Issue No. 23 April/May 2004

This is the 23 Issue of TechWatch, a publication designed to alert HKSA members to topics and issues
that impact on accountants and their working environment. We welcome your comments and
feedback. Comments and suggestions on TechWatch should be addressed to Stephen Chan, Technical
Director (Ethics & Assurance) & Head of Standards & Technical Department Coordination by email:
commentletters@hksa.org.hk .

TechWatch is available at the HKSA’s website: http://www.hksa.org.hk/professionaltechnical/techwatch/ .
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INew Initiatives of the HKSA|

Technical Update Evenings — Overwhelming Support With Re-Run Sessions Announced

Technical Update Evening (“TUE”) was launched by the HKSA Standards & Technical Department in
March 2004 to provide a further channel of communication between members and the HKSA Technical
Directors.

Due to overwhelming support, there will be re-run sessions for TUEs 402, 403 and 404 as follows:

» TUE 402A “SME Financial Reporting Framework and Standards”, 25 May 2004

» TUE 403A “New Audit Risk SASs”, 27 September 2004

» TUE 404A “Tax Issues Relating to Source of Employment under DIPN10”, 29 June 2004

Limited seats are still available. Please register early to secure your seat.

For details of the latest programme of TUE, go to:
http://www.hksa.org.hk/professionaltechnical/ TUE/index.php .

HKSA Members’ Handbook Re-launch — Special Concession Price Announced

HKSA will re-launch its Members” Handbook with effect from 1 June 2004. As at that date the new
Handbook will supersede the current AS5-sized hard copy publication and the electronic version
(e-Handbook) available on the HKSA’s website. Members and other Handbook users will have more
options on how to obtain, update and access their copies of the Handbook and a simpler subscription
framework will apply. Details of the HKSA Members’ Handbook Re-launch Project are available at:
http://www.hksa.org.hk/professionaltechnical/handbook/index.php .

HKSA announced on 30 April 2004 a special concession price for members and registered students for
subscription to both the Hard Copy Foundation Set and the Hard Copy Update Subscription as follows:

Original Price Special Concession Price
(a) Hard Copy Foundation Set HKS$1,700 each )
) HK$1,700 each for
(b) Hard Copy Update Subscription ) both (a) and (b)
to 30 June 2005 HK$1,000 each )

The above offer will last until 31 December 2004. For details of the Special Concession Price, go to:
http://www.hksa.org.hk/professionaltechnical/handbook/members_handbook-2.pdf .

[Financial Reporting

IASB Issues IFRS 3 Business Combinations And Revised Standards IAS 36 Impairment of Assets
And IAS 38 Intangible Assets

The International Accounting Standards Board (IASB) has issued International Financial Reporting
Standard (IFRS) 3 Business Combinations, and revised Standards [AS 36 Impairment of Assets and 1AS
38 Intangible Assets.
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The IASB announced in July 2001 that it would undertake a project on Business Combinations as part of
its initial agenda. The IASB’s objective was to improve the quality of, and seek international convergence
on, the accounting for business combinations, goodwill and intangible assets. IFRS 3, together with the
revised versions of IAS 36 and IAS 38, has been issued as part of the first phase of the project.

The main features of the new and revised Standards are:

. All business combinations within the scope of IFRS 3 must be accounted for using the purchase
method. The pooling of interests method (merger accounting) is prohibited.

. Costs expected to be incurred to restructure an acquired entity’s (or the acquirer’s) activities must be
treated as post-combination expenses, unless the acquired entity has a pre-existing liability for
restructuring its activities.

. Intangible items acquired in a business combination must be recognised as assets separately from
goodwill if they meet the definition of an asset, are either separable or arise from contractual or
other legal rights, and their fair value can be measured reliably.

. Identifiable assets acquired, and liabilities and contingent liabilities incurred or assumed, must be
measured initially at fair value.

. Amortisation of goodwill and intangible assets with indefinite useful lives is prohibited. Instead they
must be tested for impairment annually, or more frequently if events or changes in circumstances
indicate a possible impairment.

One of the objectives of the subsequent phases of the project will be to eliminate remaining differences
between international and national standards on business combinations. Matters to be addressed include:

. Issues related to applying the purchase method of accounting. This is being run as a joint project
with the US Financial Accounting Standards Board (FASB).

. The accounting for formations of joint ventures and business combinations involving entities under
common control.

