Revision 2 – Provisions, Contingent Liabilities, Contingent Assets (HKAS 37) and Events after Reporting Period (HKAS 10)
I.
Summary

A.
Provisions
1.1
Definition – are liabilities for which the amount or timing of the expenditure that will be undertaken is uncertain.

1.2
Recognition – unless the following THREE conditions are met, no provision should be made.
(a)
an enterprise has a present obligation (legal or constructive) as a result of a past event (企業因過去事項而承擔項現時的法定或推定義務);

(b)
it is probable that an outflow of resources embodying economic benefits will be required to settle the obligation (結算該義務很可能要求含經濟利益的資源流出企業); and

(c)
a reliable estimate can be made of the amount of the obligation (該義務的金額可以可靠地估計).
1.3
Measurement – best estimate of the expenditure required to settle the present obligation at the end of the reporting period.
(a)
Use present value (PV) if the effect of the time value of money is material.

(b)
Where the provision being measured involves a large population of items, the obligation is estimated by weighing all possible outcomes by their associated probabilities (i.e. the expected value).

(c)
Where a single obligation is being measured, the individual most likely outcome may be the best estimate of the liability.

1.4
Provisions should be reviewed annually and adjusted to reflect current best estimates. If it is no longer probable that a transfer of economic benefit will be required, the provision should be reversed.
1.5
Specific applications –
(a)
Future operating losses – provisions should not be recognized because they do not meet the definition of a liability and the general recognition criteria for a provision.
(b)
Onerous contract (負有義務的合約) - An onerous contract is a contract entered into with another party under which the unavoidable costs of fulfilling the terms of the contract exceed any revenues expected to be received from the goods or services supplied and where the entity would have to compensate the other party if it did not fulfill the terms of the contract. The present obligation under an onerous contract should be recognized and measured as a provision.
(c)
Restructuring costs (重組成本) – it includes terminating a line of business, closure of business locations, changes in management structure, and refocusing a business operations.
1.6
A provision for restructuring costs is recognized only when an entity has a constructive obligation to restructure. Such an obligation only arises when an entity has an evidence of commitment (i.e. detailed formal plan and valid expectation) that will carry out the restructuring.

(a)
Evidence of commitment
(i)
the public announcement of the detailed plan;

(ii)
the commencement of implementation (e.g., dismantling plant, selling assets, notifying external parties and communication to employees);

(iii)
other circumstances constructively obliging the entity to complete the reorganization.
(b)
The detailed plan should identify (as a minimum):
(i)
the business or part of a business concerned;

(ii)
the principal locations affected;

(iii)
the location, function and approximate number of employees whose services are to be terminated or duties changed;

(iv)
the expenditures that will be undertaken; and

(v)
the time at which the plan will be implemented. Implementation should begin as soon as possible and the period of time to complete implementation should be such that significant changes to the plan are likely.
(c)
A board decision on its own is not a demonstrable commitment, unless the membership of the Board contains representatives of interests other than management.

(d)
Only direct expenditure arising from the restructuring which are both necessarily entailed by the restructuring and, not associated with the ongoing activities of the entity. The following costs should not include:

(i)
retraining or relocating continuing staff.

(ii)
identifiable future operating losses.

(iii)
gains on the expected disposal of related assets.

B.
Contingent Liabilities and Contingent Assets
1.7
Contingent liabilities –
(i)
a possible obligation that arise from past events and whose existence will be confirmed only by the occurrence or non-occurrence of one or more uncertain future events not wholly within the control of the enterprise; or

