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Preface

This booklet is one of a series on professional accounting in
foreign countries. The material is current as of December 1987.
Changes after this date in the standards of either the United
States or Hong Kong may alter the comparisons detailed in this
publication.

Included are descriptions of the accounting profession, auditing
standards, and accounting principles in Hong Kong. The booklet
also presents brief descriptions of the various forms of business
organizations, taxes, and requirements for stock exchange listings
and securities offerings. Checklists comparing Hong Kong audit-
ing standards and accounting principles with those generally
accepted in the United States are appendixes to the text.

This booklet is not intended to be a comprehensive discussion
of auditing standards and accounting principles in Hong Kong
but is designed instead to focus primarily on differences with
those of the United States.

John Graves

Director
Technical Information Division
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1

The Accounting
Profession

f i s B

REQUIREMENTS FOR ENTRY INTO THE PROFESSION

o e e e e o

Domestic Functions and Licensing Requirements

1. Anyone may use the title “accountant” and offer accounting
and tax services. In Hong Kong, the only professional body is
the Hong Kong Society of Accountants (herewith referred to as
the “Society”). Qualified members are described as the professional
accountants who are entitled to use either designation of Associate
or Fellow of the Hong Kong Society of Accountants. To qualify
as a professional accountant, a person should be twenty-one years
old, of good character, a member of an approved institute or
have passed either the Society’s Professional Examinations or the
Joint Examination with effect from 1982 onwards and acquired
the necessary practical experience.

2. Each company incorporated under the provisions of the
Companies Ordinance shall appoint an auditor who must be a
professional accountant holding a practicing certificate issued by
the Society. This practicing certificate bestows upon the holder
the title of Certified Public Accountant. To qualify for issuance
of a practicing certificate, which requires annual renewal, the
professional accountant should not have less than four years of
full-time approved accounting/audit experience (or thirty months
in cases of post-qualification experience), should be ordinarily
resident in Hong Kong, and should possess the local experience
and knowledge of local law and practice as the Council may

1



2 The Accounting Profession in Hong Kong

consider as necessary. A person shall be treated as ordinarily
- resident if he or she has been present in Hong Kong for not less
than 180 days in the preceding twelve months.

3. In Hong Kong, the Certified Public Accountant may also
act as liquidator, receiver or trustee of a company in bankruptcy.
He or she may also act as company secretary, registrar, and share
valuer.

Foreign Reciprocity

4. Under the Professional Accountants Ordinance, the Society
has authority to admit as professional accountants full members
of the following “Approved Institutes”:
® American Institute of Certified Public Accountants
Australian Society of Accountants
Canadian Institute of Chartered Accountants
The Chartered Association of Certified Accountants
The Chartered Institute of Public Finance and Accounting
The Institute of Chartered Accountants in Australia
The Insititute of Chartered Accountants in England and Wales
The Institute of Chartered Accountants in Ireland
The Institute of Chartered Accountants of Scotland
The Institute of Cost and Management Accountants
New Zealand Society of Accountants

The Society has absolute discretion to admit full members of
other accounting bodies accepted as having a standard similar to
an approved institute.

ROLES AND RESPONSIBILITIES OF STANDARD-SETTING
BODIES

o i e

Professional Standards Promulgated by Each Body

5. The Society is the only professional accounting body in
Hong Kong and is responsible for setting all professional standards.
The Society is responsible for the determination and publication
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of auditing and accounting standards and guidelines. Auditing
standards prescribe the basic principles and practices that mem-
bers of the Society are expected to follow in the conduct of an
audit. Auditing guidelines provide guidance on—

® Procedures by which the auditing standards may be applied.

® The application of the auditing standards to specific items
appearing in the financial statements of entities.

¢ Technique currently being used in auditing.

® Audit problems relating to particular commercial or legal
circumstances or to specific industries.

6. The Society prepares and promulgates Statements of Stand-
ard Accounting Practice (SSAPs). The SSAPs define standard
practice on particular aspects of accounting. Before auditing and
accounting standards and guidelines are issued, they are usually
preceded by exposure drafts, and members are mv1ted to comment
on the contents of such drafts.

7. The Society is a member of the International Federation
of Accountants and of the International Accounting Standards
Committee and consequently supports the objectives of these
bodies. The Society publishes all international accounting standards
and uses its best endeavors to ensure their compliance in all
material respects for published financial statements, to persuade
government and authorities controlling the securities market and
the business and industrial community that published financial
statements should comply with international accounting standards
in all material respects and to ensure that auditors satisfy them-
selves that the financial statements comply with international
accounting standards. The Society has also agreed to incorporate
the principles of international auditing guidelines into its own
auditing standards and guidelines.

Ethics Requirements

8. Besides following the relaxation of the previous restrictions
on advertising, the Society has adopted statements of professional
ethics similar to those of the Institute of Chartered Accountants
in England and Wales. The statements cover a wide range of
matters including the following: independence, publicity, adver-
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tising, obtaining professional work, changes in a professional
appointment, fees, and clients’ monies.

9. In the statements and accompanying guidelines, particular
empbhasis is placed on the requirements that a member of the
Society must have integrity, be objective and competent, follow
technical and professional standards, act with courtesy and con-
sideration, follow the ethical guidance and generally maintain the
good reputation of the profession and the Society.

PROFESSIONAL PUBLIC ACCOUNTING ORGANIZATIONS

10. As previously mentioned, the only professional public
accounting organization in Hong Kong is the Hong Kong Society
of Accountants.

Requirements for Membership

11. Reference is made in paragraph 1 to the description of
the requirements for membership in the Society.

Rights of Membership

12.  Only members of the Society holding the practicing cer-
tificate can undertake audits of financial statements of companies
incorporated under the Companies Ordinance or other statutes.
Membership in the Society is almost always the minimum quali-
fication necessary for employment in financial positions in senior
local government, as well as in commerce and industry.

Number of Members

13. The number of members in the Society is approximately
3,800, of which 974 are holders of practicing certificates, and
there are 459 registered firms of certified public accountants or
public accountants.
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CPE Requirements

14. The Society, through its CPE committee and its director
for CPE, is committed to giving guidance to its members regarding
the form of CPE, as well as providing structured CPE as seminars
and lectures. Although the Society has not made CPE compulsory,
members are encouraged to stay abreast of developments in the
profession and to maintain a certain level of technical knowledge.
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Auditing Requirements

STATUTORY AUDITING REPORTING REQUIREMENTS

N

Purpose of the Statutory Audit

15. Auditors have a statutory responsibility to report to the
members of the company whether in their opinion the financial
statements give a true and fair view of the state of the company’s
affairs and of the profit or loss and changes in financial position
for the year, and whether such statements comply with the
Companies Ordinance (or other relevant legislation). There is
also a professional responsibility to report if the financial state-
ments do not comply in any material respect with the Statements
of Standard Accounting Practice issued by the Hong Kong Society
of Accountants, except in the opinion of the auditor when such
non-compliance is justified.

Entities That Are Required to Be Audited

16. The Companies Ordinance requires that every company
incorporated under the Companies Ordinance must appoint an
auditor whose report shall be attached to the financial statements
requiring approval by the company’s board of directors.

Appointment and Qualifications of Auditors

17. Every company shall, at each annual general meeting of
the company, appoint an auditor or auditors to hold office from
the conclusion of that meeting until the conclusion of the next
annual general meeting of the company. When, at the annual

7



8 The Accounting Profession in Hong Kong

general meeting of a company, no auditors are appointed or
reappointed, the court may, on the application of any member
of the company, appoint a person to fill the vacancy.

18. The first auditors of a company may be appointed by the
directors at any time before the first annual general meeting of
the company, and auditors so appointed shall hold office until
the conclusion of that meeting. If the directors fail to exercise
their power to appoint an auditor, such power may be exercised
by the company at the general meeting.

19. The appointment of a firm of auditors shall be deemed
to be the appointment of the partners for the time being of that
firm.

20. Special notice shall be given for a resolution at a general
meeting concerning the removal of auditors or the appointment
of auditors other than the retiring auditors. On receipt of this
notice, the company must notify the auditors who have been
proposed to be removed or not reappointed and, where applicable,
to notify the persons proposed to be appointed auditors. The
auditors who have been proposed to be removed or not reap-
pointed may present a written representation to the company
and request that this representation be circulated to members to
whom notice of the general meeting and the resolution are to be
or have been sent. These same auditors are also entitled to attend
and be heard at the general meeting.

