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(f) ASBE 11 Share-based Payment

The fair values of share-based payment transactions in exchange f
employee services must be measured and recognised as EXPES; o
ses

in the income statement.
(g) ASBE 12 Debt Restructuring

Gains or losses on debt restructuri
| loss for the period. .

(h) ASBE 14 Revenue

§ are recognised in profit or

a fl“e's.tep revenue IeCOgI“ tiOIl I lOdel W] llCh pI OVIdeS

direct the use of, and obtaj 2 Vb to the ability t
Y t i ty 0
the good or service. Ain substantially all of the benefits from,

(i)  ASBE 16 Government Grants

c({l;zgggqiint grants hrelated to assets should be r
come in the balance sheet

to profit or loss on a reas s U
_ onable and systemati i
life of the asset. Alternatively, the gra);ts ol N
carrying amount of the related assets.

Government grants related to incom
or loss or offset against the relate
intended to compensate future e
grants should be deferred.

(i) ASBE17 Borrowing Costs

ecognised as
tly amortised
ver the useful
could be offset against the

e should be credited to profit
d costs unless the grants are
xpenses or losses, in this case the

BO[IOWI“g CO -
StS IIl(lllrEd f()r fU_Ild TOW ang L )e(j f(”
S b(ll' ed S

qualifying asset oo
St g asset should be capitalised as part of the cost of the

(k) ASBE 18 Income Taxes

The tax payable method i i
od 1s prohibited. The tax i
gli{ig-[éi sg’our}g:i ;pplflfedtto fl:clccount for the tax egiicsfigz?gggnrg
es. X eftect of all temporary di
the carrying amount of assets or Iiabiriities Yanc?:f t%r:il;'lctii %Ztgége'n
is

IECOgIIISEd as a defEIIed mcome l“a_X lla]:) llt}l Oor asse h i no i]le
C

(I)  ASBE 20 Business Combinations

The apqui_sition method shoul
combinations not involving

d be applied to account for business
enterprises under common control
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Under that method, the acquirer should recognise the acquiree’s
identifiable assets, liabilities and contingent liabilities at the
acquisition date at fair value.

Goodwill is no longer amortised. Instead, the acquirer should test
the goodwill for impairment annually in accordance with ASBE 8

Impairment of Assets.

Where negative goodwill arises, the acquirer needs to reassess the
measurement of the cost of combination and the fair value of the
acquiree’s identifiable assets, liabilities and contingent liabilities at
the acquisition date. After that assessment, any remaining negative
goodwill is recognised immediately in profit or loss as other

operating revenue.
(m) ASBE 21 Leases

Firance leased assets are recognised by the lessee at the lower of
sither the fair value of the leased asset at the commencement of the
lease term or the present value of the minimum lease payments.

(1)) ASBE 22 Recognition and Measurement of Financial Instruments
Financial assets are classified into four new categories:
(1) financial assets at fair value through profit or loss;
(2) held-to-maturity investments;
(3) loans and receivables; and

(4) available-for-sale financial assets.

Note: See the revised ASBE 22 in Chapter 24 ASBE 22 Recognition
and Measurement of Financial Instruments. Financial assets are now
classified as measured at amortised cost, fair value through other
comprehensive income or fair value through profit or loss.

(o) ASBE 23 Transfer of Financial Assets

Derecognition of a financial asset should be determined based on
the extent to which the risks and rewards of ownership of the asset

are transferred.

(p) ASBE 24 Hedge Accounting
Special hedge accounting methods can be applied only when
certain strict criteria are met.

(qQ) ASBE 33 Consolidated Financial Statements

In respect of the scope of consolidation for consolidated financial
statements, greater emphasis is placed on the concept of control.

Minority stockholders’ interest should be presented separately in
the consolidated balance sheet within stockholders’ equity.

China Master GAAP Guide 91-200
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(r) ASBE 37 Presentation of Financial Instruments

A non-derivative financial instrument that contains both a liability

and an equity component (such as a convertible bond) is to be split
and the two components are accounted for separately.

Further, the MOF issued the supplementary Explan j

of ASBE_ (2006). The Explanatory Guidarﬁ:e }frov?g)erg (élélti?recg
explanations and examples for the requirements in the S ecific
Standards. It also covers certain significant impra:n/rementsfj and
amendments so as to facilitate ongoing convergence with IFRS
However, since the Explanatory Guidance is not mandatorv, it will
only be covered in this manual, where relevant. It mayi)}z noted

that in the case of any conflict between an ASBE
Guidance, the requirement in the ASBE prevails.and the Explanatory

The structure of this book is as follows:

*  91-300 introduces the develo i
) pment of Chi i
Standards since the last edition (2013 editionr)l.e > Accounting

*  Chapter 2 deals with the Basic Standard.

glhapters 3 to 44 discuss each ASB
e provisions of the Application Guidance and I ]
/ nterpretations.
On top of that, the key differences in accounting reqlfljireamfrifs
Eﬁtween the relevant ASBE and IFRS are addressed. These
apters will also cover the specific provisions of the
Explanatory Guidance, where relevant.

*  Chapter 45 deals with the Account
Enterprises (also see Y1-400 below)

*  To assist readers in havin
Guidance, a summary of it
provided in Chapter 46.

E in detail, incorporaﬁng

ing Standards for Small-sized

& a quick grasp of the Applicition
§ major accounting requiremerits is

11-300 Development of Chinese Accounting
Standards since the last edition (2013)

New standards include:

(1)  ASBE 39 Fair Value Measurement:

(2) ASBE 40 Joint Arrangements;

(3) ASBE 41 Disclosure of Interests in Other Entities; and

(4)  ASBE 42 Non-current Assets Held for Sale and Discontinued Operations.

Revised standards include:

(1)  Basic Standard;
(2) ASBE 2 Long-term Equity Investments;

91-300
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(3) ASBE 9 Employee Benefits;

(4) ASBE 14 Revenue;

(5) ASBE 16 Government Grants;

(6) ASBE 22 Recognition and Measurement of Financial Instruments;

(7) ASBE 23 Transfer of Financial Assets;

(8) ASBE 24 Hedge Accounting;

(9) ASBE 30 Presentation of Financial Statements;

(10) ASBE 33 Consolidated Financial Statements; and

(11) ASBE 37 Presentation of Financial Instruments.
New interpretations include:

(1) Interpretation No. 6 (Caikuai [2014] No. 1);

(2) _(lijterpretation No. 7 (Caikuai [2015] No. 19);

().~ Interpretation No. 8 (Caikuai [2015] No. 23);

(4) Interpretation No. 9 (Caikuai [2017] No. 16);

(5) Interpretation No. 10 (Caikuai [2017] No. 17);

(6) Interpretation No. 11 (Caikuai [2017] No. 18); and

(7) Interpretation No. 12 (Caikuai [2017] No. 19).

The Appendix provides a table of comparison between Chinese Accounting
Standards and IFRS as at 30 November 2018,

11-400 Accounting standards for small-sized
enterprises

In addition to the accounting standards stated in 11-200 and 1-300, the
Accounting Standards for Small-sized Enterprises (ASSE) was issued by
the MOF on 18 October 2011 to replace Accounting System for Small-sized
Enterprises. The ASSE will be effective from 1 January 2013 and the early
adoption is allowed.

The ASSE is applicable to qualified small and micro-sized enterprises
established in China that do not issue securities to the general public. It does
not apply to financial institutions, group companies, or qualified small and
micro-sized enterprises that choose to adopt the ASBE.

A summary of the requirements of the ASSE is presented in Chapter 45.

China Master GAAP Guide 91-400
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11-500 Appendix: Table of comparison: Chinese
Accounting Standards and IFRS

The table below provides a comparison betw ; .
Standards and TFRS as at 31 July 2018, een Chinese Accounting

Chinese Accounting Standards

IFRS ]

Basic Standard

Explanatory Guidance — Chapter 1
Basic Standard

Framework for the Preparation
and Presentation of Financial
Statements (replaced by revised
Conceptual Framework for Financial
Reporting 2018)

Relevant paragraphs of IAS
1 Presentation of Financial
Statements

Specific Standards, Application
Guidance, Relevant i
Interpretations and Explanato
Guidance £ w

ASBE 1 Inventories

Application Guidance — ASBE 1

Explanatory Guidance — Chapter 2
Inventories

IAS 2 Inventories

ASBE 2 Long-term Equi
Investments ity

Interpretation No. 9 (Caikuai [2017]
No. 16)

IAS 27 Separate Financial
Statements

IAS 28 Investments in Associates |
and Joint Ventures ‘

ASBE 3 Investment Property
Application Guidance — ASBE 3

Explanatory Guidance — Chapter 4
Investment Property

IAS 40 Investment Property

ASBE 4 Fixed Assets

Application Guidance — ASBE 4
Interpretation No. 6 (Caikuai [2014]
No. 1)

Interpretation No. 10 (Caikuai [2017]
No. 17)

Explanatory Guidance — Chapter 5
Fixed Assets

IAS 16 Property, Plant and
Equipment

ASBE 5 Biological Assets

Explanatory Guidance — Chapter 6

IAS 40 Agriculture

E)ph'cation Guidance — ASBE 5

Biological Assets

T1-500
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Chinese Accounting Standards

IFRS

ASBE 6 Intangible Assets
Application Guidance — ASBE 6
Explanatory Guidance — Chapter 7
Intangible Assets o
Interpretation No. 12 (Caikuai [2017]

No. 19)

TAS 38 Intangible Assets

ASBE 7 Exchange of Non-monetary

Assets
App]ication Guidance — ASBE 7

Relevant paragraphs of IAS 16
Property, Plant and Equipment,
TAS 38 Intangible Assets and IAS 40
Investment Property

