

Q-88. Solution: A.
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If the liability will not reverse, there will be no required tax payment in the Future and the

"liability" should be treated as equity.

Q-89. Solution: B.
The valuation allowance is taken against deferred tax assets to represent uncertainty that future
taxable income will be sufficient to fully utilize the assets. By decreasing the allowance, Zimt is

signaling greater likelihood that future earnings will be offset by the deferred tax asset.

Q-90. Solution: B.

The change in Fred’s rates causes its deferred tax liability account to increase ((40 — 30) / 30)

x$1,200,000 =) $400,000. The corresponding increase is to current income tax expense.

Q-91. Solution: C.
A decrease in the tax rate will result in a decrease in the previously reported amounts of deferred

tax assets.

Q-92. Solution: B.
Current tax expense = Taxable income x Current tax rate= 150,000 x 30% = 45,000
20X2.1.1
DTL (old) =30,000
Temporary difference (old) = 30,000/30% = 100,000
20X2.12.31
Additional temporary difference = 300,000-150,000=150,000
Temporary difference (new) = 100,000 + 150,000 = 250,000
DTL (new) = Temporary difference (new) x tax rate (new)= 250,000 x 25% = 62,500
Delta DTL = 62,500 — 30,000 = 32,500
Income tax expense = tax payable + delta DTL = 45,000 + 32,500 = 77,500

Q-93. Solution: A.

When interest rates rise, bonds decline in value. Thus, the carrying amount of the bonds being
carried on the balance sheet is higher than the market value. The company could repurchase the
bonds for less than the carrying amount, so the economic liabilities are overestimated. Because

the bonds are issued at a fixed rate, there is no effect on interest coverage.

Q-94. Solution: A
The coupon rate on the bonds is higher than the market rate, which indicates that the bonds will
be issued at a premium. Taking the present value of each payment indicates an issue date value

of €10,210,618. The interest expense is determined by multiplying the carrying amount at the
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beginning of the period (€10,210,618) by the market interest rate at the time of issue (6.0
percent) for an interest expense of €612,637. The value after one year will equal the beginning
value less the amount of the premium amortised to date, which is the difference between the
amount paid (€650,000) and the expense accrued (€612,637) or €37,363. €10,210,618 —€37,363
=€10,173,255 or €10.17 million.

Q-95. Solution: B.

IFRS recommends the effective interest method for the amortization of bond

discounts/premiums. The bond is issued for 0.9228 x 50 = 46.140 million

Interest expense = 46.140 x 5% = 2.307million

Q-96. Solution: A.
Interest paid = Coupon rate at issue x Issued amount of bonds = 9% x $50,000 = 4,500
Interest expense = Market rate at issue x Carrying (book value) of bonds

Amortization of discount = Interest expense — Interest paid

B A S

47,565 4757

Amortization of discount= 4757-4500=257

Q-97. Solution: A.
Under U.S. GAAP, expenses incurred when issuing bonds are generally recorded as an asset and
amortized to the related expense (legal, etc.) over the life of the bonds. Under IFRS, they are

included in the measurement of the liability. The related cash flows are financing activities.

Q-98. Solution: C.

Gain = Book value of debt — Market value = £20,754,438 — £20,371,882 = £382,556

Both at time of retirement, calculations below.

The market value of debt at retirement can be determined by discounting the future cash flows
at the current market rate (5%) by using a financial calculator:

Face value (FV) = £20,000,000; i = 5%; PMT = £1,200,000; N = 2; Compute present value (PV) =
£20,371,882.

The book value after the third interest payment (two payments remaining) can be found by using
either a financial calculator and the market rate at the time of issue (4%) or an amortization table
(shown next).

FV =£20,000,000; i = 4%; PMT = £1,200,000; N = 2; Compute PV =£20,754,438.

Q-99. Solution: B.
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The present value of the lease is $360,477.62. (n = 5, /Y= 12%, PMT = $100,000) 12% of the

original PV is $43,257.31 and represents the interest component of the payment in the first year.

The difference between the annual payment and the interest is the amortization of the lease
obligation included in cash flow from financing. $100,000 — 43,257.31 = $56,742.69. Depreciation
is $360,477.62/5 or $72,095.52 so the total reduction in pretax income would be interest plus
depreciation or $115,352.83. CFO would be reduced by the amount of the interest only because

the depreciation would be added back to determine cash flow from operations.

