Chapter 3


Answers – HKAS 8

(I)
Multiple Choice Questions

	1.
	D
	


	2.
	C
	


	3.
	C
	Item 2 is a change of accounting estimate, item 4 is specifically mentioned in HKAS 8 as not constituting a change of accounting policy.


	4.
	D
	


	5.
	A
	


	6.
	B
	


	7.
	A
	Changing the method of depreciation is a change of estimation technique not a change of accounting policy and therefore retrospective application is not required. However, the current year figures must be changed to reflect the change in estimation technique and the change must be disclosed.


(II)
Examination Style Questions

1.
Prior period errors, defined by HKAS 8, are omissions from, and misstatement in, the entity’s financial statements for one or more prior periods arising from a failure to use, or misuse of, reliable information [1 mark] that was available when financial statements for those periods were authorized for issue and could reasonably be expected to have been obtained and taken into account in the preparation and presentation of those financial statements. [1 mark]

Prior period errors include the effects of mathematical mistakes, mistakes in applying accounting policies, oversights or misinterpretations of facts, and fraud. [1 mark]
HKAS 8 requires an enterprise to disclose the following information:

(i)
the nature of the prior period error; [1 mark]

(ii)
for each prior period presented, to the extent practicable, the amount of the correction:

(a)
for each financial statement line item affected; and

(b)
for basic and diluted earnings per share, if HKAS 33 applies; [1 mark]
(iii)
the amount of the correction at the beginning of the earliest prior period presented; [1 mark]
(iv)
the circumstances that led to the existence of that condition and a description of how and from when the error has been corrected, if retrospective restatement is impracticable for a particular prior period. [1 mark]



(Maximum 5 marks)

2.
(a)

Accounting policies are defined as those principles, bases, conventions, rules and practices applied by an entity that specify how the effects of transactions and other events are to be reflected in its financial statements through recognizing, selecting measurement bases for, and presenting assets, liabilities, gains, losses and changes to shareholders’ funds. Accounting policies by definition do not include estimation techniques.

Accounting policies define the process whereby transactions and other events are reflected in financial statements. For example, an accounting policy for a particular type of expenditure may specify whether an asset or a loss is to be recognized; the basis on which it is to be measured; and where in the statement of comprehensive income or the statement of financial position it is to be presented.

Estimation techniques are the methods adopted by an entity to arrive at estimated monetary amounts, corresponding to the measurement bases selected, for assets, liabilities, gains losses and changes to shareholders’ funds.

Estimation techniques implement the measurement aspects of accounting policies. An accounting policy will specify the basis on which an item is to be measured; where there is uncertainty over the monetary amount corresponding to that basis, the amount will be arrived at by using an estimation technique.

The distinction is important because changes in accounting policy are accounted for as prior period adjustments, whereas the effects of changes in estimation techniques are taken through the current year income statement.

(b)

(i)
Depreciation

(1)
Vehicles are being recognized and presented in the same way as before, and using the same, historical cost measurement basis. The only change is to the estimation technique used to measure the unexpired portion of each vehicle’s economic benefits. This is not a change of accounting policy.

(2)
This accounting change involves both a change to presentation and a change of estimation technique, as in (i) (1) above. As the method of presentation has changed, the former is a change of accounting policy but the latter is not. The two changes must therefore be accounted for separately. No change is made to the amount of depreciation charged in earlier periods, but the income statement for the preceding period is restated to move the depreciation charge from cost of sales to administrative expenses.

(ii)
Overheads

Although there is no change to the recognition and measurement of costs, they are being presented differently. This is therefore a change of accounting policy.

(iii)
Indirect overheads in stock valuation

Directly attributable costs, once estimated, must be treated as part of an asset as they continue to be and always have been. Accordingly there is no change to recognition. In addition, both stocks and overheads continue to be presented in the same way and measured on the same basis (stocks are measured at the amount of directly attributable historical costs). This is a change of estimation technique.

(iv)
Finance costs

The transaction whose effects are being reflected is the incurring of directly attributable finance costs. That transaction is still being measured in the same way, but there is a change to recognition, in that it is now being recognized as part of an asset rather than as an expense. There is also, consequently, a change to the presentation of the transaction in the statement of financial position and the statement of comprehensive income. This is a change of accounting policy.