(ii)
a present obligation that arises from past events but is not recognized because it is not probable that an outflow of resources embodying economic benefits will be required to settle the obligation; or the amount of the obligation cannot be measured with sufficient reliability.
1.8
Contingent liability should never recognize. However, a contingent liability should be disclosed in the notes to accounts unless the possibility of an outflow of resources embodying economic benefits is remote.
1.9
A contingent asset is defined as a possible asset that arises from past events and whose existence will be confirmed only by the occurrence or non-occurrence of one or more uncertain future events not wholly within the control of the enterprise.
1.10
Contingent assets are not recognized in financial statements because to do so could result in the recognition of income that may never be realized. A contingent asset is to be disclosed where an inflow of economic benefits is probable.
C.
Events after the reporting period
1.11
Events after the reporting period are those events, both favourable and unfavourable, that occur between the end of reporting period and the date on which the financial statements are authorized for issue (資產負債表以後發生的事項，是指那些在資產負債表日和財務報表批准公佈日之間發生的有利和不利的事項).
1.12
There are two types of such events:

(i)
adjusting events (調整事項) – those providing further evidence of conditions that existed at the end of reporting period. These events must be adjusted for in the financial statements.

(ii)
non-adjusting events (非調整事項) – those that are indicative of conditions that arose after the reporting period. These do not require requirement, but must be disclosed by note or otherwise if material.
1.13
The following examples are normally classified as adjusting events:

(i)
Fixed assets – the subsequent determination after the balance sheet date of the purchase price or sales proceeds of assets purchased or sold before balance sheet date.

(ii)
Impairment – the receipt of information after the balance sheet date indicating that an asset was impaired at the balance sheet date.

(iii)
Provision – the resolution after the balance sheet date of a court case which, because it confirms that an enterprise already had a present obligation at the balance sheet date, requires an enterprise to recognize a provision.

(iv)
Profit sharing or bonus payments – the determination after the balance sheet date of the amount of profit sharing or bonus payments, if an enterprise already had a present obligation at the balance sheet date to make such payments as a result of event before that date.

(v)
Discoveries – the discovery of significant errors or frauds that render the financial statements incorrect or misleading.
1.14
The following examples are classified as non-adjusting events:

(i)
Business combinations

(ii)
Restructuring

(iii)
Discontinuing operations

(iv)
Purchases or disposal of assets

(v)
Fire

(vi)
Share transactions

(vii)
Foreign exchange – abnormal large changes in asset prices or foreign exchange rates

(viii)
Tax – changes in tax rates/laws

(ix)
Commitments or contingent liabilities

(x)
Litigation
II.
Examination Style Questions

Question 1

The director of Ramy Limited has some queries about accounting for provisions and contingencies for the following events that took place during the year ended 31 March 2004:

(i)
At the start of 2003, Ramy Limited provided a guarantee of $1.5 million in respect of certain borrowings of a subsidiary whose financial condition at that time was sound. During 2004, however, the subsidiary’s financial condition deteriorated. On 30 April 2004, the subsidiary was declared bankrupt. Its outstanding borrowings guaranteed by Ramy Limited amounted to $1.3 million at that time.

(ii)
On 15 March 2004, Ramy Limited filed a suit against its business partner for breach of contract for an amount of $5 million. The company’s legal advisor estimated that a favourable settlement is probable. On 31 March 2004, Ramy Limited had not received any money from this business partner.

(iii)
On 15 October 2003, the board of Ramy Limited decided to close down a division making a particular product. On 20 December 2003, a detailed plan for closing down the division, which included redundancy costs estimated to be $3 million, was agreed by the board. Letters were sent to customers warning them to seek an alternative source of supply and redundancy notices were sent to the division’s staff.

Required:
(a)
Discuss the difficulties in measuring a provision under HKAS 37 “Provisions, Contingent Liabilities and Contingent Assets”.
(7 marks)

(b)
In accordance with the requirements of HKAS 37, discuss and explain the appropriate accounting treatments and disclosures for the year ended 31 March 2004 for the events given in the question.
(18 marks)



(Total 25 marks)



(Adapted HKAAT Paper 7 Advanced Accounting June 2004 Q.C4)

Question 2

Vision Limited is a company engaging in manufacturing and distributing pharmaceutical products and medical consumables to local hospitals. On 15 September 2004, the Board of Directors of Vision Limited announced detailed plans regarding the discontinuation of the range of medical consumables supplied to hospitals. The Board also indicated that this is their intention to carry out the plan as soon as possible. The factory manufacturing these products closed in October 2004. With regards to the financial statements for the year ended 30 September 2004, provisions relating to the discontinuance of medical consumables manufacturing and distribution have been made for the following items:

	
	$000

	(1) Compensation of redundant employees
	880

	(2) Claims for unfair dismissal
	150

	(3) Penalty for the unexpired lease term on the factory premises
	450

	
	1,480


The following information is also available:

· The profit after tax for the year ended 30 September 2004 was $4,375,000.