Auditing and Reporting Responsibilities

21. It is the auditor’s responsibility to report to the members
of the company whether the financial statements presented by
the company’s management are properly prepared in accordance
with the Companies Ordinance, and whether the statements
present a true and fair view of the state of the affairs of the
company, its profit or loss and changes in financial position. If
the entity reported upon is a bank, insurance, shipping, security
or commodity trading company, the auditor’s opinion will also
make reference to the relevant ordinances and, where applicable,
the industry guidelines issued by the Society.
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22. The responsibility of maintaining proper books and rec-
ords and preparing a proper set of financial statements rests with
management.

23. The auditor also has a professional responsibility to note
in the report all significant departures from statements of standard
accounting practice in preparing the financial statements unless
the auditor concurs with such departures. If the auditor considers
that the departure is not justified and that the true and fair view
shown by the financial statements is therefore impaired, in
addition to referring to the notes and disclosing the necessary
information in the report, the auditor should, unless it is im-
practicable, express a qualified opinion and quantify the financial
effect of the departure.

24. Under the Companies Ordinance, the auditor is also
required to report by exception if he or she is unable to satisfy
himself or herself that—

® Proper books of account have been kept.

® Proper returns adequate for the purposes of his or her audit
have been received from branches not visited.

® The financial statements are in agreement with the books and
the returns received from branches.

®* He or she has obtained all the necessary information and
explanations.

25. The financial statements are usually accompanied by a
directors’ report, which is required under the Companies Ordi-
nance, and may include a chairman’s statement and other infor-
mation supplementary to the financial statements. To indicate
that the auditor is neither responsible for nor reporting on such
report or statements, it is usual for the auditor to be specific in
his or her report as to the financial statements on which he or
she is reporting by identifying the page numbers of such financial
statements. Although the auditor is not responsible for the above-
mentioned directors’ report, he or she should ensure that the
information contained therein is not materially misleading before
completion of the audit report.
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Filing of Reports

26. For public companies, the audit report and the certified
true copy of the financial statements are required to be filed
together with the Companies Registrar. Members of the general
public may inspect such financial statements upon payment of a
fee. Private companies are exempted from such filing require-
ments.

27. The auditor’s report and the financial statements are also
required to be submitted to the Inland Revenue Department in
support of tax returns.

SUMMARY OF SIGNIFICANT AUDITING STANDARDS AND
COMPARISON WITH U.S. GENERALLY ACCEPTED AUDITING
STANDARDS (GAAS)

R o

Standards Issued

28. The Society has issued auditing standards and auditing
guidelines regarding audit approach and reporting. Auditing
standards prescribe the basic principles and practices that mem-
bers are expected to follow in the conduct of an audit. Auditing
guidelines give guidance on the procedures and techniques being
applied during the audit. (A list of the auditing standards and
auditing guidelines currently in issue is detailed in appendix A.)

29. Although the substance in U.S. auditing standards tends
to be more codified, Hong Kong standards tend to allow more
room for professional judgment. Other differences between
Hong Kong and the U.S. auditing standards and procedures are
described in the following paragraphs. In accordance with the
Society’s issued auditing guideline on Representations by Man-
agement, an auditor should obtain from his or her client a
representation letter on each audit engagement, but there are no
auditing standards/guidelines on representations by management.

30. In Hong Kong, although the general audit practice is to
obtain written representation from the client’s solicitors and legal
advisors, there is no auditing standard or guideline concerning
written representations from management’s legal counsel.
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31. At present, there is no local standard or guideline on
audit sampling. The auditor may apply either statistical or non-
statistical methods.

32. There is currently no standard or guideline requiring an
auditor to search for errors or irregularities that would have a
material effect on the financial statements. However, the auditor
should recognize the possibility of material irregularities that,
unless adequately disclosed, could distort the results and position
of the financial statements. Therefore, the auditor should plan
the audit so that he or she has a reasonable expectation of
detecting material errors or irregularities.

33. There is also no standard or guideline requiring the
auditor to perform procedures to identify and disclose related
party transactions and to determine the impact on the financial
statements of an illegal act; however, a discussion paper on related
party transactions has been issued.

34. The principal auditor in Hong Kong is fully responsible
for his or her opinion on the group accounts’ consolidated financial
statements and, for this reason, need not refer in his or her
report to the fact that the financial statements of some subsidiaries
or associated companies have been audited by other auditors.
Because the shareholders of the holding company are entitled to
know that the financial statements of some of the companies in
the group have been audited by other auditors and also to know
the materiality of those companies to the group, the appropriate
information is usually disclosed in the accounting notes.

35. Auditing standards in Hong Kong do not require that the
auditor’s report state whether the financial statements are pre-
sented in accordance with generally accepted accounting princi-
ples. However, when expressing a true and fair opinion, the auditor
should be satisfied that all relevant statements of standard ac-
counting practice have been complied with, except in situations
in which, for justifiable reasons, they should not be applied.

36. Auditing standards in Hong Kong do not require an
auditor’s report to express an opinion on consistency; how-
ever, this fundamental concept is assumed unless the contrary is
stated.
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37. Auditing standards in Hong Kong require either a subject
to or disclaimer rather than an except for qualification when there
is audit scope limitation.

General Standards

38. The Society has set forth guidance on professional ethics
that includes the matter of independence and its contents, which
are similar to those of the U.S. standard. The auditing guideline
on quality control advocates adequate training and competence.

39. In Hong Kong, an auditor can provide other types of
services apart from an audit. However, a practice should not
participate in the preparation of the accounting records of a
public company audit client other than in exceptional circum-
stances. In all cases in which a practice is involved in the
preparation of accounting records of an audit client, particular
care must be taken to ensure that the client accepts full respon-
sibility for such records and that objectivity in carrying out the
audit is not impaired.

40. Although the Society has not issued an explicit auditing
guideline on due care on the performance of work, it has always
emphasized the need for due care in the performance of work.

Standards of Fieldwork

41. The Society hasissued an auditing standard and guidelines
concerning many areas covered by the U.S. Standards of Fieldwork
as follows:

® Planning, Controlling and Recording

The auditor should adequately plan, control and record the
work.

® Accounting System
The auditor should ascertain the entity’s system of recording
and processing transactions as well as assess its adequacy as a
basis for the preparation of financial statements.

® Internal Control
If the auditor wishes to place reliance on any internal controls,
he or she should ascertain and evaluate those controls and
perform compliance tests on their operation,
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® Audit Evidence
The auditor should obtain relevant and reliable audit evidence
sufficient to enable him or her to draw reasonable conclusions
therefrom.

® Review of Financial Statements

The auditor should carry out a review of the financial statements
as is sufficient, in conjunction with the conclusions drawn from
the other audit evidence obtained, to give him or her a
reasonable basis for an opinion on the financial statements.

Standards of Reporting

42. The Society has issued an auditing standard on reporting
that applies to all reports in which the auditor expresses an
opinion on financial statements intended to give a true and fair
view of the state of affairs, profit or loss and, where applicable,
changes in financial position of the entity. The standard is not
intended to override the statutory exemptions granted in respect
of certain types of entity; rather, it is intended to apply to the
audit reports relating to such entities in other respects.

43. In Hong Kong, the auditor is not required to make
reference in the audit report regarding consistency of application
of and conformity with the statements of standard accounting
practice. If noncompliance with the SSAP results in impairment
of a true and fair position of the financial statements, the auditor
should consider expressing a qualified opinion. The auditor
should ensure disclosures of significant departures and, to the
extent of concurrence with the departures either stated or implied,
be prepared to justify them.

44. Auditing guidelines on the auditor’s report on financial
statements, forms of qualifications in auditors’ reports and audit
report examples have been issued to give guidance on how to
apply the standard on reporting and how to prepare a qualified
report. (An illustrative auditor’s report is included in appendix
C)

Qualifications in Audit Reports

45. Auditing guidelines on forms of qualifications in auditors’
reports outline the circumstances under which a qualified report
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is to be issued and explain the form of qualification required. An
uncertainty that is considered material but is not fundamental
requires a subject to opinion. If the impact of the uncertainty on
the financial statements is so great as to render them, as a whole,
meaningless, a disclaimer of opinion should be issued.

46. If a qualified opinion is issued due to disagreement, an
except for opinion will be required for a material but not funda-
mental item. If the impact of the disagreement on the financial
statements is so great as to render them totally misleading, an
adverse opinion should be issued.

