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Effects of Changes in Foreign Exchange Rates
(HKAS 21)
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Points to be Discussed

• Objective and scope
• Approach in HKAS 21
• Determine functional currency - Indictors
• Translation foreign currency transactions

– Initial recognition
– Subsequent balance sheet date
– Exchange difference

• Translation foreign currency operation or whole set
– Translation to presentation currency
– Translation of foreign operation
– Disposal of foreign operation

• Disclosure
• Effective Date and Transition
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Objective

• 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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Scope

• 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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Scope

• 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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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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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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Indicators to Determine Determine Functional 
Currency

Determine Functional 
Currency

• 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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Indicators to Determine Determine Functional 
Currency

Determine Functional 
Currency

• 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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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 function 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 function currency is UK GBP
• The foreign currency is HK$
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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
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Initial Recognition Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

• 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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Subsequent B/S Date Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

• 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.
• 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. 

Retranslation 
required

Retranslation 
required

NO retranslationNO retranslation

Retranslation at 
revaluation date
Retranslation at 
revaluation date
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Exchange Difference Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

• 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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Exchange Difference Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

• 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

ExampleExample
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Exchange Difference Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

• 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

Net investment in a 
foreign operation is the 
amount of the reporting 
entity’s interest in the 
net assets of that 
operation. 
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Change in
Functional Currency

Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

• 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. 
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Real Case Translate Foreign 
Currency Transactions

Translate Foreign 
Currency Transactions

CaseCase

Esprit Holdings LimitedEsprit Holdings Limited
• Begin to adopt all the new/revised IFRS in 2004
• 2005 Annual Report stated accounting policy on foreign 

currency transactions and balances
– Foreign currency transactions are translated into the functional 

currency
• using the exchange rates prevailing at the dates of the 

transactions.
– Foreign exchange gains and losses resulting

• from the settlement of such transactions and
• from the translation at year-end exchange rates of 

monetary assets and liabilities denominated in foreign 
currencies

• are recognized in the income statement.
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Translation to the
Presentation Currency

• 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

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set

Functional currency is not a currency of a hyperinflationary economy

Functional currency is a currency of a hyperinflationary economy
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Translation to the
Presentation Currency

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. 

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set

Functional currency is not a currency of a hyperinflationary economy

Similar to SSAP 11
Net Investment Method

Similar to SSAP 11
Net Investment Method
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Translation to the
Presentation Currency

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.

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set

Functional currency is not a currency of a hyperinflationary economy

Similar to SSAP 11
Net Investment Method

Similar to SSAP 11
Net Investment Method
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Functional currency is a currency of a hyperinflationary economy

Translation to the
Presentation Currency

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)

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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Functional currency is a currency of a hyperinflationary economy

Translation to the
Presentation Currency

• 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

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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Translation to the
Presentation Currency

• Accounting policy on foreign currency transactions for group companies:

– The results and financial position of all the Group entities (none of which has 
the currency of a hyperinflationary economy) that have a functional currency 
different from the presentation currency are translated into the presentation 
currency as follows:
i) assets and liabilities for each balance sheet presented are translated at 

the closing rate at the date of that balance sheet;
ii) income and expenses for each profit and loss account are translated at 

average exchange rates (unless this average is not a reasonable 
approximation of the cumulative effect of the rates prevailing on the 
transaction dates, in which case income and expenses are translated at 
the dates of the transactions); and

iii) all resulting exchange differences are recognized as a separate 
component of equity.

CaseCase
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Translation of
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.

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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Translation of
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.

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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Translation of
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).

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set

GoodwillGoodwill
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Disposal of
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.

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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Real Case
CaseCase

Esprit Holdings LimitedEsprit Holdings Limited
• 2005 Annual Report stated accounting policy on foreign 

currency transactions and balances
– On consolidation, exchange differences arising from the 

translation of the net investment in foreign entities, and of 
borrowings and other currency instruments designated as hedges 
of such investments,
• are taken to shareholders’ equity.

– When a foreign operation is sold,
• such exchange differences are recognized in the income 

statement as part of the gain or loss on sale.
– Goodwill and fair value adjustments arising on the acquisition of a 

foreign entity
• are treated as assets and liabilities of the foreign entity and 

translated at the closing rate.

Translate Foreign 
Operation or Whole Set

Translate Foreign 
Operation or Whole Set
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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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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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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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Revenue (HKAS 18) 
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Points to be Discussed

1. Objective of HKAS 18
2. Scope of HKAS 18
3. What is Revenue?
4. Measurement of Revenue
5. Identification of Transactions
6. Sales of Goods
7. Rendering of Services
8. Interest, Royalties and 

Dividends
9. Disclosures
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1. Objective of HKAS 18

• Income
– is defined in the Framework for the Preparation and Presentation of 

Financial Statements as:
• increases in economic benefits during the accounting period in 

the form of inflows or
• enhancements of assets or decreases of liabilities that result in 

increases in equity,
• other than those relating to contributions from equity 

participants.
– Income encompasses both revenue and gains.

• Revenue is income that 
– arises in the course of ordinary activities of an entity and is referred 

to by a variety of different names including sales, fees, interest, 
dividends and royalties.
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1. Objective of HKAS 18

• The objective of HKAS 18 is to prescribe
– the accounting treatment of revenue arising from 

certain types of transactions and events.
• The primary issue in accounting for revenue is

– determining when to recognise revenue.
• Revenue is recognised when

– it is probable that future economic benefits will flow 
to the entity and

– these benefits can be measured reliably.
• HKAS 18 identifies the circumstances in which 

these criteria will be met and, therefore, revenue 
will be recognised.

• It also provides practical guidance on the 
application of these criteria.
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2. Scope of HKAS 18

• HKAS 18 shall be applied in accounting for 
revenue arising from the following 
transactions and events:
a) the sale of goods;
b) the rendering of services; and
c) the use by others of entity assets yielding 

interest, royalties and dividends.

Sale of goodsSale of goodsSale of goods

Rendering of 
services

Rendering of Rendering of 
servicesservices

Interest, royalties 
and dividend

Interest, royalties Interest, royalties 
and dividendand dividend
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2. Scope of HKAS 18

• Includes goods produced or purchased for resale, 
such as land and property held for resaleSale of goodsSale of goodsSale of goods

Rendering of 
services

Rendering of Rendering of 
servicesservices

Interest, royalties 
and dividend

Interest, royalties Interest, royalties 
and dividendand dividend

• Services related to construction contracts not 
dealt with in HKAS 18, but in HKAS 11
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2. Scope of HKAS 18

HKAS 18 does not deal with revenue arising from:
a) lease agreements (see HKAS 17 Leases);
b) dividends arising from investments which are accounted for under the 

equity method (see HKAS 28 Investments in Associates);
c) insurance contracts within the scope of HKFRS 4 Insurance Contracts;
d) changes in the fair value of financial assets and financial liabilities or 

their disposal (see HKAS 39 Financial Instruments: Recognition and 
Measurement);

e) changes in the value of other current assets;
f) initial recognition and from changes in the fair value of biological assets 

related to agricultural activity (see HKAS 41 Agriculture);
g) initial recognition of agricultural produce (see HKAS 41); and
h) the extraction of mineral ores.
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3. What is Revenue?

