

Paper 7 Financial Accounting

Chapter 1 The Principles of Financial Accounting & Reporting

1.
Objectives

1.1
Describe the structure of the regulatory system and its relationship to financial accounts and statements.

1.2
Identify the nature and role of bodies which set the accounting standards and guidelines.

1.3
Identify the nature, role and significance of accounting theories and principles, accounting conventions, accounting standards and guidelines, legislative and quasi-legislative requirements in preparing financial accounts and reports.

1.4
Demonstrate awareness of the concepts that underlie the preparation and presentation of financial statements under generally accepted accounting principles (GAAP).

1.5
Understand the conceptual framework for financial reporting.

1.6
Demonstrate awareness of the guidance given in the Statement.
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2.
The Role of Regulatory Framework

(A)
Sources of HKGAAP

(a)
Mandatory sources of HKGAAP

2.1
There are both mandatory and advisory sources of generally accepted accounting principles (GAAP) in Hong Kong. Mandatory sources are the following:

(i)
Companies Ordinance. Legal requirements include maintenance of accounting records, content of financial statements, and audits of companies incorporated in Hong Kong. The disclosure requirements of the Tenth Schedule to the Companies Ordinance must be comply with to give a true and fair view for balance sheet and profit and loss account.

(ii)
Hong Kong Accounting Standards and Hong Kong Financial Reporting Standards. HKASs and HKFRSs, also referred to as Accounting Standards, are developed by the Financial Accounting Standards Committee of the Hong Kong Institute of Certified Public Accountants (HKICPA).

(iii)
Interpretations. Since 1998 a subcommittee (Urgent Issues and Interpretations Sub-committee) of the HKICPA Financial Accounting Standards Committee has issued Interpretations, which represent authoritative guidance for applying HKASs and HKFRSs. They have the same status as the background material and implementation guidance contained in Accounting Standards.

(iv)
Listing Rules. The Stock Exchange of Hong Kong Limited (SEHK) has adopted rules governing the listing of securities on its Main Board (the Listing Rules) and on its Growth Enterprise Market (the GEM Rules). These include some accounting and disclosure requirements.

(b)
Advisory sources of HKGAAP

2.2
Advisory Sources of GAAP in Hong Kong include the following:

(i)
Accounting Guidelines (會計指引). Accounting Guidelines (AGs) issued by the HKICPA are guidance statements and indicators of best practice. While not mandatory, they should normally be followed.
The AGs in issue are:

AG1 Preparation and Presentation of Accounts from Incomplete Records

AG5 Merger Accounting for Common Control Combinations

AG7 Preparation of Pro Forma Financial Information for Inclusion in Investment Circulars

(ii)
Accounting Bulletins (會計公告). HKICPA Accounting Bulletins (ABs), also non-mandatory, are intended to assist HKICPA members in dealing with accounting issues and to stimulate debate on subjects of topical interest.
There are currently two ABs in issue:

AB 1 Disclosure of Loans to Officers

AB 2 Guidance on Disclosure of Directors’ Remuneration

(iii)
Exposure Drafts. Exposure Drafts precede adoption of a final HKICPA Accounting Standard. Although substantial alterations result from comments received, Exposure Drafts are regarded as a useful indicator of the eventual requirements.

(iv)
International Accounting Standards and Exposure Drafts, and Interpretations of the Standing Interpretations Committee (SIC). In Hong Kong, there is a general understanding that if there are no HKASs and HKFRSs on a particular subject, or if the equivalent HKASs and HKFRSs are silent on an issue, then IASB pronouncements should be followed as a matter of best practice. This is not a formal requirement, however.

(v)
Other Sources. In the absence of a Hong Kong standard or interpretation, accountants look not only to IAS but also to pronouncements of professional bodies in other countries, particularly standards and interpretations issued in the United Kingdom and the United States.

