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The Effect of Changes in Foreign 
Exchange Rate (HKAS 21)
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1. Objective and Scope of HKAS 21

• An entity may carry on foreign activities in 2 ways:
a) having transactions in foreign currencies or

b) having foreign operations.

In addition, an entity may present its financial
statements in a foreign currency.

• The objective of HKAS 21 is to prescribe
– how to include foreign currency transactions and foreign 

operations in the financial statements of an entity and

– how to translate financial statements into a presentation 
currency.

• The principal issues are
– which exchange rates to use and

– how to report the effects of changes in exchange rates in the 
financial statements.
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1. Objective and Scope of HKAS 21

• HKAS 21 shall be applied: 
a) in accounting for transactions and balances in 

foreign currencies, except for those derivatives 
transactions and balances that are within the 
scope of HKAS 39

b) in translating the results and financial position 
of foreign operations that are included in the 
financial statements of the entity by 
consolidation, proportionate consolidation or 
the equity method; and

c) in translating an entity’s results and financial 
position into a presentation currency. 
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1. Objective and Scope of HKAS 21

• Foreign currency is a currency other than the functional currency of the 
entity.

• Functional currency is the currency of the primary economic 
environment in which the entity operates.

• Presentation currency is the currency in which the financial statements 
are presented.

• Foreign operation is an entity that is a subsidiary, associate, joint 
venture or branch of a reporting entity, the activities of which are based 
or conducted in a country or currency other than those of the reporting 
entity. 

• Foreign currency is a currency other than the functional currency of the 
entity.

• Functional currency is the currency of the primary economic 
environment in which the entity operates.

• Presentation currency is the currency in which the financial statements 
are presented.

• Foreign operation is an entity that is a subsidiary, associate, joint 
venture or branch of a reporting entity, the activities of which are based 
or conducted in a country or currency other than those of the reporting 
entity. 
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2. Approach in HKAS 21
1. In preparing financial statements, each entity 

determines its functional currency.

2. The entity translates foreign currency items or 
transactions into its functional currency and 
reports the effects of such translation.

3. The results and financial position of any 
individual entity (say subsidiary, associate or 
branches) within the reporting entity (say 
parent) whose functional currency differs from 
the presentation currency of the reporting 
entity are translated.

4. If the entity’s presentation currency differs 
from its functional currency, its results and 
financial position are also translated into the 
presentation currency. 

Determine Functional 
Currency

Determine Functional 
Currency

Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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2. Approach in HKAS 21

Determine Functional 
Currency

Determine Functional 
Currency

Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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3. Indicators to Determine

• Primary indicators
a) the currency 

i) that mainly influences sales prices for goods and services, and
ii) of the country whose competitive forces and regulations mainly 

determine the sales price of its goods and services. 
b) the currency that mainly influences labour, material and other costs of 

providing goods or service.
• Other indicators in determining functional currency

a) the currency in which funds from financing activities (ie issuing debt and 
equity instruments) are generated.

b) the currency in which receipts from operating activities are usually retained.

Functional currency is the currency of the primary economic 
environment in which the entity operates.

Functional currency is the currency of the primary economic 
environment in which the entity operates.
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3. Indicators to Determine

• When the above indicators are mixed and the functional currency is not obvious
– management uses its judgement to determine the functional currency that 

most faithfully represents the economic effects of the underlying 
transactions, events and conditions.

• An entity’s functional currency reflects the underlying transactions, events and 
conditions that are relevant to it
– once determined, the functional currency is not changed unless there is a 

change in those underlying transactions, events and conditions.
• If the functional currency is the currency of a hyperinflationary economy, the 

entity’s financial statements are restated in accordance with HKAS 29
– An entity cannot avoid restatement in accordance with HKAS 29 by, for 

example, adopting as its functional currency a currency other than the 
functional currency determined in accordance with HKAS 21 (such as the 
functional currency of its parent).

Functional currency is the currency of the primary economic 
environment in which the entity operates.

Functional currency is the currency of the primary economic 
environment in which the entity operates.
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3. Indicators to Determine

• If Entity A, a HK incorporated company, reports its financial statements in HK$.
• However, its head office is located in HK but only serves for accounting 

purpose.
• All the other operation, trading and finance souring are located in UK and all 

the transactions are denominated in UK GBP.
• Which currency is the foreign currency of Entity A under HK SSAP 11 and 

HKAS 21?

ExampleExample

• Under HK SSAP 11
• The reporting currency is HK$
• The foreign currency is UK GBP

• Under HKAS 21
• The functional currency is UK GBP
• The foreign currency is HK$

• Under HK SSAP 11
• The reporting currency is HK$
• The foreign currency is UK GBP

• Under HKAS 21
• The functional currency is UK GBP
• The foreign currency is HK$

Functional currency is the currency of the primary economic 
environment in which the entity operates.

Functional currency is the currency of the primary economic 
environment in which the entity operates.
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3. Indicators to Determine
CaseCase

Functional currency is the currency of the primary economic 
environment in which the entity operates.

Functional currency is the currency of the primary economic 
environment in which the entity operates.

• Which functional currency and 
presentation currency are they having?
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3. Indicators to Determine

Annual Report and Accounts 2005
• Accounting policy on foreign currency translation

– Both the parent company financial statements and 
the Group financial statements
• are presented in US dollars, which is the Group’s 

functional and presentation currency.

CaseCase

Annual Report 2005
• Items included in the financial statements of each 

of HSBC’s entities
– are measured using the currency of the primary 

economic environment in which the entity operates
(‘the functional currency’).

• The consolidated financial statements of HSBC
– are presented in US dollars, which is the Group’s 

presentation currency.
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3. Indicators to Determine

• In its 2005 Interim Report, full set of HKFRS was adopted:
– The functional currency of each of the consolidated entities has

been re-evaluated based on the guidance to the revised HKAS 21.
• Accounting policy on functional and presentation currency:

– Items included in the financial statements of each of the Group 
entities are measured using the currency of the primary economic
environment in which the entity operates (“the functional 
currency”).

– The consolidated financial statements are presented in HK dollars, 
which is the Company’s functional and presentation currency.

CaseCase

© 2005-06 Nelson 16

4. Foreign Currency Transactions
Determine Functional 

Currency

Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions



9

© 2005-06 Nelson 17

4a. Initial Recognition

• A foreign currency transaction shall be recorded, on initial recognition in 
the functional currency, by applying to the foreign currency amount the 
spot exchange rate between the functional currency and the foreign 
currency at the date of the transaction

• Spot exchange rate is the exchange rate for immediate delivery

• The date of a transaction is the date on which the transaction first 
qualifies for recognition in accordance with HKFRSs
– For practical reasons, a rate that approximates the actual rate at the date of 

the transaction is often used, for example, an average rate for a week or a 
month might be used for all transactions in each foreign currency occurring 
during that period. 
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4b. Subsequent B/S Date

• At each balance sheet date:
a) foreign currency monetary items

⇒ shall be translated using the closing rate;
b) non-monetary items that are measured in terms of 

historical cost in a foreign currency
⇒ shall be translated using the exchange rate at 

the date of the transaction
c) non-monetary items that are measured at fair value

in a foreign currency
⇒ shall be translated using the exchange rates at 

the date when the fair value was determined.
• Closing rate is the spot exchange rate at the balance 

sheet date.

Retranslation 
required

Retranslation 
required

NO 
retranslation

NO 
retranslation

Retranslation at 
revaluation date
Retranslation at 
revaluation date
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4b. Subsequent B/S Date

• Monetary items are units of currency held and 
assets and liabilities to be received or paid in 
a fixed or determinable number of units of 
currency. 

– Is debt security a monetary item?
– Is equity security a monetary item?

© 2005-06 Nelson 20

4b. Subsequent B/S Date
• TAS Limited owns 100% of X and Y. The group operates in the aircraft 

manufacturing industry which is currently a depressed market.  The trade 
payables of Y amounting to US$30 million are exerting pressure on the group. 
The directors are afraid that the trade payables may attempt to prove that Y is 
insolvent.  The value of Y’s assets at 30 Nov. 2005 is currently being discussed.

• The tangible non-current assets of Y comprise entirely of a manufacturing unit 
which is currently operating at 30–35% of capacity due to the depressed market 
and over capacity in the sector. The unit was completed on 1 Jun. 2004 at a 
total cost of Euro 135 million which was converted into dollars at an exchange 
rate of US$1 = Euro 1.35.

• Y’s manufacturing unit was constructed with the aid of a foreign currency debt of 
Euro 13 million, which remains on 30 Nov. 2005 at its original translated amount 
as at 1 Dec. 2003.  Exchange rates over the last three years are:

30 Nov/1 Dec 2003 2004 2005
Euro to US$ 1.3 1.4 1.6

• The trade payables of Y are arguing that because of the current strength of the 
dollar against the Euro, the value of its manufacturing unit should be adjusted 
downwards to reflect current exchange rates. (ACCA.02.12)

ExampleExample
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4b. Subsequent B/S Date

• The group is operating in a sector which is currently in a depressed state. There 
is over capacity in the sector and Company Y, in particular, is in a poor financial 
and business condition because of the fact that it is operating at 30–35% of its 
capacity.  The trade payables of this company are obviously worried about its 
financial state and may be considering legal remedies in order to collect the 
amounts owing. The immediate concern is a possible impairment of Company 
Y’s tangible net assets.

• The trade payables wish to revalue the tangible non-current assets based on the 
original cost of those assets in dollars but translated at the current rate of 
exchange.

• HKAS 21 prohibits this method of accounting stating that non-monetary assets 
should not be retranslated but should remain translated at the rate ruling when 
they were originally recorded. It appears that the trade payables are seeking to 
prove the insolvency of Y. However, this retranslation itself would have little 
impact. The impairment results plus the implementation of Plan 1 would provide 
more worrying evidence for the trade payables than the retranslation of tangible 
non-current assets.

• To offset the loss on impairment a gain on the foreign currency loan has 
occurred due to the fact that Y has not retranslated the loan at each balance 
sheet date as required by HKAS 21. The gain on this item is shown in the 
income statement.

• The group is operating in a sector which is currently in a depressed state. There 
is over capacity in the sector and Company Y, in particular, is in a poor financial 
and business condition because of the fact that it is operating at 30–35% of its 
capacity.  The trade payables of this company are obviously worried about its 
financial state and may be considering legal remedies in order to collect the 
amounts owing. The immediate concern is a possible impairment of Company 
Y’s tangible net assets.

