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Question 2 Answers
Part 1 – Journal Entries 
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	 DR 
	 CR 
	
	

	1
	Equipment (Jeepneys and boats)  
	
	      98,000  
	
	
	

	
	Depreciation Expense (Equipment)  
	
	  7,500  
	
	
	

	
	
	Accumulated Depreciation (Equipment)  
	
	
	    15,000  
	
	

	
	
	Retained Earnings 
	
	
	    90,500  
	
	

	
	
	
	
	
	
	
	

	
	The above can also be shown in two separate entries as follows:
	
	

	
	
	
	
	
	
	
	

	
	Equipment (Jeepneys and boats)
	
	      98,000 
	
	
	

	
	
	Retained Earnings
	
	
	    98,000 
	
	

	
	
	
	
	
	
	
	

	
	Depreciation Expense (Equipment)
	
	       7,500 
	
	
	

	
	Retained Earnings
	
	       7,500 
	
	
	

	
	
	Accumulated Depreciation (Equipment)
	
	
	    15,000 
	
	

	2
	Depreciation Expense (Lodge)  
	
	      10,000  
	
	
	

	
	Retained Earnings 
	
	      10,000  
	
	
	

	
	
	Accumulated Depreciation (Lodge)  
	
	
	    20,000  
	
	

	
	
	
	
	
	
	
	

	3
	Retained Earnings 
	
	      60,000  
	
	
	

	
	
	Dividends Payable 
	
	
	    60,000  
	
	

	
	
	
	
	
	
	
	

	4
	Fuel expense
	
	      10,000 
	
	2011 Error
	

	
	
	Retained Earnings
	
	
	    10,000 
	
	

	
	
	
	
	
	
	
	

	
	Fuel Inventory
	
	       5,000 
	
	2012 Error
	

	
	
	Fuel expense
	
	
	     5,000 
	
	

	
	
	
	
	
	
	
	

	
	The above can also be shown in one single entry as follows:
	
	
	

	
	
	
	
	
	
	
	

	
	Fuel expense 
	
	5,000  
	
	
	

	
	Fuel inventory 
	
	5,000  
	
	
	

	
	
	Retained Earnings 
	
	
	    10,000  
	
	

	
	
	
	
	
	
	
	

	5
	Prepaid Rent 
	
	25,000  
	
	
	

	
	
	Retained Earnings 
	
	
	    25,000  
	
	

	
	
	
	
	
	
	
	

	
	The above can also be shown in two separate entries as follows:
	
	

	
	
	
	
	
	
	
	

	
	Rent Expense
	
	25,000 
	
	2011 Error
	

	
	
	Retained Earnings
	
	
	    25,000 
	
	

	
	
	
	
	
	
	
	

	
	Prepaid Rent
	
	25,000 
	
	
	

	
	
	Rent Expense
	
	
	    25,000 
	
	

	
	
	
	
	
	
	
	

	6
	Retained Earnings 
	
	100,000  
	
	
	

	
	Sales Revenues 
	
	50,000  
	
	
	

	
	
	Unearned (or Deferred) Revenues 
	
	
	  150,000  
	
	

	
	
	
	
	
	
	
	

	
	The above can also be shown in two separate entries as follows:
	
	

	
	
	
	
	
	
	
	

	
	Retained Earnings
	
	100,000 
	
	2011 Error
	

	
	
	Sales Revenues
	
	
	  100,000 
	
	

	
	
	
	
	
	
	
	

	
	Sales Revenues
	
	150,000 
	
	2012 Error
	

	
	
	Unearned (or Deferred) Revenues
	
	
	  150,000 
	
	

	
	
	
	
	
	
	
	

	7
	Other Comprehensive Income 
	
	30,000  
	
	
	

	
	Accumulated Other Comprehensive Income 
	
	20,000  
	
	
	

	
	
	Loss in Marketable Securities 
	
	
	    15,000  
	
	

	
	
	Retained Earnings 
	
	
	    10,000  
	
	

	
	
	Marketable Securities 
	
	
	    25,000  
	
	

	
	
	
	
	
	
	
	

	
	The above can also be shown in two separate entries as follows:
	
	

	
	
	
	
	
	
	
	

	
	Accumulated Other Comprehensive Income
	
	20,000 
	
	2011 Error
	

	
	
	Retained Earnings
	
	
	    10,000 
	
	

	
	
	Marketable Securities
	
	
	    10,000 
	
	

	
	
	
	
	
	
	
	

	
	Other Comprehensive Income
	
	30,000 
	
	2012 Error
	

	
	