(c)
List of HKASs and HKFRSs in comparison with IASs and IFRSs

	HKAS
	IAS

	No.
	Title
	No.
	Title

	1
	Presentation of financial statements
	1
	Presentation of financial statements

	2
	Inventories
	2
	Inventories

	7
	Cash Flow Statements
	7
	Cash Flow Statements

	8
	Accounting Policies, Changes in Accounting Estimates and Errors
	8


	Accounting Policies, Changes in Accounting Estimates and Errors

	10
	Events after the Balance Sheet Date
	10
	Events after the Balance Sheet Date

	11
	Construction Contracts
	11
	Construction Contracts

	12
	Income Taxes
	12
	Income Taxes

	14
	Segment Reporting
	14
	Segment Reporting

	16
	Property, Plant and Equipment
	16
	Property, Plant and Equipment

	17
	Leases
	17
	Leases

	18
	Revenue
	18
	Revenue

	19
	Employee Benefits
	19
	Employee Benefits

	20
	Accounting for Government Grants and Disclosure of Government Assistance
	20
	Accounting for Government Grants and Disclosure of Government Assistance

	21
	The Effects of Changes in Foreign Exchange Rates
	21
	The Effects of Changes in Foreign Exchange Rates

	23
	Borrowing Costs
	23
	Borrowing Costs

	24
	Related Party Disclosures
	24
	Related Party Disclosures

	26
	Accounting and Reporting by Retirement Benefit Plans
	26
	Accounting and Reporting by Retirement Benefit Plans

	27
	Consolidated and Separate Financial Statements
	27
	Consolidated and Separate Financial Statements

	28
	Investments in Associates
	28
	Investments in Associates

	29
	Financial Reporting in Hyperinflationary Economies
	29
	Financial Reporting in Hyperinflationary Economies

	30
	Disclosures in the Financial Statements of Banks and Similar Financial Institutions
	30
	Disclosures in the Financial Statements of Banks and Similar Financial Institutions

	31
	Interests in Joint Ventures
	31
	Interests in Joint Ventures

	32
	Financial Instruments: Disclosure and Presentation
	32
	Financial Instruments: Disclosure and Presentation

	33
	Earning per Shares
	33
	Earning per Shares

	34
	Interim Financial Reporting
	34
	Interim Financial Reporting

	36
	Impairment of Assets
	36
	Impairment of Assets

	37
	Provisions, Contingent Liabilities and Contingent Assets
	37
	Provisions, Contingent Liabilities and Contingent Assets

	38
	Intangible Assets
	38
	Intangible Assets

	39
	Financial Instruments: Recognition and Measurement
	39
	Financial Instruments: Recognition and Measurement

	40
	Investment Property
	40
	Investment Property

	41
	Agriculture
	41
	Agriculture


	HKFRS
	IFRS

	No.
	Title
	No.
	Title

	1
	First-time Adoption of International Financial Reporting Standards
	1
	First-time Adoption of International Financial Reporting Standards

	2
	Share-based Payment
	2
	Share-based Payment

	3
	Business Combinations
	3
	Business Combinations

	4
	Insurance Contracts
	4
	Insurance Contracts

	5
	Non-current Assets Held for Sale and Discontinued Operations
	5
	Non-current Assets Held for Sale and Discontinued Operations

	6
	Exploration for and Evaluation of Mineral Resources
	6
	Exploration for and Evaluation of Mineral Resources

	7
	Financial Instruments: Disclosures
	7
	Financial Instruments: Disclosures

	8
	Operating segments
	8
	Operating segments


(B)
Existing Standard Setting Process

2.3
The HKICPA established the Accounting Standards Committee (ASC) in February 1982. The main objective of the Committee is to prepare definitive standards of accounting and reporting for the accounting profession.

2.4
The ASC is replaced by the setting up of Financial Accounting Standard Committee (FASC) in 1994, with the Accounting Standards Advisory Panel (ASAP).

2.5
The roles of FASC are to:

(i)
develop new and revised Accounting Standards and Guidelines for adoption by the HKICPA Council;

(ii)
develop and issue Accounting Bulletins or Interpretations on urgent issues or to provide additional guidance; and

(iii)
form sub-committees, as necessary, to develop specific Accounting Standards and Guidelines.

2.6
The work of ASAP includes the identification of areas for new guidance, recommendation of priorities for topics, and consideration of the best approach to developing new standards to achieve greater transparency and consistency of accounting practices.

