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profit and loss account (and, where appropriate, group accounts) together wi i
e group ) tog with accompanying

Ee{iils of the matters on which auditors are required to report are set out in chapter 56 of this
ook.

In carrying out their duties, auditors have a right of access at all times to the books, accounts
and VOI:IC]'IEI'S of the company, and are entitled to require such information and explanations as
they think necessary from the officers of the company. [s 141(5)]

The _audimrs of a company are entitled to attend any general meeting of the company and to
receive all notices of, and other communications relating to, any general meeting which any
member of tl_w company is entitled to receive. Auditors are also entitled to be heard at any
general mecting which they attend on any part of the business of the meeting which concerns
them as auditors. [s 141(7)]

2.2.4.3 Resignation and removal

An auditor may resign from office at any time by notice in writing to the registered office of
ll:ie company. [_s 140A(1)] This notice must include a statement to the effect that there are no
circumstances in connection with the auditor's resignation that should be brought to the notice
of the members or creditors of the company or, where there are such circumstances, a
statement of any such circumstances. The company must send a copy of this notice to ',rhc
Reg&tar of Companies (Registrar) and, if it includes a statement setting out any
circumstances connected with the resignation, a copy must also be sent to every person
efttltied to receive a copy of the auditor's report. [s 140A(3)] The auditors in these
circumstances also have the right to request an extraordinary general meeting to consider the
cireumstances surrounding the resignation. [s 140B(1)]

An al:ldl!Ol' may also be removed from office at any time before the expiration of his term, and
notmll?s(andmg any agreed term under his appointment, by the passing of an ordinary
resolution by Lf}e mgmhers. [s 131(6)] When a public company passes such a resolution to
remove an auditor, it must notify the Registrar within 14 days. An auditor who has been
removed is entitled to attend and be heard at the annual general meeting at which his term of

office would otherwise have expired, as well as any general meeting at which it is proposed! to
fill the vacancy caused by his removal. [s 132(6)]

The directors, or the ‘company in general meeting, may appoint an auditor to_filf\a‘zasual
vacancy where one arises as a result of a resignation or removal before the end of \he auditor’s
period of office. [s 131(5)]

2.2.5  Dissolution

A company may be dissolved in a number of ways:

. striking off the name from the register of companies;

. deregistration;

° on completion of a winding—up; and

. by order of the court.
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2.2.5.1 Striking off

The Registrar may strike the name of a company off the register of companies and arrange for
its dissolution in either of the following circumstances:

. when the Registrar has reasonable cause to believe that the company is not carrying on
business or in operation [s 291]; or

. when the Registrar has reasonable cause to believe that the company is keeping a
register of members at any place outside Hong Kong without a valid licence. [s 103]

2.2.5.2 Deregistration

An application for the deregistration of a private company may be made to the Registrar by
the company or a director or member of the company. [s 291AA] Such an application can
only be made if all of the following conditions are met:

. all of the members agree:

o thexcompany has never commenced operations, or it ceased operations more than three
indnths before the application; and

. the company has no outstanding liabilities.

(he application for deregistration must be in the specified form and must be accompanied by
a notice from the Commissioner of Inland Revenue that he has no objection to the
deregistration. The Registrar will publish a notice stating that, unless an objection is received
within three months, the Registrar may deregister the company and dissolve it. If, at the end
of three months, the Registrar has received no objection, he may deregister the company by
publishing a notice in the Gazette. On deregistration, the company is dissolved.

2.2.5.3 Winding—up

A company may be wound up voluntarily or by order of the court. Usually, in the case of a
voluntary winding-up, the company itself resolves that it should be wound up. If the company
is solvent, the voluntary winding-up can be a members’ voluntary winding-up. In this case,
the majority of directors make a statutory declaration to the effect that, after full inquiry, they
have formed the opinion that the company will be able to pay its debts in full within twelve
months of the date of the commencement of winding-up. Such a declaration must include a
statement of the company's assets and liabilities, must be made within the five weeks before
the winding—up resolution is passed and must be delivered to the Registrar not later than the
time of delivery of that resolution.

If the company is insolvent, the voluntary winding-up is termed a creditors’ voluntary
winding—up. In this case, the company must convene a meeting of creditors either on the day
that the resolution for voluntary winding-up is to be proposed or on the following day. The
directors must ensure that a statement of affairs of the company, together with a list of the
creditors and the amounts of their claims, are laid before the meeting. The directors must also
appoint a director to preside at the meeting of creditors. At that meeting, the creditors may
nominate a person to be liquidator and may also appoint a committee of inspection.

A special procedure for voluntary winding-up is also available for an insolvent company
under section 228A. Under this special procedure, if the majority of directors have formed the
opinion that the company cannot by reason of its liabilities continue its business, they may
resolve at a meeting of directors that, because of its liabilities, the company cannot continue
its business, that the company needs to be wound up, that there are good and sufficient
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reasons for using section 228A, and that meetings of creditors will be convened within a
specified per,od. One of the directors must then make a statutory declaration verifying written
statements signed by the directors recording the resolution passed by them. The statutory
declaration should be delivered to the Registrar within 7 days from the date the declaration is
made, whereupon the winding-up commences. Immediately after that, the directors must

appoint a person as a isi iqui i indi il a liqui i
apgom[ed‘p provisional liquidator in the winding-up to act until a liquidator is

A company in voluntary liquidation is dissolved three months fro
: y lic m the date that the fi
return submitted by the liquidator to the Registrar is registered. o

A company may be wound up by order of the court in a number of circumstances. The most
common situation is when a company is unable to pay its debts — for example, when a
credltcnl" serves a demand on the registered office of the debtor company for paymenl,of a debt
exceeding HK$10,000 and the amount remains unpaid three weeks later.

In other cases, a company may be wound up by the court if the company so resolves, if the

company has no members, or if the court decides that it is j i
) e it 1s just and equitable that the company

When the affairs of a company wound up by the court have been completed. the liqui

may apply te court for_an order that the company be dissolved from t;;n: die r:ﬁ’léhqztgﬂg
[s 2_2?]. _If' no such application were made, the company would be dissolved 2 years from the
registration by the Registrar of a certificate issued by the Official Receiver when the
winding-up is completed and the liquidator released [s 226A].

2.2.5.4 Court order

The court may order that a company be struck off the register and dissolved if either:

. it appears to the court that it i i
g it would not be appropriate to wind up the company [s

. the company transfers the whole of its undertaking or property to another company as
part of a scheme for the reconstruction or amalgamation of companies. [s 167]

2.3 Unlimited company

An unlimited company is defined by the Companies Ordinan vin
- - - g = C : ;
limit on the liability of its members. [s 4(2){’(:}{ oy

An unlimited company which is formed and registered under the Co ' i i
separ‘ate legal eqtit}.,' and should not be conﬂ.lse% with an unincorpa:ztiﬁn;fsg;infsrzfé 1tsh;l
term compapy' in its name. Unlike an unincorporated entity, an unlimited company is bound
by the requirements imposed on companies by the Companies Ordinance. An unlimited
company enjoys the benefits of separate legal identity, including perpetual succession, and th
ability to hold property and investments in its own name. )

24 Company limited by guarantee

A company l{m]tcd by guarantee is defined by the Companies Ordinance [s 4(2)(b)] as a
company having the liability of its members limited by its memorandum to such amount as
th; members have undertaken to contribute to the assets of the company in the event of its
being w_ound up. This type of company is typically used for charities and organisations such
as hospitals and schools which are non—profit organisations. However, from 13 F ebruary
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2004, following amendment to the Companies Ordinance, incorporation of a company limited
by guarantee with share capital is prohibited.

25 Branch

Instead of incorporating a company in Hong Kong, an overseas company may establish a
branch for the purpose of doing business in Hong Kong. Within one month of commencing
business, the branch is required to register with the Companies Registry.

On registration, the branch is required to deposit with the Companies Registry a copy of the
Memorandum of Association and Articles of Association of the overseas company (or other
instrument establishing the company); the names and particulars of the directors and
secretary; the registered office and address of the place of business in Hong Kong; and the
name and address of a person who is resident in Hong Kong and is authorised to accept the
service of writs and other legal documents in Hong Kong. If the original documents are
written in a language other than English or Chinese, they must be accompanied by certified
English or Chinese translations.

An overseas company registered locally is also required to file a copy of its balance sheet,
profit and\loss account, group accounts, and directors” and auditor’s reports at the time of its
initial-‘ejsistration and annually thereafter. This requirement entails filing the full company
acedun’s and not just an account of trade in Hong Kong. Exemption from the filing
reguirement is granted, in general, only to companies that have the characteristics of private
companies and that are not obliged, in the country of their incorporation, to publish or make
available copies of the accounts for inspection.

2.6 Partnership

Partnerships are regulated by the Partnership Ordinance. Except for attorneys, professional
accountants, stock exchange members, and others expressly exempted, partnerships may not
have more than twenty partners. Partnerships should normally be constituted by written
agreement, although a written agreement is not essential. Partnership agreements do not have
to be filed in any public registry, nor do partnership financial statements have to be published.