. Possible applications for ‘fresh start’ accounting.

Under the HKSA’s due process for setting accounting standards, the HKSA Financial Accounting
Standards Committee (FASC) had earlier issued an Invitation to Comment on the IASB’s exposure draft
with comments requested by 15 March 2003. The FASC plans to consider at its May 2004 meeting a
proposed HKFRS 3 based on IFRS 3.

TASB Issues IFRS 4 Insurance Contracts

The IASB has issued International Financial Reporting Standard (IFRS) 4 Insurance Contracts. The
publication of this IFRS provides, for the first time, guidance on accounting for insurance contracts, and
marks the first step in the IASB’s project to achieve the convergence of widely varying insurance industry
accounting practices around the world.

In developing IFRS 4, the IASB balanced the urgent need for an international standard on accounting for
insurance contracts with the recognition that developing a global consensus on a rigorous and
comprehensive approach would require extensive consultation beyond the time frame available. In
particular, consultation on a completely new international approach could not be completed in time to
meet the starting date of 2005 set by the European Union and other jurisdictions. In that light, IFRS 4
completes only the first phase of the IASB’s insurance project. It is aimed at introducing improved
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disclosures for insurance contracts, and modest improvements to recognition and measurement practices,
without requiring extensive changes that might need to be reversed when the IASB completes the second
phase of this project.

In the second phase, the IASB will address broader conceptual and practical issues related to insurance
accounting. These will be the subject of IASB deliberations and consultations with interested parties that
will resume in the second quarter of 2004. The IASB’s next step will be the establishment of an
international working party of about fifteen members. The working party will be composed of experts
active in the insurance industry and the accounting profession, representatives of the appropriate
regulatory and supervisory authorities, and investment analysts. Although the completion of any long-term
solution for insurance contracts may take several years to complete, the IASB is willing to revise IFRS 4
in the short term in the light of any immediate solutions arising from the working party’s discussions.
Further details of the insurance working party will be announced shortly.

Under the HKSA’s due process for setting accounting standards, the FASC had earlier issued an Invitation
to Comment on the IASB’s exposure draft with comments requested by 10 October 2003. The FASC
plans to consider at its May 2004 meeting a proposed HKFRS 4 based on IFRS 4.

IASB Issues IFRS 5 Non-current Assets Held For Sale And Discontinued Operations

The IASB has issued International Financial Reporting Standard (IFRS) 5 Non-current Assets Held for
Sale and Discontinued Operations.

Convergence of accounting standards around the world is one of the IASB’s prime objectives. To that end,
the IASB and the FASB initiated a joint short-term project aimed at reducing the differences between
IFRSs and US GAAP.

IFRS 5 is the first standard to arise from the IASB’s joint project with the FASB. The project focuses on
differences that are not the subject of major current or planned projects by either board and are thought
capable of quick resolution. The first phase of the project involves each board reviewing the other’s recent
pronouncements, with an expectation that recent work on an accounting problem will have produced a
good solution. IFRS 5 results from the IASB’s review of the FASB standard SFAS 144 Accounting for the
Impairment or Disposal of Long-Lived Assets, which was issued in 2001.

IFRS 5 requires assets that are expected to be sold and meet specific criteria to be measured at the lower
of carrying amount and fair value less costs to sell. Such assets should not be depreciated and should be
presented separately in the balance sheet. It also requires operations that form a major line of business or
area of geographical operations to be classified as discontinued when the assets in the operations are
classified as held for sale. These requirements relating to assets held for sale and the timing of the
classification of discontinued operations are substantially the same as the equivalent requirements in US
GAAP. The type of operation that can be classified as discontinued is narrower than under US GAAP but
the IASB intends to continue to work with the FASB in this area to achieve convergence soon.

Under the HKSA’s due process for setting accounting standards, the FASC had earlier issued an Invitation
to Comment on the IASB’s exposure draft with comments requested by 30 September 2003. The FASC
plans to consider at its May 2004 meeting a proposed HKFRS 5 based on IFRS 5.

TIASB Finalises Macro Hedging Amendments To IAS 39

The IASB has issued an Amendment to IAS 39 Financial Instruments: Recognition and Measurement on
Fair Value Hedge Accounting for a Portfolio Hedge of Interest Rate Risk. The amendments simplify the
implementation of IAS 39 by enabling fair value hedge accounting to be used more readily for a portfolio
hedge of interest rate risk (sometimes referred to as a macro hedge) than under previous versions of IAS
39.