	Loss in Marketable Securities
	
	
	    15,000 
	
	

	
	
	Marketable Securities
	
	
	    15,000 
	
	

	
	
	
	
	
	
	
	

	8
	Retained Earnings 
	
	50,000  
	
	
	

	
	
	Lawsuit Liability 
	
	
	    50,000  
	
	

	
	
	
	
	
	
	
	

	9
	Tax Expense 
	
	50,625  
	
	
	

	
	
	Taxes Payable 
	
	
	    50,625  
	
	

	
	
	
	
	
	
	
	

	No journal entry is required for the bad debts expense  since there is no error. (The change from recording a 10% bad debts expense to recording a 5% bad debts expense would be a change in estimate  and treated prospectively.)

	

	





	Taal Volcano Tours Inc.
	

	Statement of Comprehensive Income
	

	For the Year Ended October 31, 2012 
	

	
	
	
	
	
	
	Restated 
	

	
	
	
	
	2012
	
	2011
	

	
	
	
	
	
	
	
	

	Sales 
	
	
	 $750,000  
	
	 $500,000  
	

	
	
	
	
	
	
	
	

	Fuel expense 
	
	
	   155,000  
	
	     90,000  
	

	Salaries 
	
	
	   300,000  
	
	   250,000  
	

	Rent 
	
	
	     25,000  
	
	            -   
	

	Depreciation and amortization 
	
	
	     17,500  
	
	     
     17,500 
	

	Other expenses 
	*1
	
	     60,000  
	
	     50,000  
	

	Unusual item/Loss due to lawsuit 
	
	
	            -   
	
	     50,000  
	

	
	
	
	
	 
	
	 
	

	Net Income Before Taxes
	
	
	   202,500 
	
	     42,500 
	

	
	
	
	
	
	
	
	

	Income taxes 
	
	
	     50,625  
	· 
	   
	

	
	
	
	
	 
	
	 
	

	Net Income 
	
	
	   151,875 
	
	     42,500 
	

	
	
	
	
	
	
	
	

	Other Comprehensive Income 
	
	
	
	
	
	

	
	Unrealized loss in marketable securities 
	
	
	     30,000  
	
	     20,000  
	

	
	
	
	
	
	
	
	

	Total Comprehensive Income 
	
	
	 $121,875 
	
	 $  22,500 
	

	
	
	
	
	
	
	
	

	EPS 
	
	
	$121.88 
	
	$ 22.50  
	

	
	
	
	
	

	

	*1 – Bad debts expense can be shown separately from other expenses, but the total of other expenses and bad debts expense should still be the same – i.e. $60,000 in 2012 and $50,000 in 2011.

	

	Taal Volcano Tours Inc.

	Statement of Shareholders Equity

	For the Year Ended October 31, 2012 

	
	
	
	
	
	

	
	
	 COMMON
SHARES 
	 R/E  
	 AOCI  
	 TOTAL  

	
	
	
	
	
	

	01-Nov-10 balance 
	
	$10,000  
	
	
	 $     10,000  

	Restated  Comp. Income 2011 
	
	
	    42,500  
	(20,000) 
	       22,500  

	Dividends 
	
	 
	  (20,000) 
	 
	      (20,000)

	Restated  Closing Balance 
	
	     10,000 
	    22,500 
	 (20,000)
	       12,500 

	
	
	
	
	
	

	Comprehensive Income 2012 
	
	
	 151,875  
	(30,000) 
	    121,875  

	Dividends 
	
	
	(100,000) 
	
	   (100,000) 

	
	
	
	
	
	

	October 31, 2012, ending 
	
	 $     10,000 
	 $ 74,375 
	 $(50,000)
	 $     34,375 




Part 4 
There are many correct answers to this question. Here are a few examples.

Matching: The company does not record depreciation at all and fails to record rent expense in the correct period which violates the matching principle. This problem is rectified by recording depreciation and revising the rent expense for the unused fuel.

Comparability: The change in estimate for doubtful accounts violates comparability since the amounts in 2011 and 2012 are not the same. While this is a change in estimate and not an error, disclosing this change in estimate as a note to the financial statements would increase the comparability of the financial statements.

Full disclosure: Not disclosing the lawsuit, not recording all dividends declared, understating the amount of the loss on marketable securities all violate the concept of full disclosure. By recording these amounts at their correct values, the problem is rectified.

Revenue recognition: Recording the cash paid in advance for future tours as revenue in the year the cash is received is a violation of revenue recognition. These amounts should be unearned revenues (liabilities) and not revenues until the tours are provided. Recording the unearned revenues fixes this problem.