ASBE 8 Impairment of Assets
Application Guidance — ASBE 8
Explanatory Guidance — Chapter 9
Impairmeiit of Assels

IAS 36 Impairment of Assets

ASBE 9 Employee Benefits
Application Guidance — ASBE 9

IAS 19 Employee Benefits

ASBE 10 Enterprise Annuity Fund
Application Guidance — ASBE 10

IAS 26 Accounting and Reporting
by Retirement Benefits Plans

ASBE 11 Share-based Payment
Application Guidance — ASBE 11
Interpretation No. 3 (Caikuai [2009]
No. 8)

Explanatory Guidance —

Chapter 11 Share-based Payment

IFRS 2 Share-based Payment

ASBE 12 Debt Restructuring
Application Guidance — ASBE 12
Explanatory Guidance —
Chapter 13 Debt Restructuring

Relevant paragraphs of IFRS 9
Financial Instruments

IFRIC-Int 19 Extinguishing
Financial Liabilities with Equity
Instruments

ASBE 13 Contingencies
Application Guidance — ASBE 13
Explanatory Guidance —
Chapter 14 Contingencies

IAS 37 Provisions, Contingent
Liabilities and Contingent Assets

ASBE 14 Revenue

IFRS 15 Revenue from Contracts
with Customers

ASBE 15 Construction Contracts
Interpretation No. 3 (Caikuai [2009]
No. 8)

(ASBE 15 will be superseded by

TAS 11 Construction Contracts
(IAS 11 was superseded by IFRS
15 Revenue from Contracts with
Customers)

ASBE 14 Revenue)

China Master GAAP Guide
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I Chinese Accounting Standards

IFRS

ASBE 16 Government Grants

ASBE 17 Borrowing Costs
Application Guidance — ASBE 17

ASBE 18 Income Taxes
Application Guidance — ASBE 18
Explanatory Guidance —

Chapter 19 Income Taxes

ASBE 19 Foreign Currency
Translation

Application Guidance — ASBE 19
Explanatory Guidance —

Chapter 20 Foreign Currency
Translation

ASBE 20 Business Combinations
f’-\pphcation Guidance — ASBE 20
nterpretation No. 4 (Caikuai [2010
No. 15) : : :
Interpretation No. 5 (Caikuai [2012
No. 19) ( [ :
Explanatory Guidance —
Chapter 21 Business Combinations

IAS 20 Accounting for Government
Grants and Disclosure of
Government Assistance

IAS 23 Borrowing Costs

IAS 12 Income Taxes

IAS 21 The Effects of Changes in
Foreign Exchange Rates

IAS 29 Financial Reporting in
Hyperinflationary Economies

IFRS 3 Business Combinations

ASBE 21 Leases

Application Guidance — ASBE 21
Interpretation No. 1 (Caikuai [2007]
No. 14)

Interpretation No. 2 itai

oE 1}; ; (Caikuai [2008]
Explanatory Guidance —

Chapter 22 Leases

IAS 17 Leases

SIC-15 Operating Leases — '
Incentives |

SIC-27 Evaluating the Substance bf

Transactions involving the Lagal
Form of a Lease

(Note: IAS 17, SIC-15 and SiC-27
will be superseded by IFRS 16
Leases, effective for annual periods

beginning on or after 1
2019) Januaty

ASBE 22 Recognition and
Measurement of Finanecial
Instruments

ASBE 23 Transfer of Financial
Assets

ASBE 24 Hedge Accounting i

IFRS 9 Financial Instruments

T1-500
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Chinese Accounting Standards

IFRS

ASBE 25 Direct Insurance Contracts
ASBE 26 Reinsurance Contracts
Caikuai [2010] No. 15 certain
accounting requirements in relation
to insurance contracts

Notice on Transitional Arrangements
for Insurance Enterprises to Implement
Relevant New Accounting Standards
or Financial Instruments” (Caikuai

[2017] No. 20)

IFRS 4 Insurance Contracts
(Note: IFRS 4 will be superseded
by IFRS 17 Insurance Contracts,
effective for annual periods
beginning on or after 1 January
2021)

ASBE 27 Extraction of Petroleum
and Natural Gas
Application Guidance — ASBE 27

IFRS 6 Exploration for and
Evaluation of Mineral Resources

ASBE 28 Chenges in Accounting
Policies and Estimates, and
Corrections of Errors

Abplication Guidance — ASBE 28
Yxplanatory Guidance — ‘
Chapter 29 Changes in Accounting
Policies and Estimates, and Corrections
of Errors

IAS 8 Accounting Policies, Changes
in Accounting Estimates and Errors

ASBE 29 Events after the Balance
Sheet Date

IAS 10 Events after the Reporting
Period

ASBE 30 Presentation of Financial
Statements

IAS 1 Presentation of Financial
Statements

ASBE 31 Cash Flow Statements
Application Guidance — ASBE 31
Explanatory Guidance —
Chapter 32 Cash Flow Statements

IAS 7 Statement of Cash Flows

ASBE 32 Interim Financial
Reporting

Explanatory Guidance —
Chapter 33 Interim Financial
Reporting

IAS 34 Interim Financial Reporting

ASBE 33 Consolidated Financial
Statements

IFRS 10 Consolidated Financial
Statements

ASBE 34 Earnings Per Share
Application Guidance — ASBE 34
Explanatory Guidance — Chapter

TAS 33 Earnings Per Share

35 Earnings Per Share

China Master GAAP Guide
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ASBE 3 Investment Property

lllustration 5.7
OP Enterprise occupies an office building for its own use.

The enterprise transfers the building to investment property under the
cost model as is evident by the letting of the building on a five-year
operating lease to a third party on 1 December 2017. On 1 December
2017, the building’s carrying amount is RMB12,000,000 (cost of
RMB18,000,000 less accumulated depreciation of RMB6,000,000)

In this case, the relevant journal entries to record the transfer on
1 December 2017 would be as follows:

RMB RMB

Dr  Investment property — Buildings

(Cost) 18,000,000
Dr  Accumulated depreciation 6,000,000
Cr Fixed assets — Buildings 18,000,000
Cr  Investment property accumulated

depreciation
(to record the transfer of an office building
from owner-occupied property to
investment property under the cost model)

6,000,000

15-520 Transfers under the fair value model

Transfers from investment properties should only be made when. there
is a change of use. This may occur because an owner decides to occupy a
property that was previously used as an investment property, Orthere may
be an intention to dispose of the investment property.

For a transfer from investment property carried at fair value to owner-
occupied property, ASBE 3 provides that the property’s fair value at the
date of transfer is the carrying amount of owner-occupied property for
subsequent accounting under ASBE 4 Fixed Assets (para 15). ASBE 3 requires
the difference between the fair value and carrying amount to be recognised
in gain or loss on changes in fair value for the period (para 15).

95-520
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-
illustration 5.8

OR Enterprise lets out a building on a three-year operating lease to a
third party. The enterprise classifies the building as investment property
and accounts for it by the use of fair value model. The lease ends on
30 November 2017. On 1 December 2017, the enterprise occupies the
puilding for its administrative use. On this date, the building’s carryllng
amount and fair value is RMB19,500,000 (cost of RMB18,000,000 plus
gain on changes in fair value of RMB1,500,000) and RMB20,000,000
respectively.

In this case, the relevant journal entries to record the transfer on
1 December 2017 would be as follows:

RMB RMB
Dr Fixed assets — Buildings 20,000,000

\ — Buildings
X (E‘gii)tm SRRy i 18,000,000
¢ Investment property — Buildings
(Changes in fair value)
Cr  Gain or loss on changes in fair value
(to record the transfer of a building from
investment property under fair value model
to owner-occupied property)

1,500,000
500,000

|

i i i tment
For a transfer from an owner-occupied property or inventory to inves
property that will be carried at fair value, the investment property should
be recorded according to its fair value at the date of transfer. ASBE 3 and
the Application Guidance provide that the difference between the carrying
amount of the property and its fair value at the date of transfer should be
accounted for as follows (para 16):

(a) where the fair value is less than the carrying amount, the decrease
is recognised as loss on changes in fair value for the period; and

(b) where the fair value is greater than the carrying amount, thei
increase is recognised in other comprehensive income. On disposa
of that investment property, the portion of other comprehensive
income previously in owners’ equity should be transferred out to
cost of other operations for the period.

China Master GAAP Guide 95-520
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lllustration 5.9
ST Enterprise occupies several buildings for its own use.

The enterprise transfers one of its buildings (an owner-occupied
property) to investment property carried at fair value as is evident by
the letting of the building on a three-year operating lease to a third
party. At the date of transfer, the building’s carrying amount and fair
value is RMB12,000,000 (cost of RMB18,000,000 less accumulated
depreciation of RMB6,000,000) and RMB20,000,000 respectively.

In this case, the building (now classified as investment property) should
be recorded at its fair value at the date of transfer, i.e. RMB20,000,000.

The excess of fair value over the carrying amount, RMB8§,000,000,
would be credited to other comprehensive income.

The relevant journal entries to record the transfer would be as follows:

ASBE 3 Investment Property

RMB RMB
Dr  Investment property — Buildings
(Cost) 20,000,000
Dr  Accumulated depreciation 6,000,000
Cr Fixed assets — Buildings 18,000,000
Cr  Other comprehensive income 8,000,000
(to record the transfer of a building from
owner-occupied property to investment
property under the fair value model) }
S\

IHustration 5.10

Assume ST Enterprise in Illustration 5.9, except that the/iair value of
the building is RMB10,800,000 at the date of transfer.

