

Paper 7 Financial Accounting

Chapter 1 The Principles of Financial Accounting & Reporting

(I)
Multiple Choice Questions

1.
Which of the following characteristics of financial information contribution to reliability, according to the HKICPA document on the “Framework for the Preparation and Presentation of Financial Statements”?

1
Freedom from bias

2
Freedom from material error

3
Faithful representation

4
Consistency

A
All four characteristics

B
1, 2 and 3 only

C
1, 2 and 4 only

D
3 and 4 only

2.
Listed below are some characteristics of financial information

1
Neutrality

2
Prudence

3
Completeness

4
Timeliness

Which of these characteristics contribute to reliability, according to the HKICPA’s “Framework for the Preparation and Presentation of Financial Statements”?

A
1, 2 and 3 only

B
1, 2 and 4 only

C
1, 3 and 4 only

D
2, 3 and 4 only



(Adapted ACCA Paper 1.1 (INT) December 2002)

3.
In times of rising prices, what effect does the use of the historical cost concept have on a company’s asset values and profit?

A
Asset values and profit both understated

B
Asset values and profit both overstated

C
Asset values understated and profit overstated

D
Asset values overstated and profit understated



(ACCA Paper 1.1 (INT) June 2003)

4.
Which accounting concepts are identified in the HKICPA’s Framework for the Preparation and Presentation of Financial Statements as underlying assumptions in preparing financial statements?

A
Prudence and accruals

B
Going concern and accruals

C
Prudence and going concern

D
Going concern, accruals, consistency and prudence.

5.
The HKICPA’s Framework for the Preparation and Presentation of Financial Statements (Framework) lists the qualitative characteristics of financial statements.

Which THREE of the following are NOT included in the principal qualitative characteristics listed by the Framework?

	(i)
	Comparability
	(v)
	Understandability

	(ii)
	Relevance
	(vi)
	Matching

	(iii)
	Prudence
	(vii)
	Consistency

	(iv)
	Reliability
	
	


A
(i), (iii) and (vii)

B
(i), (ii) and (v)

C
(iii), (vi) and (vii)

D
(iii), (iv) and (vi)



(Adapted CIMA Paper 6b (INT) Financial Accounting November 2003)

6.
The HKICPA has recently revised and improved a number of standards. One of the major purposes of these revisions has been:

A
To make the standards more relevant to developing countries

B
To eliminate alternative treatments of items in accounts

C
To give preparers of accounts more choice

D
To comply with the demands of pressure groups

7.
Which of these is not a purpose of the Framework for the Preparation and Presentation of Financial Statements?

A
To assist preparers of accounts in the application of HKASs

B
To overrule any individual HKAS in case of conflict

C
To assist in the development of national standards

D
To assist auditors in forming an opinion regarding whether financial statements conform with HKASs

8.
Which of the following, per the Framework, are underlying assumptions relating to financial statements?

1
The accounts have been prepared on an accrual basis

2
Users are assumed to have sufficient knowledge to be able to understand the financial statements

3
The accounting policies used have been disclosed

4
The business is expected to continue in operation for the foreseeable future

5
The information is free from material error or bias

A
1 and 3

B
2 and 3

C
1 and 4

D
3 and 5

9.
Which two of the following are not elements of financial statements per the Framework?

1
Profits

2
Assets

3
Income

4
Equity

5
Losses

6
Expenses

A
2 and 4

B
1 and 5

C
3 and 4

D
5 and 6

10.
The term GAAP is used to mean

A
Generally accepted accounting procedures

B
Generally accounting and audit practice

C
Generally agreed accounting practice

D
Generally accepted accounting principles (or practice)
(II)
Review Problems

1.
(a)
Explain the authority and applicability of the Hong Kong Accounting Standards (HKAS) and Hong Kong Financial Reporting Standards (HKFRSs) issued by the Hong Kong Institute of Certified Public Accountants (HKICPA).
(5 marks)

(b)
The management of an enterprise has the primary responsibility for the preparation and presentation of financial statements which give a true and fair view. What measures should be taken by the management to ensure that the financial statements so prepared give a true and fair view?
(8 marks)

(c)
The following paragraph is extracted form HKICPA – Framework for the Preparation and Presentation of Financial Statements.