With the exception of limited partners, each member of a partnership is jointly and severally
liable for all debts and obligations incurred by the firm while he or she remains a partner. The
partners may make arrangements between themselves as to the apportionment of the
partnership’s liabilities, but such arrangements do not affect joint liability as to third parties.

Notwithstanding this, under the Limited Partnership Ordinance, the liability of some partners
may be limited, but at least one partner, called the general partner, must have unlimited
liability. Limited partners must be silent partners (i.e. they may not take part in the
management of the firm). Partners, whether limited or general, cannot make contracts with
their partnerships.

Any name may be used for a partnership, but the word limited — or any abbreviation of it —
cannot be used. Hong Kong partnerships usually include the term ‘company’ in their names.

Partnerships are not required by law to appoint auditors, although in practice some doso.Ifa
partner dies or leaves a partnership or a new partner is admitted, unless an express agreement
between partners exists to the contrary, the partnership is automatically dissolved by law. In
the absence of an express agreement, a successor partnership can quickly be restructured.

e S
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2.7 Sole proprietorship

In a_soie proprietorship, the owner bears all the risks and receives all the rewards from
running 1!1& business. In Hong Kong, provided that the business is not illegal, the sole trader
can run his or her business with few restrictions.

On formation, there is no requirement to register. However, as with companies and other
entities, within one month of the commencement of business, application must be made to the
Bus_ina;s Registration Office at the Inland Revenue Department for a business registration
cemﬁf:ate. This certificate must be renewed annually at the prescribed fee and displayed in a
conspicuous position in the place of business.

3 Preparation, filing and publishing of financial
statements

3.1 Rules for preparing and filing financial statements

3.1.1  Definitions of accounts and financial statements

The term ‘accounts” has not been formally defined, but is usually taken to refer to the formal
accounting statements, i.e. balance sheets and income statements (both group and company),
andlmhe:r primary statements, such as the cash flow statement and statement of changes in
equity, required by accounting standards. This approach is supported by the Companies
Ordinance which defines accounts and group accounts as the profit and loss account and
balance sheet of the company and group, respectively.

The term “financial statements’ has been adopted by the HKICPA. HKAS 1 Presentation of
Financial Statements states that a complete set of financial statements comprises:

* astatement of financial position as at the end of the period;
¢ astatement of comprehensive income for the period;

s astatement of changes in equity for the period;

¢ astatement of cash flows for the period; and

* notes comprising a summary of significant accounting policies and other explanatory
information. ’

A statement of financial position as at the beginning of the earlier comparative period is
required when an entity applies an accounting policy retrospectively or make a retrospective
restatement of items in its financial statements or when it reclassifies item in its financial
statements.

The term "financial statements" is also adopted in this book as the generic term which
encompasses the legal concept of accounts,

The terminology of recent accounting standards has been modified in line with international
usage (e.g. references to ‘statement of comprehensive income’ rather than ‘profit and loss
a?cnun!’}. Throughout this book, the revised terminology has been adopted — except where
dll’(lfct r_eference is made to the Companies Ordinance, when the original terminology of the
legislation is used. In the preparation of financial statements, entities now normally follow the
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international terminology though some continue to use the Companies Ordinance
terminology.

3.1.2  Requirements to prepare financial statements

The directors of every company incorporated under the Companies Ordinance are required to
prepare financial statements in respect of each accounting period, which include a balance
sheet, profit and loss account and additional information provided by way of nates. [s 122]
These statements must comply with the requirements of the Companies Ordinance as to their
form and content. An exemption from the requirement to prepare group financial statements
is given to groups where the holding company is, at the end of its financial year, itself a
wholly—owned subsidiary. [s 124(2)(a)]

In addition to the statutory requirements, the financial statements should contain other
financial information and additional disclosures as required by accounting standards. Listed
companies also need to comply with the reporting requirements set out in the Listing Rules or
the GEM Rules, as appropriate, issued by The Stock Exchange of Hong Kong Limited
(SEHK).

321G True and fair view

The financial statements of a company are required to give a true and fair view of the profit or
ipss for the financial year and the state of affairs at the end of its financial year. [s 123 and
s 126] This requirement overrides all other accounting requirements of the Companies
Ordinance and accounting standards. In 2005, the Companies Ordinance was amended to
introduce a ‘true and fair view override’ provision in relation to the preparation of individual
company accounts/group accounts. A departure from the requirements of the Tenth Schedule
and other sections of the Companies Ordinance will be allowed if compliance does not give
rise to accounts that provide a true and fair view. However, the company has to disclose, in
the accounts, the reasons, particulars and effect of such a non—compliance. Such a departure
might occur where requirements under the accounting standards differ from those under the
Companies Ordinance.

At the same time, the amendment requires that where mere compliance with the requirements
of the Tenth Schedule and other sections of the Companies Ordinance is not sufficient to give
rise to individual company accounts/group accounts giving a true and fair view, a company
should provide additional information, as appropriate.

3.1.4  Role of accounting standards

HKAS | Presentation of Financial Statements specifies that the appropriate application of
Hong Kong Financial Reporting Standards (HKFRSs), with additional disclosure when
necessary, results, in virtually all circumstances, in financial statements that give a true and
fair view. [HKAS 1.15] The terms 'fair presentation' and 'present fairly' used in TAS 1 are
replaced by the terms ‘true and fair view' and achieve a true and 'fair view' in HKAS 1 to
match with the terms used in the Companies Ordinance. In the extremely rare circumstances
where management concludes that compliance with a requirement in an accounting standard
would be so misleading, that it would conflict with the objectives of financial statements set
out in the Framework for the Preparation and Presentation of Financial Statements, and the
relevant framework does not prohibit such a departure, an entity should depart from that
requirement and make comprehensive disclosures, as set out in the Standard [HKAS 1.20].
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19 Financial instruments: recognition and derecognition

of a loan), or a fully proportionate share of an asset (e.g. 60% of all cash flows),

receive the first 90% of cash flows on an asset is not deemed specifically ident; ,,

therefore, the model would be applied to the whole asset. To the extent an entity de
an asset and retains some continuing involvement, proposed amendments to [FRS

require extensive disclosures on the nature of and risks associated with the trapes,

continuing involvement.

In practice, compared to the existing requirements, many more repurchase arrangemenge,
assets that are highly liquid would achieve derecognition under the proposed mog

transferor will derecognise the asset and recognise a forward contract to buy the trg
asset back from the transferee; the transferee will recognise the asset and a forward
sell the transferred asset back to the transferor. In contrast, many securitisations and f
arrangements would likely fail derecognition as it is common for the transferor to
disproportionate interest in the cash flows of the asset, usually credit risk, and the
does not usually have the right to transfer the asset for its own benefit.

The exposure draft contains an alternative approach proposed by a significant mi
Board members. Like the model described above, it is based on control. However, the
would require that if a transferor does not have access to all the cash flows the
recognised prior to the transfer, then the asset is derecognised and a new asset is r
for any interest in part of the asset transferred. This is sometimes referred to as a ‘com
approach’. This model does not distinguish between a disproportionate or fully pro
interest in cash flows and therefore would result in many more transfers
derecognition.

Financial instruments: hedge
accounting — basics

Introduction

enter into many transactions that aim to reduce risk, and ultimately reduce the
in cash flows that arise from these risks. Entities enter into hedging transactions 1o
risks that are evident in items that are already recognised in the statement of financial

iion. as well as hedge risks for future transactions that have yet to oceur.

gecounting is a method of presentation that may be voluntarily applied to hedging
. The objective of hedge accounting is to ensure that the gain or loss on the

instrument is recognised in profit or loss in the same period when the item that is
g hedged affects profit or loss. In other words, applying hedge accounting results in the
shed” timing of recognition of gains and losses in profit or loss. Where an entity is
hedged, the gains and losses on the hedging instrument and the hedged item
otiset in profit or loss in the same period.

cly
39 allows an entity to apply hedge accounting if an entity specifically designates the
p instrument and the hedged item at inception of the hedge accounting relationship.
ly, there are two ways in which hedge accounting achieves the matching of gains and
son the hedging instrument and the hedged item:

changes in the fair value of the hedging instrument are recognised in profit or loss at
the same time that a recognised asset or liability that is being hedged is adjusted for
movements in the hedged risk with that adjustment also recognised in profit or loss in
the same period. This is referred to as a fair value hedge because it is the exposure to
changes in the fair value of the hedged item due to the designated risk that is being

hedged; or

i 1

changes in the fair value of the hedging instrument are recognised initially in other
comprehensive income and reclassified from equity to profit or loss when the hedged
item affects profit or loss. This is known as a cash flow hedge because it is the
exposure to the variability in future cash flows that is being hedged.

and final category of hedge accounting is hedging a net investment in a foreign
This is accounted for similarly to cash flow hedges.