In this case, the building (now classified as investment property) should
be recorded at its fair value at the date of transfer, i.e. RMB10,500,000.

The deficit of fair value over the carrying amount, RMB1,200,000,
would be debited to gain or loss on changes in fair value.

The relevant journal entries to record the transfer would be as follows:

RMB RMB
Dr  Investment property — Buildings

{Cost) 10,800,000
Dr  Gain or loss on changes in fair value 1,200,000

95-520 © 2019 Wolters Kluwer Hong Kong Limited
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Dr Accumulated depreciation 6,000,000

Cr  Fixed assets — Buildings 18,000,000

(to record the transfer of a building from
owner-occupied property to investment
property under the fair value model)

It may be noted that IAS 40 Investment Property requires that _f(?ir aE
transfer from inventories to 'mvestmen.t property that will be c:largef a
fair value, any gain or loss on its carrying amount immediately be toref:
the transfer should be recognised in profit or loss. The treatment Od
transfers from inventories to investment property that_wﬂ] be carrie
at fair value is consistent with the treatment of sales of inventories.

| ===t=E7n

115-600" Disposals |
ASBT* 3 provides that an investment property should be derecognised
mera 17):
(a) ondisposal; or
(b) when the property is permanently withdrawn from use and no
economic benefits are expected from its disposal.

i tired or destroyed,
For investment property thathas been sold, transfer.red, re
AOSIBE 3 providez that any difference between the disposal proceeds and the
carrying amount of the property less related taxes should be recognised in
profit or loss for the period (para 18).

95-700 Disclosures

ASBE 3 requires an enterprise to disclose in the notes the following
information (para 19):
(a) classes of investment property, their amount and whether the fair
value or the cost model is applied;

(b) if it applies the cost model, the depreciation or amortisation of
investment property and accumulated impairment losses;

if 1 i i i lied in
¢) if it applies the fair value model, the basis and methods app
w deter}r)npining the fair value of investment property and the amount
of changes in fair value recognised in profit or loss;

(d) circumstances and reasons for the transfer of t}we ipvestment
property, and its effect on profit or loss and owners’ equity; and

(e) the disposal of investment property for the period and its effect on
profit or loss.

- 15-700
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298
ASBE 15 Construction Contracts

(b) From 1 i i i
ih January 2020, for listed enterprises within the territory of

(.c) From 1 January 2021, for non-listed enterprises that apply ASBE
Earlier application of ASBE 14 is encouraged. |

DEFINITIONS AND TYPES OF
CONSTRUCTION CONTRACTS

117-210 Definitions

Construction contract i i i
s defined in ASBE 15 as ifi
. : a contract s
gz%g%?ﬁ?eﬁz Ita}:te éons‘gnictlé)n of c:[jn asset or a combination of asselis sdl*tféxcta;g
. ed or interdependent in terms of thei i
and function or their ultimate purpose or use (para 2).1r et Iecic

The negotiation of the contr i
. act price of construction contract
ation : S WO
in the classification of contracts into one of the two broad categorigsk‘iagegfvl‘t

(@) afixed price contract; and

(b) acost plus contract.

A rﬁeids ,’zérzce contract is a construction contract in which the constructi
p etermined based on a fixed contract price, or a fixed unit priceoor;L

output. The price is not subjec j isi
el gy ject to adjustment arising from costs incurred by

A . .

. {Citf:e;r?ﬁig;;);tbr:;; &s a consttrmch?ln contract in which the construction price
on contract allowable or otherwi i \

percentage of these costs or a fixed fee (para 3). fse detined costs RGN

117-220 Segmenting and combining constriction
contracts

The requirements of ASBE 15 are usually applied to each construction

contract, such as a buildi i -
(para 4). uilding, bridge, dam, road, ship, tunnel, aircraft, etc.

I S
ﬂrllecig;a;?r 1clzzrugzgllnsi:ances, however, a construction contract may deal with
i rertll o teil;h number of assets in a single contract or a group of
e 2 ect the substance of a contract or a group of contracts, it
i 1y to segment the separately identifiable components of a sing]
act, or to combine a group of contracts (para 4). i

% . ;

Cmg;rrlsl:lt:(l)llg ?h contract is a process of dividing a single contract, which

i ESB Eri 501; gsggt, 1Itgottwg or more profit centres for acc:;)unting
; vides that where a contract covers th i

of a number of assets, the con i piel sl

. ; struction of each asset shoul

single (or separate) construction contract when (para 5): e e el

f17-210
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each asset has its own independent (or separate) construction plan;

(b) each asset has been subject to separate negotiation and the
contractor and customer have been able to accept or reject that part

of the contract relating to each asset; and
() the revenue and costs of each asset can be identified separately.

e would be the construction of a building, covering the
canteen, recreation facilities, etc. Each of these assets is treated as a single
(mdividual or separate) construction contract if all the aforesaid conditions

in paragraph 5 are satisfied.

For accounting purposes, a group of contracts may be combined if they are
so closely interrelated that they are, in substance, part of a single contract
with an overall profit margin, Therefore, ASBE 15 provides that a group of
contracts (whether with a single customer or with several customers) should
be combined-and treated as a single construction contract when (para 7):

An exampl

(a) _hegroup of contracts is signed as a single package;

() ~the contracts are so closely interrelated that they are, in effect, part
of a single project with an overall profit margin; and

(c) the contracts are performed concurrently or in a continuous
sequence.

An example of a group of contracts would be the construction of a railway
system jointly by two local government authorities linking two provinces
in China. One single tender is submitted for the project but two separate
contracts were entered into as it involves two different parties. In this
case, it is likely that the project is negotiated and finally signed as a single
package because one contract cannot be independently awarded without
the other, The contract will ascertain the overall profit margin in the tender
submission. The railway construction work will be performed concurrently
or in a continuous sequence. Therefore, the “two” separate contracts for this
“single” project should be treated as a single construction contract.

A contract may also provide for the construction of additional assets at the
option of the customer or may be amended to include the construction of an
additional asset. ASBE 15 requires the construction of the additional asset to
be treated as a separate construction contract when (para 6):
(a) the asset differs significantly in design, technology or function
from the asset or assets covered by the original contract; or

(b) the price of the asset is negotiated without regard to the original
contract price.

China Master GAAP Guide T17-220
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CONTRACT REVENUE AND CONTRACT COSTS

117-300 Contract revenue and contract costs

In accounting for construction contracts under ASBE 15, it is useful to first
examine:

(2) what constitutes the contract revenue; and

(b) what cost elements should be included in the contract costs.

N117-310 Contract revenue

Contract revenue should comprise (para 8):

(a) the contract price (i.e. the initial amount of revenue agreed in the
contract); and

(b) revenue resulting from variations in contract, claims and incentive
payments.

Contract price
The contract price may be formulated, as mentioned in 17-210, as:

(a) fixed price contract — where the contractor agrees to a fixed contract
price or rate; or

(b)  cost plus contract — where the contractor is reimbursed for allowable

or otherwise defined costs, plus a percentage of these costs or a
fixed fee.

Some construction contracts may contain characteristics of both, a.fixed
price contract and a cost plus contract.

Variations in contract

A wvariation is an instruction by the customer for a change ir @ -scope of the
work to be performed under the contract.

An example of a variation is when the material to be used for the roof of a
building is changed upon the request of the customer.

A variation will lead to an increase or decrease in the construction costs and
may also lead to an increase or decrease in contract revenue.

The increase or decrease in the construction costs is accounted for based on
the actual costs incurred.

As for the change in the contract revenue, ASBE 15 provides that revenue
arising from a variation in contract should be included in contract revenue
only when (para 9):

T17-300 © 2079 Wolters Kluwer Hong Kong Limited
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(a) the customer will approve the variation and the amount of revenue
arising from the variation; and

(b) the amount of revenue can be measured reliably.

Claims

A claim is the amount that the contractor seeks to cpllect fror.n the customer
or another party as reimbursement for costs not included in the contract

price (para 10). |
A claim may arise from, for example, delays in construction work due to
certain action or non-action on the part of the customer.

isi ims i ' igh degree of
enue arising from claims is normally subject to a hig
Ezieigjnty and oftgen depends on the outcome of negotiations. ASBE 15
covides that revenue arising from a claim should be included in contract
1rjevenue only when the following conditions are satisfied (para 10):

(a) mégotiations have reached an advanced stage such that the
nes ;
vustomer will accept the claims; and

®)° the amount that will be accepted by the customer can be measured
reliably.
incentive payments

An incentive payment is an additional amount paid to the contractor e(ljs
agreed by customers if specified performance standards are met or exceeded.

For example, a construction contract may provide for a bonus payment for
early completion of the contract.

ASBE 15 provides that revenue arising from an incentive payment should be
included in contract revenue only when (para 11):

(a) the contract is sufficiently advanced that the specified performance
standard will be met or exceeded; and

(b) the amount of the incentive payment can be measured reliably.

llustration 17.1

i i d into a long-term
On 1 July 2014, AB Construction Enterprise entere
contract 3;) build abridge for an agreed contract price pf RMBl0,000,0U(:i.
The terms of contract provide that the construction is to be completeﬂ
by 31 December 2017 and an incentive clause which allows a 2%
increase in contract price if the contract is completed one month before
the agreed completion date.

17-310
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On 1 August 2017, the contract is substantially completed and it is
expected that the estimated date of final completion will be two months

earlier. The client agrees to pay the incentive bonus of RMB200,000 to
AB Construction Enterprise.

In this case, the requirements of paragraph 11 are satisfied and

therefore, the revenue arising from the incentive payment is included
in contract revenue.