Q-100. Solution: C.

For operating lease, the company needs to recognize ROU asset and lease liability on its balance
sheet, and rent expense is recognized on its income statement. However, for finance lease, ROU
asset and lease liability is recognized on balance sheet, but rent expense is not recognized on its

income statement.

Q-101. Solution: C.

If the present value of the lease payments is greater than 90% of the fair value of the asset, the
lease is considered a capital lease. A lease with a term that is 75% or more of the useful life of the
asset is deemed to be a capital lease. The option to purchase the asset must be deemed to be

cheap (bargain purchase option), not just include the option to purchase the asset.

Q-102. Solution: A.

A finance lease is similar to borrowing money and buying an asset; a company that enters into a
finance lease as the lessee reports an asset (leased asset) and related debt (lease payable) on its
balance sheet. A company that enters into a finance lease as the lessee will report interest
expense and depreciation expense on its income statement. A company that enters into an
operating lease will report the lease payment on its income statement. For a finance lease, only
the portion of the lease payment relating to interest expense reduces operating cash flow; the
portion of the lease payment that reduces the lease liability appears as a cash outflow in the
financing section. A company that enters into an operating lease as the lessee will report the full

lease payment as an operating cash outflow.

Q-103. Solution: A.

Sales-type lease treats the lease as a sale of the asset, and revenue is recorded at the time of sale
equal to the present value of future lease payments. Under a direct financing lease, only interest
income is reported as earned. Under an operating lease, revenue from rent is reported when

collected.

Q-104. Solution: C.
100-106
BT 25 S T, BRI 5%
WA BORE, AL RE, 5B SRR ST




The used aircraft that the manufacturer buys and leases back are classified as operating leases.
For the lessor, these assets under operating leases would be classified in property, plant, and
equipment in capital assets and thus would lead to an increase in capital assets. With payments
in advance, there would be no lease receivable arising from the operating lease; long-term lease
receivables arise from financing leases, not operating leases. Although revenues will increase by
the lease payments, the leased assets are depreciated, and therefore EBIT will increase by the

lease payment received minus depreciation expense.

Q-105. Solution: B.
The company will report a net pension obligation of €1 million equal to the pension obligation

(€10 million) less the plan assets (€9 million).

Q-106. Solution: A.

Plan Expense Components under US GAAP $ Thousands

Defined contribution planiContributions 1,000

Defined benefit plan Employee service costs 1,400

Interest expense accrued on beginning pension obligation 200

Less expected ROA on plan assets (400)

Total Expense 2,200

Q-107. Solution: C.

NI=$200 million and CFO=5$120, so NI>CFO, and CFO=NI + dep. /amor. - gain + loss - changes in
current assets + changes in current liabilities.

Tightened credit policies and increased collection efforts will increase CFO; and to sell a
long-term investment for an amount equal to book value at the end of the year is an investment
activity, so increased raw materials inventory in anticipation of increased sales at the end of the

year will lead to CFO decreased, and less than NI.

Q-108. Solution: B.

High-quality financial reports offer useful information, meaning information that is relevant and
faithfully represents actual performance. Although low earnings quality may not be desirable, if
the reported earnings are representative of actual performance, they are consistent with
high-quality financial reporting. Highest-quality financial reports reflect both high financial
reporting quality and high earnings quality.

101-106
BET N5 R TN, BN R 5%
PRI BORE, PP ALHE, 5 NE FUE S




4.2. BB

Q-1. Solution: C.

Proceeds received from selling A/R increase CFO.

Since the proceeds are less than the book value of A/Rs, a loss should be reported on the income

statement.

Q-2. Solution: A.
Under U.S. GAAP, bank overdrafts are not considered part of cash and cash equivalents and are

classified as financing cash flows.

Q-3. Solution: A.

Financing payables actually reduces operating cash flow as payables are reclassified as
short-term debt. Companies may decrease operating cash flows reported under the indirect
method by using this strategy. Securitization of receivables increases operating cash flows as the
funds received are treated as an operating cash inflow. Exercise of employee stock options

increases operating cash flows due to tax benefits associated with exercise.