• The trade payables wish to revalue the tangible non-current assets based on the 
original cost of those assets in dollars but translated at the current rate of 
exchange.

• HKAS 21 prohibits this method of accounting stating that non-monetary assets 
should not be retranslated but should remain translated at the rate ruling when 
they were originally recorded. It appears that the trade payables are seeking to 
prove the insolvency of Y. However, this retranslation itself would have little 
impact. The impairment results plus the implementation of Plan 1 would provide 
more worrying evidence for the trade payables than the retranslation of tangible 
non-current assets.

• To offset the loss on impairment a gain on the foreign currency loan has 
occurred due to the fact that Y has not retranslated the loan at each balance 
sheet date as required by HKAS 21. The gain on this item is shown in the 
income statement.

AnswersAnswersAnswers

© 2005-06 Nelson 22

4b. Subsequent B/S Date

• Transactions in foreign currencies
– are recorded in the functional currency at the rate of exchange 

prevailing on the date of the transaction.
• Monetary assets and liabilities denominated in foreign currencies

– are translated into the functional currency at the rate of exchange 
ruling at the balance sheet date.

CaseCase

Annual Report 2005
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4b. Subsequent B/S Date

• Non-monetary assets and liabilities that are measured in terms 
of historical cost in a foreign currency
– are translated into the functional currency using the rate of 

exchange at the date of the initial transaction,
– except for goodwill arising on consolidation, which is translated 

into the functional currency using the rate of exchange ruling at 
the balance sheet date. 

• Non-monetary assets and liabilities measured at fair value in a 
foreign currency
– are translated into the functional currency using the rate of 

exchange at the date the fair value was determined.

CaseCase

Annual Report 2005
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4c. Exchange Difference
• Exchange difference is the difference resulting 

from translating a given no. of units of one currency 
into another currency at different exchange rates.

Exchange DifferenceExchange Difference

• Exchange differences arising
– on the settlement of monetary items or
– on translating monetary items at rates different 

from those at which they were translated on 
initial recognition during the period or in previous 
financial statements

shall be recognised in profit or loss in the period in 
which they arise, except for those form part of net 
investment in a foreign operation

On Monetary 
items

On Monetary 
items

On Non-monetary 
items

On Non-monetary 
items

• When a gain or loss on a non-monetary item is 
recognised directly in equity
⇒ any exchange component of that gain or loss 

shall be recognised directly in equity
• Conversely, when a gain or loss on a non-

monetary item is recognised in profit or loss
⇒ any exchange component of that gain or loss 

shall be recognised in profit or loss
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4c. Exchange Difference

• Non-monetary assets and liabilities that are measured at fair value 
in foreign currencies
– are translated using the foreign exchange rates at the date the fair 

value is determined.
• When the gain or loss on a non-monetary item is recognised 

directly in equity,
– any exchange component of that gain or loss is recognised directly in 

equity, and all other foreign exchange differences arising from 
settlement and translation of monetary and non-monetary assets and 
liabilities are recognised in the income statement.

CaseCase

Annual Report 2005
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4c. Exchange Difference

• How’s about an available-for-sale (AFS) 
financial asset?Exchange DifferenceExchange Difference

On Monetary 
items

On Monetary 
items

On Non-monetary 
items

On Non-monetary 
items

HKAS 39.AG83 states:
• For the purpose of recognising foreign exchange 

gains and losses under HKAS 21
– a monetary AFS financial asset is treated as if it 

were carried at amortised cost in the foreign 
currency

– for such a financial asset, exchange differences
resulting from changes in amortised cost are 
recognised in P/L and other changes in carrying 
amount are recognised in accordance with HKAS 
39.55(b) (mainly in equity)

• For AFS financial assets that are not monetary items
under HKAS 21 (e.g. equity instruments)
– the gain or loss that is recognised directly in 

equity in accordance with HKAS 39.55(b) includes 
any related foreign exchange component
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4c. Exchange Difference
ExampleExample

• Entity A has a portfolio of investments in bonds purchased on 31 Oct. 
2005 with the following details:

Cost Amortised cost Market value
Unlisted in UK GBP 800,000 820,000 900,000

– The exchange rate of UK pound was HK$14 at 31 Oct. 2005 and HK$14.5 at 
31 Dec. 2005. 

• The entity has classified the investments in bonds as available-for-sale 
financial assets.

• If the functional currency of Entity A is HK$, discuss the implication of 
the above investment on the balance sheet and income statement.
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4c. Exchange Difference
ExampleExample

• Investments can be classified as available-for-sale (AFS) as AFS 
financial assets are defined as those non-derivative financial assets 
that:
i) are designated as available for sale or
ii) are not classified as (a) loans and receivables, (b) held-to-maturity 

investments or (c) financial assets at fair value through profit or loss.
• Thus, Entity A can designate the investments in bonds initially as AFS 

financial assets. 
• If the investments in bonds are classified as such, they should be 

measured at fair value.
• The carrying amount for the bonds at fair value at 31 Dec. 2005:

Market value Exchange rate Fair value in HK$
Unlisted in UK GBP900,000 14.5 HK$ 13,050,000

• However, should all the fair value changes be recognised in equity?

• Investments can be classified as available-for-sale (AFS) as AFS 
financial assets are defined as those non-derivative financial assets 
that:
i) are designated as available for sale or
ii) are not classified as (a) loans and receivables, (b) held-to-maturity 

investments or (c) financial assets at fair value through profit or loss.
• Thus, Entity A can designate the investments in bonds initially as AFS 

financial assets. 
• If the investments in bonds are classified as such, they should be 

measured at fair value.
• The carrying amount for the bonds at fair value at 31 Dec. 2005:

Market value Exchange rate Fair value in HK$
Unlisted in UK GBP900,000 14.5 HK$ 13,050,000

• However, should all the fair value changes be recognised in equity?
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4c. Exchange Difference
ExampleExample

• A gain or loss on an AFS financial asset shall be recognised directly in 
equity, through the statement of changes in equity, except for:
– impairment losses and foreign exchange gains and losses,

until the financial asset is derecognised, at which time the cumulative 
gain or loss previously recognised in equity shall be recognised in profit 
or loss.

• As the investments in bonds are monetary items as explained, HKAS 
39.AG83 requires that, for the purpose of recognising foreign exchange 
gains and losses under HKAS 21, a monetary AFS financial asset is 
treated as if it were carried at amortised cost in the foreign currency.

• Accordingly, for such a financial asset, exchange differences resulting 
from changes in amortised cost are recognised in profit or loss and 
other changes in carrying amount are recognised in equity.

• A gain or loss on an AFS financial asset shall be recognised directly in 
equity, through the statement of changes in equity, except for:
– impairment losses and foreign exchange gains and losses,

until the financial asset is derecognised, at which time the cumulative 
gain or loss previously recognised in equity shall be recognised in profit 
or loss.

• As the investments in bonds are monetary items as explained, HKAS 
39.AG83 requires that, for the purpose of recognising foreign exchange 
gains and losses under HKAS 21, a monetary AFS financial asset is 
treated as if it were carried at amortised cost in the foreign currency.

• Accordingly, for such a financial asset, exchange differences resulting 
from changes in amortised cost are recognised in profit or loss and 
other changes in carrying amount are recognised in equity.
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4c. Exchange Difference
ExampleExample

• As explained by HKAS 39.IG.E.3.2, the cumulative gain or loss that is 
recognised in equity is the difference between the amortised cost 
(adjusted for impairment, if any) and fair value of the AFS monetary 
financial asset in the functional currency of the reporting entity. 

• In summary, investment in bonds in functional currency, HK$, at:
- Cost (GBP 800,000 x 14) HK$ 11,200,000
- Amortised cost (GBP 820,000 x 14.5) HK$ 11,890,000
- Fair value (GBP 900,000 x 14.5) HK$ 13,050,000

• In consequence, 
– the difference between the amortised cost and fair value of HK$1,160,000 is 

recognised in equity.
– the remaining gain of HK$690,000 is recognised in the income statement 

(what kinds of components are included?)

• As explained by HKAS 39.IG.E.3.2, the cumulative gain or loss that is 
recognised in equity is the difference between the amortised cost 
(adjusted for impairment, if any) and fair value of the AFS monetary 
financial asset in the functional currency of the reporting entity. 

• In summary, investment in bonds in functional currency, HK$, at:
- Cost (GBP 800,000 x 14) HK$ 11,200,000
- Amortised cost (GBP 820,000 x 14.5) HK$ 11,890,000
- Fair value (GBP 900,000 x 14.5) HK$ 13,050,000

• In consequence, 
– the difference between the amortised cost and fair value of HK$1,160,000 is 

recognised in equity.
– the remaining gain of HK$690,000 is recognised in the income statement 

(what kinds of components are included?)
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4c. Exchange Difference
• Exchange difference is the difference resulting 

from translating a given no. of units of one currency 
into another currency at different exchange rates.

Exchange DifferenceExchange Difference

• Exchange differences arising on a monetary item
that forms part of a reporting entity’s net investment 
in a foreign operation
⇒ shall be recognised in profit or loss in the 

separate financial statements of the reporting 
entity, or the individual financial statements of 
the foreign operation, as appropriate.

• In the financial statements that include the foreign 
operation and the reporting entity (e.g. consolidated 
financial statements when the foreign operation is a 
subsidiary)
⇒ such exchange differences shall be recognised 

initially in a separate component of equity and 
recognised in profit or loss on disposal of the 
net investment in accordance HKAS 21

On Monetary Items 
form part of Net 
Investment in a 
Foreign Operation

On Monetary Items 
form part of Net 
Investment in a 
Foreign Operation

Until 1.1.2006, such 
treatment is not applicable 
to the exchange difference 
arising from an item which 
is denominated in a 
currency other than the 
functional currency of 
either the reporting entity 
or the foreign operation.

Until 1.1.2006, such 
treatment is not applicable 
to the exchange difference 
arising from an item which 
is denominated in a 
currency other than the 
functional currency of 
either the reporting entity 
or the foreign operation.
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4c. Exchange Difference

• Exchange differences on a monetary item that 
is part of a net investment in a foreign operation
– are recognised in the income statement of the 

separate subsidiary financial statements.
– In consolidated financial statements these 

exchange differences are recognised in the 
foreign exchange reserve in shareholders’ equity.

