Important Notice!

Dear F.7A and 7B students 

(taking the subject of Principles of Accounts 2007)
     I am sorry that I provide you the following information and materials after your study leave.  The reasons are as follows:

1.  The HK examination assessment authority missed to inform our school for the seminar dated 7 February, 2007.  
2.  After investigation, I discover that part of the content in the seminar will affect the HKAL examination that you will take one month later.

· 2006 past examination paper I and II (common errors)
· Change of accounting policies – will affect the accounting treatments in the questions.  (especially for Consolidation)
***When you prepare your HKAL examination, you should make sure to take the information into consideration.*** 

       If you have any queries for this notice or come across any problems, you can contact me by phone (22550010).
                         Best wishes,
                                   Miss Lo

                                   Date: 20 March, 2007

HKAL 2006  Paper I  (Common errors)

Q.1  (Part A)
a)  Denominator of current ratio and quick ratio should be “1”
b)  

· Failed to locate all the non-cash items to be adjusted against profit before interest and tax, especially:

    Increase in market value of short-term investment and loss on disposal of machinery were overlooked.

· Mistakenly deducted net book value of the machine from accumulated depreciation in calculating the depreciation adjustment.

Depreciation [58164 + (5550 – 2960) – 52244]

Amortisation of discount on debentures reduced the amount of interest paid
· Could not work out the amount paid for the purchase of fixed assets
· Acquisition of new machine through an additional issue of debentures should not be counted as cash outflows
· Cash received from issue of debentures should not include par value of debentures issue for acquisition of new machine

· Deposits with maturity dated of 3 months or less were to be included in cash and cash equivalents instead of investing activities.

c) (i)  Failed to appreciate the future situation as revealed by the information in the cash flow 

    statement and tended to focus on negative aspects of the cash flows.  E.g. increase in fixed assets, fixed deposit and debentures, increase in bank overdraft

(ii) Confined the evaluations to the current short-term repayment ability and just listed the pros and cons of the two types of analyses, without specific reference to the assessment of repayment ability.
Q.2

a)  

· Did not realize that the amount of returns to the suppliers should be computed as the cost of the returns made by customers

· (iv)  $210,600 goods returned by customers were ultimately returned to the supplier for a full
   refund.

                        Creditors

                    $000                                           $000

Bank               3816           Purchases                         4410

Returns out.          117            Bank: refund                       117

Bal c/d              594

                 _______                                        _________

4527 4527
· Overlooked the unpresented cheque and the full refund from suppliers in calculating the payments to creditors.

· Costs of goods sold should be reduced by the cost, not selling value, of the goods withdrawn.
                       Cost of goods sold                     $000

                       Purchases                            4410

                       Less: Returns out.(210600x100/180)       117

                            Drawings (324000x100/180)          18
                                                           4275

a) - Wrongly included the rental deposit as part of office rent

- Not aware that overpayment of the electricity bill and the gas bill for a partner’s private residence should not be taken as business expenses

· Partners’ drawings treated as profit appropriations of the partnership partners’ salaries, share of profits and drawings were to recorded in the partners’ current accounts.
· Failed to treat the office equipment brought in by a partner as his capital investment.
b) -Unfamiliar with the concept of super profit
- Unfamiliar with the treatment of goodwill if no goodwill account was to be maintained in the books

- Revaluation profit was to be credited to the partners’ capital accounts but not current accounts
`

Part B:

Q.3

a) - Computation of goodwill on acquisition should include holding company’s share of ordinary share capital, general reserve, pre-acquisition profits and revaluation reserve
  - Should compare fair value of the leasehold land and building with its book value, not its costs, in calculating the revaluation reserve.

b)  - Not familiar with the adjustments relating to intra-group transactions:
    - Only reduced turnover and cost of sales by the amount of intra-group sales of goods, but did not adjust the cost of goods sold with the cost of unsold stock.
    - Failed to work out the group’s depreciation based on the revalued amount of the asset and the remaining useful life of 30 years.

                    Consolidated Income Statement
                                                        $000
                 Turnover                              12080

                 Cost of sales (4110+3640-3000+450x50/150

                             Unrealized profit on stock)   (4900)
                 Gross profit                            7180

                 Administrative expenses [3700+

                 (4500x1/30-4000x1/40 depreciation adj.)    (3750)

c) - Forgot to deduct the amounts of unrealized profits in stock and depreciation adjustment arising 

 from the revaluation of fixed assets in computing the amount of net assets.
   - Minority interests were to be separately disclosed after shareholders’ fund, but not as liabilities or reserves

                      Consolidated Balance Sheet
                                                             $000

                   Goodwill                                   760

                   Other net assets

                   (9624+6000+1500-50-150)                    16924
                    Net assets                                17684
                       Consolidated Balance Sheet

                   Capital and reserves                        $000

                   Ordinary share capital                      10,000

                   General reserve                             3000

                   Retained profits                             3194
                                                            16194\

                   Minority interest                           1490
                                                            17684
Q.4
a)  - Could not work out the correct figures for gross profit from bar and cost of bar stock destroyed

   - Failed to take stock loss not covered by insurance compensation as a loss of the bar ---- could not arrive at correct amount of manager’s bonus

   - Profit from sales of souvenir and income from entrance fee were the 2 common mistakes found.

