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The Way Forward

The proposed amendments have the following implications for Hong Kong incorporated
companies and non-Hong Kong incorporated companies.

(a) Hong Kong incorporated companies:

Hong Kong incorporated companies applying the existing Section 141D of the CO will be
required to prepare a cash flow statement as an integral part of the financial statements.
Once the application of Section 141D of the CO is extended to small groups, Hong Kong
incorporated holding companies would be able to prepare group accounts based on the
SME-FRS.

(b) Non-Hong Kong incorporated companies

A cash flow statement would also form an integral part of the financial statements of a
non-Hong Kong incorporated company and should be included as part of the financial
statements prepared under the SME-FRS. Non-Hong Kong incorporated holding
companies electing to prepare financial statements under SME-FRS would be required to
prepare group accounts if they meet the size criteria as set out above.

The Institute will continue to monitor the developments of the CO Rewrite and may make
further changes upon the finalisation of the CO Rewrite.

Once the Exposure Draft is approved, the illustrative financial statements prepared in
accordance with the SME-FRS will be updated to provide an example of a complete set of
consolidated financial statements, including a cash flow statement.

Matters under consultation

The Institute invites comments on any aspect of this Exposure Draft of proposed amendments to
SME-FRF and proposed new / amended sections of SME-FRS. It particularly welcomes answers
to the questions set out below. Comments are most helpful if they:

(a) answer the question as stated,
(b) indicate the specific paragraph or paragraphs to which they relate,
(c) contain a clear rationale, and
(d) describe any alternative the Institute should consider

Respondents need not comment on all of the questions. The Institute is not seeking comments
on matters in the SME-FRF or SME-FRS not addressed in this Exposure Draft.

Question 1: Do you agree that the SME-FRF and SME-FRS should be amended to cover
groups? If not, why not?

Question 2: Do you agree that the size criteria set out in paragraph 24 of the SME-FRF
appropriately identify a “small group” in Hong Kong? If not, why not?
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Question 3: Do you agree that at the company level, investments in associates and
interests in jointly controlled entities should be accounted for using the cost
method? If not, why not? Do you agree that when an investor / a venturer
presents consolidated financial statements, investments in associates and
interests in jointly controlled entities should be accounted for using the
equity method? If not, why not?

Question 4: Should a complete set of financial statements prepared under the SME-FRS
be required to include a cash flow statement? If not, why not?

Question 5: If a cash flow statement is required, do you agree that either the direct
method or indirect method can be used for reporting cash flows from
operating activities, as set out in paragraph 22.7 of the SME-FRS? If not, why
not?

Question 6: Are there any disclosure requirements included in sections 18 to 22 of the
SME-FRS that you consider are too onerous for SMEs and therefore should
be excluded? If so, what are they and why?

Comments should be supported by specific reasoning and should be submitted in written form.

To allow your comments on the Exposure Draft to be considered, they are requested to be
received by the Institute on or before 30 September 2008.

Comments may be sent by mail, fax or e-mail to:

Steve Ong
Deputy Director, Standard Setting Department
Hong Kong Institute of Certified Public Accountants
37th Floor, Wu Chung House
213 Queen’s Road East
Wanchai, Hong Kong

Fax number (+852) 2865 6776
E-mail: commentletters@hkicpa.org.hk

Comments will be acknowledged and may be made available for public review unless otherwise
requested by the contributor.

About the Exposure Draft

1. The SME-FRF is extended initially to cover non-Hong Kong incorporated companies
which are holding companies of small groups. Upon the finalisation of amendments of
section 141D of the CO, Hong Kong incorporated companies which are subsidiaries or
holding companies of other companies eligible to apply section 141D of the CO qualify for
reporting under the SME-FRF.

2. Section 1 of the SME-FRS proposes that a complete set of financial statements should
include a cash flow statement. Section 22 provides guidance on the preparation of a cash
flow statement.
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3. Section 18 sets out the accounting for business combinations. It specifies that all
business combinations other than those involving entities under common control should
be accounted for by applying the purchase method. Therefore, the acquirer should
measure the cost of a business combination as the aggregate of the fair values, at the
acquisition date, of assets given, liabilities incurred or assumed, and equity instruments
issued, in exchange for control of the acquiree, plus any costs directly attributable to the
acquisition. The acquirer should also recognise the acquiree’s identifiable assets and
liabilities at their fair values at the acquisition date, and recognises goodwill.

