Answers – Chapter 1


Answers – Principles of Financial Accounting

(I)
Multiple Choice Questions

	1.
	B
	Consistency contributes to comparability.


	2.
	A
	


	3.
	C
	


	4.
	B
	


	5.
	C
	


	6.
	B
	Many of the older HKASs permitted two accounting treatments for like transactions or events – the benchmark treatment and the allowed alternative. As these are revised allowed alternative treatments are being eliminated. This gives preparers of accounts less choice.


	7.
	B
	The Framework does not overrule any individual HKAS.


	8.
	C
	The Framework cites two underlying assumptions:

The accounts have been prepared on an accrual basis (accruals).

The business is expected to continue in operation for the foreseeable future (going concern).


	9.
	B
	The elements of financial statements are assets, liabilities and equity in the balance sheet and income and expenses in the income statement. Profits and losses are not elements.


	10.
	D
	


(II)
Examination Style Questions

1.
(a)

(i)
Accounting standards are developed and issued in the public interest by the HKICPA as being authoritative statements on accounting practices. Their primary aim is to narrow the areas of difference and variety in the accounting treatment of the matters with which they deal. [2.5 marks]

(ii)
Accounting standards are applicable to financial statements of a reporting entity that are intended to give a true and fair view of its state of affairs at the balance sheet date and of its profits or losses for the period ending on that date. Accounting standards should be applied to Hong Kong group financial statements including any overseas entities that are part of those financial statements. [2.5 marks]

(b)
To prepare financial statements which give a true and fair view, management needs to:

(i)
keep proper accounting records to enable it to prepare financial statements; [2 marks]

(ii)
select suitable accounting policies and then apply them on a consistent basis, making judgements and estimates that are prudent and reasonable; [2 marks]

(iii)
state the reasons for any significant departure from the Accounting Standards; and [2 marks]

(iv)
prepare the financials statements on a going concern basis unless it is not appropriate to presume that the enterprise will continue in business for the foreseeable future. [2 marks]

(c)
A number of different measurement bases are employed to different degrees and in varying combinations in financial statements. They include the following:

(i)
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 their acquisition. Liabilities are recorded at the amount of proceeds received in exchange for the obligation, or in some circumstances (e.g. income taxes), at the amounts of cash or cash equivalents expected to be paid to satisfy the liability in the normal course of business. [3 marks]

(ii)
Realisable (settlement) value – Assets are carried at the amount of cash or cash equivalents that could currently be obtained by selling the asset in an orderly disposal. Liabilities are carries at their settlement values; that is, the undiscounted amounts of cash or cash equivalents expected to be paid to satisfy the liabilities in the normal course of business. [3 marks]

(iii)
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. Liabilities are carried at the present discounted value of the future cash outflows that are expected to be required to settle the liabilities in the normal course of business. [3 marks]

(iv)
Current cost – Assets are carried at the amount of cash or cash equivalents that would have to be paid if the same or an equivalent asset was acquired currently. Liabilities are carried at the undiscounted amount of cash or cash equivalents that would be required to settle the obligation currently. [3 marks]

2.
(a)(i)

Advantages of conceptual framework:

(1)
to provide the theoretical basis for setting accounting standards

(2)
to enhance the authority of accounting standards

(3)
to reduce controversies in accounting

(4)
to facilitate reform in accounting

(5)
to achieve consistency in accounting standards
[Any 4 at 1 mark each]

Scope of HKICPA’s conceptual framework

(1)
the primary objective of financial statements

(2)
other users of financial statements

(3)
the responsibility and underlying assumptions for the preparation of financial statements

(4)
the qualitative characteristics that determine the usefulness of information in financial statements

(5)
the definition, recognition and measurement of the elements from which financial statements are constructed

(6)
concepts of capital and capital maintenance

[At 0.5 mark each]

(a)(ii)

The primary users of financial statements and their information needs are briefly discussed below:

(1)
Investors – The providers of risk capital and their advisors need information to help them determine whether they should buy, hold or sell their investment. Shareholders are also interested in information which enables them to assess the ability of the enterprise to pay dividends.

