

Paper 7 Financial Accounting

Chapter 2 HKAS 1 Presentation of Financial Statements

1.
Objectives

1.1
Specify the objective of presenting financial statements.

1.2
Specify the difference between accounting principles, accounting bases, and accounting policies.

1.3
Specify the underlying accounting principles and rules for offsetting assets and liabilities.

1.4
Define current assets and current liabilities.

1.5
Specify the requirements of HKAS 1 in relation to the minimum content and layout for primary financial statements, and disclosures for the income statements.
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2.
Objective of Presenting Financial Statements

2.1
The objective of presenting financial statements is in line with the HKICPA “Framework for the Preparation and Presentation of Financial Statements”, that is to provide information to users for the purpose of assessing the enterprise’s: financial position, performance and cash flow.

2.2
The financial statements are meant to report on the result of “stewardship of management” or the “accountability of management for the resources entrusted to it”. The objective of introducing HKAS 1 is trying to prescribe the basis for presentation of general purpose financial statements, in order to ensure comparability both with the enterprise’s own financial statements of previous periods and with the financial statements of an enterprise.

2.3
To achieve this, HKAS 1 “structures” the presentation by:

(i)
specifying the underlying accounting principles;

(ii)
defining the components of financial statements;

(iii)
establishing guidelines and minimum requirements for the content of financial statements;

(iv)
specifying rules for the offset of assets and liabilities;

(v)
defining what should be included in current assets and current liabilities;

(vi)
introducing an overall requirements for comparatives and comprehensive disclosures for changes in corresponding amounts.

3.
Accounting principles, Bases and Policies

(A)
Accounting principles (or concepts)

3.1
Three fundamental accounting principles were emphasized in HKAS 1, namely going concern, accruals, and consistency. These are the broad basic assumptions which underlie the periodic financial statements of business enterprises.

(a)
Going concern

3.2
This assumes that the enterprise will continue in operational existence for the foreseeable future, i.e. will not go into liquidation. This implies that prepayment, depreciation provisions, research and development costs may be carried forward in the expectation of proper matching against the revenue of future goods.

(b)
Accruals

3.3
It means that transactions and events are recognized when they occur, not when cash is received or paid for them. Expenses are recognized in the income statement on the basis of direct association between the costs incurred and the earning of the related income.

(c)
Consistency

3.4
Consistency of treatment of accounting items should be adopted within each of accounting period and from one period to the next.

3.5
The presentation and classification of items in the financial statements should be retained from one period to the next unless:

(i)
it is clear that a change will result in a more appropriate presentation; or

(ii)
a change is required by a HKAS, HKFRS or an Interpretation.

(d)
De-emphasized prudence concept

3.6
The long debated prudence doctrine is de-emphasized in HKAS 8, it is now only referred to as a factor to be considered when developing accounting policies in such way that is reliable.

3.7
Prudence concept is an assumption that revenue and profit should be recognized and included in the profit and loss account only when realized in cash or other assets while anticipated profit should be excluded. Provision for all liabilities should be made by estimating on the amount to be incurred.

(e)
Other accounting concepts

3.8
Materiality and aggregation – An item is material if its omission or misstatement could influence the economic decisions of users taken on the basis of the financial statements. Financial statements should therefore show material items separately, but immaterial items may be aggregated with amounts of a similar nature.

3.9
Offsetting – Assets and liabilities should not be offset except when required or permitted by an Accounting Standard or an Interpretation.

3.10
Comparative information – Comparative information for the previous period should be disclosed, unless a HKFRS permits or requires otherwise.

(B)
Accounting bases

3.11
These are methods developed for applying fundamental accounting concept to financial transactions and items.

3.12
The adoption of different accounting bases can best be illustrated by the following transactions and items:

(i)
depreciation of fixed assets, e.g., straight line method, reducing balance method.

(ii)
stock and WIP, e.g., attributable profit calculated on cost or revenue base.

(C)
Accounting policies

3.13
These are the specific accounting bases adopted and followed by a business enterprise. As these policies can significantly affect the reported results of the business concerned, adequate disclosure of the accounting policies is essential to the fair presentation of financial accounts.