(A)
Statement of due process

2.7
Currently, the HKICPA has a policy of converging Hong Kong Accounting Standards (HKAS) and Hong Kong Financial Reporting Standards (HKFRS) with the International Financial Reporting Standards (IFRS) issued by the International Accounting Standards Board (IASB).

2.8
In February 2002, the HKICPA Council approved the following Statement of Due Process for setting HKAS and HKFRS. The due process is concerned with putting the vision of convergence into practice, that is setting the standards substantially in the same way and at the same time as is done internationally.

(B)
Procedures for developing HKFRSs

2.9
The process for the development of HKFRSs will involve the following steps:

(i)
During the early stages of a project, the FASC may establish an advisory sub-committee to give advice on the issues arising in the project. Consultation with the advisory sub-committee occurs when required throughout the project;

(ii)
The FASC may prepare and publish discussion documents for public comment;

(iii)
The FASC will publish an Exposure Draft for public comment;

(iv)
The FASC considers all comments received and, when appropriate, prepares a comment letter to the IASB; and

(v)
Following publication of the finalized IFRS, the FASC considers the changes made (if any) by the IASB and will recommend to the HKICPA Council the approval of a HKFRS.

2.10
The FASC issues Exposure Drafts of proposed HKFRSs, Discussion Documents and other similar consultation documents for public comment. To facilitate the FASC providing timely comment to the IASB, the usual comment period is between 60 and 90 days. Draft Interpretations are usually exposed for a comment period of 60 days.

3.
Conceptual Framework of Accounting

3.1
A conceptual framework of accounting has been defined by the American Financial Accounting Standards Board (FASB) as a “constitution, a coherent system of interrelated objectives and fundamentals that can lead to a consistent standards and that prescribes the nature, function and limits of financial accounting and financial statements”.

3.2
The matters dealt with in the Framework:

(i)
The objective of financial statements

(ii)
Underlying assumptions

(iii)
Qualitative characteristics of financial statements

(iv)
The elements of financial statements

(v)
Recognition of the elements of financial statements

(vi)
Measurement of the elements of financial statements

(vii)
Concepts of capital and capital maintenance

(A)
The objectives of financial statements

3.3
The HKICPA document on the “Framework for the Preparation and Presentation of Financial Statements” (Revised December 2007) has stated that:

(i)
The objective of financial statements is to provide information about the financial position, performance and cash flows of an enterprise that is useful to a wide range of users in making economic decisions.

(ii)
Financial statements prepared for this purpose meet the common needs of most users. However, financial statements do not provide all the information that users may need to make economic decisions since they largely portray the financial effects of past events and do not necessarily provide non-financial information.

(iii)
Financial statements also show the results of the stewardship of management, or the accountability of management for the resources entrusted to it.

3.4
User groups – historically, financial statements have been regarded as primarily fulfilling the stewardship function, i.e., reporting to the owners (the shareholders) on the changes in, and uses of, funds employed in the business. However, various reports have identified other user groups, that is groups having a “reasonable right” to information and whose needs ought to be recognized in corporate reports. These groups are summarized on the Framework:

(i)
Equity investors

(ii)
Employees

(iii)
Lenders

(iv)
Suppliers and other trade creditors

(v)
Customers

(vi)
Government, including tax authorities

(vii)
Public

(B)
Underlying assumptions

3.5
The Framework identifies the underlying assumptions governing financial statements – the accrual basis and going concern.

3.6
Accrual basis – It means that the effects of transactions and other events are recognized as they occur and not as cash or its equivalent is received or paid.

3.7
Going concern – It assumes that the enterprise has neither the need nor the intention to liquidate or curtail materially the scale of its operations. If such an intention or need exists, the financial statements may have to be prepared on a different basis.

(C)
Qualitative characteristics of financial statements

3.8
Qualitative characteristics are the attributes that make the information provides in financial statements useful to users. The HKICPA framework identifies four principal qualitative characteristics:

(i)
Relevance

(ii)
Reliability

(iii)
Comparability

(iv)
Understandability

(a)
Threshold quality

3.9
A threshold quality is one that needs to be considered before considering the other qualities of that information. If any information does not pass the test of the threshold quality, it does not need to be considered further.