Measurement is the process of determining the monetary amounts at which the elements of the financial statements are to be recognised and carried in the balance sheet and profit and loss account. This involves the selection of the particular basis of measurement.

A number of different measurement bases are employed to different degree and in varying combinations in financial statements.

Identify and explain four bases of measurement as covered in Statement.



(12 marks)



(Total 25 marks)



(Adapted HKAAT Paper 7 Financial Accounting II December 1999 Q5)

2
(a)
HKICPA issued the Statement “Framework for the Preparation and Presentation of Financial Statements”. This framework sets out the concepts that underline the preparation and presentation of financial statements under the accounting principles generally accepted in Hong Kong.

Required:
(i)
List four advantages advanced for having a conceptual framework in accounting and the scope of the HKICPA’s conceptual framework.



(7 marks)

(ii)
Identify seven primary users of financial statements and briefly discuss their information needs.
(7 marks)

(b)
The management of an enterprise has the primary responsibility for the preparation and presentation of financial statements which give a true and fair view. In reviewing the draft accounts of Sunrise Ltd for the year ended 31 December 2000 prepared by the accountant, the following matters were brought to management’s attention:

(i)
A transfer of $35,000 from the general reserve was credited to the profit and loss account before arriving at the net profit. The reason given was that a transfer to the general reserve from retained earnings in the previous year had proved to be excessive.

(ii)
Dividends paid and proposed of $36,000 were charges to the profit and loss account in the same way as debenture interest, so that equal significance was given to dividends and debenture interest.

(iii)
At the balance sheet date on outstanding debt of $500,000 related to a customer who was in liquidation. No provision was made in relation to the account.

(iv)
No depreciation had been provided on the factory building on the ground that it was being maintained at a very high level and therefore there was no need to for depreciation.

Required:
Comment on each of the above accounting treatments with reference to generally accepted accounting principles.
(11 marks)
(Marks allocated for (i) 2 marks, (ii) 3 marks, (iii) 2 marks, (iv) 4 marks)



(Total 25 marks)



(Adapted HKAAT Paper 7 Financial Accounting II June 2001 Q6)

3.
Discuss FOUR qualitative characteristics of financial statements as specified in the “Framework for the Preparation and Presentation of Financial Statements”.
(4 marks)



(Adapted HKAAT Paper 7 Financial Accounting II December 2001 Q1(b))

4.
(a)
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 these four principal qualitative characteristics.
(8 marks)

(b)
There are, however, constraints on providing relevant and reliable information and sometimes one qualitative characteristic can only be achieved at the expense of another.

Discuss two of the constraints on providing relevant and reliable information.
(4 marks)


(HKAAT Paper 7 Advanced Accounting December 2002 C4(a)(ii) & (iii))

5.
(a)
The qualitative characteristics of relevance, reliability and comparability identified in the HKICPA’s Framework for the preparation and presentation of financial statements (Framework) are some of the attributes that make financial information useful to the various users of financial statements.
Required:

Explain what is meant by relevance, reliability and comparability and how they make financial information useful.
(9 marks)

(b)
During the year ended 31 March 2006, Porto experienced the following transactions or events:
(i)
entered into a finance lease to rent an asset for substantially the whole of its useful economic life.

(ii)
a decision was made by the Board to change the company’s accounting policy from one of expensing the finance costs on building new retail outlets to one of capitalising such costs.

(iii)
the company’s income statement prepared using historical costs showed a loss from operating its hotels, but the company is aware that the increase in the value of its properties during the period far outweighed the operating loss.
Required:

Explain how you would treat the items in (i) to (iii) above in Porto’s financial statements and indicate on which of the Framework’s qualitative characteristics your treatment is based.
(6 marks)


(Total 15 marks)


(Adapted ACCA Paper F7 Financial Reporting (INT) Pilot Paper 2007)

6.
Although it may come as a surprise to many non-accountants, the accounting profession internationally has encountered a great deal of problems in arriving at robust definitions for the ‘elements’ of financial statements. Defining assets, liabilities, and gains and losses (income and expenditure) has been particularly problematical. These definitions form the core of any conceptual framework that is to be used as a basis for preparing financial statements. It is also in this area that the HKICPA’s “Framework for the Preparation and Presentation of Financial Statements (Framework)” has come in for some criticism. It seems that the current accounting treatment of certain items does not (fully) agree with definitions in the Framework. A major objective of the Framework is to exclude from the balance sheet items that are neither assets nor liabilities; and to make ‘off balance sheet’ assets and liabilities more visible by putting them on the balance sheet whenever practicable.