· All the inventories of medical consumables and the plant in the factory were sold to a manufacturer in the same industry at a price which was lower than the costs of $560,000.

· It was found in 2005 that the compensation for redundant employees had been over-estimated by $150,000 because some of the staff had been transferred to other departments in Vision Limited.

· The penalty or compensation for the breach of purchase and sales contracts was estimated to be $420,000.

Required:
(a)
In accordance with HKAS 37, discuss the differences between provisions and contingent liabilities.
(5 marks)

(b)
Discuss and explain the appropriate accounting treatments and disclosures for the event of discontinuing the business of medical consumables supplied to hospitals.

(Your are expected to apply the following accounting standards in your discussion:

HKAS 2 “Inventories:

HKAS 10 “Events after the Reporting Period”
HKAS 16 “Property, Plant and Equipment”
HKAS 37 “Provisions, Contingent Liabilities and Contingent Assets”
HKFRS 5 “Non-current Assets Held for Sale and Discontinued Operations”)


(20 marks)


(Total 25 marks)


(HKAAT Paper 7 Advanced Accounting June 2005 Q.C3)

Question 3

Sea Limited, a public company, purchased a coal mine and its related plant on 1 January 2007. During the year to 31 December 2007, a new Environmental Legislation had been passed and enforced with immediate effect. This Legislation requires Sea Limited to landscape the area affected by the mining activities during the estimated life of the coal mine. At 31 December 2007, the estimated economic life of the coal mine is ten years. At the same time, the future costs of the landscape, which have been estimated by a professional surveyor with sufficient experience to be $162,000, have to be discounted at 8% to the present value as of 1 January 2007.

Required:

(a)
State the definitions of “Contingent Liabilities” and “Contingent Assets”.
(5 marks)

(b)
Discuss and explain the appropriate accounting treatments for the year ended 31 December 2007 of the event given in the question.

The marks allocation for part (b):

	(i)
	Whether provision should be made for landscaping
	5

	(ii)
	Best estimate for the amount of provision for landscaping
	7

	(iii)
	Costs of property, plant and equipment
	4

	(iv)
	Accounting entries to record this transaction
	4

	
	Total marks
	20


(Your answer should be in line with the requirements of HKAS 16 “Property, Plant and Equipment” and HKAS 37 “Provisions, Contingent Liabilities and Contingent Assets”)


(Total 25 marks)


(HKIAAT Paper 7 Advanced Accounting June 2008 Q.C4)

Question 4
Emerald Link Ltd engages in the production and distribution of up-market jewellery products. The company’s jewellery is well known for its design as well as its policy of reducing pollution to a minimum in their production.

In preparing the final accounts of the company for the financial year ended 31 December 2008, the financial controller has noted the following material events:

(1)
During December 2008, the company’s production plant in Vietnam accidentally caused chemical pollution to a local river. There is no environmental law prevailing in the country requiring the clean up of pollution by the polluter. The consultant has estimated that an amount of $20m is required for a proper clean up of the contamination.

(2)
The board of directors has resolved to close down part of the production facilities in Hong Kong and move it to the mainland China in a board meeting held on 29 December 2008. The relocation plan together with details of a redundancy package was announced to the staff concerned the next day. The total amount of compensation pay out was estimated to be around $5.5m.

(3)
On 5 January 2009, the staff in the production department discovered that a burglary had taken place during weekend. The company had reported the incidence to the police. A stocktake was carried out and it was noted that approximately stock valued at $25.6m was stolen. The insurance company has confirmed the company can receive compensation up to 50% of the loss.