3.14
When preparing financial statements, management should select and apply an enterprise’s policies so the financial statements comply with all requirements of HKASs and HKFRSs. Where there is no specific requirement, management should provide information that is:

(a)
relevant to the needs of users;

(b)
reliable in that they:

(i)
represent faithfully the results and financial position of the enterprise;

(ii)
reflect the economic substance of events and transactions and not merely the legal form;

(iii)
are neutral, and are free from bias;

(iv)
are prudent; and

(v)
are complete in all material respects.
	3.15
	EXERCISE 1

	
	In HKAS 1 “Presentation of Financial Statements”, fundamental accounting concepts are defined as the broad basic assumptions which underlie the periodic financial statements of business enterprises. Four fundamental accounting concepts have been mentioned in the statement.

In preparing the financial statements in accordance with accounting principles generally accepted in Hong Kong, with the intention of giving a true and fair view, management needs to select suitable accounting policies.

Accounting policies are the specific accounting bases judged by business enterprises to be most appropriate to their circumstances and adopted by them for the purpose of preparing their financial statements.

Required:
(a)
Name and explain the four fundamental accounting concepts mentioned in HKAS 1.



(12 marks)

(b)
Define “accounting bases”. Give three examples of matters for which different accounting bases are recognized.
(6 marks)

(c)
What are the purpose and limitations of accounting bases?
(3 marks)


(Adapted HKAAT Paper 7 Financial Accounting II June 1999 Q6)


4.
Components of Financial Statements

4.1
Recently, the HKICPA has revised the HKAS 1 being effective for accounting periods beginning on or after 1 January 2009.

4.2
A complete set of financial statements includes the following components:

(i)
statement of financial position;

(ii)
statement of comprehensive income;

(iii)
statement of changes in equity;

(iv)
statement of cash flows; and

(v)
accounting policies and explanatory notes.

4.3
However, it is not mandatory for entities to use these new titles in their own financial statements (HKAS 1.10)

(A)
Statement of Financial Position
4.4
Assets, liabilities, and shareholders’ equity are separated in the statement of financial position so that important relationships can be shown and attention can be focused on significant subtotals.

4.5
The format of balance sheet is shown in the appendix of HKAS 1. In general, statement of financial position is set in report format or account format. The following example is the report format of the consolidated balance sheet.

4.6
Example 1

City Company Limited

Consolidated Balance Sheet at 31 December 2009
	
	2009
	2008

	
	$000
	$000
	$000
	$000

	ASSETS
	
	
	
	

	Non-current assets
	
	
	
	

	Property, plant & equipment
	X
	
	X
	

	Goodwill
	X
	
	X
	

	Other intangible assets
	X
	
	X
	

	Interests in associates
	X
	
	X
	

	Interests in jointly controlled entities
	X
	
	X
	

	Available-for-sale investments
	X
	
	X
	

	Finance lease receivables
	X
	
	X
	

	
	
	X
	
	X

	Current assets
	
	
	
	

	Inventories
	X
	
	X
	

	Finance lease receivables
	X
	
	X
	

	Trade and other receivables
	X
	
	X
	

	Investments
	X
	
	X
	

	Cash and cash equivalents
	X
	
	X
	

	
	
	X
	
	X

	Total assets
	
	X
	
	X

	
	
	
	
	

	EQUITY AND LIABILITIES
	
	
	
	

	Equity attributable to equity holders of the parent
	
	
	

	Share capital
	
	X
	
	X

	Share premium
	
	X
	
	X

	Accumulated profits
	
	X
	
	X

	Other reserves
	
	X
	
	X

	
	
	X
	
	X

	Minority interest
	
	X
	
	X

	Total equity
	
	X
	
	X

	
	
	
	
	

	Non-current liabilities
	
	
	
	

	Long-term borrowings
	X
	
	X
	

	Deferred tax
	X
	
	X
	

	Long-term provisions
	X
	
	X
	

	Total non-current liabilities
	
	X
	
	X

	
	
	
	
	

	Current Liabilities
	
	
	
	

	Trade and other payables
	X
	
	X
	

	Short-term borrowings
	X
	
	X
	

	Current portion of long-term borrowings
	X
	
	X
	

	Current tax payable
	X
	
	X
	

	Short-term provisions
	X
	
	X
	

	Total current liabilities
	
	X
	
	X

	Total equity and liabilities
	
	X
	
	X


(B)
Statement of Comprehensive Income
4.5
As suggested in the Appendix to HKAS 1, statement of comprehensive income can be set at two different manners when classifying operating and other expenses, i.e. by nature or functional.