· Weak in understanding meaning of capital expenditure and wrongly treated installation charges as club expenses or values of donated cars as income
· Not familiar with the sum-of-the-years-digit method of depreciation
b) - Could not give a good explanation of the difference between cash basis and accrual basis
- Failed to support explanation with an appropriate example
Q.5

a)  - Did not notice that the company adopted a perpetual inventory system

    ---------- Not familiar with the journal entries relating to sales and purchases of goods in perpetual inventory system

    -  Corrections should be made directly to various revenues and expense accounts

    -  Narrations should not be omitted from journal entries

· Confused gross profit margin and mark-up.
· Amount of inventory written down should be calculated based on the NRV instead of replacement cost

· Did not manage to work out the correct amount of rent expenses

· Non-refundable premium and total amount of rent paid during 3 years should be spread over the tenancy period of 36 months.
b) Candidates were expected to state the appropriate accounting principles to support their explanation of their suggested accounting treatment for items (v) and (vi)
HKAL 2006   Paper II   (Common error)
Part A

Q.1
a)  

· Omitted the variable costs on royalty, after-sales service or 5% sales incentives.

b)

· Compared the total profit instead of the total contribution since the three alternatives incurred different amounts of fixed costs.

· If the salesmen’s salaries and existing rental cost are ignored, state clearly the reason. i.e. they are common costs to all three alternatives. 

c) Wrongly allocated the fixed costs at the ratio of 2:1 (product mix) and calculated the breakeven sales separately for Product X and Product Y.

d)  

· Lengthy answers could be avoided by using the incremental approach.

· Wrongly considered the sale revenue forgone instead of the contribution forgone for the reduced sales of Product X.

d) Marks were not awarded for arguments not specifically related to the Sunshine Club scheme.
Specific:  The bulk purchase scheme may affect staff morale as there could be an increase in work pressure and having to serve Sunshine Club without the incentive pay.
Not specific:  The scheme may attract more customers so that the goodwill of Health 99 will increase.

   Gross profit?   Contribution?   Net profit?

· Classification by function              Classification by behaviour

Sales                xxx           Sales                     xxx

Less: CGS            xxx           Less:  variable costs        xxx
Gross profit           xxx           Contribution               xxx

Administration         xx           Less:  fixed costs           xxx
Distribution            xx           Net profit                  xx

Net profit             xx
Q.2
a)  The majority gained full marks

b)  

· Show clearly the workings to calculate the unit cost for each cost component.  (Conversion costs may be combined in workings only, not in the ledger accounts)

· Incidence of normal loss and its effect on the calculation of the equivalent units.

· Better show the breakdown of the costs of finished goods and WIP for checking purposes.
c)  
· Mistakes in timing the sales proceeds of plant and machinery and the two severance payments.

· Entirely omitted the payment for the further cost to completion.

d)

· Explain the purposes of budget preparation instead of preparing a monthly cash budget.

· Failed to indicate the decisions or actions consequent upon the problems or needs identified.
Q. 3
(a)  (i)

· Most candidates understood that interest charge is not part of purchase cost.

· Many did not explain the adjustments required to be made for closing stock and cost of goods sold.

(ii)

· Failed to recognize the estimated costs on unexpired warranty as liability at year end.

· Unable to explain that total warranty expense should be recorded in the year of sale according to the matching principle.
(iii)

· Most candidates did not mention that $380000 was the agreed value.

· A provision for bad debt should be made on the remaining debt, instead of writing it off as bad debt/disregarding the personal promise of the owner.

(iv)
· Most candidates did not notice that the proceeds from vouchers had been recorded as revenue.

· Many wrongly treated the cost of the replacement as an expense rather than the cost of goods sold.

· Many could not explain clearly the principle of realization, i.e. revenue is recognized at the delivery of product/service, not at the time of cash receipts and unearned revenue is an obligation/liability.
Q.4

(a)

· Some candidates showed the total cost instead of the standard cost per unit.

· Omitted production overheads or wrongly included the selling and administrative expenses.

(b)

· Many failed to do the sub-variance analysis, or labeled the sub-variances with wrong descriptions

(c)

· Some candidates failed to prepare the manufacturing section as required.
· Many presented the actual costs instead of standard costs.

· Failed to close all cost variances and inventory adjustments to the cost of goods sold.

(d)

· Totally ignorant of the requirement.  Failed to identify the differences due to (i) stock written down to NRV, and (ii) the difference in closing stock valuation.

Q.5
a)
· Some candidates were not aware of the irrelevance of rental charge and renovation, and wrongly put the cost of equipment as a cash outflow in year 1 instead of year 0.

b)

· Some did not realize that the lease rentals were to be made at the start of each year (payment in advance).

c)

· Very few candidates state clearly the 90% rule of a finance lease or that the minimum lease payments amount to substantially all to the fair market value.

d)

· Merely explained the uncertainty of cash flows and failed to suggest the methods. 
e.g.  risk-adjusted discount rate.
PAGE  
3