117-320 Contract costs

Contract costs should comprise direct and indirect costs incurred in and

attributable to a contract for the period from the date the contract is signed
to the final completion of the contract (para 12).

ASBE 17 Borrowing Costs also provides that an enterprise should capitalise
borrowing costs that are directly atiributable to the acquisition, construction

or production of a qualifying asset as part of the cost of that asset. Qualifying
assets include construction projects.

Direct costs

Direct costs are those costs that relate directly to a specific contract and fall
into one of the following four categories (para 13):

(a) costs of materials used;

(b) labour costs;
(c) utilisation expenses of equipment; and

(d) other direct costs that are directly chargeable to the tontract
(including costs incurred for and directly related to'ths contract,
such as costs of design and technical assistance, <0sts of moving
materials to and from the contract site, costs of using production
tools and apparatus, costs of inspection and testing, costs of site

feasibility testing, costs of construction work handover, costs of site
clear-up, etc.).

Direct costs are included as part of contract costs incurred (para 15).

Indirect costs

Indirect costs are those incurred by the construction unit or production
unit of an enterprise for organising and managing operations (para 14),
including costs such as amortisation of temporary facilities; salaries,
bonus and employee welfare expenses incurred by the management
personnel of the construction and production units; labour protection
expenses, depreciation and maintenance of fixed assets, supplies consumed,
amortisation of low-valued consumables, heating fees, water and electricity

917-320 © 2019 Wolters Kluwer Hong Kong Limited
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. : nses

charges, office expenses, travelling expenses, property InSurance expenses
: 3 .

work maintenance expenses, sewage discharge fee, etc.

Indirect costs are allocated to contract costs on a systematic and reasonable
pasis at the balance sheet date (para 15).

There may be many bases of allocation of indirect costs, such as labour costs,
direct costs, etc.

]

lllustration 17.2

The construction unit “COI” of CD Construction Enter}gflg:e
concurrently engages in constrpction work for contract A{E aél i
The labour costs incurred during the period for contract A, N

C were RMB1,500,000, RMB900,000 gn_d RMB600:000 respecf ;irxe}cf;i
Indirect costs (electricity, water, deprec1at1o_n and g\&}mte?anceto fixed
assets, ec.).incurred for the entire contracting activity of cons t1]:1.1 ton
unit “COV” during the period were 'RMBM0,00(.J. CD Cons ;.1(: lts
Enterpiise uses labour costs as the basis for allocation of indirect costs.

In this case, since the indirect costs arelnot directgd towfar.d any
\ specific contract but is incurred for the entire contracting activity (1I.ee.
I concurrently for contract A, B and C), C_D Constructlorl; 1Eni§e§ijsnz f
should allocate the costs on a systematic and reasonable ba

allocation. t
i i indi d on the labour costs

The allocation ratio for indirect costs (base

ba:is) is equal to 8% ie. RMB240,000/(RMB1,500,000 + RMB900,000 +

RMVB600,000).

The indirect costs allocated to the individual contracts are therefore

computed as follows:

Contract A -  RMB1,500,000x8% =  RMB120,000
Contract B = RMB900,000 * 8% = RMB72,000
Contract C = RMB600,000 x 8% =  RMB48,000

The relevant journal entries are as follows:

RMB’000 RMB’000

(a) When indirect costs are incurred:
Dr  Construction in progress —

Indirect costs 240 o
Cr Cash in bank, etc.
17-320
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(b) Allocation of indirect costs at the balance
sheet date:

RMB'000 RMB’000
Dr  Construction in progress —
Contract A 120

Dr  Construction in progress —
Contract B 72

Dr  Construction in progress —
Contract C 48

Cr  Construction in progress —
L Indirect costs 240

Other issues relating to contract costs

ASBE 15 provides that contract costs should be reduced by other incidental
income related to the contract, for example, proceeds from the disposal of
surplus materials and the disposal of plant and equipment at the completion
of the contract. It means that the incidental income should not be included
in contract revenue, but is offset against contract costs (para 16).

ASBE 15 specifically excludes the following from contract costs as they are
not attributable to the construction activity (para 17):

(a) selling expenses;
(b) administrative expenses; and

(c) financial expenses, such as borrowing costs incurred. for the
construction contract that donotsatisfy the criteria for capitalisation
under ASBE 17 Borrowing Costs.

The above items should be recognised as an expense in thi period in which
they are incurred.

Some enterprises, in bidding for and securing contracts, spend significant
amount before any contract is signed. There has been uncertainty over
whether costs incurred before a contract is obtained (often known as pre-
contract costs) should be recognised as assets (and charged as expenses
over the life of the contract) or as immediate expenses. ASBE 15 does not
specifically deal with pre-contract costs.

In any case, whether a contract will be obtained or not is subject to
uncertainty and depends on the outcome of negotiations. Hence, for the
reason of simplicity and ease of auditing, ASBE 15 specifically provides that
costs arising from signing the contract (e.g. travelling expenses, tendering
expenses) should be recognised directly as expenses for the period. The
debit entry would be made to “Administrative expenses” (para 17)

T17-320
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Types of contract costs

Contract costs can be divided into two categories:
(a) costsincurred to date; and
(b) estimated costs to complete.

The costs incurred to date include cost incurred after the signi_ng atng
acceptance of the contract. Estimated costs to complete are the anticipate
costs required for the completion of a contract.

RECOGNITION OF CONTRACT REVENUE AND
CONTRACT EXPENSES

1117-400 Recognition of contract revenue and
contract expenses

Reverlie may berecognised during construction rather than fit the compé?;ct)?
of the contract. This is appropriate since in long-term conshuctlon.cct)lrtl Thé
Yath the contractor and the buyer nor'n_wally have enfc-rceabl;e1 Tig ti 1ne
i511};&1* has the legal right to require specific Performance from: t 12 cor; Oaress
while the contractor has the right to require the buyer to nLa te pe ng i
payments during the period of construction. The economic su ts arlcacﬁwty
contract activity is that a continuous sale occurs when the contrac

progresses.

ASBE 15 requires the stage of completion method to account for regenue
recognition under construction contracts. This method is often referred to as
the percentage of completion method.

Under the percentage of completion method, the contkt;act lieyezﬁfrel;
recognised periodically as the contract activity progresses. The costsin e
are matched with the revenue recognised. The resultant excess or e
represents the recognised amount of profit or loss based on the rPéopusemI
of work completed for each accounting period. This meth0(41 provi gs ot
information on the extent of contract activity and performance during
period.

Under ASBE 15, the amount of periodic revenue _to be recognised i(Ijl the
income statement under the percentage of completion method depen Stog
whether or not the outcome of the construction contract can be estimate
reliably:

(a) where the outcome of the construction contract can be estimated
reliably, ASBE 15 provides that the contract revente and contract
costs should be recognised as revenue and expenses by reference
to the percentage of completion method at the balance sheet date
(para 18); and

17-400
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(b) where the outcome of the construction contract cannot be estimated
reliably, different accounting treatment should be applied as
follows (para 25):

(i) if it is probable that contract costs incurred are recoverable,
contract revenue should be recognised only to the extent of
recoverable contract costs incurred, and contract costs should
be recognised as contract expenses in the period in which they
are incurred; and

(ii) ifitis probable that contract costs incurred are not recoverable,
no contract revenue is recognised, and contract costs are
recognised immediately as contract expenses in the period in
which they are incurred.

If, at the end of an accounting period, it is probable that the expected
total contract costs will exceed total contract revenue (i.e. where a loss is
anticipated), ASBE 15 provides that the whole amount of the expected loss
should be recognised as an expense immediately (para 27). This provision
applies whether or not the outcome of the contract can be estimated reliably.

1117-410 Outcome of a contract can be estimated
reliably

Circumstances under which the outcome of the construction contract can be
estimated reliably are provided for in ASBE 15 as follows:

(@) In the case of a fixed price contract, when all the following
conditions are satisfied (para 19):

(i) the total contract revenue can be measured reliably;

(ii) it is probable that the economic benefits associated 'with the
contract will flow to the enterprise;

(iii) the actual contract costs incurred can be clear!’ identified and
measured reliably; and

(iv) both the stage of contract completion and the additional
contract costs to complete the contract can be determined
reliably.

(b) Inthe case of a cost plus contract, when all the following conditions
are satisfied (para 20):

(i) it is probable that the economic benefits associated with the
contract will flow to the enterprise; and

(ii) the actual contract costs incurred can be clearly identified and
measured reliably.

q17-410
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Where the outcome of the construction contract can be estimated reliably,
the contract revenue should be recognised by reference to the stage of
completion of the contract activity at the balance sheet date.

Thus, where the outcome of the construction contract can be estimated
reliably and the percentage of completion method is psed, it is necessary to
ascertain the stage of completion of the contract activity at the balance sheet
date.

The stage of completion of a contract at the balance sheet date may be
determined in various ways. Enterprises should use a method that measures
reliably the work performed. Depending on the nature of the contract, the
methods may include (para 21):

(a) the proportion of the contract costs actually incurred for work
performed to date bear to the estimated total contract costs (also
referred to as the cost-to-cost basis);

(b) _the proportion of the completion of the contract work to date bear
io the estimated total contract work; or

(o) survey of work performed.

7 illustrate the determination of the percentage of completion under the
cost-to-cost and the survey of work performed bases, consider the following

case.

Hlustration 17.3

EF Construction Enterprise entered into a long-term contract to
construct a piece of real estate. The contract commenced on 1 January
2015 and was expected to be completed by 31 December 2017.