(2)
Employees – Employees and their representative groups are interested in information about the stability and profitability of their employers. They are also interested in information which enables them to assess the ability of the enterprise to provide remuneration, retirement benefits and employment opportunities.

(3)
Lenders – Lenders are interested in information that enables them to determine whether their loans, and the interest attaching to them, will be paid when due.

(4)
Suppliers and other trade creditors – Suppliers and other creditors  are interested in information that enables them to determine whether amounts owing to them will be paid when due. Trade creditors are likely to be interested in an enterprise over a shorter period than lenders unless they are dependent upon the continuation of the enterprise as a major customer.

(5)
Customers – Customers have an interest in information about the continuance of an enterprise, especially when they have a long-term involvement with, or are dependent on, the enterprise.

(6)
Governments and their agencies – They are interested in the allocation of resources and, therefore, the activities of enterprises. They also require information in order to regulate the activities of enterprises, determine taxation policies and as the basis for national income and similar statistics.

(7)
Public – Enterprises affect members of the public in a variety of ways. Financial statements may assist the public by providing information about the trends and recent developments in the prosperity of the enterprise and the range of its activities.

[At 1 mark each]

(b)

(i)
A transfer to/from general reserve is not a profit and loss item and should be effected only after the net profit has been arrived at. Instead of transferring to the current year profit and loss account, the excess reserve should be taken back to retained earnings. [2 marks]

(ii)
Dividends are rewards to shareholders, and debenture interest is a reward to the company’s creditors. As debenture holders are creditors, they will have first claim over the revenue of the company; the shareholders are only entitled to the residue of revenue over expenses. Thus, they cannot be ranked equally as the kind of risks and returns differ. Dividends can only pay after all debenture interest had been paid and should not be deducted out of the income statement. [3 marks]

(iii)
The $500,000 debt at the balance sheet date, the recovery of which is doubtful, requires a provision or a write off to be made. This is an expense derived from the ordinary activities of the business and therefore requires separate disclosure only as a material item. [2 marks]

(iv)
In accounting, depreciation is provided to match the cost of consuming fixed assets to the revenue generated with the use of these assets. It has nothing to do with the current worth of the fixed assets or how well or bad they are maintained. Of course, if they are not given proper maintenance to the extent that their normal functioning is affected, provision or even write-off may need to be considered. [3 marks]

In addition, stopping to provide for depreciation is against the consistency convention in accounting. [1 mark]

3.
Refer to the answer of 4(a) below.

4.
(a)

Understandability – An essential quality of the information provided in financial statements is 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. [1 mark] However, information about complex matters that should be included in the financial statements because of its relevance to the economic decision-making needs of users should not be excluded on the grounds that it may be too difficult for certain users to understand. [1 mark]

Relevance – To be useful, information must be relevant to users’ decision-making needs. [1 mark] Information has the quality of relevance when it helps users to evaluate past, present or future events, or confirms or corrects past evaluations. [1 mark]

Reliability – Information is reliable when it is free from material error and bias [1 mark] and can be depended on to represent faithfully that which it either purports to represent or could reasonably be expected to represent. [1 mark]

Comparability – Users should be able to compare the financial statements of an enterprise through time in order to compare the financial statements of different enterprises in order to evaluate their relative financial position, performance and cash flows. [1 mark] Hence, the measurement and display of the financial effect of like transactions and other events should be carried out in a consistent way for different enterprises. [1 mark]

(b)

Timeliness – If there is undue delay in the reporting of information it may lose its relevance. Management may need to balance the relative merits of timely reporting and the provision of reliable information. To provide information on a timely basis it may often be necessary to report before all aspects of a transaction or other event are known, thus impairing reliability. Conversely, if reporting is delayed until all aspects are known, the information may be highly reliable but of little use to users who have had to make decisions in the interim. In achieving a balance between relevance and reliability, the overriding consideration is how best to satisfy the economic decision making needs of users.

Balance between benefit and cost – The balance between benefit and cost is a pervasive constraint rather than a qualitative characteristic. The evaluation of benefits and costs is substantially a judgemental process and great care should be exercised before deciding not to provide information solely on the basis of cost considerations.