4. Under section 18, after initial recognition, the acquirer should measure goodwill at cost
less any accumulated amortisation and any accumulated impairment losses. There is a
rebuttable presumption that the useful life of goodwill will not exceed 5 years. The
acquirer should recognise immediately in profit or loss any excess of the acquirer’s
interest in the net fair value of the acquiree’s identifiable assets and liabilities over cost
after reassessment of the identification and measurement of the acquiree’s identifiable
assets and liabilities and the measurement of the cost of the combination.

5. In response to the introduction of Section 18, Section 9 is expanded to provide guidance
on how to assess and measure impairment losses for goodwill. At each balance sheet, an
entity should assess whether there is any indication that goodwill may be impaired. If
there is an indication that goodwill has been impaired, the entity should follow a two-step
process included in Section 9 to estimate the recoverable amount of goodwill which is
derived from measurement of the recoverable amount of the larger group of assets of
which the goodwill is a part, and determine whether to recognise an impairment loss.

6. Section 19 requires a parent to present consolidated financial statements unless it is a
wholly-owned subsidiary of another entity or a partially-owned subsidiary of an entity with
the consent of other members not to present consolidated financial statements. It
provides guidance on how to prepare consolidated financial statements. Consolidation of
a foreign subsidiary follows the same process set out in paragraphs 15.4 and 15.5.

7. Sections 20 and 21 specify the accounting for investments in associates and interests in
joint ventures. An investor / a venturer will be required to account for its investments in
associates and interests in jointly controlled entities using equity method only in the
investor’s / venturer’s consolidated financial statements.

8. The objective of Section 22 is to require the provision of information about the historical
changes in cash and cash equivalents of an entity by means of a cash flow statement
which classifies cash flows during the period from operating, investing and financing
activities.



Proposed Amendments to Small
and Medium-sized Entity Financial
Reporting Framework and
Proposed Sections of Small and
Medium-sized Entity Financial
Reporting Standard

Exposure Draft

May 2008
Exposure Draft

Response Due Date
30 September 2008



EXPOSURE DRAFT
PROPOSED AMENDMENTS TO SME-FRF AND PROPOSED SECTIONS OF SME-FRS

1

CONTENTS

Page

Amendments to Small and Medium-sized Entity Financial Reporting Framework 2

Section 18 Business Combinations and Goodwill 3

Section 19 Consolidated Financial Statements 12

Section 20 Investments in Associates 15

Section 21 Interests in Joint Ventures 18

Section 22 Cash Flow Statements 21

Amendments to Other Sections of Small and Medium-sized Entity Financial
Reporting Standard

25

The Exposure Draft can also be found on the Institute’s website at:
www.hkicpa.org.hk/professionaltechnical/accounting/exposuredraft/content.php.

Copyright 2008 The Hong Kong Institute of Certified Public Accountants. All rights
reserved.

Permission is granted to make copies of this Consultation Paper provided that
such copies are for use in academic classrooms or for personal use and are not sold
or disseminated, and provided further that each copy bears the following credit line:
“Copyright by the Hong Kong Institute of Certified Public Accountants. All rights
reserved. Used by permission”. Otherwise, written permission from the HKICPA is
required to reproduce, store or transmit this document, except as permitted by law.

This Consultation Paper is prepared by the HKICPA and is intended to seek for
comments only. Professional advice should be taken before applying the content of
this publication to your particular circumstances. While the HKICPA endeavours to
ensure that the information in this publication is correct, no responsibility for loss to
any person acting or refraining from action as a result of using any such information
can be accepted by the HKICPA.
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Amendments to
Small and Medium-sized Entity Financial Reporting Framework

Paragraphs 17, 18, 19 and 24 are amended (new text is underlined and deleted text is struck
through).

17. An entity, other than a company incorporated under the Companies Ordinance, subject to any
specific requirements imposed by the law of the entity’s place of incorporation and subject to
its constitution, qualifies for reporting under the SME-FRF when the entity (including a group)
does not have public accountability (paragraphs 22 – 23), and:

(a) all of its owners or, in the case of a group, the owners of the parent entity agree to
prepare the financial statements in accordance with the SME-FRS; and

(b) the entity (including a group) is considered to be an SME in terms of its size under
paragraph 24.

