Hong Kong School of Commerce

Paper 7 Financial Accounting


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

(I)
Multiple Choice Questions

1.
HKAS 8 – Accounting Policies, Changes in Accounting Estimates and Errors specifies the definition and treatment of a number of different items.

Which of the following is NOT specified by HKAS 8?

A
The effect of a change in an accounting estimate.

B
Prior period adjustments.

C
Retrospective application
D
Provisions.



(Amended CIMA Financial Accounting (INT) Paper 6b May 2003)

2.
Which of the following constitutes a change of accounting policy according to HKAS 8?

1
A change in the basis of valuing stock.

2
A change in depreciation method.

3
Charging depreciation in cost of sales when it has previously been charged in administrative expenses.

4
A change from an undiscounted basis to a discounted basis in reporting deferred tax.

A
1, 2 and 4.

B
2, 3 and 4.

C
1, 3 and 4.

D
1, 2 and 3.

3.
Which of the following constitute a change of accounting policy according to HKAS 8?

1
A change in the basis of valuing inventory.

2
A change in depreciation method.

3
A decision to capitalize borrowing costs relating to the construction of non-current assets, rather than writing them off as incurred.

4
Adopting an accounting policy for a new type of transaction not previously dealt with.

A
1 and 2

B
2 and 3

C
1 and 3

D
2 and 4

4.
Which of the following items would qualify for treatment as a change in accounting estimate, according to HKAS 8?

1
Provision for obsolescence of inventory

2
Correction necessitated by a fundamental error

3
A change as a result of the adoption of a new Accounting Standard

4
A change in the useful life of a non-current asset

A
All four items

B
2 and 3 only

C
1 and 3 only

D
1 and 4 only

5.
A company has made a material change to an accounting policy in preparing its current financial statements.
Which of the following disclosures are required by HKAS 8 Accounting policies, changes in accounting estimates and errors in the financial statements?
1
The reasons for the change.

2
The amount of the adjustment in the current period and in comparative information for prior periods.

3
An estimate of the effect of the change on the next five accounting periods.
A
1 and 2 only

B
1 and 3 only

C
2 and 3 only

D
1, 2 and 3


(Adapted ACCA Financial Accounting (INT) Paper F3 Pilot Paper 2007)

6.
A change in accounting policy is accounted for by:

A
Changing the current year figures but not previous year’s figures

B
Retrospective application

C
No alternation of any figures but disclosure in the notes

D
No alternation of any figures nor disclosure in the note
7.
XYZ Co changes the depreciation method for its motor vehicles from the straight line method to the reducing balance method. How would this be treated in the financial statements?

A
Changing the current year figures but not previous year’s figures

B
Retrospective application

C
No alternation of any figures but disclosure in the notes

D
No alternation of any figures nor disclosure in the note
(II)
Examination Style Questions

1.
Provide a definition of “prior period errors” and describe their disclosure requirements.

Your answer should be based on HKAS 8 “Accounting Policies, Changes in Accounting Estimates and Errors”.
(5 marks)


(HKIAAT Paper 7 Advanced Accounting June 2005 C4(a))

2.
HKAS 8 distinguishes between accounting policies and estimation techniques and the accounting for changes in each is very different.

Required:
(a)
Distinguish between accounting policies and estimation techniques, as defined by HKAS 8 and state the differences in accounting for a change in accounting policy and a change in an estimation technique.

(b)
For items (i) to (v) below, state in each case whether the proposed changes represent changes in accounting policies or estimation techniques, giving brief reasons.

(i)
Depreciation of vehicles

(1)
An entity has previously depreciated vehicles using the reducing balance method at 40% per year. It now proposes to depreciate vehicles using the straight-line method over five years, since it believes this better reflects the pattern of consumption of economic benefits.

(2)
As in (1), an entity has previously depreciated vehicles using the reducing balance method at 40% per year and now proposes to depreciate vehicles using the straight-line method over five years. In addition, it has previously recorded the depreciation charge within cost of sales, but now proposes to include it within administrative expenses.

(ii)
Classification of overheads

An entity has previously shown certain overheads within cost of sales. It now proposes to show those overheads within administrative expenses.

(iii)
Indirect overheads recorded in the value of stock

A manufacturing entity has three indirect cost centres (A, B and C). It has previously assessed that the indirect costs attributable to production are 30% of A and 40% of B. Having reassessed the nature of those cost centres’ activities, it now assesses that the indirect costs attributable to production are 25% of A, 40% of B and 10% of C.