Dating of Auditing Reports

47. Statement of Standard Accounting Practice 9, Accounting
for Post Balance Sheet Events, states that the date on which the
financial statements are approved by the Board of Directors
should be disclosed in the financial statements. In Hong Kong,
the date of the auditor’s report should be as near as possible to
the date of the actual signing. The auditor should never date a
report earlier than the date on which the financial statements
were approved by the Board of Directors.
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Accounting Principles
and Practices

SOURCES OF ACCOUNTING PRINCIPLES

R R e T

48. Accounting principles are set forth in statements of stand-
ard accounting practice issued by the Hong Kong Society of
Accountants (see appendix B for the list of SSAPs). The Com-
panies Ordinance Tenth Schedule sets forth the minimum stat-
utory disclosure requirements for financial statements.

Presentation of Statements

49. The directors of a company are required by the Companies
Ordinance to submit every calendar year a directors’ report and
audited financial statements to the members (shareholders) for
their approval at the annual general meeting. The directors are
also required to file with the Registrar of Companies, together
with the annual return, a certified true copy of the balance sheet
that is laid before the company in meeting during the period to
which the return relates. The filing should be made within forty-
two days after the annual general meeting for the year. Private
companies are exempted from such filing. (Illustrative Financial
Statements are presented in appendix C.)

15



16  The Accounting Profession in Hong Kong

50. The directors’ report attached to the financial statements

shall be approved by the Board of Directors and signed for on
behalf of the board either by the chairman of the meeting at
which the financial statements are approved or by the secretary
of the company. The directors’ report shall include the following:

The principal activities of the company and of its subsidiaries
in the course of the financial year and any significant changes
in those activities in that year

The amount of dividend recommended by directors
The proposed transfer to reserves

Total amount of donations in excess of 1,000 Hong Kong
dollars (including those made by subsidiaries)

Significant changes in fixed assets of the company (or any of
its subsidiaries)

Details of issues of shares or debentures, stating the reason for
making the issue, the class and amount and the consideration
received for the issue

Names of directors who held office at any time during the
period

Particulars of any significant contract with the company, its
holding company, its subsidiary companies or its fellow subsid-
iary companies during the period, in which a director was
materially interested

Particulars of any significant contract (including the name of
any director interested in the contract) with an individual, firm
or corporation for the management of the whole or a substantial
part of the company’s business irrespective of whether a director
has an interest in the contract

Particulars of directors’ rights to acquire shares or debentures,
in the company or any other corporate body, under any
arrangement to which the company, its holding, subsidiary or
fellow subsidiary company is a party

Any other matters material for the appreciation of the com-
pany’s state of affairs

51. For private companies to which S.141D, a section of the

Hong Kong Companies Ordinance, applies, certain disclosure
requirements under the Companies Ordinance as to financial
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statements are waived. All the members of a private company
must agree in writing that S.141D shall apply with respect to a
financial year of that company.

52. The Tenth Schedule of the Companies Ordinance states
the particular items in the case of a limited company that should
be disclosed separately in the balance sheet and profit and loss
account. It requires disclosure separate of fixed assets, current
assets, current liabilities, share capital, and assets that are neither
fixed nor current. The net current assets/current liabilities are
shown to disclose the working capital of the company. Current
assets are generally defined as those that are expected to be
realized within twelve months of the balance sheet date, and
current liabilities are those that are expected to fall due within the
same period. For private companies applying S.141D, the provi-
sions concerning the balance sheet are stated in the Eleventh
Schedule of the Companies Ordinance.

53. The Companies Ordinance does not require a statement
of changes in financial position. However, Statement of Standard
Accounting Practice 4, Statement of Changes in Financial Position,
requires that, to ensure a true and fair view, such a statement,
both for the period under review and for the corresponding
previous period, should be included in the audited financial
statements. Companies exempted from this requirement include
the following:

® Those with turnover or gross income of less than HK$1,000,000
per annum

® Those who have obtained exemption S.141D of the Companies
Ordinance

® Specialized industries (banks, insurance and shipping compa-
nies)

* Nonprofit-making entities

Types of Statements Prepared

54. Limited companies incorporated under the Companies
Ordinance must prepare their financial statements in compliance
with the provisions of the Companies Ordinance and SSAPs. The
financial statements should contain a balance sheet, a profit and
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loss account, a statement of changes in financial position and the
accompanying notes.

55. Private companies using the application of S.141D of the
Companies Ordinance on their financial statements need only
contain the balance sheet with the relevant accounting notes.

56. At the end of its financial year, when a company has
subsidiaries, it is required by the Companies Ordinance to present
the group accounts before the company in the general meeting.
Although the Companies Ordinance accepts alternative forms of
presentation of the group accounts, Statement of Standard Ac-
counting Practice 7, Group Accounts, states that group accounts in
the form of consolidated financial statements are the best means
of achieving the objective of group accounts, which is to give a
true and fair view of the profit or loss and of the state of affairs
of the group. A separate profit and loss account of the holding
company is not required, provided the financial statements disclose
how much of the consolidated profit or loss for the financial year
is dealt with in the accounts of the holding company.

57. A company may elect not to present consolidated financial
statements if the company is itself a wholly-owned subsidiary of
another company that presents a consolidated financial statement
(including foreign companies).

58. When a subsidiary has not been included in the consoli-
dated financial statements, the following details need to be
disclosed:

® The reasons for exclusion

® Net aggregate amount attributable to the holding company of
profit less losses of such subsidiaries dealt with and not dealt
with in its financial statements

® Any qualification in audit reports on the financial statements
of the subsidiaries or notes on the financial statements that, if
not made, would have been the subject of qualifications, so far
as not covered by the holding company’s financial statements

59. In addition, in respect of any subsidiaries omitted from
consolidated financial statements, the consolidated balance sheet
must show—
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® Shares in and amounts due to and from such subsidiaries, and

® Number, description, and amount of shares and debentures in
the company held by subsidiary companies or their nominees.

60. Apart from the above disclosure requirements, when a
subsidiary is excluded from consolidation on the grounds of
dissimilar activities, the group accounts should include separate
financial statements that should include the following:

® Details of the holding company’s interest
Particulars of intra-group balances

The nature of transactions with the rest of the group

A reconciliation with the amount included in the consolidated
financial statements for the group’s investment in the subsidiary,
which it is recommended be stated under the equity method
of accounting

61. When a subsidiary is excluded from consolidation on the
grounds of lack of effective control, it is recommended that it be
dealt with in the consolidated financial statements under the
equity method of accounting.

SUMMARY OF SIGNIFICANT ACCOUNTING PRINCIPLES AND
COMPARISON WITH U.S. GENERALLY ACCEPTED
ACCOUNTING PRINCIPLES (GAAP)

62. The fundamental accounting concepts in Hong Kong are
going concern, accruals, consistency, and prudence. Significant Hong
Kong accounting principles are discussed in the following para-
graphs. (The lists of SSAPs and statements of accounting guide-
lines issued by the Society is detailed in appendix B.)

63. Although there is no specific pronouncement regarding
the historical cost basis of recording assets and liabilities in Hong
Kong, such is the predominant practice.

Alternative Accounting Methods

64. There also exists in Hong Kong alternative accounting
methods that permit inventories, investments, tangible fixed assets,
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and intangible fixed assets (other than goodwill) to be stated at
values other than cost as follows:

® Market value. Tangible fixed assets may be revalued and stated
at the revalued amount of the latest valuation. Short-term
investments shall be stated at market value if the market value
falls below cost.

® Equity method. For the investing group, investments in associated
companies must be valued under the equity method whereby
the amount of the investing group’s interests in associated
companies includes the cost of the investment less any amounts
written off and the investing group’s share of the post-acquisition
retained profits and reserves of associated companies.

® Other. Fixed assets may be valued based on directors’ valuation
or estimation, which is to be disclosed in the notes on the
financial statements.

65. Where assets are revalued and the effect is given to the
revaluation in the financial statements, depreciation should be
based on the revalued amount, to eliminate the existing accu-
mulated depreciation against the book cost, and to substitute the
revalued amount for the net book amount. Any deficit or surplus
arising on a revaluation must be handled through the revaluation
reserve. In the case of assets revalued during the financial year,
the name and qualification of the valuer and the bases of valuation
used must be disclosed in the financial statements.