18. An entity which is a subsidiary or an intermediate holding company of an entity qualifies for
reporting under the SME-FRF for its own and consolidated financial statements if it also
satisfies the conditions set out in paragraph 17.

19. Unless the law requires otherwise, it is presumed that, once an agreement is made by all
owners or, in the case of a group, all owners of the parent entity to prepare the financial
statements in accordance with the SME-FRS, the agreement will remain valid until there is a
change in the ownership or the agreement is revoked by an owner or an entity (including a
group) no longer qualifies for reporting under the SME-FRF. Any reference in paragraphs 20-
23 to ‘an entity’is read as reference to ‘a group’.

24. An entity is considered to be an SME or a group is qualified for reporting under the SME-FRF if
it does not exceed any two of the following:

(a) Aggregate Ttotal annual revenue of HK$50 million.

(b) Aggregate Ttotal assets of HK$50 million at the balance sheet date.

(c) 50 employees.

After paragraph 28, paragraph 28A is added.

28A. An entity should apply the amendments in paragraphs 17 to 19 and 24 for annual periods
beginning on or after [Date]. Earlier application is permitted.
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Section 18
Business Combinations and Goodwill

Scope

18.1 This Section should be applied in accounting for business combinations other than those
involving entities under common control. The result of nearly all business combinations is that
one entity, the acquirer, obtains control of one or more other businesses, the acquiree. The
acquisition date is the date on which the acquirer effectively obtains control of the acquiree.

18.2 A business combination involving entities or businesses under common control is a business
combination in which all of the combining entities or businesses are ultimately controlled by the
same party or parties both before and after the business combination, and that control is not
transitory.

Accounting

18.3 All business combinations other than those involving entities under common control should be
accounted for by applying the purchase method.

18.4 Applying the purchase method involves the following steps:

(a) identifying an acquirer;

(b) measuring the cost of the business combination; and

(c) allocating, at the acquisition date, the cost of the business combination to the assets
acquired and liabilities assumed.

Identifying the acquirer

18.5 An acquirer should be identified for all business combinations. The acquirer is the combining
entity that obtains control of the other combining entities or businesses.

18.6 Control is the power to govern the financial and operating policies of an entity or business so as
to obtain benefits from its activities. Control of one entity by another is described in Section 19
Consolidated Financial Statements.

18.7 Although sometimes it may be difficult to identify an acquirer, there are usually indications that
one exists. For example:

(a) if the fair value of one of the combining entities is significantly greater than that of the other
combining entity, the entity with the greater fair value is likely to be the acquirer;

(b) if the business combination is effected through an exchange of voting ordinary equity
instruments for cash or other assets, the entity giving up cash or other assets is likely to be
the acquirer; and

(c) if the business combination results in the management of one of the combining entities
being able to dominate the selection of the management team of the resulting combined
entity, the entity whose management is able so to dominate is likely to be the acquirer.
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Cost of a business combination

18.8 The acquirer should measure the cost of a business combination as the aggregate of:

(a) the fair values, at the acquisition date, of assets given, liabilities incurred or assumed, and
equity instruments issued by the acquirer, in exchange for control of the acquiree; plus

(b) any costs directly attributable to the business combination.

Adjustments to the cost of a business combination contingent on future events

18.9 When a business combination agreement provides for an adjustment to the cost of the
combination contingent on future events, the acquirer should include the amount of that
adjustment in the cost of the combination at the acquisition date if the adjustment is probable (ie
more likely than not) and can be measured reliably.

18.10 However, if the potential adjustment is not recognised at the acquisition date but subsequently
becomes probable and can be measured reliably, the additional consideration should be treated
as an adjustment to the cost of the combination.

Allocating the cost of a business combination to the assets acquired and liabilities
assumed

18.11 The acquirer should, at the acquisition date, allocate the cost of a business combination by
recognising the acquiree’s identifiable assets and liabilities that satisfy the recognition criteria
under the SME-FRF and SME-FRS at their fair values at that date. Any difference between the
cost of the business combination and the acquirer’s interest in the net fair value of the
identifiable assets and liabilities so recognised should be accounted for in accordance with
paragraphs 18.15 to 18.20.

