

Paper 7 Financial Accounting

Chapter 2 HKAS 1 Presentation of Financial Statements
(I)
Multiple Choice Questions

1.
Which of the following best explains the prudence concept as described in the HKICPA’s Framework for the Preparation and Presentation of Financial Statement?

A
Ensuring that financial information is free from material error.

B
Ensuring at all items that assets and gains are understated and liabilities and losses are overstated.

C
The inclusion of a degree of caution in the exercise of judgements in conditions of uncertainty.

D
Recognition of revenue and profits only when realized, with provision made for all known liabilities and losses.

2.
HKAS 1 defines the classification of liabilities as current or non-current.

Which of the following liabilities should be included within current liabilities in the balance sheet?

1
Loan notes issued five years ago, due for repayment within one year, which have been agreed to be refinanced on a long-term basis before the financial statements are approved.

2
Trade payables due for settlement more than twelve months after the balance sheet date, within the normal course of the operating cycle.

3
Trade payables due for settlement within twelve months after the balance sheet date, within the normal course of the operating cycle.

4
Bank overdrafts.

A
All four items

B
1, 3 and 4 only

C
1 and 2 only

D
2, 3 and 4 only

3.
Which of the following items can appear in a company’s statement of changes in equity, according to HKAS 1?

1
Net profit or loss for the period

2
Dividends paid

3
Surplus on revaluation of properties

4
Proceeds of issuance of share capital

A
All four items

B
1, 2 and 3 only

C
1, 3 and 4 only

D
2 and 4 only

4.
Which of the following statements about company financial statements are true?

1
The statement of recognised gains and losses must not include unrealized gains.

2
The number of employees at the end of the period or the average number of employees for the period must be disclosed by note.

3
Investments may appear in the balance sheet as either non-current assets or current assets.

4
When a revalued asset is sold, the revaluation surplus may be transferred from revaluation reserve to accumulated profits in the balance sheet.

A
2, 3 and 4

B
3 and 4

C
1 and 2

D
1 and 4

5.
Which of the following items are required by HKAS 1 to be disclosed in the financial statements of a limited liability company?

1
Authorised share capital

2
Finance costs

3
Staff costs

4
Depreciation

A
1 and 4 only

B
1, 2 and 3 only

C
2, 3 and 4 only

D
All four items

6.
Hong Kong Accounting Standards lay down detailed requirements about company financial statements.

Which of these statements about these requirements are correct? (Assume in all cases that material figures exist for every item referred to.)

1
The total of all non-current assets may be shown in the balance sheet, with an analysis into property, plant and equipment, intangible assets and investments shown by note.

2
Loan notes could appear as current liabilities.

3
Details of movements in all non-current assets must be shown.

4
Details of movements in reserves must be shown.

A
All the statements are correct

B
2, 3 and 4 only

C
1, 2 and 4 only

D
1, 3 and 4 only

7.
Listed below are some comments on accounting concepts.

(1)
In achieving a balance between relevance and reliability, the most important consideration is satisfying as far as possible the economic decision-making needs of users.

(2)
Materiality means that only items having a physical existence may be recognised as assets.

(3)
The substance over form convention means that the legal form of a transaction must always be shown in financial statements, even if this differs from the commercial effect.

Which, if any, of these comments is correct, according to the HKICPA’s Framework for the Preparation and Presentation of Financial Statements?

A
1 only

B
2 only

C
3 only

D
None of them



(Adapted ACCA 1.1(HKG) Preparing Financial Statements June 2003)

8.
Which of the following items would be a violation of materiality?

A
A company did not separately report an unusual gain of $10,000. Its income from operations was $1,000,000.

B
$6,000 expenditure to improve a building that originally cost $800,000 was expensed.

C
A company expensed the purchase of pencil sharpeners that have estimated useful life of three years.

D
A $100,000 illegal bribe to a foreign official was not separately disclosed in the annual report.



(HKAAT Paper 7 Advanced Accounting Pilot Paper 2001)

9.
All of the following items are classified as accounting assumptions and conventions EXCEPT

A
going concern

B
entity

C
monetary unit

D
timeliness



(HKAAT Paper 7 Advanced Accounting Pilot Paper 2001)

10.
Which of the following should appear in a company’s statement of changes in equity?
1
Profit for the financial year

2
Amortisation of capitalised development costs

3
Surplus on revaluation of non-current assets
A
All three items

B
2 and 3 only

C
1 and 3 only

D
1 and 2 only


(ACCA Paper F3 Financial Accounting (INT) Pilot Paper 2007)

11.
Which of the following statements are correct?
(1)
Materiality means that only items having a physical existence may be recognised as assets.