• Revenue is
– the gross inflow of economic benefits

during the period
– arising in the course of the ordinary 

activities of an entity
– when those inflows result in increases 

in equity,
– other than increases relating to 

contributions from equity participants.
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3. What is Revenue?

• Revenue includes
– only the gross inflows of economic benefits received and receivable by the 

entity on its own account.
• Amounts collected on behalf of third parties such as sales taxes, goods 

and services taxes and value added taxes
– are not economic benefits which flow to the entity and
– do not result in increases in equity.

Therefore, they are excluded from revenue.
• Similarly, in an agency relationship, the gross inflows of economic 

benefits include amounts collected on behalf of the principal and which 
do not result in increases in equity for the entity. 

The amounts collected on behalf of the principal are not revenue.
Instead, revenue is the amount of commission.
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4. Measurement of Revenue

• Revenue shall be measured at the fair value of the consideration 
received or receivable.
– Fair value is the amount for which an asset could be exchanged, or 

a liability settled, between knowledgeable, willing parties in an arm's 
length transaction.

– The amount of revenue arising on a transaction is usually 
determined by agreement between the entity and the buyer or user 
of the asset.

– It is measured at
• the fair value of the consideration received or receivable
• taking into account the amount of any trade discounts and volume 

rebates allowed by the entity.
– In most cases, the consideration is in the form of cash or cash 

equivalents and the amount of revenue is the amount of cash or 
cash equivalents received or receivable.
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4. Measurement of Revenue
Discounting required when inflow deferred
• When the inflow of cash or cash 

equivalents is deferred,
– the fair value of the consideration may be 

less than the nominal amount of cash 
received or receivable.

• When the arrangement effectively constitutes a financing transaction, 
the fair value of the consideration is determined by discounting all future 
receipts using an imputed rate of interest.

The imputed rate of interest is the more clearly determinable of either:
a) prevailing rate for a similar instrument of an issuer with a similar credit rating; or
b) a rate of interest that discounts the nominal amount of the instrument to the 

current cash sales price of the goods or services.

• The difference between the fair value and the nominal amount of the 
consideration is recognised as interest revenue
– in accordance with the requirements on interest recognition as stated in 

HKAS 18 (to be discussed later) and in accordance with HKAS 39.

• The difference between the fair value and the nominal amount of the 
consideration is recognised as interest revenue
– in accordance with the requirements on interest recognition as stated in 

HKAS 18 (to be discussed later) and in accordance with HKAS 39.

Example: An entity may provide
• interest free credit to the buyer or
• accept a note receivable bearing 

a below-market interest rate from 
the buyer as consideration for 
the sale of goods.

Example: An entity may provide
• interest free credit to the buyer or
• accept a note receivable bearing 

a below-market interest rate from 
the buyer as consideration for 
the sale of goods.
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4. Measurement of Revenue

Sino Land Company Limited
2005 Annual Report stated that:
• Where properties are sold under deferred terms, 

the difference between the sales prices with and 
without such terms
– is treated as deferred interest income and
– is released to the income statement on a 

straight line basis over the repayment period 
commencing from the completion of the 
relevant sales agreements.

CaseCase
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4. Measurement of Revenue

1. Similar goods or services
– When goods or services are exchanged or 

swapped for goods or services which are of a 
similar nature and value,

the exchange is not regarded as a 
transaction which generates revenue.

– This is often the case with commodities like oil 
or milk where suppliers exchange or swap 
inventories in various locations to fulfil demand 
on a timely basis in a particular location.

SimilarSimilar DissimilarDissimilar
Exchange of goods or services
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4. Measurement of Revenue

2. Dissimilar goods and services
– When goods are sold or services are rendered in 

exchange for dissimilar goods or services
the exchange is regarded as a transaction which 
generates revenue.

– The revenue is measured at the fair value of the 
goods or services received, adjusted by the amount of 
any cash or cash equivalents transferred.

– When the fair value of the goods or services received 
cannot be measured reliably

the revenue is measured at the fair value of the 
goods or services given up, adjusted by the 
amount of any cash or cash equivalents 
transferred.

SimilarSimilar DissimilarDissimilar
Exchange of goods or services
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5. Identification of the Transaction

• The recognition criteria in HKAS 18 is usually 
applied separately to each transaction.

• However, there are situations that the 
recognition criteria is:
1. Applied to separately identifiable 

components of a single transaction
2. Applied to two or more transactions 

together

Separately identifiable component 
of a single transaction

Separately identifiable component 
of a single transaction

Two or more
transactions together

Two or more
transactions together
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5. Identification of the Transaction

• In certain circumstances, it is necessary to apply the recognition criteria 
to the separately identifiable components of a single transaction in order 
to reflect the substance of the transaction.

Separately identifiable component 
of a single transaction

Separately identifiable component 
of a single transaction

• For example
– when the selling price of a product 

includes an identifiable amount for 
subsequent servicing,
• that amount is deferred and 

recognised as revenue over the 
period during which the service is 
performed. 

ExampleExample
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5. Identification of the Transaction

• Conversely, the recognition criteria are applied to two or more 
transactions together when they are linked in such a way that the 
commercial effect cannot be understood without reference to the series 
of transactions as a whole.

• For example
– an entity may sell goods and, at the 

same time, enter into a separate 
agreement to repurchase the goods 
at a later date,
• thus negating the substantive 

effect of the transaction; in such 
a case, the two transactions are 
dealt with together.

ExampleExample

Two or more
transactions together

Two or more
transactions together
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6. Sale of Goods

Sale of goodsSale of goodsSale of goods

Rendering of 
services

Rendering of Rendering of 
servicesservices

Interest, royalties 
and dividend

Interest, royalties Interest, royalties 
and dividendand dividend

Rendering of 
services

Rendering of Rendering of 
servicesservices

Interest, royalties 
and dividend

Interest, royalties Interest, royalties 
and dividendand dividend
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6. Sale of Goods
Main Principle
• Revenue from the sale of goods shall be recognised when all the 

following conditions have been satisfied:
a) the entity has transferred to the buyer the significant risks and 

rewards of ownership of the goods;
b) the entity retains

– neither continuing managerial involvement to the degree usually 
associated with ownership

– nor effective control over the goods sold;
c) the amount of revenue can be measured reliably;
d) it is probable that the economic benefits

associated with the transaction will
flow to the entity; and

e) the costs incurred or to be incurred in
respect of the transaction can be
measured reliably.
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Main Principle

6. Sale of Goods

• The assessment of when an entity has transferred 
the significant risks and rewards of ownership to 
the buyer
– requires an examination of the circumstances of the 

transaction.
• In most cases, the transfer of risks and rewards of 

ownership
– coincides with the transfer of the legal title or the 

passing of possession to the buyer.
– This is the case for most retail sales.