66. Work in progress should be stated at the lower of cost
and net realizable value. Cost is the expenditure incurred during
the normal course of business in bringing the product or service
to its present location and condition.

67. The valuation of long-term contract work in progress
includes cost plus any attributable profit, less any foreseeable
losses and progress payments received and receivable. If the
outcome of the contract cannot be estimated, the completed
contract method is used.

Fixed Assets

68. All fixed assets with a limited useful economic life are
required to be depreciated over their useful economic life. The
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depreciation should be allocated to the profit and loss account on
a systematic basis for each accounting period during the useful
life of the asset. The useful lives of major depreciable assets
should be reviewed periodically and depreciation rates for current
and future accounting periods adjusted if current expectations
are significantly different from previous estimates.

69. In Hong Kong, land cannot be owned but is instead based
on a long-term lease basis. As a result, there is a policy which
allows leasehold land with remaining terms in excess of fifty years
not to be depreciated. Leasehold land with terms under fifty
years must be amortized.

Goodwill

70. Statement of Accounting Guideline 2.204, on Goodwill,
recommends various ways for treating goodwill. Goodwill may
stay as a permanent intangible asset, unless there is a permanent
impairment in value. It may also be written off over a defined
period or at the time of acquisition either to a reserve or a profit
and loss account as an extraordinary item.

Related Party Disclosure

71. Unlike the U.S. practice, there is no special requirement
to disclose related party transactions in the financial statements
in Hong Kong. However, there is a discussion paper on the audit
implication of related party transactions. In any case, the require-
ment of a true and fair view may require consideration of the
impact of certain types of transactions.

Segment Reporting

72. In Hong Kong, there is no statutory requirement to
disclose information in the financiai statements for each industry
segment, but there is an accounting guideline on the subject.

Effects of Inflation

73. There is no requirement at present to disclose the effects
of inflation on the financial statements or to present the financial
statements under any current cost accounting method.
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Recetvables

74. Although there is no statement of standard accounting
practice in respect of provisions for doubtful receivables, it is
general practice to make adequate provision for all doubtful items
in accordance with the concept of prudence.

Liabilities
75. Provision is made for all known liabilities. Revenue and
profits are not anticipated but are only recognized when realized

(in the form of either cash or other assets, the ultimate cash
realization of which can be assessed with reasonable certainty).

Accounting for Leases

76. The Hong Kong Society of Accountants has issued SSAP
14 on leases and hire purchase contracts. It states the method of
accounting for operating leases and finance leases as well as the
disclosure requirements in the financial statements.

Research and Development Costs

77. There is no local standard concerning accounting for
research and development costs. The various treatments in prac-
tice depend on the nature of the research and development taken.

Pension Costs

78. Once again, there is no local accounting standard on
pension costs, but for companies having established a pension
scheme (plans), appropriate pension costs will be provided in the
financial statements. There is no statutory requirement to make
relevant disclosures.

Deferred Taxes
79. Anaccounting standard (SSAP 12) has been issued dealing
with the matters concerning deferred taxes.

Foreign Currency Translation

80. The Hong Kong Society of Accountants has issued SSAP
11, Foreign Currency Translation. It states the method of translation
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for an entity’s foreign operations in its own financial statements
and the financial statements of its foreign subsidiaries for con-
solidation purposes.

81. For individual companies, transactions denominated in a
foreign currency should be translated into the reporting currency
at the rate applicable on the date of transactions. At balance sheet
date, monetary assets and liabilities denominated in a foreign
currency should generally be translated using closing rates. Apart
from the situation set out in the following paragraph, no subse-
quent translation should normally be made once nonmonetary
assets have been translated and recorded. Exchange differences
arising from the translation set out are dealt with in the profit
and loss account.

82. When a company has used foreign currency borrowings
or forward contracts to finance or provide a hedge against its
foreign currency assets, provided the conditions stated below
apply, the foreign currency assets should be denominated in the
appropriate foreign currencies and the carrying amounts trans-
lated at the end of each accounting period at closing rates for
inclusion in the company’s financial statements. Any exchange
differences arising should be taken to reserves, and the exchange
gains or losses arising on the borrowings or the forward contracts
should then be offset as a reserve movement, against those
exchange differences. Following are the conditions that must
apply:
® In any accounting period exchange gains or losses arising on

the borrowings or the forward contracts should be offset only

to the extent of exchange differences arising on the foreign
currency assets.

¢ The foreign currency borrowings or the forward contracts are
designated and effective as a hedge against the foreign currency
assets.

83. When preparing group accounts, the closing rate/net
investment method of translating the financial statements is used.
Under this method, the amounts in the balance sheet of a foreign
enterprise should be translated into the investing company’s
reporting currency using the closing rate of exchange. Exchange
differences should be recorded as a movement on reserves.
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84. The profit and loss account of a foreign enterprise ac-
counted for under the closing rate/net investment method should
be translated either at the closing rate or at an average rate for
the period. Any exchange difference should be recorded as a
movement on reserves.

85. In cases when the trade of the foreign enterprise is more
dependent on the economic circumstances of the investing com-
pany’s reporting currency than on its own reporting currency,
the temporal method should be used. SSAP 11 defines the
temporal method of translation as requiring translation of all
assets, liabilities, revenue and expenses at the exchange rate ruling
at the date on which the amount recorded in the financial
statements was established. At the balance sheet date, monetary
assets and liabilities are re-translated at the closing rate and any
resulting exchange difference is taken to the profit and loss
account.

86. The following disclosures are required for foreign cur-
rency translation:

® The methods used in the translation of the financial statements
of foreign enterprises and the treatment of exchange differences

® The net amount of exchange gains and losses on foreign
currency borrowings, identifying separately those offset in
reserves and those incorporated in the profit and loss account

® The net amount of exchange gains or losses on forward
contracts, together with any associated discount or premium
on these contracts offset in reserves

¢ The net movement on reserves arising from exchange differ-
ences
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Busmess Envnronment

87. The forms of business organization existing in Hong Kong
include the sole proprietorship, the partnership, the limited
liability company, and the unlimited liability company.

Entities With Corporate Attributes

88. A company may be registered as—

¢ A limited company, that is, a company limited by shares for
which the liability of a member to contribute is limited to the
amount of the unpaid capital on his shares in the company.

® A company limited by guarantee for which the liability of a
member is limited to the amount the member has undertaken
to contribute in the event of the company being wound up.
The articles shall state the number of members with which the
company proposes to be registered.

® An unlimited company in which the liability of a member is
unlimited. The articles shall state the number of members with
which the company proposes to be registered and if the company
has a share capital, the amount of share capital with which the
company proposes to be registered.

89. Limited companies limited by shares are additionally
distinguished into public and private companies. A private com-
pany, by its articles, restricts the right of transfer of its shares,
limits the number of its members to fifty, and prohibits any
invitation to the public to subscribe for any shares or debentures

25



26 The Accounting Profession in Hong Kong

in the company. A public company is not necessarily a listed
company, but a listed company will always be a public company.

90. A limited company must hold an annual general share-
holders’ meeting once a year and no later than fifteen months
after the previous meeting.

91. Extraordinary general meetings may be convened if re-
quisition is made by members holding not less than one-tenth of
the paid-up capital of the company or the total voting rights of
all the members at the date of requisition.

92. Certain matters (such as the change in the issued share
capital, a change in the company’s name or alterations to the
memorandum or articles of association) can only be effected with
the approval of the members.

93. Although the liability of a member of a limited company
is limited, a director will be penalized if he fails to carry out his
obligations as stated in the Companies Ordinance, such as the
keeping of proper books and records, the presentation of audited
financial statements to the members in the general meeting, and
the filing of the annual return with the Companies Registrar. A
director faces unlimited liability when a company has traded
fraudulently with the knowledge of such director.

94. The Companies Ordinance requires a company to set up
a share premium account (for shares issued at a premium) and
a capital redemption reserve (for shares redeemed out of profit).
These are reserves not available for distribution as cash dividends.
In general, a revaluation reserve will be established whenever
there is any revaluation of fixed assets.

Branch of a Foreign Company

95. A foreign corporation that establishes a place of business
in Hong Kong shall, within one month of the establishment of
the place of business, deliver to the Companies Registrar regis-
tration of—

® A certified copy of the charter, statute or memorandum and
articles of association of the company or other instrument
constituting or defining the constitution of the company and,
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if the instrument is not written in English, a certified translation
thereof.

