PRINCIPLES OF ACCOUNTING 1 – FALL 2009

EXAM 3:  Chapters 7-10

Name (print): ___________________________________

Sign your name below if BOTH of the following statements are true:

1) I pledge not to discuss this exam, its contents or format, with anyone other than my instructor, until it is returned to me.

2) I pledge that prior to taking this exam, I have not received information about the content or format of this exam, including answers to any questions, from any sources other than my instructor.

Signature _________________________________________

If you cannot truthfully sign either of these pledges, please see your instructor immediately.

This exam consists of 16 multiple choice questions worth 3 points each (total of 48 points for multiple choice) and four problems (total of 52 points for problems) for a total of 100 possible points.  Circle the most appropriate answer for each multiple choice question.

1.

On March 1, Wright Company purchased new equipment for $50,000.  Wright paid cash for the equipment.  Other costs associated with the equipment were:  transportation costs, $1,000; sales tax paid $3,000; and installation cost, $2,500.  The cost recorded for the equipment was:


A.  $50,000



B.  $51,000



C.  $54,000



D.  $56,500
2.

Which of the following subsequent expenditures would be capitalized?


A.  Ordinary repair.



B.  Cost that increases the service life of an asset.



C.  Routine maintenance.



D.  A and C.
3.

Which one of the following regarding the book value of an asset is correct?


A.  It is the fair value of the asset if the asset is sold to the market.



B.  It is the historical cost at which the asset is purchased.


C.  The book value at the end of the year is the historical cost of the asset minus the 


depreciation expense for that asset during the year.



D.  It reflects the original cost of the asset less accumulated depreciation.
4.

The factors that need to be known to compute depreciation are an asset’s:  


A.  Cost, residual value, and physical life.



B.  Cost, replacement value, and service life.



C.  Fair market value, residual value, and economic life.



D.  Cost, residual value, and service life.
5.

Gains on the sale of fixed assets for cash:


A.  Are the excess of the book value over the cash proceeds.



B.  Are recorded as a debit.



C.  Are reported on a net-of-tax basis if material.



D.  Are the excess of the cash received over the book value of the assets.
6.

On November 1, 2010, New Morning Bakery signed a $200,000, 6% annual interest rate, six-month note payable with the amount borrowed plus accrued interest due six months later on May 1, 2011.  New Morning Bakery should report the following adjusting entry at December 31, 2010:


A.  Debit interest expense and credit interest payable, $2,000.



B.  Debit interest expense and credit cash, $2,000.



C.  Debit interest expense and credit interest payable, $6,000.



D.  Debit interest expense and credit cash, $6,000.
7.

Snowball Inc. issued a ten-year, $100,000 bond with a 10% interest rate for $90,000.  The entry to record the bond issuance would have what effect on the financial statements?


A.  Increase assets.



B.  Increase liabilities.



C.  Increase stockholders’ equity.



D.  A and B.
8.

The price of a bond is equal to:


A.  The present value of the face amount plus the present value of the stated interest 



payments.



B.  The future value of the face amount plus the future value of the stated interest 



payments.



C.  The present value of the face amount only.



D.  The present value of the interest only.
9.

A bond issue with a face amount of $500,000 bears interest at the rate of 10%.  The current market rate of interest is 11%.  These bonds will sell at a price that is:


A.  Equal to $500,000.



B.  More than $500,000.



C.  Less than $500,000.



D.  The answer cannot be determined from the information provided.
10.

When bonds are issued at a premium, what happens to the carrying value and interest expense over the life of the bonds?


A.  Carrying value and interest expense increase.



B.  Carrying value and interest expense decrease.



C.  Carrying value decreases and interest expense increases.



D.  Carrying value increases and interest expense decreases.
11.

The Torrez Corporation issues $100,000 face value, 10-year bonds, with a stated rate of 8% on January 1, 2009.  The bonds pay interest annually on December 31.  The market rate of interest at the date of issue was 6%.  What is the interest payment to the bondholders each period?


A.
$8,000.



B.
$6,000.



C.
$10,000.



D.
$4,000.

12.

Which of the following statements is correct?


A.  Bonds are always issued at their face value.



B.  Bonds issued at more than their face value are said to be issued at a discount.



C.  Bondholders must hold their bonds until maturity to receive cash for their investment.



D.  None of these is correct.
13.

Common shareholders usually have all of the following rights except:


A.  To receive dividends when declared.



B.  To share in the distribution of assets at liquidation.



C.  To elect board of directors.



D.  To participate in the day-to-day operations.
14.

The par value of common stock represents:


A.  The legal capital per share of stock assigned when the corporation is first established.


B.  The liquidation value of a share.



C.  The market value of a share of stock.



D.  The amount received when the stock was issued.
15.

Authorized common stock refers to the total number of shares:


A.  Outstanding.



B.  Issued.



C.  Issued and outstanding.



D.  That can be issued.
16.

Entries for cash dividends are recorded on the:


A.  Declaration date, record date, and payment date.



B.  Record date and payment date.



C.  Declaration date and payment date.



D.  Declaration date and record date.
PROBLEM 1 (20 points)
PART A (3 points each)
Stephan’s Resorts purchased equipment on January 1, 2009 for $40,000.  Residual value at the end of an estimated four-year service life is expected to be $8,000.  The machine operated for 2,200 hours in the first year and the company expects the machine to operate for a total of 10,000 hours over its four year life.  
Answer the following independent questions.  Show calculation details and label clearly for full credit.  