CaseCase

Annual Report 2005

In separate financial 
statements

In separate financial 
statements

In consolidated 
financial statements

In consolidated 
financial statements
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4d. Change in Functional Currency

• When there is a change in an entity’s functional currency, the entity 
shall apply the translation procedures applicable to the new functional 
currency prospectively from the date of the change. 

© 2005-06 Nelson 34

5. Translate Foreign Operation
Determine Functional 

Currency

Translate Foreign 
Currency Transactions

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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5. Translate Foreign Operation

• An entity may present its financial statements in any currency (or 
currencies).

• If the presentation currency differs from the entity’s functional currency
it translates its results and financial position into the presentation currency.
in the translation, firstly to ascertain whether functional currency of an 
entity is a currency of a hyperinflationary economy

Functional currency is not a currency of a hyperinflationary ecoFunctional currency is not a currency of a hyperinflationary economynomy

Functional currency is a currency of a hyperinflationary economyFunctional currency is a currency of a hyperinflationary economy
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5. Translate Foreign Operation

The results and financial position of such entity shall be translated into a 
different presentation currency using the following procedures:
a) assets and liabilities for each balance sheet presented (i.e. including 

comparatives)
⇒ shall be translated at the closing rate at the date of that balance 

sheet;
b) income and expenses for each income statement (i.e. including 

comparatives)
⇒ shall be translated at exchange rates at the dates of the 

transactions; and
c) all resulting exchange differences

⇒ shall be recognised as a separate component of equity.
For practical reasons, a rate that approximates the exchange rates at the 
dates of the transactions, for example, an average rate for the period, is 
often used to translate income and expense items. 

Functional currency is not a currency of a hyperinflationary ecoFunctional currency is not a currency of a hyperinflationary economynomy

Similar to SSAP 11
Net Investment Method

Similar to SSAP 11
Net Investment Method
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5. Translate Foreign Operation

The exchange differences referred to above result from:
a) translating

• income and expenses at the exchange rates at the dates of the 
transactions, and

• assets and liabilities at the closing rate. 
Such exchange differences arise both on income and expense items
recognised in profit or loss and on those recognised directly in equity.

b) translating the opening net assets at a closing rate that differs from 
the previous closing rate.

Functional currency is not a currency of a hyperinflationary ecoFunctional currency is not a currency of a hyperinflationary economynomy

Similar to SSAP 11
Net Investment Method

Similar to SSAP 11
Net Investment Method
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5. Translate Foreign Operation

• The assets and liabilities of overseas operations
– are translated into Renminbi at the foreign exchange rates 

ruling at the balance sheet date.
• The revenue and expenses and cash flows of overseas 

operations
– are translated into Renminbi at rates approximating the 

foreign exchange rates ruling at the date of the transaction.
• Foreign exchange differences arising from translation

– are recognised directly in equity.

CaseCase

Annual Report 2005
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Functional currency is a currency of a hyperinflationary economyFunctional currency is a currency of a hyperinflationary economy

5. Translate Foreign Operation

The results and financial position of such entity shall be translated into a 
different presentation currency using the following procedures:
a) all amounts (i.e. assets, liabilities, equity items, income and expenses, 

including comparatives)
⇒ shall be translated at the closing rate at the date of the most 

recent balance sheet, except that
b) when amounts are translated into the currency of a non-

hyperinflationary economy
⇒ comparative amounts shall be those that were presented as 

current year amounts in the relevant prior year financial 
statements (i.e. not adjusted for subsequent changes in the price 
level or subsequent changes in exchange rates)

© 2005-06 Nelson 40

Functional currency is a currency of a hyperinflationary economyFunctional currency is a currency of a hyperinflationary economy

5. Translate Foreign Operation

• Such entity shall restate its financial statements in accordance with 
HKAS 29 before applying the translation method set out above, except 
for

– comparative amounts that are translated into a currency of a non-
hyperinflationary economy

• When the economy ceases to be hyperinflationary and the entity no 
longer restates its financial statements in accordance with HKAS 29

it shall use as the historical costs for translation into the 
presentation currency the amounts restated to the price level
at the date the entity ceased restating its financial statements
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5. Translate Foreign Operation

Exchange differences from intragroup elimination
• The incorporation of the results and financial position of a foreign 

operation with those of the reporting entity follows normal consolidation 
procedures (see HKAS 27 and HKAS 31).

• However, an intragroup monetary asset (or liability) cannot be 
eliminated against the corresponding intragroup liability (or asset) 
without showing the results of currency fluctuations in the consolidated 
financial statements.

• Accordingly, in the consolidated financial statements of the reporting 
entity, such an exchange difference

– continues to be recognised in profit or loss, or
– if it arises from the circumstances that relating to monetary items that 

forms a part of net investment in a foreign operation, it is classified as 
equity until the disposal of the foreign operation.
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5. Translate Foreign Operation

Foreign operation with a different reporting date
• The foreign operation often prepares additional statements as of the 

same date as the reporting entity’s financial statements.
• When this is not done, HKAS 27 allows the use of a different reporting 

date provided that the difference is no greater than 3 months and 
adjustments are made for the effects of any significant transactions or 
other events that occur between the different dates.

• In such a case, the assets and liabilities of the foreign operation are 
translated at the exchange rate at the balance sheet date of the foreign 
operation. 

• Adjustments are made for significant changes in exchange rates up to 
the balance sheet date of the reporting entity in accordance with HKAS 
27.

• The same approach is used in applying the equity method to associates 
and joint ventures and in applying proportionate consolidation to joint 
ventures in accordance with HKAS 28.
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5. Translate Foreign Operation

Goodwill arising on acquisition
• Any goodwill arising on the acquisition of a foreign 

operation and any fair value adjustments to the carrying 
amounts of assets and liabilities arising on the 
acquisition of that foreign operation
– shall be treated as assets and liabilities of the 

foreign operation.
• Thus, they

– shall be expressed in the functional currency of the 
foreign operation and

– shall be translated at the closing rate
(in accordance with the requirements on the 
functional currency which is or is not a currency 
hyperinflationary economy).GoodwillGoodwill
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5. Translate Foreign Operation

• On the disposal of a foreign operation, the 
cumulative amount of the exchange 
differences deferred in the separate 
component of equity relating to that foreign 
operation
– shall be recognised in profit or loss

when the gain or loss on disposal is 
recognised.



23

© 2005-06 Nelson 45

On 1.1.2007
• Parent P acquired 20% interest in 

Subsidiary S at $3,500 by cash.
• Fair value of the property of S was 

¥8,000.
During 2007
• Parent P reported nil profit and profit 

of S was HK$6,000 (became cash).
• Fair value of S is HK$30,000 at 

year-end.
• P accounted for S as held for 

trading.
On 1.1.2008
• P acquired additional 60% interest in 

S at $22,000 by cash.
• Fair value of the property of S was 

¥11,000.

5. Translate Foreign Operation

On 1.1.2005 Parent P Sub S

Property $ 0 ¥ 6,000
Investment 0 0
Cash at bank 30,000 2,000 

30,000 8,000

Issued equity $ (30,000) ¥ (5,000)
Retained earnings 0 (3,000)

(30,000) (8,000)

ExampleExample

Same example as 
before except …

Same example as Same example as 
before except …before except …

HK$1 = RMB 1 on 1.1.2007
HK$1 = RMB 1 on 1.1.2008
HK$1 = RMB 0.5 on 31.12.2008
(No profit for 2008 for P and S)
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5. Translate Foreign Operation

On 1.1.2008 Parent P Sub S
Property $ 0 ¥ 6,000
Goodwill 0 0
Investment 28,000 0
Cash at bank 4,500 8,000 

32,500 14,000

Issued equity $ (30,000) ¥ (5,000)
Retained earnings (2,500) (9,000)
Translation reserves 0 0
Revaluation reserves 0 0
Minority interest 0 0

(32,500) (14,000)

ExampleExample

J#1 J#2 Consolidated
5,000 $ 11,000

12,100 12,100
(2,500) (25,500) 0

12,500
35,600

5,000 $ (30,000)
2,500 7,800 (1,200)

0
(600) (600)

(3,800) (3,800)
(35,600)
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5. Translate Foreign Operation

On 31.12.2008 Parent P Sub S
Property $ 0 ¥ 6,000
Goodwill 0 0
Investment 28,000 0
Cash at bank 4,500 8,000 

32,500 14,000

Issued equity $ (30,000) ¥ (5,000)
Retained earnings (2,500) (9,000)
Translation reserves 0 0
Revaluation reserves 0 0
Minority interest 0 0

(32,500) (14,000)

ExampleExample

Sub S
$ 12,000

0
0

16,000
28,000

$(10,000)
(18,000)

0
0
0

(28,000)

Try this ……Try this ……Try this ……

Please prepare the 
consolidated balance sheet 
of Parent P as at 
31.12.2008

Please prepare the 
consolidated balance sheet 
of Parent P as at 
31.12.2008
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5. Translate Foreign Operation
ExampleExample

1st Transaction 2nd Transaction
Next ……

Cost of combinations
(or investments)

Fair value information
Property, at fair value
Cash
Cash (profit for the year)

Ownership interest
Share of fair value

Goodwill

1.1.2007

3,500

8,000
2,000

0
10,000

20%
2,000

1,500

1.1.2008

22,000

11,000
2,000
6,000

19,000
60%

11,400

10,600

Total

25,500

80%

12,100

Step-by-step comparisonStep-by-step comparison

RMB
At 1.1.2007

RMB
At 1.1.2007

RMB
At 1.1.2008

RMB
At 1.1.2008



25

© 2005-06 Nelson 49

5. Translate Foreign Operation
ExampleExample

Dr($) Cr($)
Dr Retained earnings 2,500
Cr Investment 2,500
To restate the initial 20% investment in Subsidiary S to cost

Consolidation journals:

Dr Property – fair value adjustment (¥5,000 ÷ 0.5) 10,000
Issued equity – subsidiary (¥5,000 ÷ 0.5) 10,000
Retained earnings – subsidiary (¥9,000 ÷ 0.5) 18,000
Goodwill (¥12,100 ÷ 0.5) 24,200

Cr Investment – cost of combinations 25,500
Minority interest (¥3,800 ÷ 0.5) 7,600
Retaining earnings recognised 1,200
Revaluation reserves 600
Translation reserves (balancing figure) 27,300