Representational faithfulness: this concept includes free from error and completeness , so pretty much any of the errors above would violate representational faithfulness. By making the correcting entry and restating the financial statements, you rectify the problem.

Relevance: this concept includes predictive and feedback value. Many of the errors and omissions would violate relevance, for example the lawsuit , loss on marketable securities, and taxes are very large (material) reductions in net income. By omitting these values, the predictive value of reported net income for future  periods is significantly reduced. By recording these values we improve the relevance of the financial statements.

Fair value: The marketable securities should be reported at fair value. If the company does not report the full loss, the marketable securities are overvalued and are not reported at fair value. By recording the full loss (and adjusting the asset account), we fix this problem.



Question 3 answers (18 marks) ½ mark per  
Overview
· The bank is the main user of the financial statements and will use them to assist in determining whether a loan will be granted.   
· They will likely want GAAP-based financial statements to enhance credibility and reliability. Per the case, consider ASPE as a constraint. 
· The financial statements prepared will be different from the statements prepared in the past (tax basis). 
· Further, the statement prepared by Tonya does not conform with GAAP and must therefore be converted.   
Analysis and recommendations
Before any issues are dealt with, the statement must be redrafted as follows:
Aliexpress
Statement of Cash Flows 
(for the year-ended December 31, 2011)  
	Operating Activities:  
	 
	 

	Cash receipts from customers (Sales)          
	700,000 
	 

	Cash paid to suppliers (inventory)  
	(500,000)
	

	Cash paid for operating expenses (net of depreciation)  
	 (180,000)  
	 

	Cash received for Interest                
	20,000 
	

	Cash paid for Interest (debt) 
	 (60,000)
	 

	Cash used in operations 
	 
	(20,000)  

	
	
	

	Investing Activities:  
	 
	 

	Sale of investments 
	200,000 
	 

	Capital expenditures 
	 (200,000)
	 

	Purchase of securities  
	 (110,000)
	 

	Purchase of vehicle 
	 (100,000)
	

	Cash used in investing 
	 
	 (210,000) 

	
	
	

	Financing Activities:  
	
	

	Shareholder loan 
	$300,000
	

	Vehicle financing 
	100,000
	

	Cash from financing 
	
	400,000 

	Net cash inflows 
	
	$170,000

	
	
	



· This statement shows that operations are not generating cash; rather, cash is required to maintain operations.   
· This will be looked upon in a negative light by the bank, since internally generated cash from operations is what the company should be using to repay any loan granted.   
· However, since it is only the second year of operations, the company is profitable, and the cash required to run operations is not that great, the bank may be somewhat flexible.   
· That the company is liquidating what appear to be non-essential assets (term deposit) and using the money to buy productive assets to be used to generate income will be seen in a positive light.   
· That excess cash is being invested will also be seen in a positive light as good management (i.e., will maximize return on excess cash by investing).   
· The excess cash is only present, however, due to a shareholder loan.   
· This is better than outside borrowings since the shareholders (all family) may be more flexible if the company can not make interest and principal repayments on time.   
In conclusion, when the financial statements are redrafted, AE will be seen in an unfavourable light by the bank primarily because it is a new company and the cash flow from operations is negative. The only reason there is excess cash is due to a shareholder loan. Note that the entity may use the direct or indirect methods to present cash from operations, however, the direct method has been used since there is insufficient info presented to prepare the statement using the indirect method.




Question 4 Answers (11.5 marks) ½  mark per  
Part I

Answer:  
	
	Recommended treatment
	Retrospective or prospective

	Effect on 2011 retained earnings

	1
	Policy change 
	Retrospective  

	 Increase retained earnings $2,000,000 

	2
	Estimate change           
	Prospective 
	No adjustment for 2011 

	3
	Estimate change 
	Prospective 
	No adjustment for 2011 

	4
	Error 
	Retrospective 
	Reduce retained earnings $250,000 

	5
	No change (application of a new accounting policy) since previously immaterial  
	Prospective or n/a 
	No adjustment for 2011 

	6
	Error 
	Retrospective   
	No adjustment to retained earnings. Adjust AOCI.  




Part II

Answer:
Income Statement:
Discontinued Operations:  
Loss from operations  (net of tax)                                  2,460,000 
Loss from impairment of assets   (net of tax)                   420,000 
Total loss from discontinued operations  (net of tax)   2,880,000

Balance sheet:
Ruby assets should be reclassified as held for sale.  The assets would retain their prior classification (current or noncurrent).  