• In other cases, the transfer of the risks and 
rewards of ownership
– occurs at a different time from the transfer of legal 

title or the passing of possession.
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Main Principle

6. Sale of Goods

• Several situations should be placed attention, 
including
A. The entity retains significant risks of ownership
B. The entity retains only insignificant risk of 

ownership
C. Inflow of future economic benefits may not be 

probable
D. Revenue and expenses relating to the same 

transaction

Risk of ownership

Other situations
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6. Sale of Goods

• If the entity retains significant risks of ownership, the transaction is not 
a sale and revenue is not recognised.

• An entity may retain a significant risk of ownership in a number of ways
• Examples include:

a) when the entity retains an obligation for unsatisfactory performance not 
covered by normal warranty provisions;

b) when the receipt of the revenue from a particular sale is contingent on the 
derivation of revenue by the buyer from its sale of the goods;

c) when the goods are shipped subject to installation and the installation is a 
significant part of the contract which has not yet been completed by the 
entity; and

d) when the buyer has the right to rescind the purchase for a reason 
specified in the sales contract and the entity is uncertain about the 
probability of return. 

A. Entity Retains Significant Risks of Ownership
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6. Sale of Goods
• Sale and repurchase agreements (other than swap transactions)

– under which the seller concurrently agrees to repurchase the same goods at 
a later date, or

– when the seller has a call option to repurchase, or
– the buyer has a put option to require the repurchase, by the seller, of the 

goods

ExampleExample

1. For a sale and repurchase agreement on an asset other than a 
financial asset
• the terms of the agreement need to be analysed to ascertain whether, in 

substance, the seller has transferred the risks and rewards of ownership to 
the buyer and hence revenue is recognised.

• When the seller has retained the risks and rewards of ownership, even 
though legal title has been transferred

• the transaction is a financing arrangement and
• does not give rise to revenue.

2. For a sale and repurchase agreement on a financial asset
• HKAS 39 applies. 

1. For a sale and repurchase agreement on an asset other than a 
financial asset
• the terms of the agreement need to be analysed to ascertain whether, in 

substance, the seller has transferred the risks and rewards of ownership to 
the buyer and hence revenue is recognised.

• When the seller has retained the risks and rewards of ownership, even 
though legal title has been transferred

• the transaction is a financing arrangement and
• does not give rise to revenue.

2. For a sale and repurchase agreement on a financial asset
• HKAS 39 applies. 
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6. Sale of Goods

Goods shipped subject to conditions:

ExampleExample

Revenue is normally recognised when
– the buyer accepts delivery, and
– installation and inspection are complete.

However, revenue is recognised 
immediately upon the buyer’s acceptance of 
delivery when:
i) the installation process is simple in 

nature, or
ii) the inspection is performed only for 

purposes of final determination of 
contract prices

Revenue is normally recognised when
– the buyer accepts delivery, and
– installation and inspection are complete.

However, revenue is recognised 
immediately upon the buyer’s acceptance of 
delivery when:
i) the installation process is simple in 

nature, or
ii) the inspection is performed only for 

purposes of final determination of 
contract prices

a) Installation and inspection

Example - the installation of a 
factory tested television receiver 
which only requires unpacking and 
connection of power and antennae

Example - the installation of a 
factory tested television receiver 
which only requires unpacking and 
connection of power and antennae

Example - shipments of iron ore, 
sugar or soya beans.
Example - shipments of iron ore, 
sugar or soya beans.
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6. Sale of Goods

Goods shipped subject to conditions:

ExampleExample

If there is uncertainty about the 
possibility of return, revenue is 
recognised when 
• the shipment has been formally accepted

by the buyer or
• the goods have been delivered and the 

time period for rejection has elapsed.

If there is uncertainty about the 
possibility of return, revenue is 
recognised when 
• the shipment has been formally accepted

by the buyer or
• the goods have been delivered and the 

time period for rejection has elapsed.

b) On approval when the buyer 
has negotiated a limited right 
of return

c) Consignment sales under 
which the recipient (buyer) 
undertakes to sell the goods 
on behalf of the shipper 
(seller)

d) Cash on delivery sales

Revenue is recognised by the shipper 
when the goods are sold by the 
recipient to a third party.

Revenue is recognised by the shipper 
when the goods are sold by the 
recipient to a third party.

Revenue is recognised when
• delivery is made and
• cash is received by the seller or its agent.

Revenue is recognised when
• delivery is made and
• cash is received by the seller or its agent.
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6. Sale of Goods

• If an entity retains only an insignificant risk of ownership
– the transaction is a sale and revenue is recognised.

• For example, a seller may retain the legal title to the goods solely to 
protect the collectibility of the amount due.
– In such a case, if the entity has transferred the significant risks 

and rewards of ownership, the transaction is a sale and revenue 
is recognised.

• For example, a seller may retain the legal title to the goods solely to 
protect the collectibility of the amount due.
– In such a case, if the entity has transferred the significant risks 

and rewards of ownership, the transaction is a sale and revenue 
is recognised.

• Another example of an entity retaining only an insignificant risk of 
ownership may be a retail sale when a refund is offered if the 
customer is not satisfied.
– Revenue in such cases is recognised at the time of sale provided

the seller
• can reliably estimate future returns and
• recognises a liability for returns based on previous experience and 

other relevant factors.

• Another example of an entity retaining only an insignificant risk of 
ownership may be a retail sale when a refund is offered if the 
customer is not satisfied.
– Revenue in such cases is recognised at the time of sale provided

the seller
• can reliably estimate future returns and
• recognises a liability for returns based on previous experience and 

other relevant factors.

B. Entity Retains Only Insignificant Risks of Ownership
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6. Sale of Goods

"Bill and hold" sales, in which delivery is delayed at the buyer’s request 
but the buyer takes title and accepts billing.

ExampleExample

• Revenue is recognised when the buyer takes title, provided:
a) it is probable that delivery will be made;
b) the item is on hand, identified and ready for delivery to the buyer at 

the time the sale is recognised;
c) the buyer specifically acknowledges the deferred delivery

instructions; and
d) the usual payment terms apply.

• Revenue is not recognised when there is simply an intention to acquire 
or manufacture the goods in time for delivery. 

• Revenue is recognised when the buyer takes title, provided:
a) it is probable that delivery will be made;
b) the item is on hand, identified and ready for delivery to the buyer at 

the time the sale is recognised;
c) the buyer specifically acknowledges the deferred delivery

instructions; and
d) the usual payment terms apply.

• Revenue is not recognised when there is simply an intention to acquire 
or manufacture the goods in time for delivery. 
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6. Sale of Goods

Revenue not recognised if inflow is not probable
• Revenue is recognised only when it is probable that the economic 

benefits associated with the transaction will flow to the entity.
• In some cases, this may not be probable

– until the consideration is received or
– until an uncertainty is removed.