The agreed contract price was RMB2,000,000. The following dgtaﬂs
relate to the contract activity progress (all figures are estimated reliably
at the end of year):

2015 2016

RMB’000 RMB'000

Cumulated costs incurred to date 600 1,100
Estimated costs to complete 1,200 660
Agreed value of work completed 570 1,080

The enterprise’s accounting policy is to recognise contract revenue and
costs by reference to the percentage of completion of the contract at the
balance sheet date.
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Required:
Calculate the contract’s percentage of completion at the year-ends of
31 December 2015 and 2016 under-
(a) the cost-to-cost basis; and
(b) the survey of work performed.
Suggested solution:
(a) Cost-to-cost basis
2015 2016
RMB’000 RMB’000
Costs incurred to date 600 1,100
Estimated costs to complete 1,200 660
Estimated total costs 1,800 1,760
Percentage of completion (cost-to-cost basis)
Costs incurred to date + Estimated total costs
RMB600,000 + RMB1,800,000 33.3%
RMB1,100,000 + RMB1,760,000 62.5%
(b) Survey of work performed
2015 2016
RMB’000 RMB’0%
Contract price 2,000 2,000
Agreed value of work completed 570 1,080
Percentage of completion
(survey of work performed)
Agreed value of work completed +
Contract price
RMB570,000 + RMB2,000,000 28.5%
L RMB1,080,000 + RMB2,000,000 54.0%

The cost-to-cost basis has been found to be one of the most popular bases
used to determine the extent of contract activity progress toward completion.
Under this basis, the amount of revenue to be recognised for the current
period in accordance with paragraph 23 is determined as follows:

T17-410 © 2019 Wolters Kluwer Hong Kong Limited
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Cost incurred to —
S 3 Eeuenue recognised
Cumulative anﬁ act previogsly .
costs incurred + price recognised G

Estimated costs
to complete

The amount of construction gross profit to be recognised for the current
period can be determined as follows:

Cost incurred to

3 Gross profit
‘_‘@at_e__ Expected Gross profit _ recognised
Cumulative —  oral gross - previously = 5 ot
costs incurred + profit recognised .

Estimated-costs
to cori'plete

When the cost-to-cost basis is used, care shoulﬁl be take1l}r t(é ;;(;hégl:t Stl}fasai
o th & d, such as constru
ate do not reflect work performed, . ;
r:U'}a;t’ettl;aftul:ulre activity on contract (e.g. costs of materials pur chasg:d 531{;;123
Egntract but not installed or used during contract performance) and a

payments made to sub-contractors (para 22).

lllustration 17.4 -
Assume EF Construction Enterprise in Illustration 17.3, After 6al_na Klsclisé
it was found that contract costs incurred at the yeqr-end of 201d1§l1C2017
RMB50,000 for standard materials stored at the site to be used i
to complete the contract. )

i i tract costs of RMB50,000

his case, paragraph 22 provides that con ),0

Ertstas:ndard gate%fall; at 31 December 2016 that relate to future E;Ctl:lf)yf
(in 2017) would be ignored in the calculation of the percentag
completion at 31 December 2016.

2016
RMB’000
1,100
Costs incurred to date oo
Estimated costs to complete o
Estimated total costs ,
Percentage of completion (cost-to-cost basis)
Costs incurred to date = Estimated total costs o0
(RMB1,100,000 - RMB50,000) + RMB1,760,000 7%
T17-410
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— ¢t Date

] T o
Mustration 31.1

The management of AB Enterprise completes its 2017 financial reports
on 27 February 2018. On 19 March 2018, the board of directors reviews
the fmancigl reports and authorises them for issue. The enterprise
announces its profit and other financial information on 20 March 2018
The financial reports are made available to shareholders on 3 Aprii

2018. The shareholders approve the financial reports at thei
meeting on 13 May 2018. A

In this case, the date when the financial reports are authorised for i

. 58
is 19 March 2018, the date of authorisation by the board of directoi-lse
Events after the balance sheet date cover the period from 1 ]anuary
2018 to 19 March 2018 (both days inclusive).

For purposes of accounting, events after the balance sheet date can be
categorised into two types (para 2):

(a) those that provide new or additional evidence of conditions that

existed at the balance sheet date (adjusting events after the balance
sheet date); and

(b) those that are indicative of conditions that arose after the balance
sheet date (non-adjusting events after the balance sheet date)

131-200 Adjusting events after the balance sheet
date

Adjusting events after the balance sheet date are events after thé balance

sheet date that provide new or additional evidence that existed at the
balance sheet date (para 2).

ASBE 29 provides that an enterprise should adjust its fifancial statements

at the balance sheet date to reflect adjusting events after. the balance sheet
date (para 4).

lilustration 31.2

CcD Ent_erprise had among its accounts receivables a receivable, YZ
Enterprise, with a balance of RMB500,000 as at 31 December 2017. As
at 31 December 2017, CD Enterprise was of the opinion that the debt
was wholly collectible and, therefore, did not make any provision for
bad debts in respect of this debt. On 18 February 2018, it learnt that
YZ Enterprise had been placed under receivership. This event was an
event after the balance sheet date (occurring between the balance sheet
date of 31 December 2017 and assumed date of financial statements
authorised for issue by the board of directors of 15 April 2018).

931-200 © 2019 Wolters Kluwer Hong Kong Limited
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ASBE 2

For one to be placed under receivership, one would have been _in
financial difficulty for the past months. Thus, the fact that YZ Enterprise
was placed under receivership on 18 February 2018 indicated that,
as at 31 December 2017, YZ Enterprise was already in ﬁnarl1c1al
difficulty. Thus, this event after the balance sheet date provided
additional evidence of conditions that had existed at the balance sheet
date (collectability of the accounts receivable), and therefore was an
adjusting event after the balance sheet date.

In this case, the adjusting journal entry debiting bad debts and crediting

rovision for bad debts would be made to the 2017 financial statements.
‘Assuming that the accounts receivable was able to pay only RMBO0.20
for every RMB1 owed, then the amount of adjustment required would

be RMB400,000.

ASBE 29 provides the following examples of events after the balance sheet
date which are classified as adjusting events (para 5):

{3) the settlement after the balance sheet date of a litigation case
whereby the court judgement confirms that an enterprise already
had a present obligation at the balance sheet date. The enterprise
should adjust any previously recognised estimated liability related
to this court case or should recognise a new liability;

(b) the receipt of a confirmation after the balance sheet date, indicating
that an asset was impaired at the balance sheet date, or that the
amount of a previously recognised impairment loss for that asset
needs to be adjusted. Examples of such events are:

—  the sale of inventories after the balance sheet date may give
additional evidence about their net realisable value at the
balance sheet date; and

—  the bankruptey of a customer that occurs after the balance
sheet date usually confirms that a loss existed at the balance
sheet date on an accounts receivable and that the enterprise
has to adjust the carrying amount of the accounts receivable;

(¢) the further determination after the balance sheet date of the cost
of assets purchased, or the proceeds from assets sold, before the
balance sheet date; and

(d) the discovery after the balance sheet date of fraud or errors in the
financial statements.
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(d) upon completion of the above accounting treatment, the amount of

Hlustration 31.3 related financial statement items should be adjusted as follows:

EF I(Ejnterprisg isin litigation asat31 _December 2017. The enterprise was @ the amounts of relevant items in the financial statements
sued for infringement of the copyright of product “X105” which was prepared at the balance sheet date;

sold during the year. Legal proceedings have st :

disputed agajns}é the ca%e. the entergrise’: lzv?rl;:rds a;:iifsic? I:ftgtp-?s-e (i) the beginning balances of relevant items in the financial
not probable th_at EF Enterprise will lose the case. Hence, EF Enterplri;: statementsiol the cuRmens yeas

has not recognised any estimated liability. (iii) the prior years’ amounts of relevant financial statements when

| On 13 March 2018 as a result of the court's decision, however, EF comparative financial statements are presented; and

Enterprise lost the case and had to pay compensation of RMB2,000,000. (iv) the amounts of relevant items in the notes to financial
statements should be adjusted, if necessary, following the

| The financial reports of EF Enterprise are expected to be authorised for above adjustments

issue on 15 April 2018,

In this case, the sale of products is an event that occurred before the

balance sheet date. The resolution on 13 March 2018 (after the balance

Hustration 31.4

sheet date) of a court case confirms the enterprise’s present obligation
at the balance sheet date requiring recognition of an estimated liability

(compensation for damages) not previously made. This i justi
L event after the balance sheet da‘rel.J g R EAds

For adjusting events after the balance sheet date, an enterprise should adjust
the amounts of assets, liabilities and owners’ equity recognised at the bala]nce
sheet date, and revenue and expenses for the period ended accordingly. Tt
may be noted that the necessary adjustment should also be made for 1;he
supporting statements to the balance sheet and income statement, as welj a«
supplementary information in the cash flow statement. ’ »

The adjusting events after the balance sheet date should be accounizd for in
the following ways: \>

GH.(Enterprise had among its accounts receivables an outstanding
amount of RMB600,000 due from WX Enterprise as at 31 December
9(17. In preparing the 2017 financial statements, a 5% provision for
bad debts amounting to RMB30,000 was made against WX Enterprise.
The net amount of RMB570,000 due from WX Enterprise had been
included under the total accounts receivable of RMB1,000,000 stated
in the balance sheet.

On 10 February 2018, a letter was received from WX Enterprise for its
liquidation in process. It was expected that 20% of the amount due
from WX Enterprise is recoverable.

GH Enterprise appropriates 10% and 5% of net profit to the statutory
surplus reserve and statutory public welfare fund respectively. Ignore
other appropriations and no dividend has been proposed.