care specific rules in the Standard that limit which financial instruments can be
d hedging instruments, and which items can be considered hedged items. In
, @ hedging instrument can be a derivative financial instrument or a non—derivative

al instrument (for hedges of foreign exchange risk only). The hedged item must be an
hedged item or a group of items that could affect profit or loss.

entity wishes to apply hedge accounting, it must formally document in writing its

I to apply hedge accounting prospectively. Hedge accounting cannot be applied

ively. Additionally, hedge accounting must be consistent with the entity’s

d risk management strategy for that hedge relationship. The hedge documentation

ify the hedging instrument, the hedged item or transaction, the nature of the risk

and specify how the ‘effectiveness” of the hedge relationship will be assessed
ffectiveness measured.
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Hedge accounting is only permitted if the hedge relationship is expected to be highly
and it is actually effective within a quantitative range. To the extent that fhe
instrument and hedged item are not perfectly effective at offsetting each ofhey
ineffectiveness is immediately recognised in profit or loss. E

Definition of a fair value hedge

¢ hedge is a hedge of the exposure to changes in fair value of a recognised asset or
or an unrecognised firm commitment or an identified portion of such an asset, a
or a firm commitment that is attributable to a particular risk and could affect profit or

HKAS 39 Financial Instruments: Recognition and Measurement does not mandate 19.86(a)]

hedge accounting. Hedge accounting is voluntary. If an entity does not wish tg |
accounting it does not need to designate and document its hedging relationships, P

entity applies the normal recognition and measurement requirements of HKAS 2}9 it thaw 1 Examples of fair value exposure

in some cases that the effect on profit or loss of applying hedge accounting goyl i exposures arise from existing assets or liabilities, including firm commitments.
substantially the same as where hedge accounting is not applied. In such cases, an ' financial assets and liabilities, for example, have a fair value exposure to changes
well choose not to apply hedge accounting because there is very little benefit in do ot rates of interest and changes in credit quality. Non-financial assets have a fair value
» to changes in their market price, e.g. a commodity price. Some assets and liabilities
value exposures arising from more than one type of risk, e.g. interest rate, credit,

currency Tisk.
owing assets and liabilities are commonly fair value hedged:

In some instances the fair value option (see 3.1.1 in chapter 14) can be used as an g
to hedge accounting. If an accounting mismatch exists, which will result in profit,
volatility, an entity may apply the fair value option to reduce this volatility j
complying with the onerous conditions of hedge accounting. For example, where a
provides an economic hedge of a financial instrument that is not measured at
through profit or loss, an accounting measurement mismatch exists. In that situation,
value option applied to the hedged item would reduce the measurement mism
simplicity of applying the fair value option does, however, come at a cost:

- fixed rate liabilities like loans;
fixed rate assets like investments in bonds;

. | avestments in equity securities; and
e hedge accounting can be discontinued at any time but fair value through profit or RN L s .
designation is irrevocable; and i firm commitments to buy/sell non-financial items at a fixed price.
. if fair value option is used, the entire change in fair value of the designated i fes of fair value hedges include:
be recognised in profit or loss. This amount will not be an exact offset to the
fair value of the hedging instrument where the hedging instrument is not hedgirg &
risks of the item that is designated under the fair value option. Hedge accourti;
the specific hedged risk to be designated, and therefore can achieve a greater

in profit or loss volatility.

g hedge of exposure to changes in the fair value of fixed rate debt as a result of changes
~ jn market interest rates (such a hedge could be entered into either by the issuer or by
* the holder);

s ahedge of the foreign currency risk of an unrecognised contractual commitment by an
~airline to purchase an aircraft for a fixed amount of a foreign currency at a future date;
- '-_ll'.‘d

This chapter discusses hedge accounting in the following sections:

Section 2 Definitions and mechanics of hedge accounting a hedge of the change in fuel price relating to an unrecognised contractual commitment
Section 3 Hedged items by an electricity utility to purchase fuel at a fixed price at a specified date, with
 payment in its functional currency.

Section 4 Hedging instruments

; . er examples
Section 5 Hedge effectiveness . ) i

. : ed illustration of the mechanics of a fair value hedge of interest rate risk of fixed rate
Section 6 Documentation

included in 2.1 of chapter 22.

The more complex aspects of hedge accounting and detailed examples are included ¢

chapters 21 and 22 respectively. Fair value hedge accounting

f rvalue hedge that meets all the hedge accounting criteria is accounted for as follows:

s e . 39.89

2 Definitions and mechanics of hedge accountil 2 : it : o
the gain or loss from re-measuring the hedging instrument at fair value (for a derivative

HKAS 39 recognises three types of hedge accounting depending on the nature of ' hedging instrument) or the foreign currency component of its carrying amount (for a

exposure:

non—derivative hedging instrument) is recognised immediately in profit or loss; and

afair value hedge; p ") the carrying amount of the hedged item is adjusted through profit or loss for the gain or

; loss on the hedged item attributable to the hedged risk. This applies even if the hedged
\item is an available-for-sale asset measured at fair value with changes in fair value
. recognised in other comprehensive income. This also applies if the hedged item is
otherwise measured at cost.

. a cash flow hedge; and

. a hedge of a net investment in a foreign operation (‘net investment hedge’).

883
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2.1.3  Firm commitment Fair value hedges of unrecognised firm commitments

A firm commitment is a binding agreement for the exchange of a specified quangif an unrecognised firm commitment is designated as a hedged item. the subsequent
resources at a specified price on a specified future date or dates. [HKAS 39.9] I ve change in the fair value of the firm commitment attributable to the hedged risk is

Aiw itment is binding if it is enforceable either legally or otherwise. If the comy d as an asset or a liability with a corresponding gain or loss recognised in profit or

with a related party, consideration should be given as to whether in practice the [HKAS 39.93]

enforced. To be enforceable, the agreement should provide for remedies that are g oes in the fair value of the hedging instrument will also be recognised in profit or
the parties to the contract in the event of non-performance. For example, a penalty
specified at a fixed amount or equal to the change in market price of the item
contract. Alternatively, the penalty may not be specifically stipulated in the ag
may otherwise be applicable (for example remedies under law). When an entity is
its individual entity only financial statements the entity needs to consider carefyl]
transactions between group entities meet the definition of a firm commitment as
be subject to remedies for non—performance either as part of the contract or under |
many instances, particularly, in the absence of non-controlling interests that ma 4 . ; :
protection from the controlling interest, an agreement between group entities would pg : Discontinuance of fair value hedge accounting

binding. g entity must discontinue prospectively fair value hedge accounting if:

Hedges of firm commitments are generally treated as fair value hedges under HKAS 3 39.91]

However, there is one exception: if an entity is hedging the foreign currency risk in the hedging instrument expires or is sold, terminated or exercised (the replacement or

commitment this may be accounted for either as a fair value hedge or a cash flow heds  +dlluver of a hedging instrument into another hedging instrument is not an expiration or

carrying amount of the asset or the liability that results from the entity fulfilling the
commitment is adjusted to include the cumulative change in the fair value of the firm
mitment attributable to the hedged risk that was recognised in the statement of financial
n. Example 2.2 in chapter 22 demonstrates the entries required when an entity hedges
currency risk of a firm commitment.

[HKAS 39.87] - ermination if it formed part of the entity’s documented hedging strategy from
Example 2.1.3A I inception. For rollover hedging strategies see 3.8 in chapter 21);
Hedging foreign currency risk of a firm commitment OQ. ' the hedge no longer meets the hedge accounting criteria (for example, it is no longer

‘highly effective or its effectiveness is no longer measurable); or
Entity B sells machinery at fixed prices in many jurisdictions. Entity B’s functional curer & ghly v )

is HKS. Entity B enters into a contract with Entity D, whose functional currency is Fai
sell machinery for delivery in six months’ time at a fixed price in RMB that is défes
today. In other words, Entity B has entered into a firm commitment with Entity I

the entity de—designates the hedge relationship.

‘adjustment to the carrying amount of the hedged item for the designated risk for interest-
ing financial instruments is amortised to profit or loss, with amortisation commencing no
 than when the hedged item ceases to be adjusted. [HKAS 39.92] The amortisation is
on a recalculated effective interest rate at the date amortisation commences such that
djustment is fully amortised by maturity.

Entity B simultaneously enters into a foreign currency forward contract to hedge its
exposure to RMB arising from its firm commitment. This foreign currendy-forward eg
can either be designated as a hedging instrument in a fair value hedge o cash flow he
it is hedging the foreign currency risk of a firm commitment,

amortisation begins as soon as a fair value adjustment exists, the adjustment to the
imying amount affects the effective interest rate calculation for the hedged item. In practice,

ase the administrative burden of amortising the adjustment while the hedged item

es to be adjusted for changes in fair value attributable to the hedged risk, it may be
to defer amortising the adjustment until the hedged item ceases to be adjusted for the
gnated hedged risk. This is particularly true when the life of the hedge is the same as that
e hedged item. For example, if a fixed rate loan is issued at par and redeems at par, its
alue will move away from par over its life in response to changes in interest rates but
be pulled back to par on maturity. Therefore, any fair value adjustments to the carrying
int of the bond under a fair value hedge for interest rate risk will be reversed by the end
hedge and will not require amortisation.