C. Inflow of Future Economic Benefits Not Probable

• For example, it may be uncertain that a 
foreign governmental authority will grant 
permission to remit the consideration from a 
sale in a foreign country.
– When the permission is granted, the 

uncertainty is removed and revenue is 
recognised.

• For example, it may be uncertain that a 
foreign governmental authority will grant 
permission to remit the consideration from a 
sale in a foreign country.
– When the permission is granted, the 

uncertainty is removed and revenue is 
recognised.
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6. Sale of Goods

• Lay away sales under which the goods are delivered only when the
buyer makes the final payment in a series of instalments

ExampleExample

• Revenue from such sales is recognised
– when the goods are delivered.

• However, when experience indicates that most such sales are 
consummated
– revenue may be recognised when a significant deposit is received

provided the goods are on hand, identified and ready for delivery
to the buyer.

• Revenue from such sales is recognised
– when the goods are delivered.

• However, when experience indicates that most such sales are 
consummated
– revenue may be recognised when a significant deposit is received

provided the goods are on hand, identified and ready for delivery
to the buyer.
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6. Sale of Goods

Inflow is not probable after revenue is recognised
• When an uncertainty arises about the 

collectibility of an amount already included in 
revenue
– the uncollectible amount or the amount in 

respect of which recovery has ceased to be 
probable is recognised as an expense,

– rather than as an adjustment of the amount 
of revenue originally recognised.

C. Inflow of Future Economic Benefits Not Probable

No offsettingNo offsetting
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6. Sale of Goods

• Revenue and expenses that relate to the same transaction or other 
event are recognised simultaneously
– this process is commonly referred to as the matching of revenues

and expenses.
• Expenses, including warranties and other costs to be incurred after the 

shipment of the goods can normally be measured reliably when the
other conditions for the recognition of revenue have been satisfied.

• However, revenue cannot be recognised when the expenses cannot be 
measured reliably;
– in such circumstances, any consideration already received for the 

sale of the goods is recognised as a liability. 

D. Matching of Revenues and Expenses
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6. Sale of Goods
CaseCase

Esprit Holdings LimitedEsprit Holdings Limited
• 2005 Annual Report stated accounting policy on revenue

– Revenue comprises the fair value for the sale of goods and 
services, net of value-added tax, rebates and discounts and after 
eliminating sales within the Group.

– Revenue is recognized as follows:
i) Sales of goods – wholesale

Sales of goods are recognized on the transfer of risks and 
rewards of ownership, which generally coincides with the time 
when the goods are delivered to the customer and title has 
been passed.

ii) Sales of goods – retail
Sales of goods are recognized on sale of a product to the 
customer. Retail sales are usually in cash or by credit card.
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7. Rendering of Services

Sale of goodsSale of goodsSale of goods

Rendering of 
services

Rendering of Rendering of 
servicesservices

Interest, royalties 
and dividend

Interest, royalties Interest, royalties 
and dividendand dividend

Sale of goodsSale of goodsSale of goods

Interest, royalties 
and dividend

Interest, royalties Interest, royalties 
and dividendand dividend
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7. Rendering of Services

Main Principle
• When the outcome of a transaction involving the 

rendering of services can be estimated reliably
– revenue associated with the transaction shall be 

recognised by reference to the stage of completion
of the transaction at the balance sheet date.

• The outcome of a transaction can be estimated reliably 
when all the following conditions are satisfied:
a) the amount of revenue can be measured reliably;
b) it is probable that the economic benefits associated with 

the transaction will flow to the entity;
c) the stage of completion of the transaction at the balance 

sheet date can be measured reliably; and
d) the costs incurred for the transaction and the costs to 

complete the transaction can be measured reliably. 

Often referred to as 
the percentage of 

completion method

Often referred to as 
the percentage of 

completion method
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7. Rendering of Services

• Under the percentage of completion method
– revenue is recognised in the accounting periods in which the 

services are rendered.
• The recognition of revenue on this basis provides

– useful information on the extent of service activity and performance
during a period.

• HKAS 11 Construction Contracts also requires the recognition of 
revenue on this basis.
– The requirements of HKAS 11 are generally applicable to the 

recognition of revenue and the associated expenses for a 
transaction involving the rendering of services.
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Installation fees
• Installation fees are recognised as revenue by reference to the stage of 

completion of the installation
– unless they are incidental to the sale of a product in which case they are 

recognised when the goods are sold. 

Installation fees
• Installation fees are recognised as revenue by reference to the stage of 

completion of the installation
– unless they are incidental to the sale of a product in which case they are 

recognised when the goods are sold. 

7. Rendering of Services
ExampleExample

Advertising commissions
• Media commissions are recognised when the related advertisement or 

commercial appears before the public.
• Production commissions are recognised by reference to the stage of 

completion of the project.

Advertising commissions
• Media commissions are recognised when the related advertisement or 

commercial appears before the public.
• Production commissions are recognised by reference to the stage of 

completion of the project.
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7. Rendering of Services

• Revenue is recognised only when it is probable 
that the economic benefits associated with the 
transaction will flow to the entity.

• However, when an uncertainty arises about the 
collectibility of an amount already included in 
revenue
– the uncollectible amount, or the amount in 

respect of which recovery has ceased to be 
probable, is recognised as an expense,

– rather than as an adjustment of the amount of 
revenue originally recognised.

Inflow of Future Economic Benefits Not Probable

No offsettingNo offsetting
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7. Rendering of Services

• An entity is generally able to make reliable estimates after it has agreed 
to the following with the other parties to the transaction:
a) each party’s enforceable rights regarding the service to be provided 

and received by the parties;
b) the consideration to be exchanged; and
c) the manner and terms of settlement.

• It is also usually necessary for the entity to have an effective internal 
financial budgeting and reporting system.

• The entity reviews and, when necessary, revises the estimates of 
revenue as the service is performed.

• The need for such revisions does not necessarily indicate that the 
outcome of the transaction cannot be estimated reliably.

Reliable Estimates of Revenue
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7. Rendering of Services

• The stage of completion of a transaction may be determined by a variety 
of methods.

– An entity uses the method that measures reliably the services performed.

• Depending on the nature of the transaction, the methods may include:
a) surveys of work performed;
b) services performed to date as a percentage of total services to be performed; or
c) the proportion that costs incurred to date bear to the estimated total costs of the 

transaction.
• Only costs that reflect services performed to date are included in costs incurred to 

date.
• Only costs that reflect services performed or to be performed are included in the 

estimated total costs of the transaction.

• Progress payments and advances received from customers often do not 
reflect the services performed.

Stage of Completion of a Transaction

© 2005-06 Nelson 74

7. Rendering of Services

• For practical purposes, when services are 
performed by an indeterminate number of acts
over a specified period of time,
– revenue is recognised on a straight-line basis over 

the specified period
• unless there is evidence that some other method 

better represents the stage of completion.

• When a specific act is much more significant than 
any other acts,
– the recognition of revenue is postponed until the 

significant act is executed.