4.6
The natural expenses classification identifies costs and expenses in terms of their character, such as depreciation, wages and salaries, raw materials consumed, etc. This method is simple to apply in smaller enterprise as no allocations of operating expenses between functional classifications is required.
4.7
Entities have a choice of format for disclosing comprehensive income between either:

(a)
presenting all items of total comprehensive income in a single statement of comprehensive income; or

(b)
presenting both an income statement and a statement of comprehensive income.

4.8
Example 2 – Illustrating the presentation of comprehensive income in one statement and the classification of expenses within profit by function.

City Company Limited

Statement of Comprehensive Income for the year Ended 31 December 2009
	
	2009
	2008

	
	$000
	$000

	Revenue
	390,000
	355,000

	Cost of sales
	(245,000)
	(230,000)

	Gross profit
	145,000
	125,000

	Other income
	20,667
	11,300

	Distribution costs
	(9,000)
	(8,700)

	Administrative expenses
	(20,000)
	(21,000)

	Other expenses
	(2,100)
	(1,200)

	Finance costs
	(8,000)
	(7,500)

	Share of profit of associates
	35,100
	30,100

	Profit before tax
	161,667
	128,000

	Income tax expense
	(40,417)
	(32,000)

	Profit for the year from continuing operations
	121,250
	96,000

	Loss for the year from discontinued operations
	-
	(30,500)

	PROFIT FOR THE YEAR
	121,250
	65,500

	Other comprehensive income:
	
	

	Exchange differences on translating foreign operations
	5,334
	10,667

	Available-for-sale financial assets
	(24,000)
	26,667

	Cash flow hedges
	(667)
	(4,000)

	Gains on property revaluation
	933
	3,367

	Actuarial gains (losses) on defined benefit pension plans
	(667)
	1,333

	Share of other comprehensive income of associates
	400
	(700)

	Income tax relating to components of other comprehensive income
	4,667
	(9,334)

	
	
	

	Other comprehensive income for the year, net of tax
	(14,000)
	28,000

	
	
	

	TOTAL COMPREHENSIVE INCOME FOR THE YEAR
	107,250
	93,500

	
	
	

	Profit attributable to:
	
	

	Owners of the parent
	97,000
	52,400

	Minority interest
	24,250
	13,100

	
	121,250
	65,500

	
	
	

	Total comprehensive income attributable to:
	
	

	Owners of the parent
	85,800
	74,800

	Minority interest
	21,450
	18,700

	
	107,250
	93,500

	
	
	

	Earnings per share
	
	

	Basic and diluted
	0.46
	0.30


4.9
Example 3 –Illustrating the presentation of comprehensive income in two statements and the classification of expenses within profit by nature.

City Company Limited

Consolidated Income Statement for the year Ended 31 December 2009
	
	2009
	2008

	
	$000
	$000

	Revenue
	390,000
	355,000

	
	
	

	Other income
	20,667
	11,300

	Changes in inventories of finished goods & work in progress
	(115,100)
	(107,900)

	Work performed by the entity and capitalized
	16,000
	15,000

	Raw materials and consumables used
	(96,000)
	(92,000)

	Employee benefits expense
	(45,000)
	(43,000)

	Impairment of property, plant and equipment*
	(4,000)
	-

	Depreciation and amortization expense
	(19,000)
	(17,00)

	Other expenses
	(6,000)
	(5,500)

	Finance costs
	(15,000)
	(18,000)

	Share of profits and losses of associates
	35,100
	30,100

	Profit before tax
	161,667
	128,000

	Income tax expense
	(40,417)
	(32,000)

	Profit for the period from continuing operations
	121,250
	96,000

	Loss for the year from discontinued operations
	-
	(30,500)

	
	121,250
	65,500

	
	
	

	Profit attributable to:
	
	

	Owners of the parent
	97,000
	52,400

	Minority interest
	24,250
	13,100

	
	121,250
	65,500

	
	
	

	Earnings per share
	
	

	Basic and diluted
	0.46
	0.30


* In an income statement in which expenses are classified by nature, an impairment of property, plant and equipment is shown as a separate line item. By contrast, if expenses are classified by function, the impairment is included in the function(s) to which it relates.

