

Paper 7 Financial Accounting


Chapter 3 HKAS 8 Accounting Policies, Changes in Accounting Estimates and Errors

1.
Objectives

1.1
Define and identify accounting policies, change in accounting estimates, prior period errors, retrospective application, retrospective restatement and prospective application.

1.2
Distinguish between changes in accounting estimates and changes in accounting policies.

1.3
Describe the treatments for accounting errors and changes in accounting policy.
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2.
Introduction

2.1
There are two different approaches to draw up the profit and loss account:

(i)
“all-inclusive” approach;

(ii)
“current operating performance” concept.

2.2
The “all-inclusive” concept adopts the approach that the profit and loss account for the year should include all income and expenditure.
2.3
The “current operating performance” concept takes the view that the profit and loss account should report only transactions which are normal recurring activities of the firm. All other items should therefore be taken directly to reserves, hence referred to as “reserve accounting”.

2.4
Now, the preparation of income statement is based on the “all-inclusive” concept of income. The merits of this concept is:

(i)
An aggregation of the reported profits or losses over the life of the firm should give the total income of the firm.

(ii)
It is less capable of possible manipulation or smoothing the results over a period, and does not rely upon the subjective judgement of the preparer. Comparability amongst firms will be improved.

(iii)
Full disclosure of the items in the profit and loss account enables users to asses the importance of the items themselves and derive the relevant measurement of income best suited to their needs.

2.5
The objective of this Standard is to prescribe the criteria for selecting and changing accounting policies, together with the accounting treatment and disclosure of changes in accounting policies, changes in accounting estimates and corrections of errors. The Standard is intended to enhance the relevance and reliability of an entity’s financial statements, and the comparability of those financial statements over time and with the financial statements of other entities.
3.
Definition 

3.1
Accounting policies are the specific principles, bases, conventions, rules and practices applied by an entity in preparing and presenting financial statements.
(會計政策，是指企業在編制和呈報財務報表時所採用的具體原則、基礎、慣例、規則和實務。)

3.2
A change in accounting estimates (會計估計變更) is an adjustment of the carrying amount of an asset or a liability, or the amount of the periodic consumption of an asset, that results from the assessment of the present status of, and expected future benefits and obligations associated with, assets and liabilities. Changes in accounting estimates result from new information or new developments and, accordingly, are not corrections of errors. (會計估計變更，是指由于資産和負債的當前狀况及預期經濟利益和義務發生了變化，從而對資産或負債的賬面價值或者資産的定期消耗金額進行調整。企業據以進行估計的基礎發生了變化，或者由于取得新信息、積累更多經驗以及後來的發展變化，可能需要對會計估計進行修訂。)
3.3
Prior period errors (前期差錯更正) are omissions from, and misstatements (錯報) in, the entity’s financial statements for one or more prior periods arising from a failure to use, or misuse of, reliable information that:
(a)
was available when financial statements for those periods were authorised for issue; and
(b)
could reasonably be expected to have been obtained and taken into account in the preparation and presentation of those financial statements.
Such errors include the effects of mathematical mistakes, mistakes in applying accounting policies, oversights or misinterpretations of facts, and fraud.
3.4
Retrospective application (追溯應用法) is applying a new accounting policy to transactions, other events and conditions as if that policy had always been applied.
(追溯應用法導致對各事項和交易採用新的會計政策，並如同過去一直在使用那樣。因此，新會計政策應從這些專案的初始日開始應用。)

3.5
Retrospective restatement is correcting the recognition, measurement and disclosure of amounts of elements of financial statements as if a prior period error had never occurred.
3.6
Impracticable (不可行的) – Applying a requirement is impracticable when the entity cannot apply it after making every reasonable effort to do so. For a particular prior period, it is impracticable to apply a change in an accounting policy retrospectively or to make a retrospective restatement to correct an error.

3.7
Prospective application (未來應用法) of a change in accounting policy and of recognising the effect of a change in an accounting estimate, respectively, are:
(a)
applying the new accounting policy to transactions, other events and conditions occurring after the date as at which the policy is changed; and
(b)
recognising the effect of the change in the accounting estimate in the current and future periods affected by the change.
4.
Accounting Policies

(A)
Selection and Application of Accounting Policies
4.1
When an Accounting Standard or an Interpretation specifically applies to a transaction, other event or condition, the accounting policy or policies applied to that item should be determined by applying the Accounting Standard or Interpretation and considering any relevant Implementation Guidance for the Accounting Standard or Interpretation.