Indeterminate Number of Acts and Significant Specific Act



38

© 2005-06 Nelson 75

7. Rendering of Services

• Servicing fees included in the price of the product

ExampleExample

• When the selling price of a product includes an identifiable amount for 
subsequent servicing (for example, after sales support and product 
enhancement on the sale of software)
– that amount is deferred and recognised as revenue over the period during 

which the service is performed.
• The amount deferred is that

– which will cover the expected costs of the services under the agreement
– together with a reasonable profit on those services. 

• When the selling price of a product includes an identifiable amount for 
subsequent servicing (for example, after sales support and product 
enhancement on the sale of software)
– that amount is deferred and recognised as revenue over the period during 

which the service is performed.
• The amount deferred is that

– which will cover the expected costs of the services under the agreement
– together with a reasonable profit on those services. 
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7. Rendering of Services

• When the outcome of the transaction involving the rendering of services 
cannot be estimated reliably,
– revenue shall be recognised only to the extent of the expenses recognised 

that are recoverable.

• During the early stages of a transaction, it is often the case that the 
outcome of the transaction cannot be estimated reliably.
– Nevertheless, it may be probable that the entity will recover the transaction 

costs incurred.
• Therefore, revenue is recognised only to the extent of costs incurred that 

are expected to be recoverable.
• As the outcome of the transaction cannot be estimated reliably, no profit 

is recognised.

Outcome of Services Not Estimated Reliably
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7. Rendering of Services

• When the outcome of a transaction cannot be estimated reliably and it is 
not probable that the costs incurred will be recovered
– revenue is not recognised and the costs incurred are recognised as an 

expense.

• When the uncertainties that prevented the outcome of the contract being 
estimated reliably no longer exist,
– revenue is recognised in accordance with the main principle on recognising 

revenue on rendering of services
– rather than in accordance with the above descriptions.

Outcome of Services Not Estimated Reliably
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7. Rendering of Services

Sino Land Company Limited
2005 Annual Report stated that:
• Building management and service fee income

– is recognised on an appropriate basis over the 
relevant period in which the services are rendered.

CaseCase
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8. Interest, Royalties and Dividends

Sale of goodsSale of goodsSale of goods

Rendering of 
services

Rendering of Rendering of 
servicesservices

Interest, royalties 
and dividend

Interest, royalties Interest, royalties 
and dividendand dividend

Sale of goodsSale of goodsSale of goods

Rendering of 
services

Rendering of Rendering of 
servicesservices
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8. Interest, Royalties and Dividends

Main Principle
• Revenue arising from the use by others of entity assets yielding interest, 

royalties and dividends shall be recognised on the bases set out in the 
following paragraph when:
a) it is probable that the economic benefits associated with the transaction will 

flow to the entity; and
b) the amount of the revenue can be measured reliably.

• Revenue shall be recognised on the following bases:
a) interest shall be recognised using the effective interest method as set out in 

HKAS 39, paragraphs 9 and AG5-AG8;
b) royalties shall be recognised on an accrual basis in accordance with the 

substance of the relevant agreement; and
c) dividends shall be recognised when the shareholder’s right to receive 

payment is established.
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8. Interest, Royalties and Dividends

Interests
• When unpaid interest has accrued 

before the acquisition of an interest-
bearing investment, the subsequent 
receipt of interest is allocated between
– pre-acquisition and
– post-acquisition periods

only the post-acquisition portion is 
recognised as revenue.

Only Post-acquisition Portion Recognised as Revenue
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8. Interest, Royalties and Dividends

Dividends
• When dividends on equity securities are 

declared from pre-acquisition profits
– those dividends are deducted from the cost of 

the securities.

• If it is difficult to make such an allocation
except on an arbitrary basis
– dividends are recognised as revenue unless 

they clearly represent a recovery of part of the 
cost of the equity securities.

Only Post-acquisition Portion Recognised as Revenue
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8. Interest, Royalties and Dividends

Royalties
• Royalties accrue in accordance with the 

terms of the relevant agreement and are 
usually recognised on that basis
– unless, having regard to the substance of 

the agreement, it is more appropriate to 
recognise revenue on some other 
systematic and rational basis.

Recognition of Royalties Over the Terms of Agreement
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8. Interest, Royalties and Dividends

Licence fees and royalties

ExampleExample

• Fees and royalties paid for the use of an entity’s assets (such as 
trademarks, patents, software, music copyright, record masters and 
motion picture films)
– are normally recognised in accordance with the substance of the agreement.
– As a practical matter, this may be on a straight-line basis over the life of the 

agreement, for example, when a licensee has the right to use certain 
technology for a specified period of time.

• Fees and royalties paid for the use of an entity’s assets (such as 
trademarks, patents, software, music copyright, record masters and 
motion picture films)
– are normally recognised in accordance with the substance of the agreement.
– As a practical matter, this may be on a straight-line basis over the life of the 

agreement, for example, when a licensee has the right to use certain 
technology for a specified period of time.
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8. Interest, Royalties and Dividends

Licence fees and royalties

ExampleExample

• An assignment of rights for a fixed fee or non refundable guarantee
under a non-cancellable contract which permits the licensee to exploit 
those rights freely and the licensor has no remaining obligations to 
perform
– is, in substance, a sale. 

• An example is a licensing agreement for the use of software when the 
licensor has no obligations subsequent to delivery.

• Another example is the granting of rights to exhibit a motion picture film 
in markets where the licensor has no control over the distributor and 
expects to receive no further revenues from the box office receipts.

• In such cases, revenue is recognised at the time of sale.

• An assignment of rights for a fixed fee or non refundable guarantee
under a non-cancellable contract which permits the licensee to exploit 
those rights freely and the licensor has no remaining obligations to 
perform
– is, in substance, a sale. 

• An example is a licensing agreement for the use of software when the 
licensor has no obligations subsequent to delivery.

• Another example is the granting of rights to exhibit a motion picture film 
in markets where the licensor has no control over the distributor and 
expects to receive no further revenues from the box office receipts.

• In such cases, revenue is recognised at the time of sale.
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8. Interest, Royalties and Dividends

Licence fees and royalties

ExampleExample

• In some cases, whether or not a licence fee or royalty will be received
– is contingent on the occurrence of a future event.

• In such cases, revenue is recognised only when
– it is probable that the fee or royalty will be received, which is normally when 

the event has occurred.

• In some cases, whether or not a licence fee or royalty will be received
– is contingent on the occurrence of a future event.

• In such cases, revenue is recognised only when
– it is probable that the fee or royalty will be received, which is normally when 

the event has occurred.
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8. Interest, Royalties and Dividends

• Revenue is recognised only when it is probable 
that the economic benefits associated with the 
transaction will flow to the entity.