(iv)
Capitalised finance costs

An entity has previously charged to profit and loss account interest incurred in connection with the construction of tangible fixed assets. It now proposes to capitalize such interest, as permitted by HKAS 16 “Property, Plant and Equipment”, since it believes this better reflects the cost of constructing those assets.

(v)
Provisions

An entity has previously measured a particular provision on an undiscounted basis, in accordance with HKAS 37 “Provisions, Contingent Liabilities and Contingent Assets”, as the effect of discounting was not material.

However, this year it has revised upwards its estimates of future cash flows associated with the provision and, as a result, the effect of discounting is now material. HKAS 37 therefore requires it to report the provision at the discounted amount.

3.
(a)
Set out below is a draft statement of retained profit for Thame Ltd for the year ended 31 March 2010 and the comparative figures for the year ended 31 March 2009.

Statement of retained profit

	
	2010
	2009

	
	$000
	$000

	Retained profit for the year
	400
	350

	Retained profit at the beginning of the year
	500
	150

	Retained profit at the end of the year
	900
	500


Two errors have just been discovered which consist of unreported profit that had been omitted from the above statement of retained profit. In the year ended 31 March 2008 there was an unreported profit before tax of $80,000 (tax $40,000) and in the year ended 31 March 2009 an unreported profit before tax of $100,000 (tax $45,000).

You are required to amend the above statement of retained profit in order to account for these two fundamental errors.
(6 marks)

(b)
State, with reasons, whether you consider the following events, which are all material, should be accounted for as prior period adjustments:

(i)
A company changes its accounting policies in order to comply with a new Hong Kong Accounting Standard.

(ii)
An error in the valuation of the closing inventories in the financial statements issued two years previously has been discovered.

(iii)
The directors of a company engaged in a construction contract which had previously regarded it in the financial statements as a profitable contract and hence profit recognized (in accordance with HKAS 11 “Construction Contracts”) are now of the opinion that there will be a loss on the contract as a whole.

(iv)
A computer, which was purchased three years ago for $100,000, was being depreciated at 15% per annum on the straight line basis, has been sold for $15,000.

(v)
A company has leased premises for five years and the terms of the lease state that the tenant is responsible for all the repairs during the lease. The lease has expired and the landlord has requested a sum of $1 million for repairs necessary to restore the property to its former condition. The company has agreed to pay this sum because it has failed to repair the property during the lease periods.




(10 marks)

4.
Value Manufacturing Holding Limited (VMHL) is a company engaging in the manufacture and sale of computers and related accessory products. The financial highlights for VMHL are as follows:

	
	2001 actual
	2002 estimate

	
	$000
	$000

	Turnover
	80,000
	90,000

	Net profit
	9,000
	7,200

	Gross profit margin
	15%
	16%

	Net assets
	20,000
	27,200


Patrick Cheung is newly employed as the finance director of VMHL. Patrick Cheung noted the following matters when he was in the process of closing the financial statements of VMHL as at and for the year ended 30 June 2002.

(i)
The 2001 audited financial statements of VMHL included the following revenue recognition policy statement:

“Revenue is recognized when the outcome of a transaction can be measured reliably and when it is probable that the economic benefits associated with the transaction will flow to the company. Sales revenue is recognized when the merchandise is shipped and title has passed.”

On reviewing the detailed accounting records, Patrick Cheung however, noted that certain revenue was mistakenly recognized on a cash basis in the year 2001. Revenue and net profit of approximately HK$25,000,000 and HK$3,700,000 relating to year 2001 were mistakenly recorded in year 2002 and have been included in the above estimated 2002 figures.

(ii)
VMHL made significant sales to a customer – PH Computer Inc (PH Inc.) in the year 2001. As at 30 June 2001, VMHL has accounts receivable of approximately HK$4 million due from PH Inc. Allowance for doubtful debts of approximately HK$500,000 was made as at 30 June 2001 for those invoices under dispute, which were estimated to be doubtful debts. In January 2002, PH Inc. filed for bankruptcy and the entire outstanding net receivable amount of approximately HK$3.5 million was written off. Patrick Cheung is considering whether the above HK$3.5 million was written off. Patrick Cheung is considering whether the above HK$3.5 million accounts receivable write-off should be recorded retrospectively in year 2001 since it relates to the sales in the year 2001.

(iii)
The 2002 financial statements will be approved for issue in December 2002. Dividends declared in November 2002 were recorded as dividend payable in the financial statements as at and for the year ended 30 June 2002.

Required:
Discuss and provide Patrick Cheung with an explanation of the proper accounting treatment for the above 3 circumstances.
(23 marks)



(Adapted HKICPA QP Module A Financial Reporting October 2002 Q.B3)
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