A list of the directors and secretary of the company giving
details, such as name, residential address and nationality, and
so forth.

Names and addresses of the company’s authorized represen-
tative resident in Hong Kong and also the address of the
principal place of business of the company in Hong Kong.

A memorandum of appointment of power of attorney or other
document under the company seal authorizing someone to act
as the company’s representative. The document should be in
English; if not, a certified translation thereof.

A certified copy of the company’s certificate of incorporation,
together with a certified translation, if not in English.

A certified copy of the latest financial statements of the company
except where the company is deemed equivalent to a private
company.

96. In case there is any alteration to the above-mentioned

documents, the company shall deliver to the Companies Registrar
for registration a return containing the prescribed particulars of
the alteration. The foreign entity shall confirm to the Companies
Registrar, at least once in every calendar year and at intervals of
not more than fifteen months, that there has been no alteration
in the documents as stated above, apart from those of which he
or she has been advised.

97. A foreign entity shall also deliver annually to the Com-

panies Registrar certified copies of—

Its balance sheet as at the end of its last financial year.
Its profit and loss account for the said year.

Its group accounts, if applicable.

Its directors’ report in respect of the said year.

The auditor’s report on the financial statements.

98. The annual confirmation as to changes and copies of

audited financial statements are not required to be filed if the
company would be a private company if incorporated under the
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Ordinance or, in the opinion of the Registrar, has the same
general characteristics as a private company and is not required
by the law of its place of incorporation to publish its accounts or
deliver copies to any person in whose office they may be inspected
as of right by members of the public. The Registrar has issued
circulars specifying the information required to enable him to
determine whether a foreign entity is equivalent to a private
company for these purposes.

Partnership Entities

99. There are two types of partnerships in Hong Kong—the
partnership governed by the Partnership Ordinance and the
limited partnership governed by the Limited Partnership Ordi-
nance.

100. For partnerships other than limited partnerships, each
partner is liable jointly and severally with the other partners for
all debts and obligations of the firm incurred while he or she is
a partner. The Partnership Ordinance requires partners to render
true accounts and full information of all matters affecting the
partnership. There are no specific accounting, auditing and
disclosure rules regarding partnerships.

In case of a limited partnership, the number of partners shall
not exceed 20 and must consist of one or more general partners
who shall be liable for all debts and obligations of the firm, and
one or more limited partners whose liabilities are limited to the
amount of contribution they have made. A limited partner shall
not take part in the management of partnership business; other-
wise, he or she shall be liable for all debts and obligations of the
firm incurred while he or she takes part in the management as a
general partner.

Other Forms of Business Organization—Sole Proprietor

101. A sole proprietor is an individual engaged in a business or
profession on his or her own. As with any other form of business
organization, a sole proprietor must be registered with the business
registration office of the Inland Revenue Department. The fi-
nancial statements of a sole proprietor need not be audited or
publicly disclosed.
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REQUIREMENTS FOR PUBLIC SALES OF SECURITIES AND
REQUIREMENTS FOR LISTING SECURITIES ON STOCK
EXCHANGES

Registration Requirements for Public Sale

102. An offer to sell new securities must be accompanied by
a prospectus complying with the Third Schedule of the Companies
Ordinance. The prospectus must be filed with the Registrar of
Companies. A prospectus must be accompanied by the following
reports:

1. A report by the auditors of the company and of any guarantor
corporation referred to in the prospectus with respect to—
® Profits and losses of the last five years and assets and liabilities
of the latest financial statements of the company and of any
guarantor corporation
® The rates of dividends paid by the company in respect of
each class of shares in the company for the last five financial
years
2. If the proceeds of the issue of securities are to be applied
directly or indirectly in the purchase of any business, a report
by accountants (who shall be named in the prospectus) on—
¢ The profits or losses of the business for the last five financial
years
® The assets and liabilities of the business at the last date to
which the financial statements of the business were made
up
3. A valuation report with respect to the company’s interests in
land or buildings if such assets exceed 10 percent of the value
of the company’s assets or a value of not less than HK$3
million is placed on the company’s interests in land or buildings
as reflected in the most recent financial statements

Requirements for Listing Securities on Major Stock Exchanges
Requirements for Listed Companies

103. Listed companies have to comply with Securities (Stock
Exchange Listing) Rules and the rules governing the official listing
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of securities set by the Stock Exchange. The Securities (Stock
Exchange Listing) Rules fall into two main sections: the application
for listing, and the prescribed undertaking. There are also a
number of supplementary and transitional provisions that give
the Commissioner for Securities the power to direct the Stock
Exchange to suspend dealings in securities and otherwise to
ensure the maintenance of an orderly market. The rules set by
the Stock Exchange include those governing admission of secu-
rities to listing, the application and requirements, the Listing
Agreement and the necessary contents of certain reports in a
prospectus.

Preparation and Filing of Listing Application

104. An application made by a company to a stock exchange
for the listing of any securities issued or to be issued by that
company shall comply with the rules and requirements of the
Stock Exchange and any provision of law applicable and shall
contain such particulars and information that, according to the
particular nature of the company and the securities for the listing
for which application is being made, is necessary to enable an
investor to make an informed assessment of the activities, assets
and liabilities and financial position of the company at the time
of the application and its profits and losses and of the rights
attaching to such securities.

105. A copy of the application for listing shall be submitted
to the Commissioner. The Stock Exchange also specifies certain
documents that must be submitted to its listing department
whenever an application for listing is made.

106. Once a company is listed, it must send to the Exchange,
the Commissioner for Securities, every member of the company,
and every holder of securities (not being bearer securities) issued
by the company the following:

® A copy of the company’s financial statements together with the
directors’ report and auditors’ report not less than twenty-one
days before the company’s annual general meeting and no later
than six months after the end of the financial year

® An interim report (unaudited) in respect of the first six months
of each financial year, not later than four months from the end
of that period of six months. The interim report should be
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advertised in the newspapers, and a copy should be sent to the
Commissioner for Securities and the Exchange with details of
the names and dates of the newspapers that contained the
reports. Apart from the company’s financial statements and the
interim report, a listed company must submit details of notifiable
transactions to the Commissioner for Securities, the Exchange,
and every member of the company.

Impact on Accounting Requirements

107. The Securities (Stock Exchange Listing) Rules and the
rules governing the official listing of securities set out the infor-
mation that should be disclosed in the interim reports and the
financial statements included in the prospectus.

Principal Types

108. Hong Kong has four separate and distinct taxes on
income and profits:

® Property tax
® Salaries tax

® Interest tax

* Profits tax

109. The Inland Revenue Ordinance and Inland Revenue
Rules cover the law for the four taxes. Following are certain
fundamental principles common to all four taxes:

® There is no total income concept; each of the taxes is assessed
without regard for what the taxpayer’s income may be under
other headings. However, there are exceptions to this rule in
that an individual may, in appropriate circumstances, elect for
personal assessment, which has the effect of bringing all sources
of his or her income into a single assessment for which he or
she must make a separate total income return.

Accordingly, unless an individual elects for personal assessment,
he or she does not make a return of total income but makes
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separate returns and declarations for each of the four taxes
under which he or she has sources of income. The individual’s
total sources of income are therefore not immediately brought
to the attention of the Inland Revenue Department.

® Except for salaries tax and personal assessment, tax is levied at
a fixed standard rate and is non-progressive.

® The extent of exposure to tax is not governed by residency
status, neither of individuals nor companies. Residency status
has a limited application in certain special instances, otherwise
the extent of liability under each of the taxes is limited to
income that arises in or is derived from Hong Kong and certain
other sources deemed by the Inland Revenue Ordinance to
arise in Hong Kong.

¢ There is no provision in the Inland Revenue Ordinance that
renders taxable all items of income not specifically charged
elsewhere in the Ordinance. The logical feature of the four-
tax system is that any item of income that does not fall within
one of the tax categories is not subject to tax.

¢ There is no tax on capital gains. Tax will be charged on the
profits of speculative transactions, if they can be proved to be
part of normal trading or to constitute a speculative or risky
transaction in the nature of trade.

® Except in respect of interest tax, there are no withholding taxes
on either dividends or any other source of income, whether
paid to residents or non-residents. However, there are instances
when an assessment on a non-resident may be made on or
through an agent in Hong Kong who is entitled to retain the
tax out of payments due to the non-resident.