3.10
Definition – Information is material if its omission or misstatement could influence the economic decisions of users taken on the basis of the financial statements.

3.11
Materiality depends on the size of the item or error judged in the particular circumstances of its omission or misstatement. Thus, materiality provides a threshold or cut-off point rather than being a primary qualitative characteristic that information must have if it is to be useful.

(b)
Primary qualitative characteristics relating to content – relevance

3.12
Definition – Information has the quality of relevance when it influences the economic decisions of users by helping them evaluate past, present or future events or by confirming, or correcting, their past evaluations.

3.13
Information about financial position and past performance is frequently used as the basis for predicting future financial position and performance and other matters in which users are directly interested, such as dividend and wage payments.

3.14
The predictive and confirmatory roles of information are interrelated. For example, information about the current level and structure of asset holdings has value to users when they endeavor to predict the ability of the enterprise to take advantage of opportunities and its ability to react to adverse situations. This information also plays a confirmatory role in respect of past predictions.

(c)
Primary qualitative characteristics relating to content – reliability

3.15
To be useful, information must also be reliable. Information has the quality of reliability when it is free from material error and bias (neutrality) and can be depended upon by users to represent faithfully that which it either purports to represent or could reasonably be expected to represent.

(d)
Primary qualitative characteristics relating to presentation

3.16
Comparability – Users must be able to compare the financial statements of an enterprise through time in order to identify trends in its financial position and performance. Users must also be able to compare the financial statements of different enterprises to evaluate their relative financial position, performance and cash flows. Hence, the measurement and display of the financial effect of like transaction and other events must be carried out in a consistent way for different enterprises. Compliance with accounting standards, including the disclosure of the accounting policies used by the enterprise, helps to achieve comparability.

3.17
Understandability – An essential quality of the information provided in financial statements is that it should be presented in such a way that it is readily understandable by users. For this purpose, users are assumed to have a reasonable knowledge of business and economic activities and accounting and a willingness to study the information with reasonable diligence.

(e)
Constraints in relation to relevant and reliable information

3.18
The following three items outline situations where more of one quality can only be achieved at a cost. This cost may be actual cost or may be a reduction in the level of another quality.

(i)
Balance between qualitative characteristics

In practice a balancing, or trade-off, between qualitative characteristics is often necessary. Generally the aim is to achieve an appropriate balance among the characteristics in order to meet the objective of financial statements.

(ii)
Timeliness

If there is undue delay in the reporting of information it may lose its relevance.

(iii)
Benefit and cost

The balance between benefit and cost is a pervasive constraint rather than a qualitative characteristic. The benefits derived from information should exceed the cost providing it.
	3.19
	Exercise 1

	
	The following paragraph is extracted from the “Framework for the Preparation and Presentation of Financial Statements”.

The Framework sets out the concepts that underlie the preparation and presentation of financial statements under accounting principles generally accepted in Hong Kong. The purpose of this Framework is to provide practical assistance to:

(a)
preparers of financial statements in applying Accounting Standards and Accounting Guidelines and in dealing with topics that have yet to form the subject of an Accounting Standard or Guideline;

(b)
auditors in evaluating financial statements; and

(c)
users of financial statements in interpreting the information contained in financial statements prepared in conformity with Accounting Standards.
Required:
(a)
What is the primary objective of financial statements?
(3 marks)

(b)
In addition to shareholders, identify seven groups of users of financial statements and the information which they are interested in.
(14 marks)

(c)
Briefly discuss the two underlying assumptions on the preparation of financial statements as stated in Statement.
(4 marks)

(d)
List four qualitative characteristics of financial statements as stated in Statement.



(4 marks)



(Total 25 marks)


(Adapted HKAAT Paper 7 Financial Accounting II December 1998 Q6)


(D)
The elements of financial statements

3.20
The Framework identifies five elements of financial statements:

(i)
assets

(ii)
liabilities

(iii)
equity interest

(iv)
income

(v)
expenses

(a)
Assets

3.21
Definition – An asset is a resource controlled by the enterprise as a result of past events and from which future economic benefits are expected to flow to the enterprise.