Consolidated Statement of Comprehensive Income for the year Ended 31 December 2009
	
	2007
	2006

	
	$000
	$000

	Profit for the year
	121,250
	65,500

	Other comprehensive income:
	
	

	Exchange differences on translating foreign operations
	5,334
	10,667

	Available-for-sale financial assets
	(24,000)
	26,667

	Cash flow hedges
	(667)
	(4,000)

	Gains on property revaluation
	933
	3,367

	Actuarial gains (losses) on defined benefit pension plans
	(667)
	1,333

	Share of other comprehensive income of associates
	400
	(700)

	Income tax relating to components of other comprehensive income
	4,667
	(9,334)

	
	
	

	Other comprehensive income for the year, net of tax
	(14,000)
	28,000

	
	
	

	TOTAL COMPREHENSIVE INCOME FOR THE YEAR
	107,250
	93,500

	
	
	

	Total comprehensive income attributable to:
	
	

	Owners of the parent
	85,800
	74,800

	Minority interest
	21,450
	18,700

	
	107,250
	93,500


4.10
The functional classification reports on the purpose of the expenditure, such as manufacturing, distribution, and administration. This presentation often provides more relevant information to users than the classification of expenses by nature, but the allocation of costs to functions can be arbitrary. The minimum line item disclosures prescribed by the Standard must be met in either ways of presentation. However, finance cost must be identified regardless of which classification is adopted.

4.11
Example 4

An extract from the list of balances of Production Limited as at 30 September 2006 is given below:

	
	$
	$

	Sales revenue
	
	900,000

	Inventories
	
	

	Raw materials
	40,000
	

	Work-in-progress
	70,000
	

	Finished goods
	60,000
	

	Purchase of raw materials
	300,000
	

	Wages
	200,000
	

	Production overheads
	80,000
	

	Administration salaries
	100,000
	

	Office rent
	20,000
	

	
	
	

	Closing inventories are:
	
	

	Raw materials
	30,000
	

	Work-in-progress
	62,000
	

	Finished goods
	80,000
	


Prepare the company’s income statement for the year ended 30 September 2006:

(a)
classifying expenses by function;

(b)
classifying expenses by nature.

4.11
Solution:

(a)
Classifying expenses by function

Statement of comprehensive income for the year ended 30 September 2006
	
	
	$

	Sales revenue
	
	900,000

	Cost of sales (W1)
	
	578,000

	Gross profit
	
	120,000

	Administrative expenses (W1)
	
	120,000

	Profit from operations
	
	202,000


W1

	
	Cost of sales
	Administrative

	Allocation of costs
	$
	$

	Opening inventories
	
	

	Raw materials
	40,000
	

	Work-in-progress
	70,000
	

	Finished goods
	60,000
	

	Raw materials
	300,000
	

	Wages
	200,000
	

	Production overheads
	80,000
	

	Administrative salaries
	
	100,000

	Office rent
	
	20,000

	
	
	

	Closing inventories
	
	

	Raw materials
	(30,000)
	

	Work-in-progress
	(62,000)
	

	Finished goods
	(80,000)
	

	
	578,000
	120,000


This form of working is very useful for all questions requiring the use of this format – with an extra column if required for distribution costs, of course.

(b)
Classifying expenses by nature

Statement of comprehensive income for the year ended 30 September 2006
	
	$
	$

	Sales revenue
	
	900,000

	Change in inventory of finished goods and WIP (W2)
	
	12,000

	Raw materials and consumables (W3)
	310,000
	

	Other external charges
	80,000
	

	Staff costs (200 + 100)
	300,000
	

	Other operating charges
	20,000
	(710,000)

	Profit from operation
	
	202,000


W2

	
	
	$

	Closing inventory
	
	

	Finished goods
	
	80,000

	Work-in-progress
	
	62,000

	Opening inventory
	
	

	Finished goods
	
	(70,000)

	Work-in-progress
	
	(60,000)

	Increase
	
	12,000


W3

	
	
	$

	Raw materials
	
	

	Opening inventory
	
	40,000

	Purchases
	
	300,000

	Closing inventory
	
	(30,000)

	
	
	310,000


5.
Offsetting

5.1
In general, assets and liabilities should not be offset against each other. The provision for doubtful debts against debtors and provision for depreciation against property, plant and equipment are not equivalent to offsetting liabilities and assets.