Year of Assessment

110. The year of assessment is the year to March 31st. Each
tax has its own rules regarding what income and deductions form
the basis for a given year of assessment.

Property Tax

111. Property tax is chargeable at the rate of 16.5 percent
effective from year of assessment 1987/88 to the owner of land
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or buildings situated in Hong Kong on the net assessable value
of such land or buildings. Not all land and buildings in Hong
Kong fall within the scope of property tax, as in the cases of
certain areas in the New Territories, until such time as the
Governor by proclamation in a public notice declares them to be
chargeable.

112. The assessable value is the actual rental income. There
can be irrecoverable rental if such irrecoverability can be proved
to the satisfaction of the assessor. Net assessable value is arrlved
at after deduction of—

® Rates paid by the owner, and
* 20 percent of the assessable value after deduction of the above-
mentioned rate paid, if any.

The 20 percent is a fixed allowance for repairs and outgoings.
There are various forms of exemption and relief from property
tax, for example—

* When the owner is the Hong Kong Government or a Com-
monwealth Government.

¢ When the owner carrying on a trade, profession or business in
Hong Kong brings the income from the property into
its profits tax computation, or the land and buildings are
occupied for the purpose of producing profits subject to profits
tax.

Salaries Tax

113. Salaries tax is imposed upon income that arises in or is
derived from Hong Kong from any office or employment of
profit and from pensions. Tax is levied on the actual income
received for that year of assessment. The tax is the lesser of—

¢ Assessable remuneration less expenses wholly, exclusively, and
necessarily incurred, depreciation allowances, allowable chari-
table donations, losses computed under salaries tax rules and
personal allowances, charged at progressive rates of tax from
5 percent to 25 percent.

® The same net income before personal allowances, charged at
the standard rate, which currently is 16.5 percent effective from
year of assessment 1987/88.
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114. Salaries tax is collected by direct assessment based on a
return made at the end of the year of assessment. There is a
system of provisional salaries tax for the current year of assess-
ment, which is based on the previous year’s agreed assessment,
and is combined with the final assessment for the immediately
preceding year of assessment. Provisional salaries tax is normally
payable in two installments. There is no pay-as-you-earn system.

1987 Amending Legislation

115. In his 1987 Budget Speech, the Financial Secretary
foreshadowed legislation for the automatic granting of time
apportionment commencing from the year of assessment
1987/88 when, in a year of assessment, an employee renders
services outside Hong Kong for a period of more than sixty days
in total. If the services are rendered outside Hong Kong for sixty
days or less, all of the salary income will be subject to salaries tax
and no time apportionment will be permitted.

Interest Tax

116. Interest tax is a withholding tax by deduction at source.
Interest is broadly defined by the Inland Revenue Ordinance and
specifically includes the portion of an annuity that is deemed to
be interest and also certain profits on the redemption on maturity
or presentment of a certificate of deposit or bill of exchange.
Interest tax is applicable to payments of interest having a source
in Hong Kong. Effective from year of assessment 1987/88 the
rate of interest tax is 16.5 percent, and there are no allowable
deductions in arriving at an interest tax liability.

Profits Tax

117. Individuals, corporations, bodies of persons and part-
nerships are liable to profits tax in respect of assessable profits
from a trade, profession or business carried on in Hong Kong
and giving rise to a source of profits in Hong Kong currently at
the following rates (effective from year of assessment 1987/88):

Corporation 18%
Individual and partnership 16.5%

118. The taxability of profits in Hong Kong is to be ascertained
by determining whether—
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® A business is being carried on in Hong Kong.
¢ The profits arise in or are derived from Hong Kong.

119. Section 15 of the Inland Revenue Ordinance specifies
certain types of receipts deemed to be receipts’ arising in or
derived from Hong Kong from a trade, profession or business
that is carried on in Hong Kong.

120. The general rule for deductibility of expenditure is stated
in S.16(1) of the Inland Revenue Ordinance to include all
outgoings and expenses to the extent to which they are incurred
during the basis period for the year of assessment in the produc-
tion of profits chargeable to profits tax. Apart from this general
rule as to deductibility, S.16 provides a number of circumstances
when a certain expenditure is specifically deductible.

Depreciation Allowances

121. Depreciation allowances represent the statutory means
of allowing for exhaustion of capital expenditure and in effect
replace the depreciation charge in the financial statements.

122. Industrial building allowance. Qualifying expenditure—
must be capital expenditure incurred for the construction of an
industrial building or structure occupied for the purposes of a
trade. An initial allowance (20 percent of the capital expenditure)
is given by way of deduction against taxable income. Annual
allowance (4 percent of the capital expenditure)—is granted for
any year of assessment at the end of the basis period for which
the building was in use as an industrial building. A balancing
allowance or charge arises when—

® The relevant interest in the building is sold.

® The building is demolished, destroyed or ceases to be used.

¢ In general, a leasehold interest comes to an end provided that
all those events take place when the building is an mdustnal
building.

123.  Commercial rebuilding allowance. It is a single allowance
for each year of assessment of three- -quarters percent of the
qualifying expenditure. A commercial building is deﬁned as any
bulldlng or structure used by the person entitled to the relevant
interest on which the expenditure was incurred in his or her
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trade, profession or business, and that does not qualify as an
industrial building or structure. The claimant does not have to
incur the capital expenditure personally; it is sufficient that the
taxpayer holds the relevant interest in relation to which the
expenditure was originally incurred.

124. Plant and machinery. Plant and machinery attract the
largest allowances of all assets qualifying for depreciation
allowances. In order to qualify for capital allowance, capital
expenditure must be incurred by a person carrying on a trade,
profession or business for the purposes of producing profits
chargeable to profits tax or by an employee the use of which
is essential to the production of income assessable to salaries
tax.

Initial allowance (55 percent of the qualifying expenditure)—
it is not necessary for the asset to be brought into use in the
basis period; it is sufficient that the expenditure is incurred
while a trade, profession or business is carried on.

Annual allowance—is available when at the end of a basis period
for a year of assessment, a person owns and has had use of the
assets for the purpose of producing profits assessable to profits
tax. Allowance is granted annually in respect of each of three
classes of assets at the rates of 10, 20 and 30 percent. Items
qualifying for the same rate of annual allowance are grouped
under one pool. Annual allowance is calculated by applying the
relevant percentage on the reducing value of the asset, such as
the qualifying expenditure less—

® The initial allowance given on that expenditure.
® Previous annual allowance given.

Sale and Leaseback and Leveraged Lease

125. There are restrictions on the availability of capital allow-
ances in certain situations.

Sale and leaseback. Plant or equipment acquired by a lessor after
March 13, 1986, under a sale and leaseback arrangement will not
be entitled to depreciation allowances unless the price of such
acquisition is not greater than the original price paid by the
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vendor and no depreciation allowances on such plant and ma-
chinery have been previously allowed to the vendor.

Leveraged leases. Depreciation allowances will not be available for

plant and machinery other than a ship or aircraft if all of the

following apply:

® The plant is acquired by the lessor after March 13, 1986.

¢ The plant s, while the lease is in force, used wholly or principally
outside Hong Kong by a person other than the lessor.

® The whole or a predominant part of the cost of the acquisition
or construction of the plant is financed directly or indirectly by
a nonrecourse debt.

126. When a leveraged lease involves a ship or aircraft,
depreciation allowances will not be available if—

® The ship or aircraft is acquired by the lessor after March 13,
1986;

¢ The lessee is not a person deemed to carry on business as
owner of the ship and aircraft under Hong Kong tax law; and

® The whole or a predominant part of the cost of the acquisition
or construction of the ship or aircraft was financed directly or
indirectly by a nonrecourse debt.

Balancing Charge or Allowance

127. Under the pooling system, balancing charge or allowance
does not normally arise whenever there is a disposal. Sale proceeds
are deducted from the reducing value of the relevant class of
assets.

128. A balancing charge arises when, at the end of a basis
period for a year of assessment, the reducing value of a class of
assets is a negative figure because the disposal proceeds from the
pool for that period have exceeded the reducing value brought
forward plus additions of the whole pool of assets to which the
disposed items belong. The negative amount then becomes a
balancing charge for the year of assessment related to the basis
period, and the reducing value carried forward is nil.

129. At the end of the basis period when cessation takes place,
the reducing value of each class of assets is reduced by the sale
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proceeds. If this is a positive balance, it becomes a balancing
allowance; if a negative balance, it becomes a balancing charge.