1)  Calculate depreciation expense for 2009 using the straight-line method.

2)  Calculate depreciation expense for 2009 using the double-declining balance method.

3)  Calculate depreciation expense for 2009 using the activity based method.

This problem is continued on the next page of the exam.
This problem is continued from the previous page of the exam.

PART B (11 points)
Stephan’s selected the straight-line method.  Assume that on September 30, 2011, the company sold the equipment for $25,000.  
1)  Determine the gain or loss recognized on the sale of the equipment.  Show calculations 
and clearly indicate whether the amount is a gain or a loss.
2)  Prepare the following journal entries:


a)  The journal entry to recognize depreciation expense for the period of ownership in 2011.


b)  The journal entry to recognize the sale of the asset on September 30, 2011.  
Include the account labels with your account names (A=asset, L=liability, SE=stockholders’ equity, etc.)

	Date
	Account Names and Labels
	DEBIT $
	CREDIT $

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	


PROBLEM 2 (11 points)  
Answer the following continuous questions.  Show calculation details and label clearly for full credit.  The present value tables are at the end of the exam.
Pizza Pier issues 7%, 10 year bonds with a face amount of $80,000 on January 1, 2010.  The market interest rate for bonds of similar risk and maturity is 8%.  Interest is paid semi-annually on June 30 and December 31.
1.   Were these bonds issued at par, premium, or discount?  Briefly explain your choice.
2.   Compute the interest payment each semi-annual period.
3.  Compute the issue price of the bond.  
Problem 3 (9 points)

Answer the following continuous questions.  Show calculation details and label clearly for full credit.  
On January 1, 2009, Sun City issues $800,000 of 8% bonds, due in 10 years, with interest payable semi-annually on June 30 and December 31 each year.  Assuming the market interest rate on the issue date is 7%, the bonds will issue at $856,850.
1.  Prepare the journal entry to record the issuance of the bonds on January 1, 2009.  Include 
 
the account labels with your account names (A=asset, L=liability, SE=stockholders’ equity, 
etc.)
	Date
	Account Names and Labels
	DEBIT $
	CREDIT $

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	


2.   Compute the interest expense recorded for the first six-months of the bond, on June 30,         
2009.
3.    Determine the carrying value of the bonds on the Balance Sheet dated June 30, 2009.
PROBLEM 4 (12 points)

Court Casuals has 100,000 shares of common stock outstanding as of the beginning of 2010 and has the following transactions affecting stockholders’ equity in 2010.
May 18

Issued 25,000 additional shares of $1 par value common stock for $40 per share.

May 31

Repurchases 5,000 shares of treasury stock for $45 per share.
July  1

Declared a cash dividend of $1 per share to all stockholders of record July 15.

July 31

Pays the cash dividend declared on July 1.

Part A (10 points)
Prepare the journal entries for the above transactions, and label your accounts.  Include the account labels with your account names (A=asset, L=liability, SE=stockholders’ equity, etc.).
	Date
	Account Names and Labels
	DEBIT $
	CREDIT $

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	


PART B (2 points)
Determine the number of common shares outstanding on December 31, 2010.  Show calculation details and label clearly for full credit.  

Multiple Choice Answer Key 
Multiple choice – 3 points each (total of 48 points)

	A#
	Version A answer
	A=B
	B#
	Version B answer

	1.
	D
	1=11
	1.
	D

	2.
	B
	2=12
	2.
	D

	3.
	D
	3=13
	3.
	A

	4.
	D
	4=15
	4.
	A

	5.
	D
	5=14
	5.
	C

	6.
	A
	6=16
	6.
	B

	7.
	D
	7=1
	7.
	D

	8.
	A
	8=3
	8.
	D

	9.
	C
	9=5
	9.
	A

	10.
	B
	10=6
	10.
	C

	11.
	A
	11=4
	11.
	D

	12.
	D
	12=2
	12.
	B

	13.
	D
	13=7
	13.
	D

	14.
	A
	14=9
	14.
	D

	15.
	D
	15=8
	15.
	D

	16.
	C
	16=10
	16.
	A


PROBLEM 1 (20 points)
PART A (3 points each)
Stephan’s Resorts purchased equipment on January 1, 2009 for $40,000.  Residual value at the end of an estimated four-year service life is expected to be $8,000.  The machine operated for 2,200 hours in the first year and the company expects the machine to operate for a total of 10,000 hours over its four year life.  

Answer the following independent questions.  Show calculation details and label clearly for full credit.  