To recognise the goodwill and eliminate the investments with the equity shares

Dr Property – fair value adjustment (¥5,000 ÷ 0.5) 10,000
Issued equity – subsidiary (¥5,000 ÷ 0.5) 10,000
Retained earnings – subsidiary (¥9,000 ÷ 0.5) 18,000
Goodwill (¥12,100 ÷ 0.5) 24,200

Cr Investment – cost of combinations 25,500
Minority interest (¥3,800 ÷ 0.5) 7,600
Retaining earnings recognised 1,200
Revaluation reserves 600
Translation reserves (balancing figure) 27,300

To recognise the goodwill and eliminate the investments with the equity shares
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5. Translate Foreign Operation
ExampleExample

• Net investment in Subsidiary S at RMB as at 1.1.2008:
Property ¥ 11,000
Cash 8,000
Goodwill 12,100

¥ 31,100
Less: Minority interest (3,800)

¥ 27,300

Re-translated at 31.12.2008 (at HK$1 =RMB 0.5) $ 54,600
Balance recognised at 1.1.2008 (at HK$ 1 = RMB 1) (27,300)

Exchange gain recognised in translation reserve $ 27,300

Calculation of translation reserves
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5. Translate Foreign Operation

On 31.12.2008 Parent P Sub S
Property $ 0 ¥ 6,000
Goodwill 0 0
Investment 28,000 0
Cash at bank 4,500 8,000 

32,500 14,000

Issued equity $ (30,000) ¥ (5,000)
Retained earnings (2,500) (9,000)
Translation reserve 0 0
Revaluation reserves 0 0
Minority interest 0 0

(32,500) (14,000)

ExampleExample

Sub S
$ 12,000

0
0

16,000
28,000

$(10,000)
(18,000)

0
0
0

(28,000)

J#1 J#2 Consolidated
10,000 $ 22,000
24,200 24,200

(2,500) (25,500) 0
20,500
66,700

10,000 $ (30,000)
2,500 16,800 (1,200)

(27,300) (27,300)
(600) (600)

(7,600) (7,600)
(66,700)
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5. Translate Foreign Operation

• The results of branches, subsidiaries, joint ventures and 
associates not reporting in US dollars (HSBC’s 
presentation currency)
– are translated into US dollars at the average rates of 

exchange for the reporting period.
• Exchange differences arising from the retranslation of 

opening foreign currency net investments, and exchange 
differences arising from retranslation of the result for the 
reporting period from the average rate to the exchange 
rate prevailing at the period end,
– are accounted for in a separate foreign exchange reserve.

CaseCase

Annual Report 2005
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5. Translate Foreign Operation

• Exchange differences on a monetary item that is part of a 
net investment in a foreign operation
– are recognised in the income statement of the separate 

subsidiary financial statements.
– In consolidated financial statements these exchange 

differences are recognised in the foreign exchange reserve
in shareholders’ equity.

• On disposal of a foreign operation,
– exchange differences relating thereto and previously 

recognised in reserves are recognised in the income 
statement.

CaseCase

Annual Report 2005
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5. Translate Foreign Operation
• Dietronic set up a 100% owned German subsidiary in 2000 and it was 

sold on 1 Dec. 2002 for 600,000 euros ($400,000). 
• The subsidiary was included in the holding company’s accounts at a cost 

of $300,000 at 30 Nov. 2002 and the net assets at the same date 
included in the consolidated financial statements were 540,000 euros 
($360,000).

• All exchange differences arising on the translation of the subsidiary’s 
financial statements have been taken to a separate exchange reserve 
and the cumulative total on this reserve is $40,000 debit as at 1 Dec. 
2002 before the receipt of the dividend.  Dietronic has calculated the 
gain on the sale of the subsidiary as follows:

Sale proceeds $  400K
Cost of investment (300K)
Gain on sale 100K

• The financial statements of the subsidiary are translated into Dietronic’s
presentation currency for consolidation purpose in accordance with 
HKAS 21.

ExampleExample
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5. Translate Foreign Operation

• HKAS 21 requires that exchange differences arising on the translation of 
the financial statements of a subsidiary (whose functional currency is not 
the parent’s presentation currency) shall be recognised as a separate 
component of equity until the disposal of the subsidiary when they 
should be recognised in the income statement.

• Therefore, the ‘exchange reserve’ of $40,000 DR should be taken into 
account when calculating the gain or loss on the sale of the subsidiary.

• Calculation of gain on sale of German subsidiary: $000
Sale proceeds 400
Net assets sold (group accounts) (360)
Exchange reserve (40)
Dividend received 30
Gain on sale 30

(ACCA 2003.12)

• HKAS 21 requires that exchange differences arising on the translation of 
the financial statements of a subsidiary (whose functional currency is not 
the parent’s presentation currency) shall be recognised as a separate 
component of equity until the disposal of the subsidiary when they 
should be recognised in the income statement.

• Therefore, the ‘exchange reserve’ of $40,000 DR should be taken into 
account when calculating the gain or loss on the sale of the subsidiary.

• Calculation of gain on sale of German subsidiary: $000
Sale proceeds 400
Net assets sold (group accounts) (360)
Exchange reserve (40)
Dividend received 30
Gain on sale 30

(ACCA 2003.12)

AnswersAnswersAnswers
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6. Disclosure
• An entity shall disclose:

a) the amount of exchange differences recognised in profit or loss except for 
those arising on financial instruments measured at fair value through profit 
or loss in accordance with HKAS 39; and

b) net exchange differences classified in a separate component of equity, and 
a reconciliation of the amount of such exchange differences at the beginning 
and end of the period.

• When the presentation currency is different from the functional currency, 
that fact shall be stated, together with disclosure of the functional 
currency and the reason for using a different presentation currency.

• When there is a change in the functional currency of either the reporting 
entity or a significant foreign operation, that fact and the reason for the 
change in functional currency shall be disclosed.

• When an entity presents its financial statements in a currency that is 
different from its functional currency, it shall describe the financial 
statements as complying with HKFRSs only if they comply with all the 
requirements of each applicable Standard and each applicable 
Interpretation of those Standards including the translation method.
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6. Disclosure
• When an entity displays its financial statements or other financial 

information in a currency that is different from either its functional 
currency or its presentation currency and the requirements of the above 
paragraph are not met, it shall:
a) clearly identify the information as supplementary information to 

distinguish it from the information that complies with HKFRSs;
b) disclose the currency in which the supplementary information is 

displayed; and
c) disclose the entity’s functional currency and the method of 

translation used to determine the supplementary information. 
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7. Effective Date and Transition

• An entity shall apply HKAS 21 for annual periods 
beginning on or after 1 Jan. 2005.
– Earlier application is encouraged.
– If an entity applies HKAS 21 for a period beginning 

before 1 January 2005, it shall disclose that fact.
• An entity shall apply paragraph 47 of HKAS 21 (i.e. 

requirements on disposal of foreign operation) 
prospectively to all acquisitions occurring after the 
beginning of the financial reporting period in which this 
HKAS 21 is first applied.
– Retrospective application of such requirements to earlier 

acquisitions is permitted.  
• All other changes resulting from the application of 

HKAS 21 shall be accounted for in accordance with 
the requirements of HKAS 8.

How?How?How?
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Financial Instruments: Presentation 
and Disclosure (HKAS 32)
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HKFRS 7 Financial Instruments: 
Disclosures

• Aims at providing disclosures to 
evaluate the significance of 
financial instruments and the 
nature and extent of risks arising 
from financial instruments

HKFRS 7 Financial Instruments: 
Disclosures

• Aims at providing disclosures to 
evaluate the significance of 
financial instruments and the 
nature and extent of risks arising 
from financial instruments

Presentation and Disclosure

HKAS 32 Financial Instruments: 
Disclosure and Presentation

• Aims at enhancing financial 
statement users’ understanding of
– the significance of financial 

instruments to an entity’s 
financial position, performance 
and cash flows.

• Contains requirements for the 
presentation of financial 
instruments and identifies the 
information that should be 
disclosed about them.

HKAS 32 Financial Instruments: 
Disclosure and Presentation

• Aims at enhancing financial 
statement users’ understanding of
– the significance of financial 

instruments to an entity’s 
financial position, performance 
and cash flows.

• Contains requirements for the 
presentation of financial 
instruments and identifies the 
information that should be 
disclosed about them.

HKAS 32 Financial Instruments: 
Presentation

• Aims at establishing principles
– for presenting financial 

instruments as liabilities or 
equity and for offsetting 
financial assets and financial 
liabilities.

HKAS 32 Financial Instruments: 
Presentation

• Aims at establishing principles
– for presenting financial 

instruments as liabilities or 
equity and for offsetting 
financial assets and financial 
liabilities.From 

1.1.2007
From 
1.1.2007
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Presentation and Disclosure

HKAS 32 Financial Instruments: 
Disclosure and Presentation

• Aims at enhancing financial 
statement users’ understanding of
– the significance of financial 

instruments to an entity’s 
financial position, performance 
and cash flows.

• Contains requirements for the 
presentation of financial 
instruments and identifies the 
information that should be 
disclosed about them.

HKAS 32 Financial Instruments: 
Disclosure and Presentation

• Aims at enhancing financial 
statement users’ understanding of
– the significance of financial 

instruments to an entity’s 
financial position, performance 
and cash flows.

• Contains requirements for the 
presentation of financial 
instruments and identifies the 
information that should be 
disclosed about them.

Before 1 January 2007

• The presentation requirements:
– the classification of financial 

instruments, from the perspective 
of the issuer

– the classification of related interest, 
dividends, losses and gains; and 

– the circumstances in which items 
should be offset.

• The disclosure requirements:
– Format, location and classes of 

financial instruments
– Risk management policies and 

hedging activities
– Accounting policies
– Risks
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Presentation from the perspective of the issuer on

Liability and equityLiability and equity

Compound financial 
instruments

Compound financial 
instruments

Treasury sharesTreasury shares

Interests, dividends, 
losses and gains

Interests, dividends, 
losses and gains

HKAS 32 – Presentation

• The issuer of a financial instrument shall classify the 
instrument, or its component parts, on initial recognition
as
• a financial liability,
• a financial asset or
• an equity instrument

in accordance with
• the substance of the contractual arrangement and
• the definitions of a financial liability, a financial asset 

and an equity instrument. (assess the substance)
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HKAS 32 – Presentation

Annual report of 2005 sets out that it has probably 
had the following shares:
– Preference shares carry a mandatory coupon

– Preference shares are redeemable on a specific date 
or at the option of the shareholder

– Preference shares are redeemable at the option of the 
shareholder

How do you classify and present the above items?