Tax Returns

130. An assessor has the power under the Inland Revenue
Ordinance to require any person to complete and submit any
return that may be specified by the Board of Inland Revenue
within a reasonable time. This applies to returns in respect of
each of the four income taxes and also for those who elect for
personal assessment. Normally, one month is allowed for the
submission of returns of income.

131. In the case of profits tax returns, there is an automatic
extension arrangement available to tax representatives, provided
they submit suitably detailed lists of affected clients when invited
to do so. The automatic extensions are as follows:

® For accounting periods ending in December—extended to July
31st

® For accounting periods ending between January 1st and March
31st—extended to October 31st

132. These can be further extended by individual application
specifying good grounds, but extension is entirely at the discretion
of the assessor. Apart from these arrangements, profits tax returns
must be submitted within one month of issue, which is normally
around April 1, following the year of assessment.

133. Any person in receipt of taxable income is obliged to
inform the Commissioner in writing that he has such income,
and such notification must be made within four months after the
end of the basis period for assessment of that income, unless he
has already received a specified return form for completion.

134. Under the Ordinance, employers have a number of
obligations to report information regarding the commencement
and cessation of employment of employees and of their remu-
neration, in order to ensure effective policing and collection of
salaries tax.

135. When profits tax returns are filed, they are accompanied
by certified true copies of the financial statements of the company
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for the relevant period forming the basis period. Should there
be corporations, an Auditors’ Report must be submitted together
with the audited financial statements.

Personal Assessment

136. Because the tax system in Hong Kong does not involve
a computation of total income upon which tax is charged, and
only salaries tax carries an entitlement to deduct personal allow-
ances and to be charged at progressive rates of tax, there can be
circumstances when assessment under a total income computation
would produce a smaller overall tax liability than the separate
combined taxes. The personal assessment provisions provide an
opportunity for an individual to elect for total income assessment
involving the personal allowances and progressive tax rates that
otherwise apply only to salaries tax.

137. An election can only be made by an individual who is
either a permanent or temporary resident of Hong Kong. The
election must be made in writing.

OTHER MATTERS OF IMPORTANCE

Anti-Avoidance Provisions

138. Section 61A of the Inland Revenue Ordinance applies
to any transaction entered into after March 13, 1986, which has
the effect of conferring a tax benefit on the relevant person and
having regard to the seven stated matters. It would be concluded
that the person or one of the persons who entered into the
transaction did so for the sole or primary purpose of enabling
the relevant person to obtain a tax benefit.

139. Following are the seven stated matters:

® The manner in which the transaction was entered into or
carried out

® The form and substance of the transaction

® The tax result that except for Section 61A would have been
achieved by the transaction
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® Any change in the financial position of the relevant person that
has resulted, will result, or may reasonably be expected to
result, from the transaction

® Any change in the financial position of any person who has, or
has had, any connection with the relevant person, being a
change that has resulted or may reasonably be expected to
result from the transaction

® Whether the transaction has created rights or obligations that
would not normally be created between persons dealing with
each other at arm’s length under a transaction of the kind in
question

® The participation in the transaction of a corporation resident
or carrying on business outside Hong Kong

140. When a transaction would be concluded as a Section 61 A
transaction, the Assistant Commissioner shall assess the liability
to tax of the relevant person who has been conferred with the
tax benefit—

® As if the transaction or any part thereof had not been entered
into.

¢ In such other manner as the Assistant Commissioner considers
appropriate to counteract the tax benefit that would otherwise
be obtained.

141. Section 61A should only attack tax-motivated transactions
and should not cast unnecessary inhibitions on normal commercial
transactions by which taxpayers legitimately take advantage of
opportunities available for the arrangement of their tax affairs.
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Statements of Auditing Standards
and Guidelines Currently in Effect

Statements of Auditing Standards in o

3.101 Audit Approach
3.102 Reporting

Statements of Auditing Guidelines in Issue

3.210 Planning, Controlling and Recording
3.211 Quality Control

3.220 Accounting Systems

3.230 Audit Evidence

3.231 Auditing Stocks and Work in Progress

3.232 Verification of Debtor Balances: Confirmation by Direct Communi-
cation

3.233 Representations by Management

3.234 Contingent Liabilities Arising From Pending Legal Matters
3.240 Internal Controls

3.250 Review of Financial Statements

3.251 The Auditor’s Considerations in Respect of Going Concern
3.252 Events After the Balance Sheet Date

3.260 Auditing in an EDP Environment—General Principles

3.261 The Effects of an EDP Environment on the Study and Evaluation
of the Accounting System and Related Internal Controls

3.262 Computer-Assisted Audit Techniques (CAATS)
3.270 Engagement Letters
3.280 Group Financial Statements—Reliance on the Work of Other Auditors

3.290 Audit Approach to Companies Applying Section 141D of Companies
Ordinance
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3.310
3.320
3.330
3.401
3.402
3.403
3.404
3.405

The Auditor’s Report on Financial Statements

Forms of Qualifications in Auditors’ Reports

Audit Report Examples

Industry Guideline—Banks and Deposit-Taking Companies
Industry Guideline—Insurance Companies

The Audit of the Accounts of Commodities Dealers

The Audit of the Accounts of Dealers in Securities

The Audit of Solicitors’ Accounts
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Lists of Statements of Standard
Accounting Practice and
Accounting Guidelines issued by
the Hong Kong Society of
Accountants

Statements of Standard Accounting Practice

foscmiasesmmeas

SSAP 1
SSAP 2
SSAP 3
SSAP 4
SSAP 5
SSAP 6
SSAP 7
SSAP 8
SSAP 9
SSAP 10
SSAP 11
SSAP 12
SSAP 13
SSAP 14

Disclosure of Accounting Policies

Extraordinary Items and Prior Year Adjustments
Stock and Work in Progress

Statements of Changes in Financial Position
Earnings Per Share

Depreciation Accounting

Group Accounts

Accounting for Contingencies

Accounting for Post Balance Sheet Events
Accounting for the Resulls of Associated Companies
Foreign Currency Translation

Accounting for Deferred Tax

Accounting for Investment Properties

Accounting for Leases and Hire Purchase Contracts

Statements of Accounting Guidelines

Statement 2.201 Preparation and Presentation of Accounts From Incomplete

Records

Statement 2.202 The Effect of International Accounting Standards
Statement 2.203 Accounts of Securities Companies
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Statement 2.204  Goodwill
Statement 2.205 Caputalization of Borrowing Costs
Statement 2.206 Reporting Financial Information by Segment



APPENDIX C

lllustrative Auditors’ Report and
Financial Statements

The following financial statements are intended for illustrative purposes only.
The statements presented are not intended to include all information that Hong
Kong law requires.

AUDITORS REPORT

We have audited the accounts set out on the following pages in
accordance with approved auditing standards.

In our opinion, the accounts give a true and fair view of the state of
affairs of the company and of the group at 30th June, 1986 and of the
results and changes in financial position of the group for the year ended
on that date and comply with the Companies Ordinance.

Peat, Marwick, Mitchell & Co.
Certified Public Accountants

Hong Kong, 26th September, 1986
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CONSOLIDATED PROFIT & LOSS ACCOUNT
For the year ended 30th June, 1986
(Expressed in thousands of Hong Kong dollars)

Note 1986 1985
Turnover 13 1,611,625 746,701
Operating profit 14 495,242 265,964
Share of profits less losses of
associated companies 26,965 21,752
Taxation 15(a) (69,920) (16,008)
Profit after taxation 452,287 271,708
Minority interests (124,899) (46,090)
Net profit attributable to
shareholders 16 327,388 225,618
Retained profits at 1st July 1985
& 1984
As previously stated 90,308 76,858
Prior years adjustments 11 133,933 94,085
As restated 224,241 170,943
551,629 396,561
Transfer to general reserves 300,000 60,000
Dividends 12 171,630 112,320
Retained profits carried forward 8 79,999 224,241
Earnings per share 59.7¢ 41.8¢

Note: The calculation of earnings per share is based on earnings of
$327,388,000 (1985—$225,618,000) and the weighted average of
548,025,000 shares in issue (1985—540,000,000 shares) during the

year.

The earnings per share figure for 1985 has been restated to reflect

the capitalization issue referred to in note 7.

The notes on pages 50 to 64 form part of these accounts.