• However, when an uncertainty arises about the 
collectibility of an amount already included in 
revenue
– the uncollectible amount, or the amount in respect 

of which recovery has ceased to be probable, is 
recognised as an expense,

– rather than as an adjustment of the amount of 
revenue originally recognised

Inflow of Future Economic Benefits Not Probable

No offsettingNo offsetting
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9. Disclosure

An entity shall disclose:
a) the accounting policies adopted for the recognition of revenue including 

the methods adopted to determine the stage of completion of 
transactions involving the rendering of services;

b) the amount of each significant category of revenue recognised during 
the period including revenue arising from:
i) the sale of goods;
ii) the rendering of services
iii) interest;
iv) royalties;
v) dividends; and

c) the amount of revenue arising from
exchanges of goods or services
included in each significant category
of revenue.
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9. Disclosure

• An entity discloses any contingent liabilities and contingent assets in 
accordance with HKAS 37 Provisions, Contingent Liabilities and 
Contingent Assets.

• Contingent liabilities and contingent assets may arise from items such 
as
– warranty costs,
– claims,
– penalties or
– possible losses.
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HK Interpretation 3

Pre-completion Contracts for the Sale of 
Development Properties

• Background
• Requirements under current framework
• Conclusion in Interpretation



46

© 2005-06 Nelson 91

HK Interpretation 3

• Property development projects are usually
long term projects. 

• In many cases, property developers would 
enter into contracts to sell the properties in 
advance of the completion of the
development
• usually involve the payment of a deposit by

the purchaser
• payment may be refundable only

• if the developer does not complete the 
development in accordance with the 
contracted timeframes and specifications, or 

• if there is some other breach of a contractual 
condition or statutory obligation.

• The balance of the purchase price is normally paid either at contractual 
settlement or in stages up to contractual settlement.
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HK Interpretation 3

• Property developers currently adopt various policies for recognising 
revenue arising from pre-completion contracts for the sale of 
development properties.
• The stage of completion method is a commonly used policy.
• Full completion method is another one used by some companies.

Stage of CompletionStage of Completion Full CompletionFull Completion
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HK Interpretation 3

Annual Report 2003/04 stated that:
• Profit on pre-sale of properties under development 

for sale
• is recognised over the course of the 

development and
• is calculated each year as a proportion of the 

total estimated profit to completion, the 
proportion used being the lower of
• the proportion of construction costs incurred 

at the balance sheet date to estimated total 
construction costs and

• the proportion of sales proceeds received 
and receivable at the balance sheet date to 
total sales proceeds in respect of the units 
sold.

Stage of CompletionStage of Completion

CaseCase
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HK Interpretation 3

2004 Annual Report set out that:
• When properties under development are 

sold, income is recognised when the 
property is completed and the relevant 
occupation permit is issued by the 
Authorities.

• Payments received from the purchasers prior 
to this stage
• are recorded as customers’ deposits 

received and 
• are deducted from the value of stock of 

properties.

Full CompletionFull Completion

CaseCase
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Concerns & Construction Contract

• Concern has been expressed as to
• whether the pre-completion contracts would 

satisfy the definition of construction contracts
in HKAS 11 Construction Contracts and

• if not, whether the stage of completion 
method would be acceptable under HKFRSs.

• Concern has also been expressed, in the 
absence of authoritative guidance, that
• diverse or unacceptable practices would 

undermine
• the relevance, reliability or comparability

of financial statements.

Qualitative Characteristics of
Financial Statements

Qualitative Characteristics of
Financial Statements
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Concerns & Construction Contract

• Concern has been expressed as to
• whether the pre-completion contracts would 

satisfy the definition of construction contracts
in HKAS 11 Construction Contracts and

• if not, whether the stage of completion 
method would be acceptable under HKFRSs.

• A construction contract is
• a contract specifically negotiated for the 

construction of an asset or a combination of 
assets

• that are closely interrelated or interdependent 
in terms of their design, technology and 
function or their ultimate purpose or use.

• A construction contract is
• a contract specifically negotiated for the 

construction of an asset or a combination of 
assets

• that are closely interrelated or interdependent 
in terms of their design, technology and 
function or their ultimate purpose or use.

Definition fulfilled 
by property 

developers in HK?

Definition fulfilled 
by property 

developers in HK?
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Conclusion by HK Interpretation 3

• Pre-completion contracts for the sale of 
development properties
• do not meet the definition of construction 

contracts,
• if the contracts in question are not specifically 

negotiated for the construction of the 
properties.

Definition fulfilled 
by property 

developers in HK?

Definition fulfilled 
by property 

developers in HK?

Not  m
eet

• Accordingly, these contracts
• fall outside the scope of HKAS 11 and,
• as a result, the stage of completion 

method as required under HKAS 11 
shall not be used to recognise revenue 
arising from such contracts.

Then ……
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Conclusion by HK Interpretation 3

• Property developers shall
• apply HKAS 18 in recognising revenue arising 

from pre-completion contracts for the sale of 
development properties that do not fall within 
the scope of HKAS 11, and 

• accordingly, recognise revenue only when
all of the criteria specified in paragraph 14
of HKAS 18 are met.

Not  m
eet

All criteria in 
para. 14 of 
HKAS 18?



50

© 2005-06 Nelson 99

HKAS 18 Revenue
HKAS 18 paragraph 14 sets out that:
• Revenue from the sale of goods shall be recognised 

when all the following conditions have been satisfied:
a) the entity has transferred to the buyer the 

significant risks and rewards of ownership of the 
goods;

b) the entity retains neither continuing managerial 
involvement to the degree usually associated
with ownership nor effective control over the 
goods sold;

c) the amount of revenue can be measured reliably;
d) it is probable that the economic benefits

associated with the transaction will flow to
the entity; and

e) the costs incurred or to be incurred in respect
of the transaction can be measured reliably

All criteria in 
para. 14 of 
HKAS 18?
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HK Interpretation 3

Implication 
to them?
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HK Interpretation 3

Annual Report 2003/04 stated that:
• Profit on pre-sale of properties under development 

for sale is recognised over the course of the 
development and is calculated each year as a 
proportion of the total estimated profit to
completion ……

But Annual Report 2004/05 changed to that:
• With the introduction of the HK Interpretation 3 

“Revenue – Pre-Completion contracts for the sale of 
development properties” issued by the HKICPA,
• the Group now recognises revenue arising from 

pre-sale of properties upon completion of the 
development of property.

CaseCase
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Transitional Arrangements
• An entity shall apply Interpretation 3 to pre-completion 

contracts for the sale of development properties 
entered into on or after 1 January 2005.

• Earlier application is encouraged.
• Retrospective application of Interpretation 3 to pre-

completion contracts for the sale of development 
properties entered into before 1 January 2005 (or 
date of initial application of Interpretation 3, if earlier) 
is permitted but not required.

• If an entity applies this Interpretation:
i) for a period beginning before 1 January 2005; and/or
ii) retrospectively to pre-completion contracts for the sale 

of development properties entered into before 1 
January 2005 (or date of initial application of this 
Interpretation, if earlier),

it shall disclose those facts.
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Transitional Arrangements

• If an entity chooses not to apply Interpretation 3 
retrospectively to pre-completion contracts for 
the sale of development properties entered into 
before 1 January 2005 (or date of initial 
application of this Interpretation, if earlier),
• it shall continue to account for those 

contracts using the method of accounting 
used prior to the application of  
Interpretation 3.
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Transitional Arrangements
Annual Report 2004/05 also stated that:
• The Group has relied on the transitional provisions 

set out in the Interpretation such that
• the Group will continue to adopt the stage of 

completion of method to recognise revenue 
arising from pre-sale contracts entered into 
before 1 January 2005

• while the completion method has been adopted 
or pre-sale contracts entered into after 1 January 
2005.