(2)
The substance over form convention means that the legal form of a transaction must always be shown in financial statements even if this differs from the commercial effect.

(3)
The money measurement concept is that only items capable of being measured in monetary terms can be recognised in financial statements.
A
2 only

B
1, 2 and 3

C
1 only

D
3 only


(ACCA Paper F3 Financial Accounting (INT) Pilot Paper 2007)

12.
Which, if any, of the following statements about limited liabilities companies are correct, according to HKAS 1?

1
Companies must produce their financial statements within one year after their balance sheet date.

2
The accounting policies adopted by a company must be disclosed by note.

3
The accounting records of a limited company must be open to inspection by a member of the company at all times.

A
2 only

B
2 and 3 only

C
1 and 3 only

D
None of the statements is correct

13.
Which of the following items can appear in a company’s statement of changes in equity, according to HKAS 1 “Presentation of Financial Statements”?

1
Net profit or loss for the period

2
Dividends paid

3
Surplus on revaluation of properties

4
Proceeds of issuance of share capital

A
All four items

B
1, 2 and 3 only

C
1, 3 and 4 only

D
2 and 4 only

14.
Which of the following statements about company financial statements are true?

1
The statement of recognized income and expense must not include unrealized gains.

2
The number of employees at the end of the period or the average number of employees for the period must be disclosed by note.

3
Investments may appear in the balance sheet as either non-current assets or current assets.

4
When a revalued asset is sold, the revaluation surplus may be transferred from revaluation reserve to retained earnings in the balance sheet.

A
2, 3 and 4

B
3 and 4

C
1 and 2

D
1 and 4

15.
HKAS 1 requires some of the items to be disclosed on the face of the financial statements and others to be disclosed in the notes.

1
Depreciation

2
Revenue

3
Closing inventory

4
Finance cost

5
Dividends

Which two of the above have to be shown on the face of the income statement, rather than in the notes:

A
1 and 4

B
3 and 5

C
2 and 3

D
2 and 4

16.
HKAS 1 encourages an analysis of expenses to be presented on the face of the income statement. The analysis of expenses must use a classification based on either the nature of expense, or its function, within the entity such as:

1
Raw materials and consumables used

2
Distribution costs

3
Employee benefit costs

4
Cost of sales

5
Depreciation and amortisation expense

Which of the above would be disclosed on the face of the income statement if a manufacturing entity uses analysis based on function?

A
1, 3 and 4

B
2 and 4

C
1 and 5

D
2, 3 and 5

(II)
Examination Style Questions
1.
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 complete set of financial statements?


(4 marks)


(HKAAT Paper 7 Financial Accounting II June 2000 Q.6(a))

2.
In preparing 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 are adopted by them for the purpose of preparing their financial statements.

Required:

(a)
Define “accounting bases” and give three examples of matters for which different accounting bases are recognised.
(4 marks)

(b)
Discuss the purpose and limitations of accounting bases.
(3 marks)



(HKAAT Paper 7 Advanced Accounting December 2002 Q.C4(b))

3.
(a)
The HKICPA Statement “Framework for the Preparation and Presentation of Financial Statements” sets out the concepts that underlie the preparation and presentation of financial statements under accounting principles generally accepted in Hong Kong. In 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, a number of different measurement bases are employed to different degrees and in varying combinations: these are historical cost, realizable value, present value and current cost.

(i)
Required:

Explain these four bases of measurement.
(12 marks)

(ii)
The measurement basis most commonly adopted by enterprises in preparing their financial statements is historical cost. This is usually combined with other measurement bases.

Required:

State the main advantages of employing historical cost and give two circumstances under which historical cost is combined with realizable value and present value.
(5 marks)

(b)
Financial statements portray the financial effects of transactions and other events by grouping them into broad elements according to their economic characteristics. The elements directly related to the measurement of performance in the profit and loss account are income and expenses.

Required:

Explain what income and expenses are.
(4 marks)

(c)
In preparing the financial statements, preparers have to contend with uncertainties that inevitably surround many events and circumstances, such as the collectability of doubtful receivables. Such uncertainties are recognised by the disclosure of their nature and extent and by the exercise of prudence. However, in accounting for profit on long-term construction contracts, the matching concept has taken precedence over the prudence concept.