(a) f:erltii iela:;u;g’ to p;‘ii)fit{ll()ss ’s:hould be recordgd invtiie “adjustment Assume that the financial reports were authorised for issue on 10 April
0 prior years' profit or loss” account. An adjusitaent that results 2018 and the applicable income tax rate is 25%.
In an increase in profit or a decrease in loss ot ‘prior years and a i iquidati
resultant decrease in the income tax should be credited to this Ih, firlcase, Bhemeceiptof » leter tegarding [ My daion Of' ed
account. An adjustment that results in a decrease in profit or an sl o deil e dd g B ERC R SR R o R
increase in loss of prior years and a resultant increase in the income g thebalance heefdate (coletdiitipel the naomfa okl A
tﬁf should be debited to this account. The credit or debit balance of jriscione yogs anaid plsing event after fishalanoe shectdas,
t . i . 3 3 i iliti
— iﬁ;ﬁ?gg&gg‘ﬂd !:f;(:”transferrq_ed to the “profit to be distributed Therefore, GH Enterprise should adjust the amounts of assets, liabilities

| pro account; and owners’ equity recognised at the balance sheet date, and revenue

(b) adjusting events relating to profit distribution should be recorded e e pensis o thepeno AORRD. SemIIg:
directly in the “profit to be distributed — undistributed profit”
account;

(c) adjusting events not relating to profit/loss and profit distribution
should be adjusted against related accounts; and

131-200 China Master GAAP Guide 13100
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The relevant adjusting entri .
Adi : g niries are as follows: In the 2017 financial statements that follow, assuming that the columns
(@) Just provision for bad debts: of before-adjusting amounts are given, the adjusted financial statements
(after the adjusting entries (a) to (d) have been made) are presented
_ RMB RMB pelow (those amounts of the adjusted financial statements items are
Dr Ad]f;lstment to prior years’ highlighted in bold and italic):
c pro t cl)r loss 450,000 Balance sheet at 31 December 2017
r  Provision for bad debts
%I;/IMBWUIUUO x 80% — Prepared by GH Enterprise Unit: RMB’000
B30,000) 450,000 Liabilities
Adiust i _ Before| After|and owners’ Before| After
®) Justincome tax payzble: adjust- | adjust- | (stockholders’) | adjust-| adjust-
Assets ment| ment|equity ment| ment
RMB RMB C t
Pr Deferred tax assets C t t li:;Iilf'rtlies
a nt ossets i
C g?/ﬂg =00 w200 112,500 T Accounts
T i f_‘rn 3 r
o T TS Morétary funds | 1,970| 1,970 payable 2000 200
112,500 ' Employee
(¢) Transfer balance of “Adjustment to pri ' Accounts compensation
(8] 1 : e
to profit to be distribute]d prior years’ profit or loss receivable 1,000 550 | payable 400 400
Inventories 600 600 | Taxes payable 300 187.5
: RMB RMB 1 Payments in
Dr gfgf ;EO_;’E distributed — advance 50 50 | Other payables 150 150
Cr  Adi tstributed p H,)ﬁt 337,500 ; Total current Total current
justment to prior years’ assets 3,620| 3,170 |liabilities 1,050| 937.5
Eﬁ%ﬁ 10;: 15%55 EHGR0m0- Non-current Non-current
=00) 357500 assets liabilities
(d) Adjust surplus reserves Fixed assets — Long-term
cost 3,180| 3,180 |borrowings 2,000| 2,000
RiMB RMB Total non-
Dr  Surplus reserves — Statutor Total non- current
surplus reserve (RMB337,500 current assets 3,180| 3,180 |liabilities 2,000 2,000
* 1) 33,750 Total liabilities | 3,050| 2,937.5
Dr Surp}us reserves — Statutory Owiiets’
public welfare fund (stockholders’)
(RMB337,500 x 5%) 16,875 equity
Cr Proﬁt tO' be distributed — Paid-in capital
Undistributed pI‘Oﬁt (stock) 2,400 2,400
931-200
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Other equity : : v e
Tnstramert Add:  Gains on ch.anges in fair value
Including: Investment income 0
Preference Including: Investment income
shares from associated enterprises and
Perpetual debts 0 0 joint venture enterprises 0 0
Capital surplus 0 0 Gains on disposal of assets 0 0
Less: Treasury Other income 0 0
stock 0 0 11. Operating profit 1,040 590
S)ther bensi Add: Non-operating revenue 20 20
m
1'11(:01}-311‘5 ensive 0 0 Less: Non-operating expenses 0 0
Surplus reserves I11. Profit before tax 1,060 610
(including: Less: _Income tax expense 350 237.5
Statutory public IV. et profit 710 372.5
welfare fund: )
657{'(bef0re Note: There is no other comprehensive income for the year.
adjustm
51_]925 (:frtlg’ \'Statement of Changes in Owners’ (or Stockholders’) Equity (extract)
adjustment)) 200 149,375 for the year ended 31 December 2017
Undistributed ) Prepared by: GH Enterprise Unit: RMB’000
profit 1,150 863.125 Item Before After
Total owners’ adjustment| adjustment
(stockholders’) ‘ . ;
: l I. Ending balance of prior year
equity 3,750 | 3,412:5| distri : 6 546.5
Total liabilities - Undistributed profit 546.5 -
and owners’ Add: Changes in accounting policy 0 0
(stockholders’ Corrections of prior period errors 0 0
Total assets 6,800| 6,350 | equity ) A0 } 6 P i priot b
UK ,350 II. Beginning balance of current year
Income statement for the year ended 31 December 2017 Undistributed profit 546.5 546.5
Prepared by GH Enterprise T ;Ielé.1 IFﬁhamges in amount for the current
It -
e Before After Add:  Net profit 710 372.5
adjustment| adj ; . PR
L Revenue from operations ] i adjustment Less:  Profit to l.)e filstrlbuted
Léss: Costofo : ,200 5,200 Appropriation of statutory
: - perations 3,300 3,300 surplus reserve (10%) 71 37.25
ax.and surcharge for operations 10 10 Appropriation of statutory public
Selling expenses 80 o welfare fund (5%) 35.5 18.625
Administrative expenses 720 1.170 Dividends proposed on common
Financial expenses 50 1 50 stock 0 0
Impairment losses of assets 0 0 IV. Ending balance of current year 1,150 863.125
|
131-200
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131-300 Non-adjusting events after the balance
sheet date
Non-adjusting events after the balance sheet date ar

sheet date that are indicative of conditions that aro
date (para 2).

vi i isclose the following
ASBE des that an enterprise shogld disclose |

P ft?onprmo theeflotes relating to each material non-adjusting event after
inform

the balance sheet date (para 9(2)):
(a) thenature and details of the event; and

eevents after the balance
se after the balance sheet

) an estimate of its effect on the financial position andhopseéitll;}[g
5 performance (or an explanatory statement that such e
cannot be made).

Illustration 31.5

Assume CD Enterprise in Ilustration 31.2.

lllustration 31.6 |
I] Enterprise intended to issue its 2017 financial reports on 30 March
2018.

i i % interest in UV
2018, IJ Enterprise acquired a 60% in in
ggteié.rfff rali?gy obtained control of UV Enterprise (a SubeIt%IaTY)J’(
for o .cash consideration of RMB10,000,000. The fair value (()30 008 ne
idgr: dfiable assets of UV Enterprise at that date was RMB8,200,000.

If CD Enterprise had commenced trading with YZ Enterprise only in
January 2018, the event after the balance sheet date of YZ Enterprise
being placed under receivership on 18 February 2018 would have only
been indicative of a condition (that is, collectabﬂity of the accounts
receivable) that had arisen after the balance sheet date. Therefore, this

would have been a case of a non-adjusting event after the balance

sheet date.
| i

Another example of a non-adjusting event after the balance sheet date is
where an enterprise acquires a subsidiary, say, in March 2018, In this case,
the after balance sheet acquisition of investment in the subsidiaries does not
provide new or additional evidence of conditions that existed at the balance

sheet date and, therefore, is a non-adjusting event after the balance sheet
date.

| in this case, the event of acquiring the subsidgafy after1 the:'f szg)mri :?Ei;?;
g i on—adjustine event after the balance shee )
g?:flcggg:ini%naﬂile noteg to thg financial statements of IJ] Enterprise’s 2017
annual reports as follows:

Note:
Events after balance sheet date

. . o
“After the balance sheet date, the enterprise acquired a 60%

ASBE 29 provides that an enterprise should not adjust its financial statertients

interest in UV Enterprise and obtained control of ggogr(;g%rp%iﬁg
at the balance sheet date to reflect non-adjusting events after the halance (a subsidiary) for a cash consi ra———— RMglt’r ri’se E_Lt e
ot a2 6) fair value of the net identifiable assets of UV Enterp

ASBE 29 provides the followin
balance sheet date (para 7):

e RMBB8,200,000.”
g examples of non-adjusting evénts after the poruisition datewab

(a) commencing major litigation, arbitration or cominitment after the
balance sheet date;

OTHER ISSUES — DATE OF AUTHORISATION FOR
(b) abnormally large changes in asset prices, taxation policy or foreign ISSUE, DIVIDEN DS, GOING CON CERN

exchange rates after the balance sheet date;

(c) significant losses of assets as a result of a natural disaster after the
balance sheet date;

1131-410 Date of authorisation for issue

It is important for users to know when the financial reporis W;ZP; ?lléghé);séed
(d) issuesofsharesand bonds, and the raising of substantial borrowings for issue, because the financial reports do not reflect events a
from outside parties after the balance sheet date;

ASBE 29 requires an enterprise to disclose in the notes (para 9(a)):
(e) transfer from capital surplus to capital after the balance sheet date;

(a) the date when the financial reports were authorised for issue; and
(f) incurring substantial losses after the balance sheet date; and

(b) who gave that authorisation.
(g) incurring a business combination or disposing of a subsidiary after
the balance sheet date.