4.2
If there is no specific Accounting Standard or an Interpretation to follow, management should use its judgement in developing and applying an accounting policy that results in information that is:

(a)
relevant to the economic decision-making needs of users; and

(b)
reliable in that the financial statements:

(i)
represent faithfully the financial position, financial performance and cash flows of the entity;

(ii)
reflect the economic substance of transactions, other events and conditions, and not merely the legal form;

(iii)
are neutral, that is, free from bias;

(iv)
are prudent; and

(v)
are complete in all material respects.

4.3
In making the judgement, management should refer to, and consider the applicability of, the following sources in descending order:

(a)
the requirements and guidance in Accounting Standards and Interpretations dealing with similar and related issues; and

(b)
the definitions, recognition criteria and measurement concepts for assets, liabilities, income and expenses in the Framework.

(B)
Consistency of Accounting Policies
4.4
An entity shall select and apply its accounting policies consistently for similar transactions, other events and conditions, unless a Standard or an Interpretation specifically requires or permits categorisation of items for which different policies may be appropriate. If a Standard or an Interpretation requires or permits such categorisation, an appropriate accounting policy shall be selected and applied consistently to each category.
(C)
Changes in Accounting Policies
4.5
An entity shall change an accounting policy only if the change:
(a)
is required by a Standard or an Interpretation; or
(b)
results in the financial statements providing reliable and more relevant information about the effects of transactions, other events or conditions on the entity’s financial position, financial performance or cash flows.
4.6
The following are not changes in accounting policies:
(a)
the application of an accounting policy for transactions, other events or conditions that differ in substance from those previously occurring; (本期發生的交易或者事項與以前相比具有本質差別而采用新的會計政策。) and
(b)
the application of a new accounting policy for transactions, other events or conditions that did not occur previously or were immaterial. (對初次發生的或不重要的交易或者事項采用新的會計政策。)
4.7
In the case of tangible non-current assets, if a policy of revaluation is adopted for the first time then this is treated, not as a change of accounting policy under HKAS 8, but as a revaluation under HKAS 16 Property, plant and equipment.

(D)
Applying Changes in Accounting Policies
4.7
For applying changes in accounting policies, HKAS 8 provides the following:

(a)
an entity shall account for a change in accounting policy resulting from the initial application of a Standard or an Interpretation in accordance with the specific transitional provisions, if any, in that Standard or Interpretation; and
(b)
when an entity changes an accounting policy upon initial application of a Standard or an Interpretation that does not include specific transitional provisions applying to that change, or changes an accounting policy voluntarily, it shall apply the change retrospectively.
4.8
When a change in accounting policy is applied retrospectively, the entity shall adjust the opening balance of each affected component of equity for the earliest prior period presented and the other comparative amounts disclosed for each prior period presented as if the new accounting policy had always been applied.
4.9
When retrospective application is required, a change in accounting policy shall be applied retrospectively except to the extent that it is impracticable to determine either the period-specific effects or the cumulative effect of the change.
4.10
When it is impracticable to determine the period-specific effects of changing an accounting policy on comparative information for one or more prior periods presented, the entity shall apply the new accounting policy to the carrying amounts of assets and liabilities as at the beginning of the earliest period for which retrospective application is practicable, which may be the current period, and shall make a corresponding adjustment to the opening balance of each affected component of equity for that period.
4.11
When it is impracticable to determine the cumulative effect, at the beginning of the current period, of applying a new accounting policy to all prior periods, the entity shall adjust the comparative information to apply the new accounting policy prospectively from the earliest date practicable.
4.12
When it is impracticable for an entity to apply a new accounting policy retrospectively, because it cannot determine the cumulative effect of applying the policy to all prior periods, the entity applies the new policy prospectively from the start of the earliest period practicable. It therefore disregards the portion of the cumulative adjustment to assets, liabilities and equity arising before that date.
	4.13
	Example 1

	
	An entity has previously charged interest incurred in connection with the construction of tangible non-current assets to the statement of comprehensive income. Following the revision of HKAS 23 during June 2007, and in accordance with the revised requirements of that standard, it now capitalizes this interest.

Since the change in recognition and presentation of interest incurred in connection with the construction of asset is required by the revised HKAS 23. Therefore it is a change in accounting policy.


	4.14
	Exercise 1

	
	On 1 January 2005, Gamma Co changed its accounting policy for the treatment of borrowing costs that are directly attributable to the acquisition of a hydro-electric power station under construction for use by Gamma. In previous periods, Gamma had capitalized such costs. Gamma has now decided to treat these costs as an expense, rather than capitalize them. Management judges that the new policy is preferable because it results in a more transparent treatment of finance costs and is consistent with local industry practice, making Gamma’s financial statements more comparable.