CaseCase
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Presentation from the perspective of the issuer on

Liability and equityLiability and equity

HKAS 32 – Presentation

• An instrument can be an equity instrument if, and only if,
both conditions (a) and (b) below are met.
a) The instrument includes no contractual obligation:

i) to deliver cash or another financial asset; or
ii) to exchange financial instrument under conditions 

that are potentially unfavourable to the issuer.
b) If the instrument will or may be settled in the issuer’s 

own equity instruments, it is:
i) a non-derivative that includes no contractual 

obligation to deliver a variable no. of its own equity 
instruments; or

ii) a derivative that will be settled only by the issuer 
exchanging a fixed amount of cash or another 
financial asset for a fixed number of its own equity 
instruments.

Contractual obligation, 
including one arising 
from a derivative, that 
will or may result in the 
future receipt or delivery 
of the issuer’s own 
equity instruments, but 
does not meet 
conditions (a) and (b) 
above, is not an equity 
instrument.
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Presentation from the perspective of the issuer on

Liability and equityLiability and equity

HKAS 32 – Presentation

b)Settled in the Entity’s Own Equity Instruments
• A contract is not an equity instrument solely because it 

may result in the receipt or delivery of the entity’s own 
equity instruments. 

a) Contract to receive or deliver a variable no. of its own 
equity
• so that the fair value of the entity’s own equity 

instruments to be received or delivered equals the 
amount of the contractual right or obligation

• is a financial liability even though the entity must or 
can settle it by delivering its own equity instruments.
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HKAS 32 – Presentation
ExampleExample

• Are the following financial liabilities or equity 
instruments?

Presentation from the perspective of the issuer on

Liability and equityLiability and equity

• A contract to deliver as many of the entity’s 
own equity instruments as are equal in 
value to the value of 100 ounces of gold.

• A contract to deliver as many of the entity’s 
own equity instruments as are equal in 
value to HK$10,000.
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HKAS 32 – Presentation
ExampleExample

• Are the following financial liabilities or equity 
instruments?

Presentation from the perspective of the issuer on

Liability and equityLiability and equity

• A contract to deliver as many of the entity’s 
own equity instruments as are equal in 
value to the value of 100 ounces of gold.

• A contract to deliver as many of the entity’s 
own equity instruments as are equal in 
value to HK$10,000.

Financial liability

Financial liability

• Such a contract is a financial liability of the entity even though the entity 
must or can settle it by delivering its own equity instruments.

• It is not an equity instrument because the entity uses a variable number
of its own equity instruments as a means to settle the contract.

• Such a contract is a financial liability of the entity even though the entity 
must or can settle it by delivering its own equity instruments.

• It is not an equity instrument because the entity uses a variable number
of its own equity instruments as a means to settle the contract.
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Presentation from the perspective of the issuer on

Liability and equityLiability and equity

HKAS 32 – Presentation

b)Settled in the Entity’s Own Equity Instruments
b) Contract to purchase its own equity for cash or another 

financial asset
• give rise a financial liability for the present value of the 

redemption amount
• A contract is not an equity instrument solely because it 

may result in the receipt or delivery of the entity’s own 
equity instruments. 

c) Contract to receive or deliver a fixed no. of its own equity
• If in exchange for a variable amount of cash or another 

financial asset
• The contract is a financial asset or financial liability
• Example:

• a contract for the entity to deliver 100 of its own equity 
instruments in return for an amount of cash calculated 
to equal the value of 100 ounces of gold.
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Presentation from the perspective of the issuer on

Liability and equityLiability and equity

HKAS 32 – Presentation

Contingent Settlement Provisions
• Such instrument may require the entity to deliver cash or 

another financial asset (or otherwise to settle it in such a 
way that it would be a financial liability) under a condition 
that are beyond the control of both the issuer and the 
holder of the instrument

• such as a change in a stock market index, or the issuer’s 
future revenues, net income or debt-to-equity ratio.

• Implies no unconditional right to avoid delivering cash or 
another financial asset

• Therefore, it is a financial liability of the issuer unless:
a) the part of the contingent settlement provision that could 

require settlement in cash or another financial asset is not 
genuine; or

b) the issuer can be required to settle the obligation in cash or 
another financial asset only in the event of liquidation of the 
issuer.
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Presentation from the perspective of the issuer on

Liability and equityLiability and equity

HKAS 32 – Presentation

Settlement Options
• When a derivative financial instrument gives one party a 

choice over how it is settled
• e.g. the issuer or the holder can choose settlement 

net in cash or by exchanging shares for cash)
• It is a financial asset or a financial liability unless all of 

the settlement alternatives would result in it being an 
equity instrument.

• An example of a derivative financial instrument with a 
settlement option that is a financial liability is a share 
option that the issuer can decide to settle net in cash or 
by exchanging its own shares for cash.
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

Compound financial instrument is an instrument 
containing both a liability and an equity component 

• HKAS 32
• applies only to issuers of non-derivative compound 

financial instruments and 
• does not deal with compound financial instruments 

from the perspective of holders.
• HKAS 39

• deals with the separation of embedded derivatives 
from the perspective of holders of compound financial 
instruments that contain debt and equity features.
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

Evaluation and Initial Classification
• The issuer of a non-derivative financial instrument shall 

evaluate the terms of the financial instruments
– to determine whether it contains both a liability and an 

equity component.
• Such components shall be classified separately as 

financial liabilities, financial assets or equity instrument in 
accordance with
– the substance of the contractual arrangement and
– the definitions of a financial liability, financial asset 

and an equity instrument.
• An entity recognises separately the components of a 

financial instrument that
a) creates a financial liability of the entity, and
b) grants an option to the holder of the instrument to 

convert it into an equity instrument of the entity.
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

• For example, a convertible bond allows the bondholder to 
convert it into a fixed no. of ordinary shares of the entity
• is a compound financial instrument.

• From the perspective of the entity, such an instrument 
comprises two components:
1) a financial liability – a contractual arrangement to 

deliver cash or another financial asset), and 
2) an equity instrument – a call option granting the 

holder the right, for a specified period of time, to 
convert it into a fixed no. of ordinary shares of the 
entity. 

• The economic effect of issuing such an instrument is 
substantially the same as issuing a debt instrument with 
detachable share purchase warrants.

• In all cases, the entity presents the liability and equity 
components separately on its balance sheet.

ExampleExample
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

Not Revised Subsequently
• Classification of the liability and equity components of a 

convertible instrument is not revised as a result of a 
change in the likelihood that a conversion option will be 
exercised,
• even when exercise of the option may appear to have 

become economically advantageous to some holders. 
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

Separating Initial Carrying Amount of Each Component
• The equity component is assigned the residual amount, 

after deducting from the fair value of the instrument as a 
whole the amount separately determined for the liability 
component.

• The value of any derivative features (such as a early 
redemption option) embedded in the compound financial 
instrument other than the equity component
– is included in the liability component.

• The sum of the carrying amounts assigned to the liability 
and equity components on initial recognition is always 
equal to the fair value that would be ascribed to the 
instrument as a whole.

• No gain or loss arises from initially recognising the 
components of the instrument separately.
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

Separating Initial Carrying Amount of Each Component
The issuer of a bond convertible into ordinary shares
• Firstly determines the carrying amount of the liability 

component
• by measuring the fair value of a similar liability

(including any embedded non-equity derivative 
features) that does not have an associated equity 
component.

• Then determine the carrying amount of the equity 
instrument represented by the option to convert the 
instrument into ordinary shares
• by deducting the fair value of the financial liability
• from the fair value of the compound financial 

instrument as a whole.
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

For example, an entity issues a 5% 5-year convertible bond
• It can be analysed as

5% Convertible Bond

=  5% 5-year Bond  +  an Option (to convert shares)

Liability Equity
• To find out the equity component:

5% Convertible Bond  – 5% 5-Yr Bond    =  Option

Cash received Use DCF method
(liability component)

Residual

• To classify as Equity

ExampleExample
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

• An entity issues 2,000 convertible bonds at the start of 
year 1. 

• The bonds have a 3-year term, and are issued at par 
with a face value of $1,000 per bond, giving total 
proceeds of $2,000,000. 

• Interest is payable annually in arrears at a nominal 
annual interest rate of 6%.

• Each bond is convertible at any time up to maturity into 
250 ordinary shares.

• When the bonds are issued, the prevailing market 
interest rate for similar debt without conversion options 
is 9%.

• Discuss and calculate in accordance with HKAS 32.

ExampleExample
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on
ExampleExample

• The liability component is measured first, and the 
difference between the proceeds of the bond issue and 
the fair value of the liability is assigned to the equity 
component.

• The present value of the liability component is calculated 
using a discount rate of 9%, the market interest rate for 
similar bonds having no conversion rights.

• The liability component is measured first, and the 
difference between the proceeds of the bond issue and 
the fair value of the liability is assigned to the equity 
component.

• The present value of the liability component is calculated 
using a discount rate of 9%, the market interest rate for 
similar bonds having no conversion rights.

Present value of the principal
$2,000,000 payable at the end of three years $    1,544,367

Present value of the interest 
$120,000 payable annually in arrears for three years 303,755

Total liability component $   1,848,122
Equity component (by deduction) 151,878
Proceeds of the bond issue $   2,000,000

Present value of the principal
$2,000,000 payable at the end of three years $    1,544,367

Present value of the interest 
$120,000 payable annually in arrears for three years 303,755

Total liability component $   1,848,122
Equity component (by deduction) 151,878
Proceeds of the bond issue $   2,000,000
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Compound financial 
instruments

Presentation from the perspective of the issuer on

How does an issuer recognise a callable convertible bond?
• Assume that the proceeds received on the issue of a 

callable convertible bond are $60.
• The value of a similar bond without a call or equity 

conversion option is $57.
• Based on an option pricing model, it is determined that 

the value to the entity of the embedded call feature in a 
similar bond without an equity conversion option is $2.