Example 2.1.3B
Fair value hedging a firm commitment

Entity E is a discount grocery chain with over 400 stores in the US, which enters into forwan
contracts to purchase various inventory items for its stores. On 1 June 20X0, Entity E|
into a forward contract to purchase 300,000 bushels of wheat from a wheat producer
fixed price of USS1.40 per bushel on 1 August 20X0. Entity E will use the wheat in i
operations. Entity E intends taking physical delivery of the wheat in accordance
expected purchase requirements. If Entity E failed to take delivery of the wheat, it wo
required to pay for any decrease in the value of the wheat and legal remedies will be ava

to the wheat producer. er, if an interest-bearing instrument is hedged for only a portion of its term to maturity

-2 in chapter 21 for partial term hedging), deferring amortisation until cessation of the
'.-ﬁ.'laliumhip will result in a skewed effective interest rate in the remaining years to the
ity of the hedged item.

flity must apply the same amortisation policy for all of its debt instruments, i.e. it cannot
tamortising fair value adjustments on some items and not on others.

The transaction is a firm commitment because it is a binding agreement for the exchanged
specified quantity of wheat at a specified price on a specified future date. The fo
contract is not accounted for as a derivative because Entity E intends to take physical delivé
of wheat and has no past practice of seftling similar contracts net. Entity E could enter
contract to hedge the fair value exposure of the firm commitment due to the change in’
price of wheat between 1 June 20X0 and 1 August 20X0, e.g. a net cash settled forwil
contract to sell wheat for a fixed price on | August. Such a contract would qualify 88
hedging instrument in a fair value hedge of a firm commitment.
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Example 2.1.5

Amortising fair value hedge adjustments s of forecast transactions and firm commitments

Bank J has a ¥10 million fixed-rate loan asset that is classified as an available—for—gaja,
Bank J hedged the fair value exposure of the asset using a forward contract. As a reg

hedge, the loan asset has been adjusted for changes in the fair value of the risk being
and that adjustment is recognised in profit or loss. If Bank J does not elect to start am
the hedging gain or loss while the hedge is outstanding, the adjustment will remain g
the available-for-sale asset, until the loan is sold or until the loan is no longer h
hedge accounting ceases prior to the loan being sold, the fair value adjustment of the
be amortised through the revised effective interest over the expected remaining life g
loan. i

fransaction Firm commitment

2 20X1 an entity forecasts the purchase ~ An entity has signed a legally binding
000 bushels of corn to be used in its purchase agreement to take delivery of
eturing process in October 20X1. 100,000 bushels of corn on 30 September
20X1 for US$2 per bushel.

srate Treasury forecasts the sale of an Corporate Treasury signs a legally
sable—for-sale debt instrument at the end binding agreement with a third party to

fourth quarter. sell a specific available—for-sale debt
If an entity discontinues hedge accounting by de—designating the hedging relationg instrument for par on 30 December 20X1.
entity may elect to designate prospectively a new hedging relationship with the
derivative hedging instrument provided the new hedging relationship meets the requj

for hedge accounting.

—orate Treasury forecasts the purchase of Corporate Treasury enters into a legally
million bond on 23 March 20X1 from binding purchase agreement with a bank
to take delivery of a £25 million bond for

22 Definition of a cash flow hedge Lkl e

A cash flow hedge is a hedge of the exposure to variability in cash flows

[HKAS 39.86(b)]

e s attributable to a particular risk associated with a recognised asset or liablity (such
all or some future interest payments on variable rate debt) or a highly probable f
transaction; and

iov:. hedge accounting can be applied to a forecast transaction only if the transaction is
arobable. [HKAS 39.88(c)]

grobabiemnotdeﬁnedm[ﬂtLAS?ﬂ The probability of occurrence must be
tly in excess of a 50 per cent likelihood, but not necessarily as high as 100 per cent
can never claim a transaction that is not yet committed can be guaranteed to
KFRS 5.BC81 also refers to ‘highly probable’ although in a different context. It
t in HKFRSs ‘probable’ is defined as “more likely than not” and that the *highly
is regarded as implying a significantly higher pmba]nlny than ‘more likely than
d as being equivalent to the phrase “likely to occur™.

ty is assessed based on observable facts and the relevant circumstances. In assessing
elihood that a transaction will occur, consideration should be given to the following:

frequency of similar past transactions;
financial and operational ability of the entity to carry out the transaction;

'lmnmilm’en!sofresoummaparﬁcul&racﬁvﬁy(ﬁxexample,a
acturing famhtythatmbcusedmtheshunnmoniympmcessspammlartype

. could affect profit or loss.
Common assets and liabilities and forecast transactions that are cash flow hedged incinda
B variable rate liabilities like loans;

B variable rate assets like investments in bonds;

® highly probable future issuance of fixed rate debt;

. forecast reinvestment of interest and principal received an.1ixid rate assets; and
. highly probable forecast sales and purchases.

An example of a cash flow hedge is a hedge of variavle<ate debt with a floating to f
interest rate swap. The variability in cash flow arises\ite to the reset of interest rates.
cash flow hedge reduces future varlablilty of interest cash flows on the debt. Another e 5 : ; " .
of a cash flow hedge is a hedge of anticipated reinvestment of cash inflows and extent of loss or disruption of operations that could result if the transaction does not

anticipated refinancing or rollover of a financial liability. A hedging instrument that sWi

one variable rate for another, e.g. LIBOR for EURIBOR, would not qualify in a cash '. elihood that transactions with substantially different characteristics might be used

hedge relationship as it does not reduce cash flow variability, it merely swaps the existiig achieve the same business purpose (fﬂr example, an entity that intends to raise cash
cash flow variability of the debt for cash flow variability determined on a different basis. s

2.2.1  Forecast transactions i A
on, both the length of time until a forecast transaction is projected to occur and the
of the forecast transaction should be considered in determining probability. Other
being equal, the more distant a forecast transaction is, the less likely it is that the
would be considered probable and the stronger the evidence that would be needed
an assertion that it is probable. For example, a transaction forecast to occur in five
y be less likely than a transaction forecast to occur in one year.

A forecast transaction is an uncommitted but anticipated future transaction. [HKAS 39.9] =

It is important to distinguish between forecast transactions and firm commitments as fof
transactions are always cash flow hedged, whereas firm commitments are generally fair ¥
hedged. The following table illustrates some examples of forecast transactions and, &
illustrates the difference between a forecast transaction and a firm commitment:
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Earnings per share

Introduction

"HKAS 33 Earnings per Share prescribes principles for the determination and presentation of
gmings per share (EPS) information. The Standard was most recently amended when the
i qevised version of HKFRS 3 Business Combinations was issued in March 2008,

| ;.i_ chapter discusses the requirements of HKAS 33 in the following sections:
on 2 Secope
setion 3 Definitions
Section 4 Calculation of basic earnings per share
ction 5 Calculation of diluted earnings per share
k. ion 6 Reporting additional earnings per share on an alternative basis
ion(/ Presentation and disclosure
crnn 8 Future developments

Scope

When the IASB issued IFRS 8 Operating Segments, the international equivalent of HKFRS §,
it took the opportunity to amend IAS 33.2, so as to clarify the scope of the EPS Standard.
Following that amendment, HKAS 33 applies to:

33.2 &3]

JEK AS
-t.;' the separate or individual financial statements of an entity:

] whose ordinary shares or potential ordinary shares are traded in a public market
(a domestic or foreign stock exchange or an over—the—counter market, including
local and regional markets) or

that files, or is in the process of filing, its financial statements with a securities
commission or other regulatory information for the purpose of issuing ordinary
shares in a public market; and

the consolidated financial statements of a group with a parent:

o whose ordinary shares or potential ordinary shares are traded in a public market
(a domestic or foreign stock exchange or an over—the-counter market, including
local and regional markets) or

that files, or is in the process of filing, its financial statements with a securities
commission or other regulatory information for the purpose of issuing ordinary
shares in a public market; and

entities voluntarily choosing to present EPS information,

to amendment by HKFRS 8, HKAS 33.2 referred to entities whose ordinary shares or
al ordinary shares are publicly traded and entities that are in the process of issuing
ry shares or potential ordinary shares in public markets,
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The amendment by HKFRS & makes clear that. for a group, it is the shares of the nara
must be considered. Thus, an unlisted group which includes a listed subsi
automatically within the scope of the Standard.