(1)
Gamma capitalized borrowing costs incurred of $2,600 during 2004 and $5,200 in periods before 2004.

(2)
Gamma’s accounting records for 2005 show profit before interest and income taxes of $30,000; interest expense of $3,000 (which relates only to 2005); and income taxes of $8,100.

(3)
Gamma has not yet recognised any depreciation on the power station because it is not yet in use.

(4)
In 2004, Gamma reported:

$

Profit before interest and tax

18,000

Interest expense

-

Profit before tax

18,000

Income taxes

(5,400)

Profit for the year

12,600

(5)
2004 beginning retained earnings was $20,000 and ending retained earnings was $32,600.

(6)
Gamma’s tax rate was 30% for 2005, 2004 and prior periods.

Required:
Prepare extract to the income statements and statements of changes in equity for 2005 and 2004, showing the cumulative effect of the change in accounting policy. (Disclosure notes are required.)


	Solution:




5.
Changes in accounting estimates

5.1
As a result of the uncertainties inherent in business activities, many items in financial statements cannot be measured with precision but can only be estimated. Estimation involves judgements based on the latest available, reliable information. For example, estimates may be required of:
(a)
bad debts;

(b)
inventory obsolescence;

(c)
the fair value of financial assets or financial liabilities;
(d)
the useful lives of, or expected pattern of consumption of the future economic benefits embodied in, depreciable assets; and
(e)
warranty obligations.

5.2
Changes in accounting estimates will be inevitable as a result of new information, more experience or subsequent developments. The revision of an estimate, by its nature, does not relate to prior periods and is not the correction of an error.

5.3
Applying changes in accounting estimates, the effect of the change should be recognised by including in profit or loss in:

(a)
the period of change, if the change affects that period only; and

(b)
the period of the change and future periods, if the change affects both.

5.4
For example, the effect of a change in estimate of the useful life of a depreciable asset affects the depreciation expense in the current period and in each period during the remaining useful life of the asset. Thus, the effect of the change relating to the current period should be included in the depreciation expense in the current period’s income statement. The effect, if any, on future periods is recognised in those future periods. A change in an accounting estimate applies the change to transactions, other events and conditions from the date of the change in estimate, and hence the financial statements of the prior period presented as comparative figures are not restated.

5.5
Where a change in an accounting estimate gives rise to changes in assets and liabilities, or relates to an item of equity, HKAS 8 provides that it should be recognised by adjusting the carrying amount of the related asset, liability or equity item in the period of the change.

5.6
If the change in an accounting estimate has an effect in the current period or is expected to have an effect in future periods, an entity should disclosure the nature and amount of the change, except for the disclosure of the effect on future periods when it is impracticable to estimate that effect. If the amount of the effect in future periods is not disclosed because estimating it is impracticable, that fact should be disclosed.

	5.7
	Exercise 2

	
	Which of the following is a change in accounting policy as opposed to a change in estimation technique?

(a)
An entity has previously depreciated vehicles using the reducing balance method at 40% pa. It now uses the straight line method over a period of five years.

(b)
An entity has previously shown certain overheads within cost of sales. It now shows those overheads within administrative expenses.

(c)
An entity has previously measured inventory at weighted average cost. It now measures inventory using the FIFO method.


	Solution:




6.
Accounting for Errors

6.1
The correction of material errors that relates to prior periods should be accounted for “retrospectively”, in the first set of financial statements authorized for issue after their discover by:

(a)
restating the comparative amounts for the prior period(s) presented in which the error occurred; or

(b)
if the error occurred before the earliest prior period(s) presented, restating the opening balance of assets, liabilities and equity for the earliest prior period presented.

6.2
The following disclosures are required:

(a)
the nature of the prior period error;

(b)
for each prior period presented, to the extent practicable, the amount of the correction for each financial statement line item affected; and if HKAS 33 “Earnings per Share” applies to the entity, for basic and diluted earnings per share;

(c)
the amount of the correction at the beginning of the earliest prior period presented; and

(d)
if retrospective restatement is impracticable for a particular prior period, the circumstances that led to the existence of that condition and a description of how and from when the error has been corrected.

	6.3
	Example 2

	
	(a)
During 2005, XYZ Ltd. discovered that certain products that had been sold during 2004 were incorrectly included in inventory at 31 December 2004 at $6,500.