ExampleExample

• In this case, the value allocated to the liability component is $55 ($57 – $2).
• Then, the value allocated to the equity component is $5 ($60 – $55).
• The journal entry is as follows:

Dr Cash 60
Cr Liabilities 55

Equity 5

• In this case, the value allocated to the liability component is $55 ($57 – $2).
• Then, the value allocated to the equity component is $5 ($60 – $55).
• The journal entry is as follows:

Dr Cash 60
Cr Liabilities 55

Equity 5

2 components:
• Liability component, plus
• Derivative feature embedded other than the 

equity component (i.e. the call feature)

2 components:
• Liability component, plus
• Derivative feature embedded other than the 

equity component (i.e. the call feature)
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Presentation from the perspective of the issuer on

• Treasury shares (an entity’s own equity instruments 
reacquired by itself or its subsidiaries)
• Those instruments shall be deducted from equity
• Cannot be classified as an asset
• No gain or loss shall be recognised in profit or loss on 

the purchase, sale, issue or cancellation of an entity’s 
own equity instruments. 

• Such treasury shares may be acquired and held by 
the entity or by other members of the consolidated 
group.

• Consideration paid or received shall be recognised 
directly in equity.

• The amount of treasury shares held is disclosed 
separately either on the face of the balance sheet or in 
the notes.

Treasury sharesTreasury shares
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HKAS 32 – Presentation

Annual report of 2005 sets out that:
– Where the Company or other members of the 

consolidated Group purchases the Company’s equity 
share capital,
• the consideration paid is deducted from total 

shareholders’ equity as treasury shares until they 
are cancelled.

– Where such shares are subsequently sold or reissued,
• any consideration received is included in 

shareholders’ equity.

CaseCase
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HKAS 32 – Presentation

Liability and equity

Compound financial 
instruments

Presentation from the perspective of the issuer on

• Interest, dividends, losses and gains relating to a financial 
instrument or a component that is a financial liability
• shall be recognised as income or expense in profit or 

loss.
• Distributions to holders of an equity instrument

• shall be debited by the entity directly to equity, net of 
any related income tax benefit.

• Transaction costs of an equity transaction, other than 
costs of issuing an equity instrument that are directly 
attributable to the acquisition of a business,
• shall be accounted for as a deduction from equity, net 

of any related income tax benefit. 

Treasury shares

Interests, dividends, 
losses and gains

Interests, dividends, 
losses and gains
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HKAS 32 – Presentation

Annual report of 2005 sets out that:
– Preference shares, which

• carry a mandatory coupon, 
• or are redeemable on a specific date
• or at the option of the shareholder,

are classified as financial liabilities and are presented 
in other borrowed funds.

– The dividends on these preference shares 
• are recognised in the income statement as interest 

expense on an amortised cost basis using the 
effective interest method.

CaseCase
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Presentation from the perspective of the issuer on

Liability and equityLiability and equity

Compound financial 
instruments

Compound financial 
instruments

Treasury sharesTreasury shares

Interests, dividends, 
losses and gains

Interests, dividends, 
losses and gains

HKAS 32 – Presentation

Offsetting
Financial assets and financial liabilities are offset when and only when
1) there is a legally enforceable right to set off, and
2) the entity intends to settle on a net basis

Offsetting
Financial assets and financial liabilities are offset when and only when
1) there is a legally enforceable right to set off, and
2) the entity intends to settle on a net basis

e.g. - Can discounted bills meet?

• In accounting for a transfer of a financial asset that 
does not qualify for derecognition, the entity shall not 
offset the transferred asset and the associated liability 
(see derecognition in HKAS 39).
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HKAS 32 – Presentation

• Financial assets and financial liabilities are offset 
and the net amount is reported in the balance 
sheet when the Group has
– a legally enforceable right to set off the recognised 

amounts and 
– the transactions are intended to be settled on a net 

basis, or realise the asset and settle the liability 
simultaneously.

CaseCase

Annual Report 2005
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Liability and equityLiability and equity

Compound financial 
instruments

Compound financial 
instruments

Treasury sharesTreasury shares

Interests, dividends, 
losses and gains

Interests, dividends, 
losses and gains

HKAS 32

Disclosure
• Risk management policies and hedging activities
• Terms, condition and accounting policies
• Interest rate risk
• Credit risk
• Fair value (for the instrument not carried at fair value)
• Other disclosures (including derecognition, collateral, 

effect on income statement and equity, 
reclassification, impairment, and etc)

Disclosure
• Risk management policies and hedging activities
• Terms, condition and accounting policies
• Interest rate risk
• Credit risk
• Fair value (for the instrument not carried at fair value)
• Other disclosures (including derecognition, collateral, 

effect on income statement and equity, 
reclassification, impairment, and etc)

HKAS 32 also requires extensive disclosures

Offsetting
Financial assets and financial liabilities are offset when and only when
1) there is a legally enforceable right to set off, and
2) the entity intends to settle on a net basis

Offsetting
Financial assets and financial liabilities are offset when and only when
1) there is a legally enforceable right to set off, and
2) the entity intends to settle on a net basis
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HKAS 32 – Disclosure

• The purpose of the disclosures required by 
HKAS 32 is to provide information to 
– enhance understanding of the significance of 

financial instruments to an entity’s financial 
position, performance and cash flows, and

– assist in assessing the amounts, timing and 
certainty of future cash flows associated with 
those instruments.

• Transactions in financial instruments may result 
in an entity assuming or transferring to another 
party one or more of the financial risks.

• The required disclosures provide information to 
assist users of financial statements in assessing 
the extent of risk related to financial instruments.

HKAS 32 lists 4 
categories of risks

HKAS 32 lists 4 
categories of risks
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HKAS 32 – Disclosure

Market RiskMarket Risk

Credit RiskCredit Risk

Liquidity RiskLiquidity Risk

Cash Flow 
Interest Rate Risk

Cash Flow 
Interest Rate Risk

4 Categories of risks
• Include 3 types of risks

– Currency risk: the risk that the value of a financial 
instrument will fluctuate because of changes in foreign 
exchange rates.

– Fair value interest rate risk: the risk that the value of a 
financial instrument will fluctuate because of changes in 
market interest rates.

– Price risk: the risk that the value of a financial instrument
will fluctuate as a result of changes in market prices.

• the risk that one party to a financial instrument will fail to 
discharge an obligation and cause the other party to incur a 
financial loss.

• the risk that an entity will encounter difficulty in raising funds
to meet commitments associated with financial instruments.

• the risk that the future cash flows of a financial instrument
will fluctuate because of changes in market interest rates.

Currency RiskCurrency Risk

FV Interest
Rate Risk

FV Interest
Rate Risk

Price RiskPrice Risk
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HKAS 32 – Disclosure

Risk Management Policies and Hedging Activities
• An entity shall describe its financial risk management objectives and 

policies, including its policy for hedging each main type of forecast 
transaction for which hedge accounting is used.

• In addition to providing specific information about particular balances 
and transactions related to financial instruments, an entity provides:
– a discussion of the extent to which financial instruments are used, the 

associated risks and the business purposes served.
• A discussion of management’s policies for controlling the risks 

associated with financial instruments includes policies on matters such 
as:
– hedging of risk exposures,
– avoidance of undue concentrations of risk and
– requirements for collateral to mitigate credit risk.
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HKAS 32 – Disclosure

Terms, Conditions and Accounting Policies
• For each class of financial asset, financial liability and 

equity instrument, an entity shall disclose:
a) information about the extent and nature of the financial 

instruments, including significant terms and conditions 
that may affect the amount, timing and certainty of 
future cash flows; and

b) the accounting policies and methods adopted, including 
the criteria for recognition and the basis of 
measurement applied.

• As part of the disclosure of an entity’s accounting 
policies, an entity shall disclose, for each category of 
financial assets,
– whether regular way purchases and sales of financial 

assets are accounted for at trade date or at settlement 
date.
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HKAS 32 – Disclosure

Financial Risk Management Objectives and Policies (2005 Annual Report)
• The Group’s principal financial instruments, other than derivatives, comprise 

bank loans and overdrafts, and cash and bank deposits. The main purpose of 
these financial instruments is to raise finance for the Group’s operations. The 
Group has various other financial assets and liabilities such as accounts 
receivable and accounts payable, which arise directly from its operations.

• The Group also enters into derivative transactions, including principally forward 
currency contracts. The purpose is to manage the currency risks arising from 
the Group’s operations and its sources of finance.

• The main risks arising from the Group’s financial instruments are interest rate 
risk, foreign currency risk, credit risk and liquidity risk. The board reviews and 
agrees policies for managing each of these risks and they are summarised 
below.……

CaseCase
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HKAS 32 – Disclosure

Interest Rate Risk
• For each class of financial assets and financial 

liabilities, an entity shall disclose information about its 
exposure to interest rate risk, including:
a) contractual repricing or maturity dates, whichever dates 

are earlier; and
b) effective interest rates, when applicable.

• An entity indicates which of its financial assets and 
financial liabilities are:
a) exposed to fair value interest rate risk

b) exposed to cash flow interest rate risk and

c) not directly exposed to interest rate risk.

e.g. financial assets with a 
fixed interest rate

e.g. financial assets with a 
fixed interest rate

e.g. financial assets with a 
floating interest rate

e.g. financial assets with a 
floating interest rate

e.g. investments in equity 
instruments

e.g. investments in equity 
instruments
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HKAS 32 – Disclosure

Financial Risk Management Objectives and Policies (2005 Annual Report)

• Interest rate risk
– The Group is exposed to interest rate risk through the impact of rate 

changes on interest-bearing financial assets and liabilities.
– Interest-bearing financial assets are mainly deposits with banks which are 

mostly short term in nature whereas interest-bearing financing liabilities are 
primarily short term bank borrowings and other loans with primarily floating 
interest rates.

– The Group is therefore exposed to both fair value and cash flow interest 
rate risks.

CaseCase
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HKAS 32 – Disclosure

Credit Risk
• For each class of financial assets and 

other credit exposures, an entity shall 
disclose information about its exposure to 
credit risk, including:
a) the amount that best represents its 

maximum credit risk exposure
at the balance sheet date,
• without taking account of the fair value 

of any collateral, in the event of other 
parties failing to perform their 
obligations under financial instruments; 

b) significant concentrations of credit risk. 
• Concentrations of credit risk may arise 

from exposures to a single debtor or to 
groups of debtors having such a similar 
characteristic

Disclosures include:
• the carrying amount of the 

assets exposed to credit risk, 
net of applicable impairment 
loss

Disclosures include:
• the carrying amount of the 

assets exposed to credit risk, 
net of applicable impairment 
loss

Disclosure includes:
• Description
• amount of the maximum 

credit risk exposure

Disclosure includes:
• Description
• amount of the maximum 

credit risk exposure
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HKAS 32 – Disclosure

Financial Risk Management Objectives and Policies (2005 Annual Report)

• Credit risk
– The advances to customers, accounts and other receivables represent the 

Group’s major exposure to the credit risk arising from the default of the 
counterparty, with a maximum exposure equal to the carrying amount of 
these financial assets in the consolidated balance sheet.