The scope of the Standard includes entities that are in the process of filing EPS information based on the separate financial statements should not be presented in
statements with a securities commission or other regulatory information for the : ‘ the consolidated financial statements (either in the statement of comprehensive income
issuing ordinary shares in a public market. This means that EPS information is ram ~ orin the notes).

financial statements prepared for the purpose of the issue of a prospectus,

if the entity chooses to disclose EPS information based on its separate financial
statements, it is required to prepare that information in accordance with HKAS 33 and
to present it only in its statement of comprehensive income; and

If an entity presents the components of profit or loss in a separate income statement as
described in HKAS 1(2007).81 (see section 5 of chapter 3), EPS should be presented only in

2.1 Mutual-to-shares conversions it separate statement. [HKAS 33.4A]

The definition of a financial liability in HKAS 32 Financial Instruments: Pres
amended in June 2008 in order for ceriain puttable financial instruments and

. Shares listed but not intended to be traded
arising on liquidation to be presented as equity, as opposed to a financial liability. p i3
amendment, many entities with a mutual form of ownership had no equity inst | Example 2.4
HKFRSs (see section 2.1.2 of chapter 15) as the most subordinate instrument |Shares listed but not intended to be traded
entity had an obligation for the entity to pay cash or another financial asset. Dye
criteria in the amendments to HKAS 32, certain entities with a mutual form of own,
continue to have no equity. In the instances where such entities convert froma n 1t
ownership to share ownership that is classified as equity, the EPS should be based op
subsequent to conversion as it is only for the period subsequent to conversion that th i
had equity instruments outstanding. Reporting EPS based on earnings | fahongh these shares are not expected to be traded, nevertheless the entity is within the
conversion may result in an EPS amount that will not be comparable to tseupe of HKAS 33 and EPS disclosures will be required. The notion of ‘publicly traded” does
determined in future years. Further, such an EPS amount may not reflect fully the “aot require the actual trading of shares, but the ability to trade the shares publicly,

The shares of Company A are listed on the Luxembourg exchange. Company A has
pleted a listing for marketing purposes only because its investors (which are pension
ds) are restricted by their governing laws to investing in listed entities. It is not expected
thése shares will be traded.

relationship between earnings for the period and the amount of outstanding shares
of the reporting period. Therefore, the statement of comprehensive income caption

sufficiently descriptive to inform the reader of the unique nature of EPS in sie
conversion, and the method of presentation should be described in the notes, ] : DEﬁl]ltlﬂIlS

The amended HKAS 32.11 recognises that puttable instruments and obligation .

liquidation that are presented as equity following the amendment do meet the dej Ordlnary share

financial liability but are presented as equity as an exception. As HKAS 372 yvas 1ot
when the amendments to HKAS 32 were issued there was confusion as 10 3/
would apply to an entity which previously had no equity but fol'cwing the
presented its puttable instruments or obligations arising at liquidaica as equity

33 defines an ordinary share as an equity instrument that is subordinate to all other
tlasses of equity instruments. [HKAS 33.5] An equity instrument is defined in HKAS 32 as
any contract that evidences a residual interest in the assets of an entity after deducting all of
s liabilities. [HKAS 32.11] The Standard explains that ordinary shares participate in profit
2008, the IASB published an exposure draft (ED) Simplifying Carnings per § the period only after other types of shares (such as preference shares) have participated.
proposes to amend TAS 32, the international equivalent of HXAS 32, to make. *Ordinary shares of the same class have the same rights to receive dividends, but it is possible
entities that previously had no equity that would presen: wstiuments as equity followi foran entity to have more than one class of ordinary shares. [HKAS 33.6]

IAS 32 amendment should apply IAS 33, the interne ions] equivalent of HKAS )

period when the amended IAS 32 is applied. 32 Potential ordinary share

Ppotential ordinary share is defined as a financial instrument or other contract that may

2.2 ntities voluntarily presenting EPS information
k 9 yp g € its holder to ordinary shares. [HKAS 33.5] Examples of potential ordinary shares

HKAS 33 requires that any entity that presents EPS information does so in accordance
that Standard. Therefore, any entity whose ordinary shares or potentially ordinary shar
not publicly traded that voluntarily presents EPS information is bound by the requirel
HKAS 33. [HKAS 33.3]

HKAS 33.7]

financial liabilities or equity instruments, including preference shares, that are
convertible into ordinary shares:

23 Consolidated and separate financial statements

Where an entity presents both consolidated financial statements and separate
statements in accordance with HKAS 27 Consolidated and Separate Financial Stat
[HKAS 33.4]

] the disclosures required by HKAS 33 need only be given in respect of the conso idate
information;

Options and warrants (i.e. financial instruments issued by the entity that give the holder
the right to purchase ordinary shares); and

shares that would be issued upon the satisfaction of conditions resulting from
contractual arrangements, such as the purchase of a business or other assets,

oncept that an instrument may be considered the equivalent of ordinary shares has
0 meet the reporting nceds of investors in entities that have issued certain types of
¥ertible and other complex securities. The holders of these instruments can expect to
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participate in the appreciation in value of the ordinary shares resulting principally g 1.2 The impact of preference shares

earnings and earnings potential of the 1ssuing entity. The attractiveness of these s e ; _ . ;

investors often is based on the potential right to participate in increases in \The profit or loss attributable to the equity holders of the parent entity will already be after
potential of the entity, rather than on fixed returns or other senior security charact ; Leduction of dividends and other profit or loss effects relating to preference shares classified
value of instruments that are considered potential ordinary shares is derived liabilities. [HKAS 33.13] For the purposes of calculating basic EPS, the profit or loss
value of the ordinary shares to which they relate. Changes in the value of such ibutable to the equity holders of the parent entity is further adjusted for the following
tend to reflect changes in the value of the ordinary shares. er-tax amounts relating to preference shares classified as equity:

F’]KAS 33.12]
b

3.2.1  Derivatives over own equity preference dividends;

If an entity enters into a derivative over its own ordinary shares that may entitle the » differences arising on the settlement of such preference shares; and
ordi shares, that derivative is a potential ordinary share. This is the cas, v gl

seﬂig{mt te of the dﬂ'iva:ieve pﬂ'm:t or require seftlement net in ordma;;“e : . other similar effects of such preferences shares,
enﬁtyurinaﬂxedmmberofnrdimryshmfura&xedamoumofcafsh:'
irrespective of whether the settlement terms are at the option of the holder or the i

If, however, the settlement terms of the derivative permit only net settlement in
financial assets, and/or settlement by the exchange of gross amounts of cash or other
assets, the instrument does not ‘entitle its holder to ordinary shares’ and is not
ordinary share. This is true irrespective of whether the settlement terms are at
the holder or the issuer.

4121 Preference dividends

': he after—tax amount of preference dividends to be deducted in determining the profit or loss
;#uﬂ;utable to ordinary equity holders of the parent entity is;

&HKASBS.M]

% faroon—cumulative preference shares classified as equity, the after—tax amount of
ereference dividends declared in respect of the period; and

for cumulative preference shares classified as equity, the full after—tax amount of the
required preference dividends for the period (whether or not declared). This does not
include amounts paid or declared on cumulative preference shares in the current period
in respect of previous periods.

4 Calculation of basic earnings per share

The objective of basic EPS information is to provide a measure of the interests of
ordinary share of a parent entity in the performance of the entity over the reporting pe
[HKAS 33.11] Basic EPS amounts are required to be calculated for:
[HKAS 33.9]

or non—cumulative preference shares, dividends “declared in respect of the period” are any
ds on the preference shares that are recognised as a liability at the end of the period,
any dividends paid during the period that were not accrued at the end of the prior period.

do not include dividends declared after the end of the period that, in accordance with
510 Events after the Reporting Period, are not recognised as a liability.

‘ l!mmple 4.1.2.1

. profit or loss attributable to ordinary equity holders of the parent entity; anr
s if’ presented, profit or loss from continuing operations attributablettd, those

holders.
Basic EPS is calculated as: | Liquidating dividends on preference shares
[HKAS 33.10] -

!Camany X issued one share of Series A Non-Voting Convertible Preference Shares for
| HE 51,000,000 The liquidation preference on this preference share is HK$1,000,000, plus a
I ;’ 12 per cent cumulative dividend from the issue date. Company X also issued one share of
| ﬁ:ﬁw B Non-Voting Convertible Preference Shares for HK$2,000,000. The shareholder of
i Ly | the Series B Preference share is entitled to a non—cumulative dividend at the rate of five per
4.1 Earnmgs i I':,ii per annum on the liquidation preference. The liquidation preference is HK$2,000,000,
'! Plus a 12 per cent cumulative dividend from the issue date. All payments on both preference
\|/Shares are at the discretion of Company X and, therefore, they are both presented as equity.

Profit (loss) attributable to ordinary equity holders of the'parent entity
Weighted average number of ordinary shares outsiandiiig during the period

The starting point for the earnings numerator (for results both from continuing operations
for the entity as a whole) is the profit or loss after tax attributable to the equity holders
parent entity (i.e. excluding the amount attributable to non—controlling interests).

i
33.12] '_fﬂ calculating profit or loss attributable to ordinary shareholders, Company X should not

1' deduct the 12 per cent cumulative liquidating dividends for either the Series A or Series B
| Shares. Although cumulative, the liquidating dividends are intended to provide a preference to
fthe Series A and Series B preference shareholders in the event of a liquidation of Company X
il !ﬂd. therefore, should not be included in determining profit or loss attributable to ordinary

{areholders until a liquidating event occurs.