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. The relative importance of the characteristics in different cases is a matter of professional judgement.

[Any 2 @ 2 marks each]

5.
(a)

Relevance
Information has the quality of relevance when it can influence, on a timely basis, users’ economic decisions. It helps to evaluate past, present and future events by confirming or perhaps correcting past evaluations of economic events. There are many ways of interpreting and applying the concept of relevance, for example, only material information is considered relevant as, by definition, information is material only if its omission or misstatement could influence users. Another common debate regarding relevance is whether current value information is more relevant than that based on historical cost. An interesting emphasis placed on relevance within the Framework is that relevant information assists in the predictive ability of financial statements. That is not to say the financial statements should be predictive in the sense of forecasts, but that (past) information should be presented in a manner that assists users to assess an entity’s ability to take advantage of opportunities and react to adverse situations. A good example of this is the separate presentation of discontinued operations in the income statement. From this users will be better able to assess the parts of the entity that will produce future profits (continuing operations) and users can judge the merits of the discontinuation i.e. has the entity sold a profitable part of the business (which would lead users to question why), or has the entity acted to curtail the adverse affect of a loss making operation.
Reliability

The Framework states that for information to be useful it must be reliable. The quality of reliability is described as being free from material error (accurate) and a faithful representation of that which it purports to portray (i.e. the financial statements are a faithful representation of the entity’s underlying transactions). There can be occasions where the legal form of a transaction can be engineered to disguise the economic reality of the transaction. A cornerstone of faithful representation is that transactions must be accounted for according to their substance (i.e. commercial intent or economic reality) rather than their legal or contrived form. To be reliable, information must be neutral (free from bias). Biased information attempts to influence users (perhaps to come to a predetermined decision) by the manner in which it is presented. It is recognised that financial statements cannot be absolutely accurate due to inevitable uncertainties surrounding their preparation. A typical example would be estimating the useful economic lives of non-current assets. This is addressed by the use of prudence which is the exercise of a degree of caution in matters of uncertainty. However prudence cannot be used to deliberately understate profit or create excessive provisions (this would break the neutrality principle). Reliable information must also be complete, omitted information (that should be reported) will obviously mislead users.
Comparability

Comparability is fundamental to assessing an entity’s performance. Users will compare an entity’s results over time and also with other similar entities. This is the principal reason why financial statements contain corresponding amounts for previous period(s). Comparability is enhanced by the use (and disclosure) of consistent accounting policies such that users can confirm that comparative information (for calculating trends) is comparable and the disclosure of accounting policies at least informs users if different entities use different policies. That said, comparability should not stand in the way of improved accounting practices (usually through new Standards); it is recognised that there are occasions where it is necessary to adopt new accounting policies if they would enhance relevance and reliability.
(b)(i)

This item involves the characteristic of reliability and specifically reporting the substance of transactions. As the lease agreement is for substantially the whole of the asset’s useful economic life, Porto will experience the same risks and rewards as if it owned the asset. Although the legal form of this transaction is a rental, its substance is the equivalent to acquiring the asset and raising a loan. Thus, in order for the financial statements to be reliable (and comparable to those where an asset is bought from the proceeds of a loan), the transaction should be shown as an asset on Porto’s balance sheet with a corresponding liability for the future lease rental payments. The income statement should be charged with depreciation on the asset and a finance charge on the ‘loan’.
(b)(ii)

This item involves the characteristic of comparability. Changes in accounting policies should generally be avoided in order to preserve comparability. Presumably the directors have good reason to be believe the new policy presents a more reliable and relevant view. In order to minimise the adverse effect a change in accounting policy has on comparability, the financial statements (including the corresponding amounts) should be prepared on the basis that the new policy had always been in place (retrospective application). Thus the assets (retail outlets) should include the previously expensed finance costs and income statements will no longer show a finance cost (in relation to these assets whilst under construction). Any finance costs relating to periods prior to the policy change (i.e. for two or more years ago) should be adjusted for by increasing retained earnings brought forward in the statement of changes in equity.
(b)(iii)