1)  Calculate depreciation expense for 2009 using the straight-line method.

($40,000 – 8,000) / 4 years = $8,000 
2)  Calculate depreciation expense for 2009 using the double-declining balance method.

(1/4) * 2 * $40,000 = $20,000
3)  Calculate depreciation expense for 2009 using the activity based method.

($40,000 – 8,000 ) / 10,000 MH = $3.20 / MH * 2,200 MH = $7,040
This problem is continued on the next page of the exam.
This problem is continued from the previous page of the exam.

PART B (11 points)
Stephan’s selected the straight-line method.  Assume that on September 30, 2011, the company sold the equipment for $25,000.  
1)  Determine the gain or loss recognized on the sale of the equipment.  Show calculations 
and clearly indicate whether the amount is a gain or a loss.
$25,000 – ($40,000 – 22,000) = $7,000 gain
2)  Prepare the following journal entries:


a)  The journal entry to recognize depreciation expense for the period of ownership in 2011.


b)  The journal entry to recognize the sale of the asset on September 30, 2011.  
Include the account labels with your account names (A=asset, L=liability, SE=stockholders’ equity, etc.)

	Date
	Account Names and Labels
	DEBIT $
	CREDIT $

	9/30/11
	Depreciation Expense (E)
	6,000
	

	
	     Accumulated Depreciation (xA)
	
	6,000

	9/30/11
	Cash (A)
	25,000
	

	
	Accumulated Depreciation (xA)
	22,000
	

	
	     Equipment (A)
	
	40,000

	
	     Gain on Sale (R)
	
	7,000

	
	
	
	

	
	
	
	


PROBLEM 2 (11 points)  
Answer the following continuous questions.  Show calculation details and label clearly for full credit.  The present value tables are at the end of the exam.

Pizza Pier issues 7%, 10 year bonds with a face amount of $80,000 on January 1, 2010.  The market interest rate for bonds of similar risk and maturity is 8%.  Interest is paid semi-annually on June 30 and December 31.
1.   Were these bonds issued at par, premium, or discount?  Briefly explain your choice.
Discount; the stated interest rate < the market interest rate
2.   Compute the interest payment each semi-annual period.

$80,000 * 7% * 6/12 = $2,800
3.  Compute the issue price of the bond.  
PV = $80,000 x 0.45639 = $36,511
PVA = $2,800 x 13.59033 = $38,053
Total = $74,564
Problem 3 (9 points)

Answer the following continuous questions.  Show calculation details and label clearly for full credit.  
On January 1, 2009, Sun City issues $800,000 of 8% bonds, due in 10 years, with interest payable semi-annually on June 30 and December 31 each year.  Assuming the market interest rate on the issue date is 7%, the bonds will issue at $856,850.
1.  Prepare the journal entry to record the issuance of the bonds on January 1, 2009.  Include 
 
the account labels with your account names (A=asset, L=liability, SE=stockholders’ equity, 
etc.)
	Date
	Account Names and Labels
	DEBIT $
	CREDIT $

	1/1/09
	Cash (A)
	856,850
	

	
	     Bonds Payable (L)
	
	856,850

	
	
	
	

	
	
	
	


2.   Compute the interest expense recorded for the first six-months of the bond, on June 30,         
2009.
$856,850 * 7% * 6/12 = $29,990
3.    Determine the carrying value of the bonds on the Balance Sheet dated June 30, 2009.
$32,000 – 29,990 = $2,010

$856,850 – 2,010 = $854,840

PROBLEM 4 (12 points)

Court Casuals has 100,000 shares of common stock outstanding as of the beginning of 2010 and has the following transactions affecting stockholders’ equity in 2010.
May 18

Issued 25,000 additional shares of $1 par value common stock for $40 per share.

May 31

Repurchases 5,000 shares of treasury stock for $45 per share.
July  1

Declared a cash dividend of $1 per share to all stockholders of record July 15.

July 31

Pays the cash dividend declared on July 1.

Part A (10 points)
Prepare the journal entries for the above transactions, and label your accounts.  Include the account labels with your account names (A=asset, L=liability, SE=stockholders’ equity, etc.).
	Date
	Account Names and Labels
	DEBIT $
	CREDIT $

	5/18/10
	Cash (A)
	1,000,000
	

	
	     Common Stock (SE)
	
	25,000

	
	     Additional Paid-in Capital (SE)
	
	975,000

	5/31/10
	Treasury Stock (xSE)
	225,000
	

	
	     Cash (A)
	
	225,000

	7/1/10
	Retained earnings (SE)
	120,000
	

	
	     Dividends Payable (L)
	
	120,000

	7/31/10
	Dividends Payable (L)
	120,000
	

	
	     Cash (A)
	
	120,000

	
	
	
	

	
	
	
	

	
	
	
	


PART B (2 points)
Determine the number of common shares outstanding on December 31, 2010.  Show calculation details and label clearly for full credit.  

100,000 + 25,000 – 5,000 = 120,000 shares
Version A
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