4.1.1  Non-controlling interests

The profit or loss attributable to equity holders of the parent will be readily availa
required to be presented in the statement of comprehensive income (or, where app!
separate income statement), under HKAS 1 Presentation of Financial Statements,
from the profit or loss attributable to non—controlling interests. [HKAS 1(200
applicable, however, the profit for the period from continuing operations presentel
statement of comprehensive income (which is before the allocation to nor
interests) will need to be adjusted for the non-controlling interests” share of those
order to arrive at the amount attributable to equity holders of the parent.

—

4122  Differences arising on the settlement of preference shares
Differences may arise on the settlement of preference shares in the followin g circumstances:

i*  where the preference shares are repurchased under a tender offer, and the fair value of
the consideration paid to the preference shareholders differs from their carrying
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amount. Any excess of the fair value of the consideration over the ing: Fompany P decides to acquire Company S’s preference shares. The premium paid by
represents a return to the holders of the preference shares and is charged 1 mpany P to the third-party preference shareholders on the acquisition of Company S’s
earnings in the period of repurchase. This amount is deducted in caley], ence shares is not recognised in the statement of comprehensive income of the
earnings numerator for basic EPS. [HKAS 33.16] Any excess of the carrying am; ssolidated em‘ity as this represents a transaction with shareholders. Accordingly, the
the shares over the fair value of the consideration is added in calculating the olidated entity does not recognise in its statement of comprehensive income any gain or
numerator for basic EPS; [HKAS 33.18] and o from the acquisition.

on early conversion of convertible preference shares, as a result of favourable o e premium paid to redeem Company S’s preference shares should be deducted in
to the original conversion terms or the payment of additional consideration, The ; | ting profit or loss available to ordinary shareholders in the calculation of EPS in
of the fair value of the ordinary shares or other consideration paid over the fajr pany P’s consolidated financial statements. The premium represents a return on
the ordinary shares issuable under the original conversion terms is a return yestment 10 the holders of the preference shares and is not available to ordinary
preference shareholders, and is deducted in calculating the earnings numerator for b holders, similar to preference share dividends and accretion charges. As dividends and
EPS. [HKAS 33.17] - | gecretion charges on preference securities of a subsidiary are treated as income allocated to
p-controlling interests, premiums paid to redeem Company S's preference shares also
ould be deducted in computing profit or loss attributable to ordinary sharcholders in the
culation of earnings per share in Company P’s consolidated financial statements,

Some entities issue classes of shares characterised as ‘tracking’ or ‘targeted
measure the performance of a specific business unit or activity of the entity.
tracking shares often allow the entity, at its option, to exchange or redeem

tracking shares for another class of tracking shares, such that the entity would
class oigordinary shares outstanding, The tims of this feature gen::flt;requim.a. 41.2.3 Other effects of preference shares
be paid to the class being redeemed as a result of the transaction. In the period of ¢
profit or loss attributable to ordinary shareholders (whose shares are being u:
redemption) should be reduced by the premium over market value paid to redeem
shares. The holders of the tracking shares being redeemed have received a
constitutes an additional contractual return to them,

results for the period will also be adjusted for other appropriations recognised in respect
preferciice shares classified as equity. For example, preference shares may provide for a
y initial dividend to compensate the entity for selling the shares at a discount, or an above—
uket Adividend in later periods to compensate investors for purchasing the shares at a
esum. (These are sometimes called increasing rate preference shares.) Where such shares
Example 4.1.2.2A — e classified as equity, the discount or premium on issue is amortised to retained earnings
the effective interest method and treated as a preference dividend for the purposes of
Payment of premium on redemption of tracking shares Lalo lating basic earnings per share. [HKAS 33.15]

Company X has two classes of ordinary shares outstanding that separately track the res e following example, reproduced from Example | of the Illustrative Examples

operations of two different businesses, Company A and Company B. Company X dec( secompanying HKAS 33, illustrates the required adjustments in respect of increasing rate

redeem all of its outstanding Company B tracking shares in exchange for Cumpy nreference shares.

tracking shares. The terms of the Company B shares being redeemed provide' Co.np —

with the right to redeem the Company B tracking shares, at its discretion, \by 13sui | Example 4.1.2.3

Company A tracking shares with a market value equal to a 15 per cent ‘prémium

market price of the Company B tracking shares at the time of redemptich. As such, th

value of Company A tracking shares to be exchanged for the Comjyany 8 tracking shares will iy, ; : A

exceed the fair value of the Company B tracking shares by 15 per cent on the date th | D issued non—convertible, non-redeemable class A cumulative preference‘shares of

R A 100 par value on 1 January 20X1. The class A preference shares are entitled to a
mption is announced. ; Ges i

nulative annual dividend of CU7 per share starting in 20X4.

easing rate preference shares
5 33 Illustrative Examples (Example 1)]

The profit or loss attributable to Company A tracking shares\should be reduced by the a : ||, 3 ) . . )
of the 15 per cent premium when calculating the profit®or loss attributable to Compa [ At the time of issue, tt}e market rate dividend yield on LI_1e class A preference sl:tares was 7 per
tracking sharcholders for EPS purposes of Company X for the period. a year. Thus, Entity D could have expected to receive proceeds of approximately CU100

class A preference share if the dividend rate of CU7 per share had been in effect at the
of issue,

Example 4.1.2.2B i consideration of the dividend payment terms, however, the class A preference shares were

. ; : ; e ed at CUBL.63 per share, i.e. at a discount of CU18.37 per share. The issue price can be
Prentinm paid by & pareat s redecm presirencs shiares irsued by sabsidiacy culated by taking the present value of CU100, discounted at 7 per cent over a three—year

0d

Company P, a publicly traded entity, has a wholly-owned subsidiary, Company S. Co
S has preference shares outstanding held by parties outside the group that are classifie : . . R . . , .
equity. The preference shares are redeemable at the option of Company S (with Company Ditause Ih; shares are cl_asm'ﬁed as equity, the original issue discount is a_mlomsed to retained
consent) in whole or in part, at varying dates, at HK$100 per share plus accumu =mings using the effective interest _rnethot_i and treated as a preft:relruce Fl.l“-"ldfﬂd fl‘or‘ earnings
unpaid distributions to the date fixed for redemption. Consistent with the view 7 share purposcs. To calculate basic earnings per share, the following imputed dividend per
subsidiary’s preference shares represent a non—controlling interest in the S A preference share is dec'iucled to determine the profit or loss attributable to ordinary
consolidated financial statements, dividends or accretions to a redemption price sh ity holders of the parent entity:

classified as income allocated to non—controlling interests in the consolidated statemente

comprehensive income of the parent.
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4.8 Management contracts

Where a disclosable management contract is in force for the whole or part of the financia]
year, the directors' report should include a statement of the existence and duration of the
contract and the name of any director interested therein. [s 162A(1)(a) & s 129D(3)(i)(a)]

A disclosable management contract is a contract entered into by the company, other than g
contract of service with any director or any person engaged in the full-time employment of
the company, whereby any individual, firm or body corporate undertakes the management
and administration of the whole or any substantial part of any business of the company.

4.9 Charitable and other gifts

The Companies Ordinance requires disclosure of charitable and other donations, subject to
certain de minimis limits. [s 129D(3)(d) and (e)] Wholly—owned subsidiaries of companies
incorporated in Hong Kong are exempt from this requirement.

For a company which is not itself a wholly-owned subsidiary of a company incorporated in
Hong Kong, and which has subsidiaries, disclosure is required if the company and its
subsidiaries between them have made donations for charitable or other purposes of HK$1,000
or more.

For a company which is not itself a wholly—owned subsidiary of a company incorporated in
Hong Kong, and which has no subsidiaries, disclosure is required if the company has made
donations for charitable or other purposes of HK$10,000 or more.

4.10 Other matters

The directors' report is required to contain particulars of any other matters that are material for
the appreciation of the state of the company’s affairs provided that, in the opinion of the
directors, the disclosure of such matters will not be harmful to the business of the company, or
its subsidiaries. [s 129D(3)(1)]

An example of a matter requiring disclosure under this heading would be an impo:tant or
significant event affecting the company or any of its subsidiaries which has ocewized since the
end of the financial year. As discussed in chapter 33 of this book, a similar requirement is
imposed by HKAS 10 Evenis after the Reporting Period for the disclosnr: in, the notes to the
financial statements of non-adjusting events occurring after the repor.ug period that are so
material that their non—disclosure would affect the ability of users oF financial statements to
reach a proper understanding of the financial position of the entity. To avoid unnecessary
duplication of information in the directors' report and the financial statements, we suggest that
a brief mention of the matter in the directors' report, together with a reference to the relevant
note in the financial statements, will be sufficient in circumstances where the mater is also
disclosed in the financial statements under HKAS 10.

411  Re-appointment of auditor

Although there is no statutory requirement for the directors' report to refer to the
re-appointment of the auditor, it is general practice to do so, as illustrated in example 4.11.