The publication of this amendment is a direct response to concerns expressed by the banking community
about the potential difficulty of implementing the requirements of IAS 39. Many constituents had sought
fair value hedge accounting treatment for portfolio hedging strategies, which was not previously permitted
under IAS 39. In the light of these concerns, the IASB launched intensive discussions with representatives
of the banking industry to determine whether a way could be found within the existing principles of IAS
39 to allow fair value hedge accounting treatment to be applied to a macro hedge.

The publication of this amendment means that macro hedging will be part of the IASB’s set of standards
to be adopted in 2005. The IASB notes that discussions will continue on another aspect of IAS 39, namely
an additional hedging methodology and the balance sheet presentation of certain hedges — issues of
particular concern to some banking institutions. Furthermore, the IASB has subsequently published a
proposed limited amendment to restrict the existing fair value option in response to concerns raised by
banking supervisory authorities (see article 8 below).

With the publication of the macro-hedging amendment, the I[ASB announced its intention to set up an
international working party to examine the fundamentals of IAS 39 with a view to replacing the standard
in due course. (A similar working party will be established on the IASB’s long-term insurance project.)
The financial instruments working party will assist in improving, simplifying and ultimately replacing IAS
39 and examine broader questions regarding the application and extent of fair-value accounting — a topic
on which the IASB has not reached any conclusion. Although any major revision of IAS 39 may take
several years to complete, the IASB is willing to revise IAS 39 and IFRS 4 Insurance Contracts in the
short term in the light of any immediate solutions arising from the working parties’ discussions.

Under the HKSA’s due process for setting accounting standards, the FASC had earlier issued an Invitation
to Comment on the IASB’s exposure draft with comments requested by 31 October 2003. The FASC

plans to consider at its May 2004 meeting the adoption of similar changes.

HKSA Announces Release Of New Accounting Standards

A recent HKSA press announcement on the release of new accounting standards, dated 7 April 2004, has
been posted on the HKSA’s website at:
http://www.hksa.org.hk/corporate relations/media/pressrelease/070404e.pdf .

FASC Invites Comments On IASB Exposure Draft Of A Proposed Limited Amendment To IAS 39
Financial Instruments: Recognition and Measurement On The Fair Value Option

The IASB has published an Exposure Draft of a proposed limited amendment to IAS 39 Financial
Instruments: Recognition and Measurement on The Fair Value Option.

The IASB Exposure Draft proposes to limit the financial assets and financial liabilities to which the fair
value option may be applied, while preserving the key benefits of the option. In particular, the proposals
are to:

(a) limit the types of financial assets and financial liabilities to which the option may be applied to five
specified categories, and

(b) require that the option may be applied only to financial assets and financial liabilities whose fair
value is verifiable. The proposal that fair value must be verifiable would apply only when the fair
value option is used, and not for other items measured at fair value (those classified as held for
trading, derivatives and available-for-sale assets) or for the purposes of disclosing fair value.
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Under the HKSA’s due process for setting accounting standards, the HKSA has issued an Invitation to
Comment on the Exposure Draft with comments requested by 7 July 2004. The Invitation to Comment has
been posted on the HKSA’s website at:
http://www.hksa.org.hk/professionaltechnical/accounting/exposuredraft/ .

Following from the IASB’s final approved changes, the FASC intends to recommend the adoption of
similar changes so that the HKFRSs maintain conformity with the IASB’s Standards. The FASC does not
intend to issue a specific Hong Kong exposure draft on the matters covered in the IASB Exposure Draft.

FASC Meeting Summary — 10 March 2004

The FASC met on 10 March 2004 and discussed the following items:

v' Companies Ordinance financial reporting requirement — holding company’s balance sheet presented
with consolidated accounts

v' Proposed second consultation paper on a financial reporting framework and financial reporting

standard for small and medium-sized entities — referral from the HKSA GAAP for Small Businesses

Working Group

Accounting standards revised as a consequence of the IASB’s Improvements Project

Financial Instruments — Proposed HKAS 32 & HKAS 39 based on the recently revised IAS 32 &

IAS 39

Convergence with [ASB Standards

Proposed HKFRS 2 Share-based Payment (converged with IFRS 2)

2004 standard setting timetable

Proposed replacement/withdrawal of SSAP 27

AN
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Copies of FASC meeting summaries are posted on the HKSA’s website at:
http://www.hksa.org.hk/professionaltechnical/accounting/fascupdate .