3.22
Controlled by enterprise – Control is the ability to obtain the economic benefits and to restrict the access of others.

3.23
Past events – The event must be “past” before an asset can arise. For example equipment will only become an asset when there is the right to demand delivery or access to the asset’s potential.

3.24
Future economic benefits – These are evidenced by the prospective receipt of cash. This could be cash itself, a debt receivable or any item which may be sold.

3.25
For example, suppose a business owns a building in an abandoned radioactive area. It is of no use to the enterprise and cannot be sold. Since it can’t provide future economic benefits, it is not an asset.
(b)
Liabilities

3.26
Definition – Liabilities are an entity’s obligations to transfer economic benefits as a result of past transactions or events.

3.27
Obligations – An obligation is a duty or responsibility to act or perform in a certain way. Obligations may be legally enforceable as a consequence of binding contract or statutory requirement. Almost all liabilities stem from legally enforceable obligations, for example, with amounts payable for goods and services received.

3.28
Transfer economic benefits – This could be a transfer of cash, or other property, the provision of a service, or the refraining from activities which would otherwise be profitable.

(c)
Equity interest

3.29
Definition – Equity interest is the residual amount found by deducting all liabilities of the entity from all the entity’s assets.

3.30
Equity is sub-classified into:

(i)
Funds contributed by shareholders;

(ii)
Retained earnings;

(iii)
Reserves.

3.31
The above describes the residual nature of equity interest. Owner’s wealth can be increased whether or not a distribution is made.

(d)
Income

3.32
Definition – Income is increases in economic benefits during the accounting period in the form of inflows or enhancements of assets or decreases in liabilities that result in increases in equity, other than those relating to contributions from equity participants.

(e)
Expenses

3.33
Definition – Expenses are decreases in economic benefits during the accounting period in the form of outflows or depletions of assets or incurrences of liabilities that result in decreases in equity, other than those relating to distributions to equity participants.

	3.34
	Exercise 2

	
	(a)
Financial statements form part of the process of financial reporting and, in the case of a company, are generally prepared and presented to shareholders at least annually.

What kind of information should be included in a completed set of financial statements?


(4 marks)
(b)
What is the primary objective of financial statements?
(3 marks)
(c)
Qualitative characteristics are the attributes that make the information provided in financial statements useful to users. The four principal qualitative characteristics are understandability, relevance, reliability and comparability.

Briefly explain the four principal qualitative characteristics listed above.
(8 marks)
(d)
The elements directly related to the measurement of a company’s financial position are assets, liabilities and equity.

Explain what are assets, liabilities and equity.
(6 marks)
(e)
Profit is frequently used as a measure of performance of a company or as the basis for other measures, such as return on investment or earnings per share. The elements directly related to the measurement of profit are income and expenses.

Explain what are income and expenses.
(4 marks)



(Total 25 marks)


(Adapted HKAAT Paper 7 Financial Accounting II June 2000 Q6)


(E)
Recognition of the elements of financial statements

3.35
Definition – Recognition is the process of incorporating in the balance sheet or income statement an item that meets the definition of an element and satisfies the recognition criteria (described below).

(a)
The features of recognition

3.36
General recognition criteria – an item should be recognized in the financial statement if

(i)
it meets one of the definitions of an element of the financial statements. This criterion refers to 3.20 above.

(ii)
there is sufficient evidence that the change in assets/liabilities inherent in the item has occurred. For example, a contract is an enforceable, but as yet unperformed, promise given to or by an external party to transfer assets and/or liabilities in the future.

(iii)
the item can be measured at a monetary amount with sufficient reliability.

A good example of the above is in the recognition of attributable profit on long-term construction contracts. Provided a reasonable estimate can be made of the degree of completion and the gain, and the gain is prudently estimated, then profit is recognized.

3.37
The recognition process – Recognition is triggered where a past event indicates that there has been a measurable change in the assets or liabilities of the entity.