931-300

731-410
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Under the relevant laws and administrative regulations, if the enterprise’s

owners or others have the power to amend the financial reports after issue,
the enterprise should disclose that fact.

An illustration of the disclosure required under paragraph 9(a) is shown
below:

lllustration 31.7
Note:
Authorisation of financial reports

The financial reports of KL Enterprise and the consolidated financial
reports of the Group for the year ended 31 December 2017 were

authorised for issue in accordance with a directors’ resolution dated
10 February 2018.

N

131-420 Dividends

ASBE 29 provides that an enterprise should not recognise dividends or profit
to be distributed as a liability at the balance sheet date if they are included
in the profit distribution plan of the enterprise or declared to be distributed
upon approval after the balance sheet date (para 8). Those dividends should
be separately disclosed in the notes. The rationale is that the obligation
to pay dividends arises only after they are declared, so if dividends are
declared after the balance sheet date, then the enterprise does not have &
present obligation at the balance sheet date under ASBE 13 Contingesicies,
and consequently, no liability should be recognised in the balance-sheet. It
follows that dividends declared before the balance sheet date (which have

not been paid by the balance sheet date) should be recognised as‘a liability
in the balance sheet.

Paragraph 34 of ASBE 30 Presentation of Financial Statements also requires the
total amount of dividends declared after the balance sheet date but before

the financial reports are authorised for issue, and the related amount per
share, to be disclosed in the notes.

131-430 Going concern

For enterprises that are not financially healthy, events after the balance sheet

date should also be reviewed for the appropriateness of the going concern
basis of accounting.

Deterioration in the operating results and financial position after the balance
sheet date may indicate a need to consider whether it is still proper to use
the going concern assumption in the preparation of the financial statements.
If the going concern assumption is no longer appropriate, the effect will

931-420
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then be so persuasive that a fundamental change in the basis of accounting
s requil‘(-.‘d. . t
In such circumstances, ASBE 29 provides that the enterprise should no
prepare the financial statements on a going concern basis (para 3).

It may be noted that the Application Guidqnc:e to ASBE 30 Prﬁscnfgtmn 12:
Financial Statements requires that an enterprise’s management Sn(zlérn VTgen
an assessment of the enterprise’s ability to continue as a gomcg{ Cobt e
aring the financial statements. When there is significant doubt abou !
i rise’s ability to continue as a going concern, the factors that give rise to
it?jtsezl%ubt should be disclosed in the notes. When it is no longer reasoréage
to prepare financial statements on a going concern ba.151s,h ASB];:eiotaonethei
Application Guidance require that fact to be disclosed in t edno i Eeason
with the basis on which the financial statements are prepared an easor
hy the financial statements are not prepared on the going concern basis.
¥hg Application Guidance to ASBE 30 further Provu:les that t.he ente_rpfrlse 1ds
not operatilig on a going concern basis when it formally d§c1des o‘.r 1ds orce
to ligaidate or cease trading in the current or next accounting period.

llustration 31.8

its fi i ded
terprise prepared its financial statements for the year en
I?:/{I%E;riger 2057. %n 7 January 2018, the board of d1rect0r§a decided
to dispose of the enterprise’s assets and liquidate the enterprise.

i ise’s fi i ts for the year ended
In this case, the enterprise’s financial statements fc -
Sri December 2017 should not be prepared on a going concern basis.
Instead, the liquidation basis should be used.
-

DISCLOSURE

1131-500 Updating disclosure about conditions at
the balance sheet date

Apart from the disclosure discussed above, ASBE 29 further gr?vﬁei
that if an enterprise receives information after the balance sheet da e g ?
affects conditions that existed at the balanc_e sk}eet date, it shoul tf.lp ; }?ei
disclosures that relate to those conditions in light of the new or fur
evidence (para 10).

An example of the need to update disclostres is when evidence bgcon;es
available after the balance sheet date concerning a contingent liability that
existed at the balance sheet date.

131-500
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lllustration 31.9

OP Enterprise was sued by its competitor for patent infringement, but
this has been denied b

y OP Enterprise. There was only a contingent
liability disclosed in the financial statements of OP Enterprise at
31 December 2017.

On 15 January 2018, the court awarded RMB1,000,000 damages against
OP Enterprise.

In this case, if the financial statements have not yet been authorised
for issue, OP Enterprise should replace the contingent liability by
recognising an estimated liability for RMB1,000,000 in its financial
statements to 31 December 2017. The accounting entries are as follows:

RMB RMB

Dr Non-operating expenses 1,000,000
Cr  Estimated liabilities — Pending
litigation 1,000,000

.
In addition to considering whether it should recognise or change an
estimated liability under ASBE 13 Contingencies, an enterprise updates its
disclosures of the contingent liability in light of that new or further evidence.

131-600 Appendix — Case study

This Appendix provides an anal

ysis of a short case study on events aftef ite
balance sheet date.

Case Study 31.10

QR Enterprise was a manufacturer and trader of consurier products.

The auditors of QR Enterprise were finalising their audits of the 2017
financial statements and hoped to meet the proposed deadline of

15 May 2018 when the financial reports were expected to be authorised
for issue.

The following list was prepared by the audit senior on the job for the
attention of the audit manager:

(a8) On 11 January 2018, the enterprise’s factory was destroyed
by fire caused by sabotage. The factory was not insured

sufficiently and the loss suffered from thé fire was estimated
to be RMB500,000.

%$31-600

© 2019 Wolters Kluwer Hong Kong Limited

669
ASBE 29 Events after the Balance Sheet Date

i i 1,000,000 shares of ST Elntel‘prise.t at
) zkéisiné?rﬁﬁé?{%%%eﬁdin 2014 (ST Enterprise’s stock cap1;a1
consisted of 10,000,000 ordinary sharfas oi_? RMB1 felr:;; )-.
On 31 December 2017, a provision for 1mpa1rment o , gf
term investments of RMB500,000 was made in i‘esp?;h 2
these shares due to the decline in their mark_et va ue.l e
shares were sold on 20 February 2018, resulting in afoﬁher
RMB100,000. The loss of RMB100,000 reflected a fu
deterioration in share prices after 31 December 2018.

i irst week of March 2018, the enterprise held a
© 'I’)slglet’l'gt;h (iefellrrsihe old inventories of 2017 Christmas googs
and 2018 Chinese New Year goods, where all thre0 1%0?-_]:1 2
were sold at 40% of the cost. In early December 2018, e
enterprise purchased RMB1,000,000 of Chr1stmaf 0%8%00
(for the Christmas on 25 December 2017).and RMB ~ o
of Chinese New Year goods (for the Chinese Nevlvoo 880 n
February 2018), and as at 31 December 2017, RMB100, o
Christmas goods and all the RMB1,000,000 of Chlr_le;e ew
Year goods were in the store. These goods were carrie ade ot
and no provision for inventory write-down has been ma
at 31 December 2017.

(d) In mid-March 2018, manufacturing de’e’fects Were”%ftc)?ferids
in Product “Y101” and product “Z203”. Product -9 ;83”
manufactured and sold since July 2017 and producltd /20
was one of its new products manufactured and so 1r;der
first quarter of 2018. As both the products are made to o waé
the amount of inventories is immaterial. QR Enterprése ik
advised by its lawyers that it was probable that th; er: 535}; s
will have to pay damages of RMB5OP,OOO for proRLE: o
and RMB100,000 for product “Z203". Further, QR Enterp
has to pay the legal costs of RMB40,000.

Required:

Assume you are the audit manager. Discuss whgther thf above evgn(‘;i
after the balance sheet date should be classgletd_as Eﬁ-];ll:g&gwith

justing” heet date in acc
“non-adjusting” events after the balance s _
ASBE 29] Even%s after the Balance Sheet Date and suggest appropriate
accounting treatments.

Note:

> 7
Assume all the above matters are material in relation to the enterprise’s
financial statements, and ignore tax effects.

China Master GAAP Guide
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In this case, the basic EPS is calculated as follows:

= Net profit attributable to ordinary shareholders of the
Weighted avera
outstanding

= RMB27,000,000
10,000,000
= RMB2.70

parent
ge number of ordinary shares of the parent

%

136-220 Additional shares issued at full market
price
If an enter

prise issues additional ordinary shares during the year for cash or
other consideration and at full market price, it is necessary to compute the
weighted average number of ordinary shares outstanding during the period.

llustration 36.2

CD Enterprise was incorporated in 2014 with a fully paid-up share
capital of 100,000,000 ordinary shares of RMB1 each, On 1 October

2017, it issued additional 12,000,000 ordinary shares at full market
price for cash.