[Audit & Assurance

HKSA Invites Comments On Exposure Draft Of Proposed Standards And Guidance For HKSA
Members In Performing Listing Engagements

In an effort to enhance the quality of financial information relating to listing documents for Initial Public
Offerings (“IPOs”) and other capital market transactions (“investment circulars”) to maintain Hong
Kong’s status as an international financial and capital market, the HKSA has proposed new requirements
for HKSA members. The proposed new requirements will govern the preparation of accountants’ reports
and other reports on financial information, and also the preparation of financial information by listing
applicants/listed companies, for inclusion in investment circulars.

All these proposed new requirements are now under public consultation in the form of an Exposure Draft,
which is available on the HKSA’s website at:
http://www.hksa.org.hk/professionaltechnical/assurance/artf/index.php. The Exposure Draft includes an
Explanatory Memorandum and the following 7 proposed professional standards and guidance notes:

o HKSIR 100 “Investment circulars and reporting accountants”
. HKSIR 200 “Accountants’ report on historical financial information in investment circulars”
o HKSIR 300 “Accountants’ report on pro forma financial information in investment circulars”

. HKSIR 400 “Comfort letters and other assistance to sponsors”
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o PN 2000 “Other letters issued in relation to investment circulars”
. AG 2.211 “Preparation of historical financial information for inclusion in investment circulars”
o AG 2.212 “Preparation of pro forma financial information for inclusion in investment circulars”.

The proposed HKSIRs (Hong Kong Standards on Investment Circular Reporting Engagements) is a new
series of standards governing the work of reporting accountants. The proposed PN (Practice Note) 2000
is to assist reporting accountants where they are requested by the directors of listing applicants to issue
letter on cash flow forecasts or projections and letter on schedule of indebtedness. The two proposed
AGs (Accounting Guidelines) are issued to assist the directors of listing applicants in preparing financial
information for inclusion in investment circulars.

The HKSA will be most interested to know the views of its members and all other interested parties on the
Exposure Draft. Comments on the Exposure Draft are requested by 14 August 2004.

Amendment To PN 840 “The Audit Of Solicitors’ Accounts Under The Solicitors’ Accounts Rules
And The Accountant’s Report Rules” — Reporting On Failure To Account For Interest On Client
Account

The HKSA revised paragraph 19(b) of PN 840 to clarify the reporting requirement of a contravention of
the Law Society’s Practice Direction J “Interest on Clients’ Account”, after consultation with The Law
Society of Hong Kong.

In response to the HKSA’s request, the Law Society advised that it would not envisage qualification of
Accountant’s Reports merely on a failure to account for very small amounts of interest, particularly if
those amounts of interest are less than a realistic administration fee. The Law Society is of the view that
the purpose of an Accountant’s Report is to verify compliance with the Solicitors’ Accounts Rules and to
draw attention to any breaches of the Solicitors’ Accounts Rules or Practice Directions that adversely
affect any client account or trust money to a material extent. An accountant would therefore exercise
common sense and proportionality in deciding whether a failure to account for interest is adverse to the
client account. Previously, all failures to account for interest on the client account were required to be
reported in the Accountant’s Report.

It should be noted that the Law Society suspended Practice Direction J with effect from 1 January 2004
until further notice.

HKSA Comments On IAASB EDs Of Proposed Revisions To Auditor’s Report And Audit Of Group
Financial Statements

The HKSA made two separate submissions on the following two IAASB Exposure Drafts:

(1) Proposed revised ISA 700 “The Independent Auditor’s Report On a Complete Set of General
Purpose Financial Statements” and proposed conforming changes to ISAs

(2) Proposed revised ISA 600 “The Work of Related Auditors and Other Auditors in the Audit of Group
Financial Statements” and Proposed new IAPS “The Audit of Group Financial Statements”

Submission on proposed revised ISA 700
http://www.hksa.org.hk/professionaltechnical/assurance/submission/docs/IAASB_EDISA700.pdf

In the HKSA’s submission, we are supportive of the proposed revision to ISA 700, which is very timely as
we are seeing increased public attention regarding the need to develop high quality international auditing
standards. We concur with the IAASB’s view that consistent and generally accepted guidance on the form
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