Q-4. Solution: B.

If the expense is capitalized, Wally will recognize the patent as an asset, the company will
recognize depreciation cost each year, and the cash flow related to the purchasing will classified
as an outflow of CFI. So during that period, the CFI for Wally is lower and CFO is higher.

Also, the net income for Wally will higher in that period if the expense is capitalised, so that the

EPS for Wally will be higher in that period.

Q-5. Solution: A.
The difference between the double-declining balance method and the units-of-production

method (in MXN) is 800,000 — 576,000 = 224,000.

Straight Line Units of Production Declining Balance

Rate 1/10 5,000,000 units 1/10x 2 =20%

Annual expense (4,000,000-400,000)/10 | (4,000,000 —400,000) x | 0.20 x 4,000,000
(800,000/5,000,000)

= 360,000 = 576,000 = 800,000

Q-6. Solution: C.

At the end of 2014, a test of impairment is required because “events or changes in

circumstances indicate that its carrying amount may not be recoverable.” (All amounts

S thousands)
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US GAAP Impairment Test:

Step 1: Assess recoverability: Compare carrying amount with undiscounted future net cash

flows.

Carrying amount = 3,208 > 2,700 | The recoverability test is not satisfied, so an

(expected future net cash flows): | impairment loss is required.

Step 2: Determine impairment Carrying amount - Fair value = 3,208 — 2,450 = 758

loss: New carrying value:2,450

Estimated depreciation in 2015 New carrying value — revised residual value

revised useful life
_$2,450 — $400

= $5125
4 years

Q-7. Solution: C.

The lease would qualify as a finance (capital) lease under U.S. GAAP because the present value of
the lease payments is more than 90% of the fair value.

PV of lease payments: PMT = 25,000, i = 8%, N = 5, BGN Compute PV.

PV = $107,803, 90% of the fair value: 0.90 x 115,000 = $103,500.

Therefore, the lease is greater than 90% and would be capitalized at $107,803. With the first
payment made immediately, the outstanding balance in 2012 = 107,803 -25,000 = 82,803.

Interest expense in 2012 0.08 x 82,803 6,624.24

Amortization expense for the year using the
lease term as the useful life (no indication that
107,803 /5 21,560.60
the lease will be renewed beyond the initial

term)

Total expense in 2012 28,184.84

Q-8. Solution: A.

The portion of the proceeds attributable to the warrants would be classified as equity, thus the
portion classified as a liability would be smaller (lower). The lower balance sheet value would
lead to a lower interest expense when it is calculated. The interest expense is based on the

liability at the beginning of the period. Not the coupon payment.

Q-9. Solution: B.
McKinnon should add $60 million to accounts receivable, reduce cash from operating activities

by S50 million, and increase cash from financing activities by $50 million.

Q-10. Solution: C.

If all development costs had been expensed, net income would be reduced by the amount spent,
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and increased by the amortization of the previously capitalized amounts: 225 - 25 + 10 = 210

million. ROA= 210/ 1,875 = 11.2%. (JE&: ik FRYL, average asset FERER 13 hnER
41). CFO would be lower by the amount spent on development 290 - 25 = 265 million.

Note: The amortization of previous development costs is a non-cash expense so does not affect

cash flow.

Q-11. Solution: A.
A company growing primarily through acquisition will usually record large amount of goodwill,

which is intangible asset.

Q-12. Solution: B.

The bonds will be issued at a discount because the market interest rate is higher than the stated
rate. Discounting the future payments to their present value indicates that at the time of issue,
the company will record £978,938 as both a liability and a cash inflow from financing activities.
Interest expense in 2010 is £58,736 (£978,938 times 6.0 percent). During the year, the company
will pay cash of £55,000 related to the interest payment, but interest expense on the income
statement will also reflect £3,736 related to amortisation of the initial discount (£58,736 interest
expense less the £55,000 interest payment). Thus, the value of the liability at 31 December 2010
will reflect the initial value (£978,938) plus the amortised discount (£3,736), for a total of
£982,674. The cash outflow of £55,000 may be presented as either an operating or financing
activity under IFRS.

Q-13. Solution: B.