Required:
(a)
Critically discuss the definition of assets and liabilities contained in the Framework.

Your answer should explain the importance of the definitions and the relevance of each component of the definitions.
(9 marks)

(b)
Below is a series of transactions or events that have arisen in relation to Worthright. The company’s year-end is 31 March 2001.

(i)
Worthright has entered into two contracts. The first contract entails Worthright installing and maintaining a telephone system in a building owned by Cranbourne. The installation will be completed by June 2001 and the contract will run for ten years. Worthright will receive a payment of $200,000 per annum. Worthright has installed many similar systems and it can reliably estimate that the annual cost of the contract will amount to $150,000 per annum.

In order to secure supplies, Worthright entered into a second contract agreeing to purchase 50,000 units of gas heating fuel per annum for the next five years at a price of $20 per unit. The contract, which is noncancellable, was signed on 20 February 2001. The supply of gas will commence on 1 September 2001. Since the contract was signed there have been several large discoveries of this type of gas field and as a consequence the market price of the gas has fallen to $14 per unit. This market price is expected to prevail for the whole of the period of Worthright’s contract.
(4 marks)

(ii)
On 1 April 2000 Worthright purchased a new office building at a cost of $1 million. The building has an estimated life of 50 years, but it contains a sophisticated air conditioning and heating system (included in the price of the building), which will require replacement every ten years at a cost of $100,000. Worthright intends to depreciate the building at $20,000 per annum and provide a further $10,000 each year to facilitate the replacement of the heating system.
(4 marks)

(iii)
Worthright is approximately half way through a three-year contract to build a sugar refinery for Sweetness. The contract contains a severe penalty clause which would require Worthright to pay Sweetness $1.5 million if the contract is not completed by its due date of 30 September 2002. Although the contract is currently on schedule, Worthright is not entirely confident that the penalty will be avoided. It therefore considers it prudent to provide for the penalty as a liability. The refinery is being constructed under local building regulations which require the builder of new properties to give a five-year warranty against defective materials and defective construction techniques. Worthrightís past experience is that there are usually some warranty claims, but they are seldom of high value and in the past have been charged to the period in which they have arisen.
(4 marks)

(iv)
Worthright undertakes a considerable amount of research and development work. Most of this work is done on its own behalf, but occasionally it undertakes this type of work for other companies. Before any of its own projects progress to the development stage they are assessed by an internal committee, which carefully analyses all information relating to the project. This process has led to a very good record of development projects delivering profitable results. Despite this, Worthright deems it prudent to write off immediately all research and development work, including that which it does for other companies.



(4 marks)

Required:
For the items (i) to (iv) above, discuss whether the transactions or events give rise to assets or liabilities; and describe how they should be recognised and measured under current Hong Kong Accounting Standards and conventionally accepted practice.



(Total 25 marks)



(Adapted HKSA/ACCA Paper 10H Accounting and Audit Practice June 2001 Q3)

7.
Although accounting standards differ throughout the world, they are essential for the preparation of general purpose financial statements. These accounting standards have been established by authoritative accounting rule-making bodies or over time have become accepted practice because of their universal application.

Required:
(a)
Who is responsible in Hong Kong for establishing HKASs and HKFRSs?
(3 marks)

(b)
Where does this standard setting body get its authority to set HKFRSs?
(3 marks)

(c)
Why are new HKASs and HKFRSs necessary? Describe, briefly, how new HKFRSs are set. Who prepares the draft of the proposed new HKFRS? Who is allowed to offer their opinion on the proposed new HKFRS? How long does a proposed HKFRS remain open for discussion before it is adopted?
(7 marks)

(d)
Does the fact that the United Kingdom, the United States, and Hong Kong (as well as many other countries) have different accounting standards make their financial statements less valuable to other countries’ accountants? How are these differences reconciled when evaluating accounting records from two different regions? What skills must accountants have to cope with such differences?
(7 marks)



(Total 20 marks)



(Adapted HKAAT PBE Paper I Financial Reporting Pilot Paper 2002 Q1)
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