5.2
However, the right to setoff is permitted under the HKAS 1 provided the following conditions are met:

(i)
the reporting enterprise and another party or parties owe other determinable monetary amounts either in the same or freely convertible currencies;

(ii)
the reporting enterprise has the ability to insist on a net settlement; and

(iii)
the reporting enterprise’s ability to insist on a net settlement is assured beyond doubt.

5.3
The conditions set in HKAS 1 are rather tight as offsetting only allowed between the corresponding debtors or creditors, the offsetting of amount due to and by different parties are not allowed even there is a legal right to offset. Also, the right to initiate settlement must be rested in the reporting enterprise.

5.4
The Standard also addresses the issue on offset of income and expenses. It is said that income and expenses should not be offset except where:

(i)
a HKAS or HKFRS specifically requires or permits; or

(ii)
gains, losses and related expense arising from the same or similar transactions and events are not material.

5.5
HKAS 18 “Revenue” defines the term revenue and required it to be measured a fair value received or receivable. When determining the fair value, one can take into account rebates, trade discounts allowed, etc.

6.
Current and Non-current Distinction

6.1
When preparing balance sheet, each enterprise should, based on the nature of its operations, whether or not to present current and non-current assets or liabilities. If an enterprise chooses not to make this classification, assets and liabilities should be presented broadly in order of their liquidity.

6.2
The cut-off for current and non-current is by way of twelve months duration as it is reasonable for the normal reporting period. The Standard gives definitions on current assets and current liabilities, particularly addresses the problem on long-term interest bearing liabilities.

(A)
Current assets

6.3
An asset should be classified as a current asset when it:

(i)
is expected to be realized in, or is held for sale or consumption in, the normal course of the enterprise’s operating cycle; or

(ii)
is held primarily for trading purposes or for the short-term and expected to be realized within twelve months of the balance sheet date; or

(iii)
is cash or cash equivalent asset unless it is restricted from being exchanged or used to settle a liability for at least twelve months after the balance sheet date.

All other assets should be classified as non-current assets.
6.4
The operating cycle of an entity is the time between the acquisition of materials entering into a process and its realization in cash or an instrument that is really convertible into cash.

6.5
Current assets therefore include inventories and trade receivables that are sold, consumed and realized as part of the normal operating cycle. This is the case even where they are not expected to be realized within twelve months.

6.6
The distinction between current and non-current assets rests upon the enterprise’s intention and liquidity. Normally, current assets include inventories, trade receivables, etc. Marketable securities are classified as current assets if they are expected to be realized within twelve months of the balance sheet date.

(B)
Current liabilities

6.7
A liability should be classified as a current liability when it:

(i)
is expected to be settled in the normal course of the enterprise’s operating cycle; or
(ii)
it is held primarily for the purpose of being traded; or

(iii)
is due to be settled within twelve months of the balance sheet date; or

(iv)
the entity does not have an unconditional right to defer settlement of the liabilities for at least twelve months after the balance sheet date.

All other liabilities should be classified as non-current liabilities.

6.8
Unlike the concept on current assets, an enterprise’s intention is not significant in determining the classification of liabilities; it is because the legal rights on settlement are resting on creditors. Hence, the distinction between current and non-current liabilities is based on legal obligations.

6.9
Liabilities such as trade creditors, accruals for operating costs which form part of the working capital for operating cycles should normally classify as current liabilities even their due date is more than 12 months.

6.10
Interest-bearing liabilities that provide working capital for operation financed on a short-term basis, but expected to be “roll-over” on a continuing basis at the discretion of the enterprise should be classified as long-term obligations. But if refinancing is not automatic (i.e. on agreement has yet been made on refinancing), the obligations should be classified as current unless the completion of a refinancing agreement before approval of the financial statements provides that the substance of the liability at the balance sheet date was long-term.

6.11
In the breach of borrowing agreement, the obligation should be reclassified as current unless the lender has agreed, prior to the approval of the financial statements, not to demand repayment and it is not probable that further breaches will occur within 12 months of the balance sheet date.

	6.12
	EXERCISE 2

	
	ABC Limited (“ABC”) and its subsidiaries are principally engaged in the businesses of property development, property investment and property trading.