Goodwill makes up 40.8% of total assets; therefore, the company has made significant
acquisitions at some point because goodwill is only recognized during acquisitions. Leverage is
below the industry average for both the debt-to-equity ratio of 41% [(20.0 + 1.5) + 53] versus the
industry average of 55% and long-term debt-to-equity ratio of 38% [20.0 + 53] versus the industry
average of 42%. The low PP&E and inventory levels also indicate the company is not likely a

manufacturer.

Q-14. Solution: C.
The company can choose when to enter into the short-term borrowing with the bank and
reclassify its accounts payable into short-term financing. It will likely do so when cash flows are
seasonally strong, thereby reducing operating cash flows but increasing financing cash flows. On
repayment, the cash outflow is treated as a financing activity (loan repayment) instead of an
operating cash flow. The result is that the company can manipulate the timing of reported cash
flows since the timing and extent of vendor financing is at management’s discretion.

104-106

BET N5 R TN, BN R 5%
PRI BORE, PP ALHE, 5 NE FUE S




Q-15. Solution: B.

The difference is a temporary difference and would create a deferred tax liability.

Deferred tax liabilities should be classified as debt if they are expected to reverse with

subsequent tax payments.

Under IFRS all deferred tax liabilities are non-current.

Q-16. Solution: A.

Average inventory=(2,000+1,500)/2=1,750

Number of days of inventory = $1,750/ ($30,000/365) = 21.292 days

Number of days of receivables = $3,000/(540,000/365) = 27.375 days

Operating cycle = 21.292 + 27.375 days = 48.667 days

Purchases = $30,000 + $2,000-$1,500 = $30,500

Number of days of payables = $4,000/ ($30,500/365) = 47.869 days
The net operating cycle is 48.667-47.869 = 0.798 days

Q-17. Solution: C.

In a rising costs environment, FIFO would result in higher earnings, higher ending inventory, as

well as higher book value of equity. Thus, both P/E and P/BV tend to be understated relative to a

comparable firm that uses LIFO method.

Q-18. Solution: C.

Under IFRS: the company must use the component method of depreciation expense :

(1,000,000 + 10) + (1,000,000 + 5)

= $300,000 per year for the first five years.

Under U.S. GAAP, the company would not use component deprecation because it would

prefer to minimize depreciation expense in order maximize income.

2,000,000 + 10

=$200,000 per year.

Under IFRS, depreciation in first year is:

$100,000 higher

Q-19. Solution: A.

Only the portion of the difference between the tax base and the carrying amount that is not the

result of the revaluation is recognized as giving rise to a deferred tax liability. The portion arising

from the revaluation surplus is used to reduce the revaluation surplus in equity.

(millions)

Accounting Purposes

Tax Purposes

Revaluation surplus

(£5,000 - £2,800) = £2,200

No revaluation allowed

Depreciation, straight line

10 years

2 years remaining

Start of year balance after

£5,000

£1,600
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revaluation, 2016

Depreciation, 2016 (£5,000/10 years) = £500

Net balance, end of 2016 £4,500

Minus revaluation surplus —£2,200

Carrying value for purposes
£2,300
of deferred taxes

Deferred tax liability = 0.40 x (£2,300 — £800) = £600

Q-20. Solution: B.
Company 2 because it has been offering the same products and its demand and cost structures
have been stable too. Therefore, the relationship between sales and gross profit (i.e., gross

margin) should be stable and most reliable.

Q-21. Solution: C.
The convertible preferred shares are anti-dilutive, as shown in the following table. Therefore, the

diluted EPS is the same as the basic EPS $1.82.

Basic EPS Diluted EPS (using

if-converted method)

Net income $2,000,000 $2,000,000

Preferred stock, Series A | (192,000) (192,000) 24,000 shares x $8/share

Preferred stock, Series B (900,000) 0 60,000 shares x $15/share

Earnings available to
$908,000 $1808,000
common shareholders

Weighted Average Number of Common Shares Outstanding (WACSO)

Shares outstanding 500,000 500,000

If converted 300,000 5 x 60,000 shares

WACSO 500,000 800,000

EPS = Earnings available
to common $1.816 $2.26*
shareholders/WACSO

* Exceeds Basic EPS; Series B is anti-dilutive and is thus not included.
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