18.12 The acquirer should recognise separately the acquiree’s identifiable assets and, liabilities at the
acquisition date only if they satisfy the following criteria at that date:

(a) in the case of an asset other than an intangible asset, it is probable that any associated
future economic benefits will flow to the acquirer, and its fair value can be measured
reliably;

(b) in the case of a liability, it is probable that an outflow of resources embodying economic
benefits will be required to settle the obligation, and its fair value can be measured reliably;
and

(c) in the case of an intangible asset, its fair value is readily apparent or otherwise can be
determined without undue cost or effort.

18.13 The acquirer’s income statement should incorporate the acquiree’s profits and losses after the
acquisition date by including the acquiree’s income and expenses based on the cost of the
business combination to the acquirer. For example, depreciation expense included after the
acquisition date in the acquirer’s income statement that relates to the acquiree’s depreciable
assets should be based on the fair values of those depreciable assets at the acquisition date, ie
their cost to the acquirer.

18.14 Application of the purchase method starts from the acquisition date, which is the date on which
the acquirer effectively obtains control of the acquiree. All pertinent facts and circumstances
surrounding a business combination should be considered in assessing when the acquirer has
obtained control.
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Goodwill

18.15 The acquirer should, at the acquisition date:

(a) recognise goodwill acquired in a business combination as an asset; and

(b) initially measure that goodwill at its cost, being the excess of the cost of the business
combination over the acquirer’s interest in the net fair value of the identifiable assets and
liabilities recognised in accordance with paragraph 18.11.

18.16 After initial recognition, the acquirer should measure goodwill acquired in a business
combination at cost less any accumulated amortisation and any accumulated impairment
losses.

18.17 Goodwill should be amortised on a systematic basis over the best estimate of its useful life.
There is a rebuttable presumption that the useful life of goodwill will not exceed 5 years from
initial recognition. The amortisation method used should reflect the pattern in which the future
economic benefits arising from goodwill are expected to be consumed. If that pattern cannot
be determined reliably, the straight-line method should be used. The amortisation charge for
each period should be recognised as an expense.

18.18 The amortisation period and the amortisation method should be reviewed at least at the end of
each financial year if the useful life of goodwill exceeds 5 years. If the expected useful life of
goodwill is significantly different from previous estimates, the amortisation period should be
changed accordingly. If there has been a significant change in the expected pattern of
economic benefits from the goodwill, the amortisation method should be changed to reflect the
changed pattern. Such changes should be accounted for as changes in accounting estimates
by adjusting the amortisation charge for the current and future periods.

18.19 To determine whether goodwill is impaired, an entity applies Section 9 Impairment of Assets.
That Section explains when and how an entity reviews the carrying amount of its assets and
how it determines the recoverable amount of an asset.

Excess of acquirer’s interest in the net fair value of acquiree’s identifiable assets and
liabilities over cost (“Negative goodwill”)

18.20 If the acquirer’s interest in the net fair value of the identifiable assets and liabilities recognised in
accordance with paragraph 18.11 exceeds the cost of the business combination, the acquirer
should:

(a) reassess the identification and measurement of the acquiree’s identifiable assets and
liabilities and the measurement of the cost of the combination; and

(b) recognise immediately in profit or loss any excess remaining after that reassessment.

Business combinations achieved in stages

18.21 A business combination in which an acquirer holds a non-controlling equity investment in the
acquiree immediately before obtaining control of that acquiree is a business combination
achieved in stages.

18.22 For the purposes of applying the acquisition method under this Section, the acquirer should
remeasure its equity interest previously held in the acquiree at the fair value of the proportionate
share of the assets and liabilities of the acquiree at the acquisition date and recognise the
difference between the fair value of the proportionate share of the assets and liabilities and the
previous carrying amount of that equity interest in the acquiree, if any, in a separate component
of equity. The cost of the business combination at the acquisition date calculated in accordance
with paragraph 18.8(a) is the aggregate of the acquirer’s proportionate share of the fair value of
the assets and liabilities held in the acquiree immediately before the acquisition date and the fair