This item involves the characteristic of relevance. This situation questions whether historical cost accounting is more relevant to users than current value information. Porto’s current method of reporting these events using purely historical cost based information (i.e. showing an operating loss, but not reporting the increases in property values) is perfectly acceptable. However, the company could choose to revalue its hotel properties (which would subject it to other requirements). This option would still report an operating loss (probably an even larger loss than under historical cost if there are increased depreciation charges on the hotels), but the increases in value would also be reported (in equity) arguably giving a more complete picture of performance.
6.
(a)

Importance of the definitions:

The definitions of assets and liabilities are fundamental to the HKICPA’s Framework. Apart from forming the obvious basis for the preparation of a balance sheet, they are also the two elements of financial statements that are used to derive the other elements. Equity (ownership) interest is the residue of assets less liabilities. Gains and losses are changes in ownership interests, other than contributions from, and distributions to, the owners. In effect, a gain is an increase in an asset or a reduction of a liability whereas a loss is the reverse of this. Transactions with owners are defined in a straightforward manner in order to exclude them from the definitions of gains and losses.

Assets:

The HKICPA’s Framework defines assets as “a resource controlled by an entity as a result of past events and from which future economic benefits are expected to flow to the enterprise”. This definition is similar to equivalent definitions in the USA and UK. The first part of the definition “a resource controlled by an entity” is a refinement of the principle that an asset must be owned by the entity. This refinement allows assets that are not legally owned by an entity, but over which the entity has the rights that are normally conveyed by ownership, such as the right to use or occupy an asset, to be recognised as an asset of the entity. The essence of this approach is that an asset is not the physical item that one might expect it to be such as a machine or a building, but it is the right to enjoy the future economic benefits that the asset will produce (normally future cash flows). Perhaps the best known example of this type of arrangement is a finance lease or asset being bought under a hire purchase agreement. Control not only allows the entity to obtain the economic benefits of assets but also to restrict the access of others to them. Where an entity develops an alternative manufacturing process that reduces future cash outflows in terms of lower cost of production, this too can be an asset. Assets can also arise where there is no legal control. The Framework cites the example of “know-how” derived from a development activity. Where an entity has the capacity to keep this a secret, the entity controls the benefits that are expected to flow from it.

Notably, other versions of the definition of an asset (e.g. in the USA) refer to future economic benefits being probable. This wording recognises that all future economic benefits are subject to some degree of risk or uncertainty. The HKICPA deals with the “probably” issue by saying that future economic benefits are only “expected” and therefore need not be certain.

The reference to past events makes it clear that transactions arising after the balance sheet date that may lead to economic benefits cannot be treated as assets. The use of the word “events” in this part of the definition recognises that it is not only transactions that can create assets or liabilities (see below), but other events such as “legal wrongs” which may lead to damages claims. This aspect of the definition does cause some problems. For example, it could be argued that signing a profitable contract before the balance sheet date is an “event” that gives rise to a future economic benefit. It is widely held that the justification for not recognising future profitable contracts as assets is that the rights and obligations under these contracts are equal (which is unlikely to be true) and also that the historic cost of “signing” them is zero.
Liabilities:
The HKICPA defines liabilities as “a present obligation of the enterprise arising from past events which is expected to result in an outflow from the enterprise of resources embodying economic benefits”. The HKICPA stress that the essential characteristic is the “present obligation”. Although the definition is complementary to that of assets, it is perceived as less controversial. Most components of the definition have the same meaning e.g. the term “economic benefits” and “past events”. Most liabilities are legal or contractual obligations to transfer known amounts of cash e.g. trade payables and loans. Occasionally they may be settled other than for cash such as in a barter transaction, but this still constitutes transferring economic benefits. Within the Framework the HKICPA introduces the concept of obligations arising from “normal business practice” being liabilities. One such example is rectifying faults in goods sold even when the warranty period has expired. This type of “constructive” obligation occurs where an entity creates a valid expectation that it will discharge responsibilities that it is not legally obliged to. This is usually as a result of past behaviour, or by commitments given in a published statement (e.g. voluntarily incurring environmental costs).