Example 4.11

A resolution to re-appoint Messrs. Deloitte Touche Tohmatsu as auditor will be proposed at
the forthcoming annual general meeting.
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56 Reports on audited financial
statements

1 Introduction

The form and content of the auditor's report issued as the result of an audit of a complete set
of general purpose financial statements, including the related notes, of a reporting entity is set
out in both Hong Kong Standard on Auditing 700 The Independent Auditor's Report on a
Complete Set of General Purpose Financial Statements (HKSA 700) and Hong Kong
Standard on Auditing 701 Modifications to the Independent Auditor's Report (HKSA 701),
which were issued by the HKICPA in October 2006 and replaced Statement of Auditing
Standards 600 Auditors' Reports on Financial Statements. HKSA 700 and HKSA 701 apply
to all auditor's reports which express an opinion in terms of whether financial statements give
a true and fair view, or where statutory or other specific requirements prescribe the use of
such terms as ‘presents fairly, ‘exhibits a true and correct view' or ‘properly prepared in
accordangewith',

The @1&6% given by the financial statements is derived from a combination of fact and
Judgement, and consequently cannot be characterised as absolute. When reporting on
hijancial statements, therefore, the auditor provides a level of assurance which is reasonable
i that context but, equally, cannot be absolute. Consequently, it is important that readers of
financial statements are made aware of the context in which the auditor's report is given. A
major objective of both HKSA 700 and HKSA 701 therefore, is to achieve informative
reporting by the auditor within the scope of their reporting obligations.

| | Companies Ordinance requirements

The majority of auditor's reports issued are reports on companies incorporated under the
Companies Ordinance. Under the Companies Ordinance, the auditor is required to report to
the members of the company on all annual accounts faid before the company in an annual
general meeting during their tenure of office. For the purposes of the Companies Ordinance,
annual accounts consist of a balance sheet and profit and loss account (using the terminology
in the Companies Ordinance), together with accompanying notes thereto (and, where
appropriate, group accounts).

In their report, the auditor must state their opinion as to whether the financial statements:
[s 141(3)]

. give a true and fair view of the state of affairs of the company (and the group) as at the
end of the financial year and of its profit or loss for the financial year; and

. have been properly prepared in accordance with the Companies Ordinance.

The auditor has a further duty to carry out such investigations as will enable them to form an
opinion as to whether or not: [s 141(4)]

] proper accounting records have been kept by the company and proper returns adequate
for the audit have been received from branches not visited: and

. the annual accounts are in agreement with the accounting records and returns.

If the auditor is of the opinion that any of the above requirements have not been met, this fact
must be stated in their report.
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The auditor also has a duty to report if they have not obtained all of the information ang
explanations that they require for the purposes of their audit.

The absence of any statement on the above matters in the auditor's report is, therefore,
equivalent to an assurance that the auditor has satisfied themselves as to these matters.

1.2 Compliance with relevant accounting requirements

It is likely that a court would infer that financial statements, which meet the Companies
Ordinance requirement for financial statements to give a true and fair view, will follow
accounting standards, and that any departure would be sufficiently abnormal 1o require
Justification. Therefore, general compliance with accounting standards is necessary to meet
the requirement that the directors prepare annual financial statements which give a true and
fair view of a company’s (group's) state of affairs and profit or loss.

Particulars of any material departure from accounting standards that the auditor agrees is
necessary to give a true and fair view must be fully explained, together with the financial

effects of the departure, unless this is impracticable or misleading in the context of giving a
true and fair view (refer to also to section 3 of chapter 3).

1.3 Financial statements

Reference to the term 'financial statements' in the auditor's report includes not only the
balance sheet and profit and loss account (now called the statement of financial position and
statement of comprehensive income respectively in HKFRS) as required by the Companies
Ordinance, but also additional primary statements such as the statement of changes in equity
and the statement of cash flows as well as the accounting policies and explanatory notes.
Where required by an accounting standard, these additional primary statements are normally
deemed necessary for the financial statements to give a true and fair view of the state of
affairs and profit or loss, as required by the Companies Ordinance.

14 Presentation of the auditor's report

While it is not specifically addressed by HKSA 700, general practice in Hong Kong is to
place the auditor's report before the financial statements to facilitate communication With the
reader, and as such directors (or their equivalent) should be encouraged:tw position the
auditor’s report in this manner.

This chapter discusses the requirements of HKSA 700 and HKSA,/Ql%in the following
sections:

Section 2 Format and content of the auditor's report
Section 3 Modified auditor's report
Section 4 Other reports required by the Companies Ordinance

2 Format and content of the auditor's report

2.1 Introduction

HKSA 700 sets out the format and content of the auditor's report, requiring that it should
include the following elements: [HKSA 700(17)]

. a title, clearly indicating that the report is being provided by an independent auditor;

. an appropriate addressee;
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. an introductory paragraph, identifying the entity whose financial statements have been
audited, as well as a statement that the financial statements have been audited. In
addition, the introductory paragraph would also contain the following:

o the title of each of the financial statements comprising the complete set of
financial statements that were audited:

o a reference to the summary of significant accounting policies and the other
explanatory notes to the financial statements; and

o  the date and period covered by the financial statements;
. management's responsibility for the financial statements;
. auditor’s responsibility;
. auditor's opinion;
. other reporting responsibilities;
< the signature of the auditor;
° the date of the auditor's report; and
e thenddress of the auditor.

Whii» FIKSA 700 does not require each of the above elements to be given in the order listed,
vie vould expect that most auditors will do so because HKSA 700 clearly intends to establish
a siandard format to assist the reader in understanding the various matters which are of
relevance, as well as any unusual circumstances that have occurred. HKSA 700 also
indicates that the consistency of presentation of the auditor's report promotes credibility in the
marketplace.

The layout of the standard unmodified auditor's report for a Hong Kong company, with
referenced supporting guidance, is set out below.

INDEPENDENT AUDITOR'S REPORT'  Guidance

TO THE MEMBERS OF XYZ 1. Indicates that it is the report of an
LIMITED" independent auditor (who has complied
(incorporated in Hong Kong with limited with 1he.relt.waut ethical requirements
liability” concerning independence).

We have audited the financial statements of 2 Identifies the person or persons to whom
XYZ Limited (the "Company") set out on the report is addressed.

pages ... to ..., which comprise the statement 3. InHong Kong, it is a commion practice to
of financial position as at 31 December disclose the place of incorporation/
20X9, and the [income statement, ] statement establishment of the company.

of comprehensive income, statement of 4, Tdentifies the title of each of the financial
changes in equity and statement of cash statements that comprise the complete set

flows for the year then ended, and a of financial statements covered by the
summary of significant accounting policies opinion.

4
and other explanatory notes”. 5. Identifies those responsible for i

Directors' {esponsihiliﬁes for the financial financial statements. Under the
statements’ Companies Ordinance, the directors are
The directors are responsible for the responsible for the preparation of financial
preparation and the true and fair presentation statements which show a true and fair

of these financial statements in accordance view. The report should indicate that the
with Hong Kong Financial Reporting directors' responsibility includes: [HKSA
Standards issued by the Hong Kong Institute 700(28)]

of Certified Public Accountants (the
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"HKICPA") and the Hong Kong Companies
Ordinance. This responsibility includes
designing, implementing and maintaining
internal control relevant to the preparation
and the true and fair presentation of
financial statements that are free from
material misstatement, whether due to fraud
or error; selecting and applying appropriate
accounting policies; and making accounting
estimates that are reasonable in the
circumstances.

Auditor's responsibility”

Our responsibility is to express an opinion
on these financial statements based on our
audit and to report our opinion solely to you,
as a body, in accordance with section 141 of
the Hong Kong Companies Ordinance, and
for no other purpose. We do not assume
responsibility towards or accept liability to
any other person for the contents of this
report. We conducted our audit in
accordance with Hong Kong Standards on
Auditing issued by the HKICPA. Those
standards require that we comply with
ethical requirements and plan and perform
the audit to obtain reasonable assurance as
to whether the financial statements are free
from material misstatement.

An audit involves performing procedures to
obtain audit evidence about the amounts and
disclosures in the financial statements. The
procedures selected depend on the auditor's
Jjudgment, including the assessment of the
risks of material misstatement of the
financial statements, whether due to fraud or
error.  In making those risk assessments,
the auditor considers internal control
relevant to the entity's preparation and true
and fair presentation of the financial
statements in order to design audit
procedures that are appropriate in the
circumstances, but not for the purpose of
expressing an opinion on the effectiveness
of the entity's internal control. An audit also
includes evaluating the appropriateness of
accounting policies used and the
reasonableness of accounting estimates
made by the directors, as well as evaluating
the overall presentation of the financial
statements.

We believe that the audit evidence we have
obtained is sufficient and appropriate to
provide a basis for our audit opinion.