(4)
On 2 February 2009, the company was sued by Royal Blue Ltd., a UK jewellery design company, for infringement of copyright. The claim amount was $40m. According to legal opinion, the company may not have a good chance to defend the case successfully.

(5)
On 10 February 2009 the company was informed by its lawyer that one of its major customers in the USA, Giant Ltd, has filed for bankruptcy and liquidation procedure has commenced. Total debt owed by Giant Ltd amounted to $17.5m, out of which $7.5m was represented by a shipment on 8 January 2009.

Required:

The final accounts of Emerald Link Ltd is authorized for issue on 16 March 2009.

In accordance with HKAS 37 “Provisions, Contingent Liabilities and Contingent Assets”, and HKAS 10 “Events after the Reporting Period”, for each of the items above –
(a)
Identify the accounting issues and explain the appropriate accounting treatment.

(b)
Show journal entries for accounting adjustments, if required.

(c)
Prepare notes to the accounts for disclosure, if required.

Mark Allocation

	Material Events
	(1)
	(2)
	(3)
	(4)
	(5)

	Marks
	5
	5
	4
	5
	6



(Total 25 marks)


(HKIAAT Paper 7 Financial Accounting June 2009 C2)
Question 5
Brian Lee, a wholesaler, prepared the following draft balance sheet for his company:
Draft Statement of financial position of Brian Lee’s company as at 31 December 2003

	Assets
	$000
	$000

	Non-current assets
	
	

	Property, plant and equipment (Note (1))
	
	420

	Current assets
	
	

	Inventories
	780
	

	Trade receivables
	1,377
	

	Investments
	186
	

	Cash and cash equivalents
	57
	

	
	2,400
	

	Current liabilities
	
	

	Trade payables
	(970)
	

	Net current assets
	
	1,430

	Net assets
	
	1,850

	
	
	

	Capital and reserve
	
	

	Issued capital
	
	1,600

	Accumulated profits
	
	250

	
	
	1,850

	Note (1): Property, plant and equipment
	
	

	At cost
	600
	

	Less: accumulated depreciation
	(180)
	

	
	420
	


The following events happened after the year-end date but before the financial statements were approved on 1 February 2004:

(i)
Goods that had been unsold for more than six months disposed of in January 2004 at a price of 80% on cost. These slow-moving goods had been recorded in the balance sheet on 31 December 2003 at cost of $250,000.

(ii)
A trade receivable for $130,000 from Frank Limited was considered fully collectible at 31 December 2003. There was an explosion at Frank Limited’s plant on 3 January 2004. Since the safety measures at the plant was not up to standard, no compensation will be received from the insurance company, and it is unlikely that Frank Limited will settle the account with Brian Lee.

(iii)
Included in the investments account balance were 20,000 ordinary shares in SH Properties, a listed company, recorded at cost of $50,000. The market value of these shares at 31 December 2003 was $42,000. These shares were sold on 18 January 2004 for $44,000.

(iv)
A customer whose outstanding balance had not been settled for more than a year since their last transaction with Brian Lee was declared bankrupt on 2 January 2004; the outstanding balance of that customer with Brain Lee’s company was $35,000 and was expected to be irrecoverable.

(v)
The company suffered inventory losses of $77,000 due to a fire on 8 January 2004.

Brian Lee asked his accountant to advise him on how the above events should be accounted for before finalizing the account.

Required:
The following questions should be answered in accordance with the requirements of HKAS 10 “Events after the reporting period”.

(a)
Discuss the usefulness of distinguishing adjusting and non-adjusting events in providing a better understanding of an enterprise’s year-end financial position. Provide one example to support each of your discussion on adjusting and non-adjusting events.
(11 marks)

(b)
Prepare a revised statement of financial position for Brian Lee’s company as at 31 December 2003. You are required to show the relevant adjusting entries and/or explanations, if any, in accounting for events listed in the question.
(14 marks)



(Total 25 marks)



(Adapted HKAAT Paper 7 Advanced Accounting June 2004 Q.C2)
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