Where the exact amount of a liability is uncertain it is usually referred to as a provision.

Obligations may exist that are not expected to require “transfers of economic benefits”. These are more generally known as contingent liabilities. For example, where a holding company guarantees a subsidiary’s loan.

Similar to assets, costs to be incurred in the future do not represent liabilities. This is because either the entity has the ability to avoid the costs, or if it cannot (e.g. where a contract exists), then incurring the cost would be matched by receiving an asset of equal value.

(b)(i)

This example illustrates the asymmetry, due mainly to prudence, of accepted practice in accounting for profits and losses. Most people would consider the first contract, which is going to be profitable, to be an asset. It results from a past event (the signing of the contract) and in all probability will result in future economic benefits. Indeed there have been examples of companies that were unsuccessful in bidding for a contract actually buying the company that was awarded the contract. This presumably occurs because the contract is seen to be a valuable asset. Despite the nature of this contract appearing to be an asset, Worthright would not be able to recognise it as such on its balance sheet. As noted in (a) the HKICPA consider that an uncompleted contract has both rights and obligations that are in balance, also the transaction has no historic cost. It is also the case that the prudence concept prevents companies from anticipating future profits as they have not been realised. So despite an expected income stream of $200,000 with associated costs of the $150,000 per annum (which are clearly not in balance), this contract cannot be shown as an asset.

The second contract, by contrast, appears to represent an obligation. The company is committed to purchasing goods for the next five years at a price that is above current market prices. It is not immediately obvious that this contract will result in future losses, but if the gas is to be consumed by Worthright then the losses are an opportunity cost of $6 per unit of fuel. If the gas is to be sold on by Worthright then, given the fall in market prices, it is unlikely that it will be sold at a profit. It is therefore highly likely that this represents an onerous contract for which a liability should be provided. More information and analysis would be needed to determine the amount of the liability.

(b)(ii)

On first impressions there may appear to be a liability for the replacement of the air conditioning and heating system. If the company wishes to use the property for the whole of its life then it will certainly have to replace the system several times. The past event is the purchase of the building and replacing the system will involve the future transfer of economic benefits. However this analysis misses the important point that the company is not committed to using the building; it could choose to sell it. Even if it does not sell the building it does not have to replace the system. The solution to the treatment of the building lies in HKAS 16 “Property, Plant and Equipment”. It states that in certain circumstances it is appropriate to allocate the total expenditure on an asset to its component parts and to account for them separately. The building and the air conditioning system should be treated as separate assets and depreciated over their relative lives. The depreciation of the building will be $18,000 per annum (($1 million – $100,000)/50 years) and the depreciation of the heating system will be $10,000 per annum ($100,000/10 years). When this approach is adopted it becomes clear that if Worthright were to make a provision for the replacement of the system, as well as depreciating it, it would be “double charging” for the asset.

(b)(iii)

There are two aspects to consider here; whether (i) the penalty clause and (ii) the warranty represent liabilities. Arguably they are both contingent liabilities in that it will be future uncertain events that will determine whether an outflow of future economic benefits will arise. A careful consideration of the Framework’s definition of a liability would result in the view that the penalty clause is not a liability. This is because there is no past event. One may consider the signing of the contract to be the past event, but this does not cause the liability. It would be finishing the contract late that would cause a liability, and this has not yet occurred. In effect, the penalty costs can be avoided by performing the contract as it was agreed i.e. on time. Avoidable costs are not liabilities. The warranty on the other hand should be considered as a liability under the requirements of HKAS 37 “Provisions, Contingent Liabilities and Contingent Assets”. The signing of the contract gives rise to this potential liability. It is difficult to quantify (as it is in the future and it may not happen) and it may not be material. In principle the company’s current policy of charging warranty costs to the period in which they arise is incorrect. These costs should be matched with the benefits from the contract i.e. its revenues/profits. Although most warranty costs may be relatively small amounts, it is possible that a large claim could arise. Worthright should provide, as part of the contract costs, the best estimate of the cost of the warranty over the period of the contract.