CaseCase
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Borrowing Costs (HKAS 23)
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Point to be Discussed

1. Objective and scope

2. What are borrowing costs?

3. Benchmark treatment: Expense

4. Allowed alternative treatment: Capitalisation

5. Transitional provisions and effective date
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1. Objective and Scope

• The objective of HKAS 23 is to prescribe the 
accounting treatment for borrowing costs.

• HKAS 23
– generally requires the immediate expensing of 

borrowing costs, but 
– permits, as an allowed alternative treatment, the 

capitalisation of borrowing costs that are directly 
attributable to the acquisition, construction or 
production of a qualifying asset.

• HKAS 23 shall be applied in accounting for borrowing 
costs, but does not deal with the actual or input cost 
of equity, including preferred capital not classified
as a liability.

Benchmark
– Expenses 
BenchmarkBenchmark
–– Expenses Expenses 

Allowed Alternative 
– Capitalisation 

Allowed Alternative Allowed Alternative 
–– Capitalisation Capitalisation 
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2. What Are Borrowing Costs?

• Borrowing costs
– are interest and other costs incurred by an entity in 

connection with the borrowing of funds.
– may include:

a) interest on bank overdrafts and short-term and long-term 
borrowings; 

b) amortisation of discounts or premiums relating to 
borrowings;

c) amortisation of ancillary costs incurred in connection with 
the arrangement of borrowings;

d) finance charges in respect of finance leases recognised 
in accordance with HKAS 17 Leases; and

e) exchange differences arising from foreign currency 
borrowings to the extent that they are regarded as an 
adjustment to interest costs.
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3. Benchmark Treatment:  Expense

Recognition
• Borrowing costs shall be recognised as an expense

in the period in which they are incurred.
• Under the benchmark treatment

– borrowing costs are recognised as an expense in 
the period in which they are incurred regardless 
of how the borrowings are applied.

Disclosure
• The financial statements shall disclose

– the accounting policy adopted for borrowing 
costs.

Benchmark
– Expenses 
BenchmarkBenchmark
–– Expenses Expenses 
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4. Allowed Alternative:  Capitalise

Recognition
• Borrowing costs shall be recognised as an expense 

in the period in which they are incurred,
– except to the extent that they are capitalised in 

accordance with HKAS 23.

Allowed Alternative 
– Capitalisation 

Allowed Alternative Allowed Alternative 
–– Capitalisation Capitalisation 

• What kinds of borrowing costs eligible for 
capitalisation?

• When does capitalisation commence?
• When does capitalisation suspense?
• When does capitalisation cease?
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4. Allowed Alternative:  Capitalise

Recognition

• Borrowing costs that are directly attributable 
to the acquisition, construction or production
of a qualifying asset shall be capitalised as 
part of the cost of that asset.
– The amount of borrowing costs eligible for 

capitalisation shall be determined in 
accordance with HKAS 23.

Eligible
Qualifying 

Asset
Qualifying Qualifying 

AssetAsset

Attributable 
borrowing cost

Attributable Attributable 
borrowing costborrowing cost

Allowed Alternative 
– Capitalisation 

Allowed Alternative Allowed Alternative 
–– Capitalisation Capitalisation 
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4. Allowed Alternative:  Capitalise

Recognition

• A qualifying asset is an asset that necessarily 
takes a substantial period of time to get ready 
for its intended use or sale.

Eligible

• Such borrowing costs are capitalised as 
part of the cost of the asset when
– it is probable that they will result in future 

economic benefits to the entity and
– the costs can be measured reliably.

Other to be expensedOther Other to be expensedto be expensed

Qualifying 
Asset

Qualifying Qualifying 
AssetAsset
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4. Allowed Alternative:  Capitalise

Examples of qualifying assets:
• Inventories that require a substantial period of time 

to bring them to a saleable condition
• Manufacturing plants
• Power generation facilities
• Investment properties

Examples of items cannot be qualifying assets:
• Other investments, and those inventories that are 

routinely manufactured or otherwise produced in 
large quantities on a repetitive basis over a short 
period of time

• Assets that are ready for their intended use or sale 
when acquired also are not qualifying assets.

ExampleExample

Recognition
Qualifying 

Asset
Qualifying Qualifying 

AssetAsset

Eligible
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Qualifying 
Asset

4. Allowed Alternative:  Capitalise

Recognition

Attributable 
borrowing cost

Attributable Attributable 
borrowing costborrowing cost

Borrowing costs may be 
incurred from 2 sources in 
obtaining a qualifying asset:
1. Borrowed specifically for 

obtaining a qualifying asset
2. Borrowed generally and used 

for obtaining a qualifying 
asset

To the extent that funds are borrowed 
specifically for the purpose of obtaining a 
qualifying asset
• the amount of borrowing costs eligible 

for capitalisation on that asset shall be 
determined as the actual borrowing 
costs incurred on that borrowing 
during the period

• less any investment income on the 
temporary investment of those 
borrowings.

Eligible
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4. Allowed Alternative:  Capitalise

• Borrowing costs are expensed in the income 
statement in the period in which they are incurred,
– except to the extent that they are capitalized as 

being attributable to the acquisition, construction 
or production of an asset which necessarily takes 
a substantial period of time to get ready for its 
intended use or sale.

CaseCase
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4. Allowed Alternative:  Capitalise
CaseCase

Beijing Enterprises Holdings Ltd.Beijing Enterprises Holdings Ltd.
• Has early adopted all new HKFRS in 2004 and stated 

that:
– Borrowing costs directly attributable to the acquisition, 

construction or production of qualifying assets, i.e., assets 
that necessarily take a substantial period of time to get 
ready for their intended use or sale, are capitalized as part 
of the cost of those assets ……

– Investment income earned on the temporary investment of 
specific borrowings pending their expenditure on qualifying 
assets is deducted from the borrowing costs capitalized.
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Qualifying 
Asset

4. Allowed Alternative:  Capitalise

Recognition

Attributable 
borrowing cost

Attributable Attributable 
borrowing costborrowing cost

Borrowing costs may be 
incurred from 2 sources in 
obtaining a qualifying asset:
1. Borrowed specifically for 

obtaining a qualifying asset
2. Borrowed generally and used 

for obtaining a qualifying 
asset

To the extent that funds are borrowed 
generally and used for the purpose of 
obtaining a qualifying asset
• the amount of borrowing costs eligible 

for capitalisation shall be determined by 
applying a capitalisation rate to the 
expenditures on that asset.