– The Group’s advances to customers arising from the ordinary course of 
business of dealing in securities are secured by the underlying pledged 
securities. In addition, all receivable balances are monitored on an ongoing 
basis.

– The credit risk of the Group’s other financial assets, which comprise cash 
and cash equivalents and available-for-sale financial assets, arises from 
default of the counterparty, with a maximum exposure equal to the carrying 
amount of these instruments.

CaseCase
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HKAS 32 – Disclosure

Fair Value
• For each class of financial assets and financial 

liabilities, an entity shall disclose:
– the fair value of that class of assets and liabilities in 

a way that permits it to be compared with the 
corresponding carrying amount in the balance 
sheet. 
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HKAS 32 – Disclosure

Fair Value
• If investments in unquoted equity instruments or derivatives linked to 

such equity instruments are measured at cost under HKAS 39 because 
their fair value cannot be measured reliably,
– that fact shall be disclosed together with
– a description of the financial instruments,
– their carrying amount,
– an explanation of why fair value cannot be measured reliably and,
– if possible, the range of estimates within which fair value is highly likely to lie.

• Furthermore, if financial assets whose fair value previously could not be 
reliably measured are sold, 
– that fact, 
– the carrying amount of such financial assets at the time of sale and
– the amount of gain or loss recognised shall be disclosed.
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HKAS 32 – Disclosure

Fair Value
• An entity shall disclose:

a) the methods and significant assumptions applied in determining fair values of 
financial assets and financial liabilities separately for significant classes of 
financial assets and financial liabilities.

b) whether fair values of financial assets and financial liabilities are determined 
directly, in full or in part, by reference to published price quotations in an 
active market or are estimated using a valuation technique.

c) whether its financial statements include financial instruments measured at 
fair values that are determined in full or in part using a valuation technique
based on assumptions that are not supported by observable market prices or 
rates. If changing any such assumption to a reasonably possible alternative 
would result in a significantly different fair value, the entity shall state this fact 
and disclose the effect on the fair value of a range of reasonably possible 
alternative assumptions. For this purpose, significance shall be judged with 
respect to profit or loss and total assets or total liabilities.

d) the total amount of the change in fair value estimated using a valuation 
technique that was recognised in profit or loss during the period.
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HKAS 32 – Disclosure

Financial Risk Management Objectives and Policies (2005 Annual Report)

• Foreign currency risk
– The Group has transactional currency exposures mainly arising from sales 

and purchases by operating units in currencies other than the Group’s 
functional currency.

– The Group uses forward contracts to manage its foreign currency 
exposures on significant and recurring transactions.

CaseCase
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HKAS 32 – Disclosure

• Liquidity risk
– In the management of liquidity risk, the Group monitors and maintains a 

level of cash and cash equivalents deemed adequate by management to 
finance the Group’s operations and mitigate the effects of fluctuation in cash 
flows.

– The Group’s objective is to maintain a balance between continuity of 
funding and flexibility through the use of bank facilities in order to meet its 
liquidity requirements both in the short and long terms. All debts of the 
Group would mature in less than one year as at 31 December 2005.

• Fair value
– The carrying amounts of the Group’s financial assets and liabilities 

approximated to their fair values at the balance sheet date.

CaseCase

Financial Risk Management Objectives and Policies (2005 Annual Report)
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HKAS 32 – Disclosure

Other Disclosures
• Detailed disclosures are further required on the following areas:

– Derecognition
– Collateral
– Compound financial instruments with multiple embedded derivatives
– Financial assets and financial liabilities at fair value through profit or loss
– Reclassification
– Income statement and equity
– Impairment
– Defaults and breaches



52

© 2005-06 Nelson 103

HKAS 32 – Disclosure

Financial Risk Management Objectives and Policies (2005 Annual Report)

• Foreign currency risk
– The Group has transactional currency exposures mainly arising from sales 

and purchases by operating units in currencies other than the Group’s 
functional currency.

– The Group uses forward contracts to manage its foreign currency 
exposures on significant and recurring transactions.

CaseCase
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HKFRS 7

Nelson Lam Nelson Lam 
CFA  FCCA  FCPA(Practising)
MBA MSc  BBA  CPA(US)  ACA
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Disclosure Amended by HKFRS 7

• The objective of HKFRS 7 is to require 
entities to provide disclosures in their 
financial statements that enable users to 
evaluate:

1) the significance of financial instruments
for the entity’s
• financial position and
• financial performance; and 

2) the nature and extent of risks arising from 
financial instruments to which the entity is 
exposed
• during the period and
• at the reporting date, and

how the entity manages those risks. 

Nature and ExtentNature and ExtentNature and Extent

SignificanceSignificanceSignificance

• Balance sheet
• Income statement
• Other disclosures

• Balance sheet
• Income statement
• Other disclosures

• Qualitative disclosures
• Quantitative disclosures
• Qualitative disclosures
• Quantitative disclosures
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Disclosure Amended by HKFRS 7

• HKFRS 7 supersedes (from 1 Jan. 2007)
– Full HKAS 30
– Para. 51 to 95 of HKAS 32

• As compared with HKAS 30 and 32, 
HKFRS 7 has the following attributes:
1. Apply to all entities while HKAS 30 

applies to financial institution only
2. Is more correlation with the categories of 

financial instruments as defined in
HKAS 39

3. Aim at simplifying the disclosure 
requirements of HKAS 32 on risks but 
introduced some new disclosures ……

4. HKAS 32 has exemption for comparative 
on first year of adoption but HKFRS 7 
only provides exemption on the nature 
and extent of risks.

Nature and ExtentNature and ExtentNature and Extent

SignificanceSignificanceSignificance
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Recap of HKAS 30 First

HKAS 30 Disclosures in the Financial Statements of Banks and 
Similar Financial Institutions set out some specific disclosure 
requirements on banks and similar entities, including:
– Accounting policies on specific items and transactions
– Specific items on income statement and balance sheet
– Fair values of each class of financial assets and liabilities
– Contingent liabilities and commitments (requiring specific items)
– Analysis of assets and liabilities into relevant maturity groupings
– Significant concentrations of its assets, liabilities and off balance 

sheet items (by geographical areas, customer, industry group or 
other groupings)

– Significant net foreign currency exposures
– Accounting policy, movements and amount on allowance for 

impairment loss
– Amounts set aside for general banking risks, including

future losses and other unforeseeable risks or contingencies
– Liabilities secured and assets pledged as security

Not yet 
closely 

aligned with 
HKAS 39

Not yet 
closely 

aligned with 
HKAS 39
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1. Significance of Financial Instruments

• An entity shall disclose information that enables users of its financial 
statements to evaluate
– the significance of financial instruments for its financial position and 

performance. 

SignificanceSignificanceSignificance
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1. Significance of Financial Instruments

The carrying amounts of each of the following categories, as 
defined in HKAS 39, shall be disclosed either on the face of the
balance sheet or in the notes: 
a) financial assets at fair value through P/L, showing separately

i) those designated as such upon initial recognition and
ii) those classified as held for trading in accordance with HKAS 39;

b) held-to-maturity investments; 
c) loans and receivables; 
d) available-for-sale financial assets; 
e) financial liabilities at fair value through P/L, showing separately

i) those designated as such upon initial recognition and
ii) those classified as held for trading in accordance with

HKAS 39; and 
f) financial liabilities measured at amortized cost. 

SignificanceSignificanceSignificance Balance SheetBalance SheetBalance Sheet

HKAS 32 only 
requires such 
disclosures

HKAS 32 only 
requires such 
disclosures

New in 
HKFRS 7

New in 
HKFRS 7

New in 
HKFRS 7

New in 
HKFRS 7
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1. Significance of Financial Instruments

Additional information is required to disclose on:
• Loan and receivable designated as at fair value 

through profit or loss (HKFRS 7.9)

• Financial liability designated as at fair value through 
profit and loss (HKFRS 7.10)

Allowance account for credit losses (say bad debt)
• When financial assets are impaired by credit losses 

and the entity records the impairment in a separate 
account (e.g. an allowance account used) rather than 
directly reducing the carrying amount of the asset, 
– it shall disclose a reconciliation of changes in that 

account during the period for each class of 
financial assets. 

SignificanceSignificanceSignificance Balance SheetBalance SheetBalance Sheet

No reconciliation 
required in HKAS 
32.94(i) …..

No reconciliation 
required in HKAS 
32.94(i) …..
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1. Significance of Financial Instruments

An entity shall disclose the following items either on the face of 
the financial statements or in the notes: 
a) net gains or net losses on: 
i) financial assets or financial liabilities at fair value through P/L, 

showing separately
• those on financial assets or financial liabilities designated as

such upon initial recognition, and
• those on financial assets or financial liabilities that are 

classified as held for trading in accordance with HKAS 39; 
ii) available-for-sale financial assets, showing separately the amount 

of gain or loss recognised directly in equity during the period and 
the amount removed from equity and recognised in profit or loss 
for the period;

iii) held-to-maturity investments; 
iv) loans and receivables; and 
v) financial liabilities measured at amortized cost 

SignificanceSignificanceSignificance Income StatementIncome StatementIncome Statement

New in 
HKFRS 7

New in 
HKFRS 7

New in 
HKFRS 7

New in 
HKFRS 7

HKAS 32 
requires 
this only

HKAS 32 
requires 
this only
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1. Significance of Financial Instruments

An entity shall disclose the following items either on the face of 
the financial statements or in the notes: 

SignificanceSignificanceSignificance Income StatementIncome StatementIncome Statement

b) total interest income and total interest expense for financial assets 
or financial liabilities that are not at fair value through P/L;

c) fee income and expense (other than amounts included in 
determining the effective interest rate) arising from: 
i) financial assets or financial liabilities that are not at fair value 

through profit or loss; and 
ii) trust and other fiduciary activities that result in the holding or 

investing of assets on behalf of individuals, trusts, retirement
benefit plans, and other institutions; 

d) interest income on impaired financial assets accrued in accordance 
with paragraph AG93 of HKAS 39, and

e) the amount of any impairment loss for each class of financial asset.