(b)(iv)

For many years research and development costs have represented the classic dilemma of whether they are an asset or an expense. If they result in future economic benefits, they are assets, if not, they are expenses. Unfortunately the resolution to this question (at the time of preparing financial statements) lies in the future and is therefore unknown. Empirical research in the USA some time ago showed that less than 5% of all research resulted in profitable products, and perhaps surprisingly, most projects that progressed through to development did not prove to be profitable either. From this evidence, based on probabilities, most research and development is not an asset.

In the case of the development expenditure of Worthright it appears that it may satisfy the criteria in HKAS 38 “Intangible Assets” to be treated as an intangible asset, particularly in view of its impressive track record on development projects. More details would have to be obtained in order to determine whether the expenditure does qualify as an asset. If it does the company’s existing policy would not be permitted under HKAS 38, as this says that if the recognition criteria are met, the expenditure should be capitalised. It does not offer a choice. Interestingly, under USA standards development expenditure is always written off, and other domestic standards (including the UK) allow a choice.

The above only applies to Worthright’s own development costs. The company also performs research and development for clients and here the case is different. Although it is conducting research and development, it is in fact work in progress. The costs of this research and development should be matched with the revenues it will bring. To the extent it has been invoiced to clients, it will appear as cost of sales in the income statement (not as research and development). Any unbilled costs should appear as a current asset under work in progress.

7.
(a)

The Hong Kong Institute of Certified Public Accountants (HKICPA) is the only body responsible for establishing Hong Kong Accounting Standards (HKASs) and Hong Kong Financial Reporting Standards (HKFRSs) in Hong Kong. [3 marks]

(b)

The HKICPA derives its authority from the Professional Accountants Ordinance of the Hong Kong Government. It is not, however, a governmental body. [3 marks]

(c)

Setting new HKFRSs can be a complex task. Existing HKFRSs must be revised or replaced because of changes in the legal or financial environment. If no existing HKFRSs can adequately support the new environment, new standards must be adopted. In general HKFRSs are derived from International Financial Reporting Standards, but sometimes HKFRSs are also written and adopted to standardise Hong Kong practice with that of the rest of the world. The HKICPA’s Financial Accounting Standards Committee is responsible for proposing new HKFRSs. The new HKFRSs are not dictated downward to accountants; when setting new standards the HKICPA attempts to include a variety of opinions before changes are made. Many groups are consulted in the HKFRSs setting process to ensure that all views have been heard prior to codifying new accounting practices. Besides accountants, representatives from non-accounting organisations such as government agencies, various businesses that would be affected by the proposed HKFRS, banks, and sometimes groups and associations such as labour organisations are asked to comment on proposed changes to existing HKFRSs or the introduction of new HKFRSs. The effects of HKFRSs are far reaching, so it is wise to attempt to consider the input of the many affected parties. There is a lack of certainty with respect to accounting as far as a scientific approach is concerned, so HKFRS setting cannot be considered a formulaic exercise. Proposals for changes in HKFRSs or the introduction of new HKFRSs must go through a process of discussion and debate before they are adopted as authoritative by the HKICPA. The open period for discussion of proposed HKFRSs is generally between 60 and 90 days. [7 marks]

(d)

It must be recognised that each sovereign entity has the right to adopt and maintain whatever accounting standards it deems appropriate. Although the United States, the United Kingdom, and Hong Kong have different accounting standards, this by no means makes the various accounting statements drawn up in each jurisdiction of no value between the differing regions. But it does mean that the financial statements are initially of “less value” to outside users, because the statements need to be converted to local practice or the differences in the statements need to be explained to the interested user. Accountants need a broader knowledge than just their own accounting rules if they wish to serve clients in a global economy. Knowing the various accounting standards of different countries allows accountants to reconcile accounting records between these regions, and inform and educate their clients about the differences. The accounting records can be restated to reflect how they would appear in the local region’s accounting standards, and thus be more comparable and meaningful to interested users. [7 marks]


A1-4