(v)
Provisions

HKAS 37 requires entities to report provisions at the best estimate of the expenditure required to settle the present obligation at the statement of financial position date. Where that estimate is based on future cash flows, it is permissible to use undiscounted amounts only where the effect of the time value of money is not material. In such circumstances, the use of undiscounted future cash flows is, in effect, an estimation technique for arriving at the present value. Therefore this is not a change in accounting policy.

3.
(a)

Thame Ltd – Statement of retained profit

	
	2010
	2009

	
	$000
	$000

	Opening retained profit as previously reported
	500
	150

	Correction of error
	95
	40

	Opening retained profit as restated
	595
	190

	Net profit
	400
	405

	Closing retained profit
	995
	595


Extract from notes to the financial statements:

1.
The company failed to record a profit before tax in the account $80,000 (tax – $40,000) in 2008 and $100,000 (tax – $45,000) in 2009. The financial statements of 2010 have been restated to correct the error.

(b)(i)


A change in accounting policy should only be made where the new policy is preferable to the one it replaces and it is anticipated that the new policy will provide a fairer presentation. This is part of the accounting concept of consistency. However, a change in accounting policy in order to comply with a new Hong Kong Accounting Standard or Interpretation would be regarded as sufficient justification to change an accounting policy.

(b)(ii)

An error in the valuation of the closing inventories two years previously would be accounted for as an adjustment for accounting errors over a two year period, would correct itself since the closing inventories of one period is the opening inventories of the next. It would therefore not be necessary to disclose this error in a note to allow for this. It would probably be necessary to disclose this error in a note to the financial statements, to indicate its effect on comparative results.

(b)(iii)

The directors’ decision to provide the loss on long-term construction work in progress would be considered as a normal recurring correction of an estimate made in a previous year.

(b)(iv)

The rate at which to provide for depreciation on fixed assets of a high technological nature is difficult and firms very often have little experience on which to base their decision. Although the loss in this example is large, it would be regarded as a normal recurring correction of an estimate made in a previous year.

(b)(v)

It often is the case on a lease that the tenant pays for the repairs to the premises all at once at the end of the lease. It may be the case that the firm should have paid for the repairs during the lease period. However, it is not the purpose of a prior period adjustment to smooth out inter-period payment; the fact is that the repairs were not paid.

4.
For case (i) and (ii)

According to HKAS 8, errors in the preparation of the financial statements for one or more prior periods may be discovered in the current period. Errors may occur as a result of mathematical mistakes, mistakes in applying accounting policies, misinterpretation of facts, fraud or oversights. On rare occasions, an error has such a significant effect on the financial statements of one or more prior periods that those financial statements can no longer be considered to have shown a true and fair view at the date of their issue. The correction of errors can be distinguished from changes in accounting estimates. The amount of the correction of an error that relates to prior periods should be reported by adjusting the opening balance of retained earnings. Comparative information should be restated.

In the case of VMHL, the errors relating to the mistakes in recognizing sales should be treated as errors as these are mistakes in applying accounting policies. The errors should also be material to the financial statements of both 2001 and 2002 (representing more than 20% from the perspective of revenue, net profit or net assets for both years 2001 and 2002). Given their nature and the significant amounts, the errors should be regarded as material and should be adjusted against the opening balance of retained earnings.

On the other hand, the additional receivable write-off should be regarded as a change in estimate. Estimates were required to make the doubtful debt provision as of 30 June 2001 based on the information available at that time, i.e. invoices under dispute and the judgement and assessment made thereon. The subsequent additional information regarding the fact that the customer has been liquidated does not bring the adjustment within the definition of an error since it relates to a change in circumstance and additional information being available. Therefore, such receivable write-off should be recorded during the year ended 30 June 2002.

For case (iii)

The declaration of dividends after the statement of financial position date should be considered as a post balance sheet non-adjusting event as the declaration of dividends is an indication of the conditions that arose after the statement of financial position date. VMHL should therefore not recognize these dividends as a liability at the statement of financial position date. HKAS 1 “Presentation of Financial Statements” requires an enterprise to disclose the amount of dividends that were proposed or declared after the statement of financial position date but before the financial statements were authorized for issue. HKAS 1 permits an enterprise to make this disclosure either:

(a)
on the face of the statement of financial position as a separate component of equity; or

(b)
in the notes to the financial statements.
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