(b)
XYZ Ltd.’s accounting records for 2005 show sales of $104,000, cost of goods sold of $86,500 (including $6,500 for error in opening inventory), and taxation of $5,250.

(c)
In 2004, XYZ Ltd. reported:

$

Sales

73,500

Cost of goods sold

(53,500)

Profit from ordinary activities before taxation

20,000

Taxation

(6,000)

Net profit

14,000

(d)
2004 opening retained earnings was $20,000 and closing retained earnings was $34,000.

(e)
XYZ Ltd. profit tax rate 30% for 2005 and 2004.
Required:
Prepare extract to the income statements and statements of changes in equity for 2005 and 2004, showing the cumulative effect of the change in accounting policy. (Disclosure notes are required.)

Solution:

XYZ Ltd.

Extract from the Income Statement

2005

2004

$

$

Sales

104,000

73,500

Cost of goods sold

(80,000)

(60,000)

Profit from ordinary activities before taxation

24,000

13,500

Taxation

(7,200)

(4,050)

Net profit

16,800

9,450

XYZ Ltd.

Statement of Changes in Equity

2005

2004

$

$

(restated)

Opening retained earnings as previously reported

34,000

20,000

Correction of fundamental error (net of taxation of $1,950)

(4,550)

Opening retained earnings as restated

29,450

20,000

Net profit

16,800

9,450

Closing retained earnings

46,250

29,450

Extract from notes to the financial statements

1.
Certain products that had been sold in 2004 were incorrectly included in inventory at 31 December 2004 for $6,500. The financial statements of 2004 have been restated to correct this error.


	6.4
	Exercise 3

	
	During 2007 a company discovered that certain items of research expenditure had been incorrectly capitalized as development expenditure at 31 December 2006. The amount of expenditure capitalized was $4 million. This research expenditure should have been included in cost of sales. The original figures reported for year ending 31 December 2006 and the figures for the current year 2007 are given below:

2007
2006
$000

$000

Sales

60,000

50,000

Cost of sales

(40,000)

(32,000)

Gross profit

20,000

18,000

Distribution and administrative expenses

(4,000)

(3,000)

Tax

(1,000)

(1,000)

Net profit

15,000

14,000

The opening retained earnings at 1 January 2006 were $50 million. The adjustment has no effect on the tax for the year.

Required:

Show the 2007 statement of comprehensive income and statement of changes in equity with comparative figures and the retained profits for each year.


	Solution:




7.
Disclosure

7.1
When initial application of a Standard or an Interpretation has an effect on the current period or any prior period, would have such an effect except that it is impracticable to determine the amount of the adjustment, or might have an effect on future periods, an entity shall disclose:
(a)
the title of the Standard or Interpretation;
(b)
when applicable, that the change in accounting policy is made in accordance with its transitional provisions;
(c)
the nature of the change in accounting policy;
(d)
when applicable, a description of the transitional provisions;
(e)
when applicable, the transitional provisions that might have an effect on future periods;
(f)
for the current period and each prior period presented, to the extent practicable, the amount of the adjustment:
(i)
for each financial statement line item affected; and
(ii)
if HKAS 33 “Earnings per Share” applies to the entity, for basic and diluted earnings per share;
(g)
the amount of the adjustment relating to periods before those presented, to the extent practicable; and
(h)
if retrospective application is impracticable for a particular prior period, or for periods before those presented, the circumstances that led to the existence of that condition and a description of how and from when the change in accounting policy has been applied.
7.2
When a voluntary change in accounting policy has an effect on the current period or any prior period, would have an effect on that period except that it is impracticable to determine the amount of the adjustment, or might have an effect on future periods, an entity shall disclose:
(a)
the nature of the change in accounting policy;
(b)
the reasons why applying the new accounting policy provides reliable and more relevant information;
(c)
for the current period and each prior period presented, to the extent practicable, the amount of the adjustment:
(i)
for each financial statement line item affected; and
(ii)
if HKAS 33 applies to the entity, for basic and diluted earnings per share;
(d)
the amount of the adjustment relating to periods before those presented, to the extent practicable; and
(e)
if retrospective application is impracticable for a particular prior period, or for periods before those presented, the circumstances that led to the existence of that condition and a description of how and from when the change in accounting policy has been applied.
7.3
When an entity has not applied a new Standard or Interpretation that has been issued but is not yet effective, the entity shall disclose:
(a)
this fact; and
(b)
known or reasonably estimable information relevant to assessing the possible impact that application of the new Standard or Interpretation will have on the entity’s financial statements in the period of initial application.
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