Eligible
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Qualifying 
Asset

4. Allowed Alternative:  Capitalise

Recognition

Attributable 
borrowing cost

Attributable Attributable 
borrowing costborrowing cost

Borrowing costs may be 
incurred from 2 sources in 
obtaining a qualifying asset:
1. Borrowed specifically for 

obtaining a qualifying asset
2. Borrowed generally and used 

for obtaining a qualifying 
asset

• The capitalisation rate shall be the 
weighted average of the borrowing costs 
applicable to the borrowings of the entity 
that are outstanding during the period,

• other than borrowings made specifically for 
the purpose of obtaining a qualifying asset.

• The amount of borrowing costs 
capitalised during a period shall not 
exceed the amount of borrowing costs 
incurred during that period.

• In some circumstances, it is appropriate to include all borrowings of the parent 
and its subsidiaries when computing the capitalisation rate

Eligible
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4. Allowed Alternative:  Capitalise

Excess of the Carrying Amount of the Qualifying 
Asset over Recoverable Amount
– When the carrying amount or the expected ultimate cost 

of the qualifying asset exceeds its recoverable amount 
or net realisable value

the carrying amount is written down or written off in 
accordance with the requirements of other 
HKFRSs.

– In certain circumstances, the amount of the write-down 
or write-off is written back in accordance with those 
other HKFRSs.

Qualifying 
Asset

Qualifying Qualifying 
AssetAsset

Attributable 
borrowing cost

Attributable Attributable 
borrowing costborrowing cost

Allowed Alternative 
– Capitalisation 

Allowed Alternative Allowed Alternative 
–– Capitalisation Capitalisation 

Recognition
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4. Allowed Alternative:  Capitalise

• The capitalisation of borrowing costs as part of the 
cost of a qualifying asset shall commence when:
a. expenditures for the asset are being incurred;
b. borrowing costs are being incurred; and
c. activities that are necessary to prepare the asset for 

its intended use or sale are in progress.

Qualifying 
Asset

Qualifying Qualifying 
AssetAsset

Attributable 
borrowing cost

Attributable Attributable 
borrowing costborrowing cost

Allowed Alternative 
– Capitalisation 

Allowed Alternative Allowed Alternative 
–– Capitalisation Capitalisation 

Recognition Commence
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4. Allowed Alternative:  Capitalise

• Entity A constructs a scientific medical equipment for its own use, with 
a cost of HK$50 million and consider it as a qualified asset.

• Borrowing costs capitalised under HKAS 23 amounts to HK$6 million.
• It also receives a government grant of HK$5 million on that asset.
• Can the government grant received be recognised as part of the 

expenditure on qualified asset?

ExampleExample

Expenditures on a qualifying asset
• include only those expenditures that have resulted in payments of 

cash, transfers of other assets or the assumption of interest-bearing 
liabilities.

• are reduced by any progress payments received and grants received 
in connection with the asset (see HKAS 20 Accounting for 
Government Grants and Disclosure of Government Assistance).

Expenditures on a qualifying asset
• include only those expenditures that have resulted in payments of 

cash, transfers of other assets or the assumption of interest-bearing 
liabilities.

• are reduced by any progress payments received and grants received 
in connection with the asset (see HKAS 20 Accounting for 
Government Grants and Disclosure of Government Assistance).
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4. Allowed Alternative:  Capitalise

• Before the construction of a property in a land, Entity GV has to 
prepare the construction plan and get the government approval.

• Borrowing costs have been incurred during the above period.
• Are these borrowing costs eligible for capitalisation under HKAS 23?

ExampleExample

Yes
• The activities necessary to prepare the asset for its intended use or 

sale encompass more than the physical construction of the asset.
• They include technical and administrative work prior to the 

commencement of physical construction,
• such as the activities associated with obtaining permits prior to the 

commencement of the physical construction.
• However, such activities exclude

• the holding of an asset when no production or development that changes 
the asset's condition is taking place.

Yes
• The activities necessary to prepare the asset for its intended use or 

sale encompass more than the physical construction of the asset.
• They include technical and administrative work prior to the 

commencement of physical construction,
• such as the activities associated with obtaining permits prior to the 

commencement of the physical construction.
• However, such activities exclude

• the holding of an asset when no production or development that changes 
the asset's condition is taking place.
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4. Allowed Alternative:  Capitalise

• Capitalisation of borrowing costs shall be suspended
during extended periods in which active development 
is interrupted.
Except for the following:
– Not normally suspended during a period when 

substantial technical and administrative work is 
being carried out.

– Not suspended when a temporary delay is a 
necessary part of the process of getting an asset 
ready for its intended use or sale.

Recognition Suspense
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4. Allowed Alternative:  Capitalise

• Capitalisation of borrowing costs shall cease
– when substantially all the activities necessary to 

prepare the qualifying asset for its intended use or 
sale are complete.

• When the construction of a qualifying asset is 
completed in parts and each part is capable of being 
used while construction continues on other parts, 
capitalisation of borrowing costs shall cease
– when substantially all the activities necessary to 

prepare that part for its intended use or sale are 
completed.

Recognition Cease
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4. Allowed Alternative:  Capitalise

• Entity A has finished the physical construction of a building for Miss 
Lee, subject to certain modification according to her specification after 
her inspection.

• Borrowing costs are incurred during the modification period
• Can these borrowing costs be capitalised?

ExampleExample

No
• If minor modifications, such as the decoration of a property to the purchaser's 

or user's specification, are all that are outstanding, this indicates that 
substantially all the activities of the property construction are complete.

No
• If minor modifications, such as the decoration of a property to the purchaser's 

or user's specification, are all that are outstanding, this indicates that 
substantially all the activities of the property construction are complete.
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4. Allowed Alternative:  Capitalise

Wharf (Holdings) – 2004 Annual Report
• The capitalization of borrowing cost as part of the 

cost of a qualifying asset
– commences when expenditure for the asset is 

incurred, borrowing costs are being incurred and 
activities to prepare the asset for its intended use or 
sale are in progress.

• Capitalization of borrowing costs
– is suspended or ceases when substantially all the 

activities necessary to prepare the qualifying asset for 
its intended use or sale are interrupted or complete.

CaseCase
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4. Allowed Alternative:  Capitalise

• The financial statements shall disclose:
a. the accounting policy adopted for borrowing costs;
b. the amount of borrowing costs capitalised during 

the period; and
c. the capitalisation rate used to determine the 

amount of borrowing costs eligible for 
capitalisation.

Disclosure
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Transition and Effective Date

Transitional Provisions
• When the adoption of HKAS 23 constitutes a change in 

accounting policy, an entity is encouraged to adjust its 
financial statements in accordance with HKAS 8.

• Alternatively, entities following the benchmark treatment
shall apply the new policy prospectively and therefore 
would not adjust the financial statements for those 
borrowing costs that were capitalised before the 
effective date of HKAS 23.

Effective Date
• HKAS 23 becomes operative for financial statements 

covering periods beginning on or after 1 January 2005.
• Earlier application is encouraged.
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RevenueBorrowing cost
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