Required:
State the two methods of accounting for profit on long-term construction contracts and explain why the matching concept has taken precedence over the prudence concept.


(4 marks)


(Total 25 marks)


(HKAAT Paper 7 Advanced Accounting June 2003 Q.C4)

4.
The HKICPA Statement “Framework for the Preparation and Presentation of Financial Statements” sets out the qualitative characteristics of financial statements, and states that information in them needs to be relevant and reliable. This statement, together with HKAS 1 “Presentation of Financial Statements”, presents concepts that underlie the preparation and presentation of financial statements.

Required:
(a)
Explain the meaning of the following terms, giving one example to illustrate the application of each of them:

(i)
accruals;

(ii)
substance over form;

(iii)
money measurement;

(iv)
consistency; and

(v)
materiality.
(15 marks)

(b)
Explain what makes information in financial statements relevant to users.
(2 marks)

(c)
Two characteristics contributing to reliability are “neutrality” and “prudence”.

(i)
Explain the meaning of “reliability”, “neutrality” and “prudence”.
(5 marks)

(ii)
Explain how a possible conflict between “neutrality” and “prudence” could arise, and indicate how that conflict should be resolved.
(3 marks)



(Total 25 marks)



(Adapted HKAAT Paper 7 Advanced Accounting December 2003 Q.C4)

5.
HKAS 1 states that there are overall considerations that ensure the fair presentation of financial statements and compliance with Hong Kong Accounting Standards.

Required:

(a)
List and explain briefly 3 of the overall considerations:

(i)
Materiality and aggregation

(ii)
Offsetting

(iii)
Consistency

as the terms are used in HKAS 1.
(7 marks)

(b)
Explain and give an example of the effect on a set of published financial statements of a company, if the going concern convention is held not to apply.
(8 marks)

(c)
The HKICPA produced a document called “The Framework for the Preparation and Presentation of Financial Statements”.

Required:

Explain in general term what the framework is trying to achieve. Do you think that HKAS 1 is achieving this aim? Give reasons for your answer.
(10 marks)


(Total 25 marks)

6.
Slamometer Limited, which has traded for many years, has an authorized and issued capital of 60,000 5.6% preference shares of $1 and 140,000 ordinary shares of $1, all of which are fully paid. The company also has in issue $20,000 9% loan notes redeemable on 31 December 2009.

The following draft income statement for the year ended 31 March 2004 has been prepared:

	
	$
	$

	Profit on trading
	
	71,570

	Interest received
	
	910

	
	
	72,480

	Less:
	
	

	Interest on loan notes
	1,800
	

	Preference dividend
	3,360
	

	Income taxes under-provided for previous year
	870
	

	
	
	6,030

	
	
	66,450


The following further information is relevant:

(1)
Total sales revenue for the year was $1,013,000

(2)
Profit on trading is calculated after charging:

	
	
	$

	Distribution costs
	
	152,571

	Raw materials
	
	366,238

	Manufacturing overheads
	
	159,302

	Wages of production employees
	
	98,789

	Salaries of sales staff
	
	56,400

	Depreciation of factory
	
	4,000

	Depreciation on plant and machinery
	
	7,300

	Office rent
	
	2,300

	Management remuneration
	
	91,100

	Auditor’s remuneration
	
	1,500

	Legal and accounting charges
	
	620

	Interest on bank overdraft
	
	1,310


(3)
The management remuneration is allocated as follows: $12,300 to cost of sales; 15,300 to distribution costs and $65,300 to administrative expenses.

(4)
The loan note interest and preference dividend were both paid on 31 March 2004.

(5)
Income tax on the profits of the year ended 31 March 2004 is estimated at $32,000, based on a rate of 25%.

(6)
The balances on the company reserves on 31 March 2003 were:

	
	
	$

	Share premium account
	
	6,100

	Plant replacement reserve
	
	40,000

	Accumulated profits
	
	51,700


(7)
The ordinary share capital of $125,000 includes 15,000 shares issued in June 2003 at a premium of 30c each.

(8)
The directors decide to propose an ordinary dividend of 15% for the year and to transfer $10,000 to plant replacement reserve. An ordinary dividend of 12% in respect of the year ended 31 March 2003 was paid during the year.

Required:
Prepare the statement of comprehensive income and statement of changes in equity of Slamometer Limited for the year ended 31 March 2004 in a form which complies with HKAS 1. Ignore the requirement to show accounting policies.
(20 marks)
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