Appendix C—lllustrative Auditors’ Report and Financial Statements 47

BALANCE SHEETS
At 30th June, 1986

(Expressed in thousands of Hong Kong dollars)

The Company The Group
Note 1986 1985 1986 1985
Assets Employed:
Fixed assets — — 3,293,062 2,942,360
Interest in subsidiary
companies 3 1,891,359 1,897,038 — —
Interest in associated
companies 4 196,194 208,483 397,011 420,829
Loans and investments 5 12,085 3,427 25,467 27,145
Net current assets/
(liabilities) 6 (259,128) (248,232) 868,269 980,561
1,840,510 1,860,716 4,583,809 4,370,895
Financed By:
Share capital 7 572,100 432,000 572,100 432,000
Reserves 8 1,077,224 1,151,937 2411,212 2,210,755
Shareholders’ funds 1,649,324 1,583,937 2,983,312 2,642,755
Minority interests 9 — — 552,797 623,898
Deferred liabilities 10 191,186 276,779 1,047,700 1,104,242
1,840,510 1,860,716 4,583,809 4,370,895

Approved by the Board of Directors on 26th September, 1986.

CHEN Tseng Tao Thomas Director
YIN Shang Shing Director

The notes on pages 50 to 64 form part of these accounts.
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CONSOLIDATED STATEMENT OF CHANGES
IN FINANCIAL POSITION

For the year ended 30th June, 1986

(Expressed in thousands of Hong Kong dollars)

1986

1985

Source of Funds:
Group profit before taxation less minority
interests 397,308

Adjustments for items not involving the
movement of funds:

Minority interest in the retained profits

of the year 124,899
Depreciation 759
Profit retained in associated companies (22,738).
Profit on disposal of fixed assets (642)
Profit on disposal of unlisted

investments —
Profit on disposal of listed investments —
Loss on disposal of associated

companies 19,519
Provision write-back on unlisted

investments —
Provision write-back on listed

investments 3,815
Provision write-back on development

properties (32,000)
Provision write-back on completed

properties for resale (3,061)
Provision write-back on associated

companies (7,074)

241,626

46,090
748
(18,151)
(2,965)

(1,071)
(208)

(30,411)
(7,627)

(10,785)

Total generated from operations 480,785

Funds from other sources:

Shares issued 179,760
Investment by minority shareholders —
Proceeds from disposal of fixed assets 1,300
Proceeds from disposal of unlisted

investments —
Proceeds from disposal of listed

investments —
Proceeds from disposal of associated

companies 3,170
Decrease in interest in associated

companies 25,790

217,246

488,477
15,662

1,411
550

683,165
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Decrease in unlisted investments
Decrease in installment loans

Application of Funds:

Dividends paid to shareholders

Dividends paid to minority shareholders

Tax paid

Addition to fixed assets

Decrease in investment by minority
shareholders

Decrease in deferred liabilities

Increase in unlisted investments

Increase in interest in associated
companies

Changes in composition of the Group

Representing

Increase (decrease) in working capital:
Development properties and stocks
Debtors, deposits and prepayments
Creditors

Movement in net liquid funds:
Cash and bank balances
Bank loans and overdrafts
Short term loan
Short term listed investments

Note:

Summary of the effect of companies
. becoming subsidiaries
Development properties
Debtors & prepayments
Cash
Bank overdraft
Creditors & accruals
Deferred liabilities

Net tangible assets acquired
Increase in minority interest
Increase in associated companies

Changes in composition of the Group

1986 1985
— 16,926
10,707 5,698
701,512 1,429,135
130,650 69,120
9,695 5,651
21,799 95.483
408,628 54,692
167,242 —
56,542 734,524
1,134 —
— 773.341
(94,178)  (234,887)
(75,134)  (493,331)
187,217 (69,553)
(110,161) 103,963
10,118 552
38,782 219,161
(145,000) 4,500
— (179)
(94,178)  (234,887)
— 2,146,052

— 17

— 9
(2,535)
— (76,986)
—  (1,429,969)

— 636,581
— (8)

— 136,768

— 773,341
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NOTES ON THE ACCOUNTS

1 Principal Accounting Policies
a. Basis of consolidation

The consolidated accounts incorporate the audited accounts of the
Company and all its subsidiary companies made up to 30th June, 1986
and include the Group’s share of the results for the year and retained
post acquisition profits and reserves of associated companies. The results
of subsidiary companies acquired or disposed of during the year are
dealt with in the consolidated profit and loss account from the effective
dates of acquisition or to the effective dates of disposal, respectively.
Goodwill arising on consolidation represents the excess of the consid-
eration paid over the net tangible assets of the companies acquired at
the date of acquisition and is deducted from reserves.

All material intercompany transactions, including intercompany sales
of properties, have been eliminated on consolidation.

b. Associated companies

Associated companies are companies, other than subsidiaries, in which
the Group’s interest is held for long term purposes and is substantial,
or is effectively that of a partner in a joint-venture or consortium, and,
in both situations, actively participates in management policy decisions
through representation on the Board of Directors.

c. Investment properties

1. Land and buildings held for rental purposes are included as fixed
assets.

2. Investment properties owned by the Group are stated at cost
throughout the course of development until the completed devel-
opments achieve a mature state of income generation. Thereafter,
they are valued on rotation at intervals of not more than three years
by independent firms of professional valuers. In the intervening
periods, valuations of these properties are undertaken by the
Directors. Differences between valuation and carrying value are
credited or charged to capital reserves.

3. Profits on sale of investment properties in the ordinary course of
business are included in the operating profit of the group.

o}

. Development properties

1. Properties developed or under construction and properties acquired
for future development projects with the intention of resale are
classified under current assets at the lower of cost or market value.

2. When properties are developed for resale, income is recognized
either when the sale agreement is entered into or when the occu-
pation permit is issued, whichever is later. Profit or loss arising from
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outright sales of an entire development project prior to completion
are recognized when the contract is signed.

3. Property development expenditure, inclusive of interest and profes-
sional fees, is included as cost of development.

4. Deposits and installments received on properties sold prior to their
completion are carried under current liabilities.

e. Listed investments

Listed investments included under current assets are stated at the lower
of cost or market value.

f. Translation of foreign currencies

Foreign currency balances at the year end are translated into Hong

Kong dollars at approximately the market rates of exchange ruling at

the balance sheet date. Foreign currency transactions during the year

are translated into Hong Kong dollars at the rates of exchange prevailing
at the transaction dates. Differences on foreign currency translation are
dealt with in the profit and loss account.

g. Depreciation

1. No amortization is provided for investment properties. This is not
in accordance with Statement of Standard Accounting Practice No.
6 as it is currently stated but follows the recommendation of the
Exposure Draft issued by the Hong Kong Society of Accountants
on 13th December,1985. Had depreciation been provided on in-
vestment properties, the additional charge would have been
$21,548,000 (1985—$21,696,000).

2. Depreciation on other fixed assets has been provided on cost on a
straight-line-basis over the estimated useful lives of the assets as
follows:

Furniture and equipment 10%—-20% P.A.
Motor vehicles 20% P.A.

h. Changes in accounting policies

The accounting policy adopted in (a) above in respect of the accounting
for results in associated companies is in accordance with Statement of
Standard Accounting Practice No. 10 issued by the Hong Kong Society
of Accountants which became effective in the current fiscal year. The
accounting policy in respect of depreciation of investment properties
adopted in (g) above is in accordance with the Exposure Draft issued
by the Hong Kong Society of Accountants on 13th December, 1985.
Both of these represent changes in accounting policies from those
adopted in the previous years. The comparative figures for 1985 have
been restated to reflect these changes. The effect of these changes
resulted in the increase in reserves by $62,086,691 ($39,348,220 for
1985) and an increase in the current year’s profit by $44,287,113
($39,847,698 for 1985).
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The information in this booklet was compiled from many sources in
Hong Kong. Significant references follow.

* Companies Ordinance (reprinted August 1984)

® Inland Revenue Ordinance

* Hong Kong Society of Accountants
—Auditing Standards and Guidelines
—Statements of Standard Accounting Practice and Accounting Guide-

lines
® Stock Exchange: Rules governing the official listing of securities
® Securities (Stock Exchange Listing) Rules 1986
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TECHNICAL HOTLINE

| The AICPA Technical Information Service answers .
____inquiries about specific audit or accounting problems.'r ;'

Call Toll Free

{800) 223-4158 (Except New York)
(800) 522-5430 (New York Only)

This service is free to AICPA members.
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