(i)  designing, implementing and
maintaining internal contro] re]
to the preparation and fair
presentation of financial statemeng.
that are free from material |
misstatement, whether due to frayd
OF error; |

(if)  selecting and applying appropriate
accounting policies; and [

(iii) making accounting estimates that
are reasonable in the circumstances,

. The auditor is required to state that their

responsibility is to express an opinion on

the financial statements based on their

audit. [HKSA 700(32)] )

The auditor is further required to describe

the audit process by including the ;

following explanatory text: [HKSA

700(37)]

(i)  Anaudit involves performing
procedures to obtain audit evidence
about the amounts and disclosures
in the financial statements;

(i) The procedures selected depend on
the auditor's judgment, including
the assessment of the risks of
material misstatement of the
financial statements, whether due to
fraud or error. In making those risk
assessments, the auditor consides
internal control relevant to the
entity's preparation and fa-
presentation of the fnancial
statements in order to design audit
procedures tha! u-e ; ppropriate in
the circumst=«~es, wut not for the
purpose of erpressing an opinion on
the effectiveness of the entity's
internal control. In circumstances
when the auditor also has a
responsibility to express an opinion
on the effectiveness of internal
control in conjunction with the audit
of the financial statements, the '
auditor should omit the phrase that
the auditor's consideration of
internal control is not for the
purpose of expressing an opinion on
the effectiveness of internal control
and

(iii) An audit also includes evaluating
the appropriateness of the
accounting policies used, the
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Opinion’
In our opinion the financial statements give
a true and fair view of the state of the

reasonableness of accounting
estimates made by management, as
well as the overall presentation of

Company's affairs as at 31 December 20X9 the financial statements.

and of its profit [loss] and cash flows for the The auditor's report should also state that
year then ended in accordance with Hong the auditors believes that the audit

Kong Financial Reporting Standards® and evidence the auditor has obtained is

have been properly prepared in accordance
with the Hong Kong Companies Ordinance.

Signature’

Certifigd\Public Accountants
[Addreds]

Date]"

sufficient and appropriate to provide a
basis for the auditor's opinion. [HKSA
700(38)]

An auditor's report should contain a clear
expression of opinion on the financial
statements [HKSA 700(4)]

The auditor is required to identify the
applicable reporting framework on which
the financial statements are based to
inform the reader as to the context in
which the auditor's opinion is expressed.
[HKSA 700(43)]

The signature would represent the name
of the audit firm and/or the personal name
of the auditor depending on the legal form

of the auditor,

10. The auditor should date the report no
earlier than the date on which the auditor
has obtained sufficient appropriate audit
evidence on which to base the opinion on
the financial statements. [HKSA 700(52)].

It should be noted that HKSA 700 does not prescribe the warding for each section heading
but includes illustrative wording for the headings in the example reports attached to HKSA
700. Where the auditor’s report is modified, the heading for the opinion section should be
clearly signposted to inform the reader of the nature of the modification, Each of the elements
of the auditor's report is discussed in further detail below.

2.2 Title and addressee

HKSA 700 requires the auditor's report to be addressed, as required by the circumstances of
the engagement, to an appropriate addressee. In addition, the title should clearly indicate that
the report is the report of an independent auditor. This informs the reader that the auditor has
met all of the relevant ethical requirements regarding independence which have been issued
by the relevant professional body, such as the HKICPA. This helps to distinguish an
independent auditor's report from reports issued by others. Reports issued on the statutory
financial statements of a company should be addressed to the members (normally the
shareholders) of the company.

The report examples attached to HKSA 700 are addressed to the 'sharcholders' of the
company. As the Companies Ordinance requires the auditor to report to the company's
members, we consider it to be more correct that statutory audit reports for companies are
addressed to the members and not to the shareholders. This would also deal with situations
Wwhere there are no shareholders, e.g. companies limited by guarantee.
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23 Introductory paragraph

HKSA 700 requires the auditor’s report to include an introductory paragraph identifying the
entity whose financial statements have been audited, and the fact that the financial statements
that have been audited. In addition, the introductory paragraph should also: [HKSA 700(2 2)]

. Identify the title of each of the financial statements that comprise the complete set of
financial statements;

. Refer to the summary of significant accounting policies and other explanatory notes;
and

] Specify the date and period covered by the financial statements.

The auditor’s report should normally refer to financial statements instead of the accounts and
notes. Reference in the directors' report should also be to financial statements. However,
consistency of terminology is desirable and, if the directors prefer to use a term like ‘accounts
and notes' to describe the company's financial statements, then the auditor's report should do
the same.

Usually the financial statements are accompanied by other financial information, such as that
contained in the directors' report, chairman's statement, Management Discussion and Analysis
and historical summaries. Under Hong Kong Standard on Auditing 720 Other Information in
Documents Containing Audited Financial Statements (HKSA 720), the auditor should read
the other information so as to identify any material inconsistencies between the financial
statements and the other information. The auditor should seek to resolve any such material
inconsistencies discovered or any material misstatements of facts in the other information of
which they become aware. Otherwise, the auditor has no responsibility to report on this
information. It is important, therefore, to identify clearly the financial statements to which the
auditor's opinion relates. This is done by stating the title of each of the individual financial
statements included in the complete set of financial statements. HKSA 700 also suggests
that the auditor considers identifying the numbers of the pages in the annual report which
contain the financial statements.

24 Responsibilities of the directors

In order fo assist readers in understanding the nature and context of the opinion eXptessed by
the auditor, the auditor's report should distinguish between the responsibilities ot those who
prepare financial statements, typically the directors, and those who audittii=ni. In particular,
readers need to be made aware that it is the directors of the reportine\eiitity, and not the
auditor, who determine the accounting policies to be followed. Aceordingly, HKSA 700
requires the auditor's report to include separate sections setting out the respective
responsibilities of directors (or equivalent persons) and auditor.

HKSA 700 makes reference to 'management’ in the context of preparing the financial
statements in accordance with the relevant accounting framework. In Hong Kong, under the
Companies Ordinance, it is the directors of the company who are responsible for the
preparation of the financial statements.

The directors' responsibilities as set out in HKSA 700, include: [HKSA 700(28)]

. designing, implementing and maintaining internal control relevant to the preparation
and fair presentation of financial statements that are free from material misstatement,
whether due to fraud or error;

. selecting and applying appropriate accounting policies; and

. making accounting estimates that are reasonable in the circumstances.
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In some circumstances it may be necessary for the auditor to include additional
responsibilities relevant to the preparation of the financial statements. This may be the case
where local laws confer additional requirements on the preparers of the financial statements.

25 Responsibilities of auditor

HKSA 700 requires the auditor to state in their report that their responsibility is to express an
opinion on the financial statements based on the audit, [HKSA 700(32)]

The auditor is also required to state that their audit was performed in accordance with Hong
Kong Standards on Auditing, and that these standards require the auditor to comply with
ethical requirements and plan and perform the audit to obtain reasonable assurance whether
the financial statements are free from material misstatement.

In Hong Kong, auditors will normally carry out their work in accordance with auditing
standards issued by the HKICPA. Where the auditor is required to follow other auditing
standards which are comparable to those issued by the HKICPA (e.g. International Standards
on Auditing), the auditor should refer to those other standards.

Hong Kong Standard on Auditing 200 Objectives and General Principles Governing an Audit
of Financial Statements (HKSA 200) states that the auditor should not represent compliance
with Hong Kong Standards on Auditing unless the auditor has complied fully with all of the
Hong Keng\Standards on Auditing relevant to the audit. In exceptional circumstances, the
auditaivnay depart from Auditing Standards in order to carry out the objectives of the audit
mofe weifectively. In such circumstances, the reasons for the departure should be properly
documented in the auditor's working papers. Unless a departure from an auditing standard
aftecting significant information in the financial statements can be justified, it constitutes a
limitation in the scope of the audit and will result in a qualified (except for — limitation)
opinion or, in extreme circumstances, a disclaimer of opinion.

The auditor should describe the audit process by stating that: [HKSA 700(37)]

o an audit involves performing procedures to obtain audit evidence about the amounts
and disclosures in the financial statements;

. the procedures selected depend on the auditor's judgment, including the assessment of
the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control relevant
to the entity's preparation and fair presentation of the financial statements in order to
design audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the entity's internal control;

. an audit also includes evaluating the appropriateness of the accounting policies used,
the reasonableness of accounting estimates made by management, as well as the overall
presentation of the financial statements.

Where the auditor has a separate responsibility to report on the effectiveness of the internal
control, the auditor would not include the phrase that the auditor's consideration of internal
control is not for the purpose of expressing an opinion on the effectiveness of internal control.

HKSA 700 requires the auditor to state that the audit evidence obtained is sufficient and
appropriate to provide a basis for the auditor’s opinion. [HKSA 700(38)]

2.6 Auditor's opinion

The auditor's report is required by HKSA 700 to include a separate section containing a clear
expression of opinion on the financial statements. [HKSA 700(4)]

HKSA 700 also allows that where local standards, laws or generally accepted practice in a
jurisdiction require or permit the auditor to elaborate on additional matters, such matters may
be addressed in a separate paragraph following the opinion paragraph. [HKSA 700(45)]
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