3.38
The stages of recognition – The recognition of assets and liabilities falls into three stages:

(i)
Initial recognition (e.g., of a non-current asset by purchase transaction)

(ii)
Subsequent remeasurement (e.g., revaluation of the above asset)

(iii)
Derecognition (e.g., sale or destruction of the asset).

At any stage where a gain or loss results this must be recognized either in the income statement or in the statement of changes in equity.

3.39
The effect of uncertainty – Remember the trade-off between relevance and reliability described above. Here uncertainty is countered by evidence. The more and the better the evidence, the less uncertainty over an item’s existence, nature and measurement and the more reliable the item will be. What constitutes sufficient evidence is a matter of judgement.

(b)
The recognition of gains and losses

3.40
The recognition of gains – Evidence is needed to ascertain if the gain has been “earned”, i.e., an increase in equity interest/net assets had occurred before the end of accounting period.

Gains reflected in the income statement are seen as particularly important since the income statement is used as a primary measure of performance. Hence a gain included here must be earned and realized.

Realisation is concerned with restricting recognition to those items whose existence and amount is particularly well evidenced. This will usually mean that conversion into cash or cash equivalents has occurred or is reasonably assured.

If a gain fails to meet the tests of being earned and realized it may still meet the general recognition criteria. In this case such a gain should be included in the statement of changes in equity, e.g., unrealized holding gain on the revaluation of a property.

3.41
The recognition of losses – Evidence is needed to ascertain whether a decrease in equity interest/net assets had occurred before the end of the reporting period.

Where a loss is not to be recognized, i.e., the expenditure is carried forward to the next period as an asset under the matching concept, sufficient evidence must exist.

3.42
Derecognition – As considered to some extent above this is appropriate where a past event has eliminated a previously recognized asset or liability or where evidence is no longer sufficiently strong to support continued recognition.

(F)
Measurement of the elements of financial statements

3.43
The Framework identifies four possible measurement bases:

(i)
historical cost

(ii)
current cost

(iii)
realizable value

(iv)
present value

3.44
Historical cost – Assets are recorded at the amount of cash or cash equivalents paid or the fair value of the consideration given to acquire them at the time of acquisition. Liabilities are recorded at the amount of proceeds received in exchange for the obligation.

3.45
Current cost – Assets are carried at the amount of cash or cash equivalents required to acquire them currently. Liabilities are carried at the undiscounted amount currently required to settle them.

3.46
Realisable value – Assets are carried at the amount of cash or cash equivalents that could currently be obtained by selling an asset in orderly disposal. Liabilities are carried at their settlement values – the amount to be paid to satisfy them in the normal course of business.

3.47
Present value – Assets are carried at the present discounted value of the future net cash inflows that the item is expected to generate in the normal course of business, and liabilities at the present discounted value of the expected outflows necessary to settle them.

3.48
Although historical cost is the commonest basis, the others are often used to modify historical cost. For example, inventories are usually carried at the lower of cost and net realizable value, investments may be carried at market value and pension liabilities are carried at their present value.

(G)
Concepts of capital and capital maintenance

3.49
The concepts of capital maintenance provide linkage between the concepts of capital and the concepts of profit because they provide the point of reference with which profit is measured. Definitions of profit may refer to the need to maintain the capital of the enterprise. In fact there are two main concepts of capital maintenance:

(i)
financial capital maintenance

(ii)
physical capital maintenance

3.50
Financial capital maintenance – Under this concept a profit is earned only if the financial (or money) amount of the net assets at the end of a period exceeds the financial (or money) amount of net assets at the beginning of the period.

3.51
Physical capital maintenance – Under this concept a profit is earned only if the physical productive capacity of the business at the end of the period exceeds the physical productive capacity at the beginning of the period. The physical capital maintenance concept requires the adoption of the current cost basis of measurement. For example, instead of looking at Simon’s opening capital as $400, we should look upon it as being the ability to buy 10 box files, i.e. $500.

3.52
Conclusion – The selection of the measurement bases and concept of capital maintenance together determine the accounting model used in preparing the financial statements. For example normal historical cost accounting combines the historical cost basis with financial capital maintenance.
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