Required:

Determine whether each of the following items should be presented as current or non-current in the consolidated statement of financial position of ABC for the year ended 31 December 2008.

(a)
Properties under development for sale.

(b)
A plot of land acquired for residential development but a formal building plan has not been considered by the board.

(c)
A five-year term loan maturing on 30 November 2009 but subject to refinancing for another one year at ABC’s discretion. ABC intends to roll over for another year.

(d)
A syndicated loan maturing on 31 December 2011. ABC has breached a covenant in the loan agreement as it fails to meet the minimum net asset level.

(e)
A provision related to a litigation which may be settled within one year or a longer time.

(f)
Non-refundable deposits paid for the acquisition of an item of property, plant and equipment.

(g)
Bank deposits pledged for an overdraft facility.


7.
Statement of Changes in Equity

7.1
The statement of changes in equity is usually presented in columnar form and shows the movements during the period in all the capital and reserve headings which in total make up the equity of the entity

7.2
The detailed requirements in HKAS 1 are that an entity should present, as a separate component of its financial statements, a statement showing:

(a)
total comprehensive income for the period, showing separately the total amounts attributable to owners of the parent and to minority interest;
(b)
for each component of equity, the effects of retrospective application or retrospective restatement recognized in accordance with HKAS 8;

(c)
the amounts of transactions with owners in their capacity as owners, showing separately contributions by and distributions to owners; and

(d)
for each component of equity, a reconciliation between the carrying amount at the beginning and the end of the period, separately disclosing each change.

7.3
Illustrative – Comprehensive statement of changes in equity for the year ended 31 December 2007
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	7.3
	EXERCISE 3

	
	You have been provided with the following trial balance as at 31 December 2005 for a limited liability company called Sand Ltd.

Debit

Credit

$000

$000

1,000,000 Ordinary shares of $1 each

1,000

Share premium

700

Revaluation reserve, at 1 January 2005

500

General reserve, at 1 January 2005

100

Retained profit, at 1 January 2005

1,890

8% debentures, repayable on 31 March 2008

1,000

Freehold land, at 1 January 2005 (at valuation)

6,450

Fixtures and fittings, at 1 January 2005 (cost $600,000)

480

Motor vehicles, at 1 January 2005 (cost $800,000)

600

Inventory

600

Trade receivable and payables

800

400

Allowances for bad debts, at 1 January 2005

40

Bank overdraft

200

Purchases and sales

6,725

12,090

Debenture interest (half-year paid)

40

Interim dividends on ordinary shares

200

Directors’ remuneration

300

Rent and rates

600

Heating and lighting

340

Administrative salaries

400

Selling expenses

200

Discounts allowed and received

170

55

Bad debts

70

17,975

17,975

The following additional information is relevant:

1.
Inventory at 31 December 2005 was valued at $800,000.

2.
Depreciation is to be provided as follows:

(i)
fixtures and fittings at 20% per annum on straight-line method, allocated to administrative expenses;

(ii)
motor vehicles at 25% per annum on reducing balance method, allocated to distribution costs.

3.
Rates include a prepayment of $12,000.

4.
Allowances for bad debts are to be adjusted to $48,000 at the year end. Bad debts are allocated to cost of sales.

5.
There are administrative salaries outstanding of $10,000 for the year ended 31 December 2005.

6.
The audit fee is estimated to be $20,000.

7.
Income tax of $100,000 is to be provided for the year.

8.
Discounts allowed and received are allocated to distribution costs and administrative expenses respectively.

9.
Directors’ remuneration is to be analysed amongst cost of sales, distribution costs and administrative expenses as follows:

-
cost of sales
$100,000

-
distribution costs
$60,000

-
administrative expenses
$140,000

10.
Half-year interest on debentures has not yet been paid and recorded.

11.
At 31 December 2005, land was revalued to $8,000,000.

12.
At 31 December 2005, the board of directors declared to pay a final dividend on the ordinary shares of 10 cents each and resolved to transfer $50,000 from retained profit to the general reserve.

13.
There are no changes in share capital during the year.

Required:

Prepare a separate income statement and a statement of comprehensive income of Sand Ltd for the year ended 31 December 2005 and a statement of financial position as at that date, together with a statement of changes in equity in accordance with HKAS 1 (Revised). Sand Ltd classifies expenses within profit by function.
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