New in 
HKFRS 7

New in 
HKFRS 7
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1. Significance of Financial Instruments

• Disclosure requirements on accounting policies, hedge 
accounting and fair value are similar to HKAS 32.

• HKFRS 7 additionally requires:
a) in fair value hedges, gains or losses: 

i) on the hedging instrument; and 
ii) on the hedged item attributable to the hedged risk. 

b) the ineffectiveness recognised in profit or loss that arises from 
cash flow hedges; and 

c) the ineffectiveness recognised in profit or loss that arises from 
hedges of net investments in foreign operations.

SignificanceSignificanceSignificance Other DisclosuresOther DisclosuresOther Disclosures

New in 
HKFRS 7

New in 
HKFRS 7
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2. Nature and Extent of Risks

• An entity shall disclose information that enables users of its 
financial statements to evaluate
– the nature and extent of risks arising from financial 

instruments to which the entity is exposed at the reporting 
date. 

• The disclosures required focus on the risks that arise from 
financial instruments and how they have been managed.

• These risks typically include, but are not limited to
– credit risk,
– liquidity risk and
– market risk. 

Nature and ExtentNature and ExtentNature and Extent
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2. Nature and Extent of Risks

Market RiskMarket Risk

Credit RiskCredit Risk

Liquidity RiskLiquidity Risk

Cash Flow Interest 
Rate Risk

Cash Flow Interest 
Rate Risk

In HKAS 32

Currency RiskCurrency Risk

FV Interest
Rate Risk

FV Interest
Rate Risk

Price RiskPrice Risk

Market RiskMarket Risk

Credit RiskCredit Risk

Liquidity RiskLiquidity Risk

In HKFRS 7

Currency RiskCurrency Risk

Interest
Rate Risk
Interest

Rate Risk

Other Price RiskOther Price Risk

Nature and ExtentNature and ExtentNature and Extent
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2. Nature and Extent of Risks

• For each type of risk arising from financial 
instruments, an entity shall disclose: 
a) The exposures to risk and how they arise; 
b) Its objectives, policies and processes for 

managing the risk and the methods used to 
measure the risk

c) Any changes in (a) or (b) from the previous 
period. 

Nature and ExtentNature and ExtentNature and Extent Qualitative DisclosuresQualitative DisclosuresQualitative Disclosures
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2. Nature and Extent of Risks

• For each type of risk arising from financial 
instruments, an entity shall disclose: 
– Summary quantitative data about its exposure to that 

risk at the reporting date.
• The level of detail of such disclosure is based on:

– The information provided internally to key 
management personnel of the entity (as defined in 
HKAS 24 Related Party Disclosures), for example the 
entity’s board of directors or chief executive officer. 

• If the quantitative data disclosed as at the reporting 
date are unrepresentative of an entity’s exposure to 
risk during the period, an entity shall provide further 
information that is representative.

Nature and ExtentNature and ExtentNature and Extent Quantitative DisclosuresQuantitative DisclosuresQuantitative Disclosures
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2. Nature and Extent of Risks

Credit risk
• An entity shall disclose by class of financial instrument: 

a) the amount that best represents its maximum exposure to credit risk at the 
reporting date without taking account of any collateral held or other credit 
enhancements (e.g. netting agreements that do not qualify for offset in 
accordance with HKAS 32); 

b) in respect of the amount disclosed in (a), a description of collateral held as 
security and other credit enhancements; 

c) information about the credit quality of financial assets that are neither past 
due nor impaired; and 

d) the carrying amount of financial assets that would otherwise be past due or 
impaired whose terms have been renegotiated. 

Nature and ExtentNature and ExtentNature and Extent Quantitative DisclosuresQuantitative DisclosuresQuantitative Disclosures
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2. Nature and Extent of Risks

• For financial assets that are either past due or impaired, 
an entity shall disclose by class of financial asset: 
a) an analysis of the age of financial assets that are past 

due as at the reporting date but not impaired; 
b) an analysis of financial assets that are individually 

determined to be impaired as at the reporting date, 
including the factors the entity considered in determining 
that they are impaired; and 

c) for the amounts disclosed in (a) and (b), a description of 
collateral held by the entity as security and other credit 
enhancements and, unless impracticable, an estimate of 
their fair value. 

Nature and ExtentNature and ExtentNature and Extent Quantitative DisclosuresQuantitative DisclosuresQuantitative Disclosures

Credit risk

© 2005-06 Nelson 120

Early adopted HKFRS 7 in 2005 and its 
annual report states that (extract only):
– Exposure to credit risk - as at 31 Dec. 

2005, the financial assets and financial 
liabilities of the Group and HKEx that were 
exposed to credit risk and their maximum 
exposure were as follows:

2. Nature and Extent of Risks
CaseCase
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2. Nature and Extent of Risks

• An entity shall disclose: 
a) a maturity analysis for financial liabilities that 

shows the remaining contractual maturities; and 
b) a description of how it manages the liquidity risk 

inherent in (a).

Nature and ExtentNature and ExtentNature and Extent Quantitative DisclosuresQuantitative DisclosuresQuantitative Disclosures

Liquidity risk
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Early adopted HKFRS 7 in 2005 and its 
annual report states that (extract only):
– The financial liabilities of the Group and 

HKEx as at 31 December 2005 are 
analysed into relevant maturity buckets 
based on their contractual maturity dates 
in the table below:

2. Nature and Extent of Risks
CaseCase
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2. Nature and Extent of Risks

• HKFRS 7 requires the disclosures of sensitivity analysis.
• The disclosures of sensitivity analysis can be achieved 

by 2 approaches:
1. Sensitivity analysis for each type of market risk
2. Sensitivity analysis that reflects interdependencies

between risks variables

Nature and ExtentNature and ExtentNature and Extent Quantitative DisclosuresQuantitative DisclosuresQuantitative Disclosures

Market risk

Sensitivity 
analysis
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2. Nature and Extent of Risks

• An entity shall disclose: 
a) a sensitivity analysis for each type of market risk

to which the entity is exposed at the reporting 
date, showing:
• how profit or loss and equity would have been 

affected by changes in the relevant risk 
variable that were reasonably possible at that 
date; 

b) the methods and assumptions used in preparing 
the sensitivity analysis; and 

c) changes from the previous period in the methods 
and assumptions used, and the reasons for such 
changes.

Nature and ExtentNature and ExtentNature and Extent Quantitative DisclosuresQuantitative DisclosuresQuantitative Disclosures

Market risk – Sensitivity Analysis for Each Type of Market Risk
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2. Nature and Extent of Risks

• Alternatively, an entity prepares and discloses a sensitivity analysis, such as 
Value-at-Risk (VaR), that reflects interdependencies between risk variables
(e.g. interest rates and exchange rates) and uses it to manage financial risks.

• The entity shall also disclose: 
a) an explanation of the method used in preparing such a sensitivity 

analysis, and of the main parameters and assumptions underlying the 
data provided; and 

b) an explanation of the objective of the method used and of limitations that 
may result in the information not fully reflecting the fair value of the 
assets and liabilities involved. 

Nature and ExtentNature and ExtentNature and Extent Quantitative DisclosuresQuantitative DisclosuresQuantitative Disclosures

Market risk – Sensitivity Analysis That Reflects Interdependencies
Between Risks Variables
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Early adopted HKFRS 7 in 2005 and its annual report 
states that (extract only):
– Risk management techniques, such as Value-at-Risk 

(“VaR”) based on historical simulation and portfolio 
stress testing, are used to identify, measure and control 
foreign exchange risk, equity price risk and interest rate 
risks of the Group’s investments.

– VaR measures
• the expected maximum loss
• over a given time interval (a holding period of 10 

trading days is used by the Group) 
• at a given confidence level (95 per cent confidence 

interval is adopted by the Group) 
• based on historical data (one year is used by the 

Group).
– The Board sets a limit on total VaR of the Group and 

VaR is monitored on a weekly basis ……

2. Nature and Extent of Risks
CaseCase

How would you 
determine them?
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Early adopted HKFRS 7 in 2005 and its annual report 
states that (extract only):

2. Nature and Extent of Risks
CaseCase

− The VaR for each risk factor and the total VaR of the investments of the 
Group and HKEx during the year were as follows:

   Group   HKEx  
   2005   2005  
  Average Highest Lowest Average Highest Lowest 
  $million $million $million $million $million $million 
        
Foreign exchange risk  5 6.1 3.6 0.2 0.7 - 
Equity price risk  8.5 11.2 6.6 - - - 
Interest rate risk  20.5 24 14.4 - - - 
        
Total VaR  23.5 26.9 20.4 0.2 0.7 - 
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2. Nature and Extent of Risks

• When the sensitivity analyses disclosed
(by the 2 approaches) are 
unrepresentative of a risk inherent in a 
financial instrument (for example 
because the year-end exposure does 
not reflect the exposure during the year),
– the entity shall disclose that fact and 

the reason it believes the sensitivity 
analyses are unrepresentative. 

Nature and ExtentNature and ExtentNature and Extent Quantitative DisclosuresQuantitative DisclosuresQuantitative Disclosures

Other market risk disclosures
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3. Effective Date and Transition

• An entity shall apply HKFRS 7 for annual periods 
beginning on or after 1 January 2007.

• Earlier application is encouraged.
– If an entity applies HKFRS 7 for an earlier period, it shall 

disclose that fact. 
• If an entity applies HKFRS 7 for annual periods 

beginning before 1 January 2006,
– it need not present comparative information for the 

disclosures about the nature and extent of risks arising 
from financial instruments.

• HKAS 32.97 requires that if comparative information for 
prior periods is not available when HKAS 32 is first applied,
– such information need not be presented, but an entity shall 

disclose that fact.

• HKAS 32.97 requires that if comparative information for 
prior periods is not available when HKAS 32 is first applied,
– such information need not be presented, but an entity shall 

disclose that fact.
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Reference to the time horizon and confidence level of some entities used 
in VaR analysis ……

How Do You Determine Them ……
CaseCase

Entity name
• HSBC
• BoC-HK
• Standard Chartered
• HKMA
• HKEx

Time horizon Confidence level
• 1 day
• 1 day
• 1 day
• 1 month
• 10 days

• 99%
• 99%
• 97.5%
• 95%
• 95%
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HKAS 21, HKAS 32 and HKFRS 7
22 July 2006

Nelson LamNelson Lam
nelson@nelsoncpa.com.hk
www.nelsoncpa.com.hk

Full version of slides in PDF can be 
found in www.NelsonCPA.com.hk
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