In this case, the calculation of the basic EPS for 2017 would invelve
the determination of the weighted average number of ordinary shaves
outstanding during 2017, which may be computed as follows:

Weighted average number of ordinary shares outstanding ir2017:

= 100,000,000 outstanding for 12 months plus 12,000,000
outstanding for three months

= 100,000,000 = 12/12 + 12,000,000 x 3/12

= 103,000,000
Or
= 100,000,000 outstanding for the first nine months plus
112,000,000 outstanding for the last three months
- 100,000,000 x 9/12 + 112,000,000 x 3/12
= 103,000,000
L
936-220
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36-230 Stock buy-back

E enter le e Yy ck it n O1 I i it 1 150
If an i i i Y hares durmg the year, ifisa

SSEI"y to COIT[pUtE the ‘NEightEd average number Of ordmary shates
nece

outstanding.

llustration 36.3 | .
ise 1 ion 36.2 exercises a s -
that CD Enterprise in Hlustrahqn :
ﬁ;(?lincr}lr? 1 December 2(%?17 involving buying back 6,000,000 of its own
ordinary shares. |
In this case, the calculation of the basic EPS for 2017 would involve

the determination of the weighted average number offogiiina:.ry shares
outstanding during 2017, which may be computed as follows:

Weidtited average number of ordinary shares outstanding in 2017:
LY

i lus 12,000,000
,000 outstanding for 12 months p ;
éﬂ?ﬁggdmg for three months minus 6,000,000 buy-back for
one month
l = 100,000,000 x 12/12 + 12,000,000 x 3/12 - 6,000,000 x 1/12

= 102,500,000

i i i ths plus
= 100,000,000 outstanding for the first nine mon
112,000,000 outstanding for the next two months plus
106,000,000 outstanding for the last month

= 100,000,000 x 9/12 + 112,000,000 x 2/12 + 106,000,000 % 1/12
= 102,500,000

DILUTED EARNINGS PER SHARE

136-300 Diluted earnings per share

i i " which are dilutive in nature
ise with “potential ordinary shares” w. :
ﬁ:cﬁ(ifgélto presenlt)both the basic and the diluted EPS figures.

The computation of the basic EPS is as discussed in 936-200 above.

iluti i inar terprise should,
dilutive potential ordinary shares, an en :
Ehc?;cﬁs:iigrgﬂuted EPE, adjust the net pmﬁtbaetrmgyti}igi rf;)r ;rcsiilr;ig
and the weighted average numbe : .
iﬁa}ﬁcﬁg for the effects of dilutive potential ordinary shares (para 7)

i i ial

i i fined in ASBE 34 as potentia

iluti tential ordinary shares are defir ' !
Erlillil:a‘;ir Is)Ir?a(r%es when their conversion to ordinary shares during the perio

T36-300
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would decrease EPS or increase loss per share (para 7 and the Explanato
Guidance — Chapter 35 Earnings Per Share). Potential ordinary shares issued
by enterprises in China mainly include convertible bonds, convertible
preference shares, warrants, share options, etc,

For the purpose of calculating diluted EPS, ASBE 34 provides that an
enterprise should adjust the net profit attributable to ordinary shareholders
during the period for the effect of (para 8):

(a) any interest recognised as expense in the period related to the
dilutive potential ordinary shares;

(b) any dividends related to dilutive potential ordinary shares
deducted in arriving at net profit or loss attributable to ordinary
shareholders; and

(c) any income or expense that would result from the conversion of
the dilutive potential ordinary shares.

The conversion of potential ordinary shares may lead to consequential
changes in income or expenses. For example, the reduction of interest
expense related to the conversion of potential ordinary shares into issued
ordinary shares and the resulting increase in profit may lead to an increase
in the expense related to a profit-sharing and bonus plan implemented
by an enterprise. For the purpose of calculating diluted EPS, the net profit
attributable to ordinary shareholders during the period is to be adjusted for
any such consequential changes in income or expense.

The adjustment made above should take into account the related income tax
effect. For convertible bonds, the Application Guidance specifically provides
that the interest adjustment in (a) above should be the after-tax amotint.
In respect of financial instruments that comprise both liability and sduity
components, the Explanatory Guidance — Chapter 35 Earnings \Per Share
provides that the adjustment in (a) and (b) should be made for interest,
gain or loss relating to the part of financial liability. For warriniz-and share
options, the Application Guidance provides that normally ke net profit
amount (the numerator) should not change.

The diluted EPSiis calculated based on the “if converted” assumption. Under
the “if converted” assumption, ASBE 34 provides that both the numerator
(net profit attributable to the ordinary shareholders) and the denominator
(weighted average number of ordinary shares outstanding) for the diluted
EPS computation are adjusted as if all the dilutive potential ordinary shares
have been converted into ordinary shares at the beginning of the period or,
if later, the date of the issue of the potential ordinary shares (para 9).

It is important to note that the diluted EPS presented should be the “worst”
possible. Thus, only those potential ordinary shares that are “dilutive” in
nature are included in the computation of the diluted EPS. Potential ordinary
shares that are “antidilutive” in nature should be excluded.

736-300 © 2019 Wolters Kluwer Hong Kong Limited
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ing i i tation of the basic and
llowing illustration demonstrates the compu al
gﬂitfeod EI’VS fgr an enterprise that has issued dilutive convertible loan stocks

or bonds.

llustration 36.4

EF Enterprise was incorporated in 2014 with a paid-up capital of
5,000,000 ordinary shares of RMB1 each.

On 1 October 2016, EF Enterprise issued RMB10,000,000 coonvefjtiblﬂe
loan stocks (CLS). The CLS carry a gross intereg.t rate of 10 /o‘an ai(e)
convertible into ordinary shares at a rate of 1 ordinary share for RMB

of CLS, commencing 1 January 2018. -
Theintereston loan stocks does not meet the conditions for ca.}m:ahsla‘ttllon
and hence is recognised in profit or loss for the period. For simp :icnry,
ignore the splitting of convertible loan stocks into a liability ari t;n
e%;it; component and assume that the nominal interest rate equals the
<ective interest rate.

ise’ i for each of the years
ZF Enterprise’s net profit was RMBl0,000,000l 2
erlldeg1 31%ecember 5016 and 2017. Assume an income tax rate of 25%.

For 2016:
: Basic EPS N
Net profit attributable to ordinary shareholders
o Net profit RMB10,000,000
Weighted average number of ordinary shares outstanding
Ordinary shares 5,000,000
= RMB10,000,000
ic EPS :
e 5,000,000
= RMB2
Diluted EP5 . N
Net profit attributable to ordinary shareholders
o Net profit RMB10,000,000

Add: Interest expense (net of

income tax) 187,500

10,187,500

Il

936-300
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| Weighted average number of ordinary
Ordinary shares

Add: Ordinary shares resulting

Diluted EPS

For 2017:

Basic EPS
Net profit

Ordinary shares

Basic EPS

Diluted EPS

Net profit

Add: Interest expense (net of
Income tax)

Ordinary shares

Add: Ordinary shares resulting
from assumed conversion of CLS

Diluted EPS

9136-300

shares outstanding

from assumed conversion of CLS

Il

Net profit attributable to ordinary shareholders

Weighted average number of ordinary shares outstanding

RMB10,750,000

5,000,000

250,000
5,250,000

RMB10,187,500

5,250,000
RMB1.94

Net profit attributable to ordinary shareholders

RMB10,000,000

Weighted average number of ordinary shares ou tstanding

5,000,000

RMBI0,000,000
5,000,000
RMB2

RMB10,600,000

750,050
10,750,000

5,000,000

1,000,000
6,000,000

6,000,000
RMB1.79

ASBE 34 Earnings per Share

© 2019 Wolters Kluwer Hong Kong Limited
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Notes to the solution:

(1) For the 2016 basic EPS calculation, the amount of net profit
attributable to ordinary shareholders is RMB10,000,000, and
the weighted average number of ordinary shares outstanding
is 5,000,000. Therefore, the basic EPS is RMB2.

(2) For the computation of the 2016 diluted EPS, it is assumed
that the CLS were converted into 1,000,000 ordinary shares
as at 1 October 2016, Thus, the weighted average number
of ordinary shares outstanding is deemed to be 5,250,000
(5,000,000 + 1,000,000 x 3/12).

Since the CLS are deemed to have been converted into ordinary
shares, interest on the CLS of RMB250,000 (RMB10,000,000 =
10% x 3/12) would not have to be paid and therefore the after-
tax profit would be increased by RMB187,500 (RMB250,000
x (1 — 25%)) and the net profit attributable to ordinary
shareholders would be RMB10,187,500.

\ The diluted EPS is, therefore, RMB1.94.

(3) For the 2017 basic EPS calculation, the amount of net profit
attributable to ordinary shareholders is RMB10,000,000, and
the weighted average number of ordinary shares outstanding
is 5,000,000 shares. Therefore, the basic EPS is RMB2.

(4) TFor the computation of the 2017 diluted EPS, it is assumed
that the CLS were converted into 1,000,000 ordinary shares
as at 1 January 2017. Thus, the weighted average number
of ordinary shares outstanding is deemed to be 6,000,000
(5,000,000 +1,000,000).

Since the CLS are deemed to have been converted into ordinary
shares, interest on the CLS of RMB1,000,000 (RMB10,000,000
x 10%) would not have to be paid and therefore the after-tax
profit would be increased by RMB750,000 (RMB1,000,000
x (1 — 25%)) and the net profit attributable to ordinary
shareholders would be RMB10,750,000.

The diluted EPS is, therefore, RMB1.79.

(5) Note that, in the above case, even though the CLS are
convertible only from 2018 onwards, the 2016 diluted EPS is
still computed based on the assumption that all the CLS were
converted into ordinary shares on 1 October 2016, and the
2017 diluted EPS is computed based on the assumption that
all the CLS were converted into ordinary shares on 1 January

2017. J

China Master GAAP Cuide
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Where part of the potential ordinary shares has actually been converted
during the year, the weighted average number of ordinary shareg
outstanding for the basic EPS computation will be calculated based on the
date of conversion during the year. However, in computing the diluted EPS,
the potential ordinary shares that are actually converted during the year
are assumed to have been converted at the beginning of the year. This is
consistent with the assumption used in the computation of diluted EPS in the
previous years, so that the denominator in the formula for the computation
of the diluted EPS is consistent throughout the years.

—
lustration 36.5

GH Enterprise was incorporated on 1 January 2012 with a fully paid-
up share capital of 100,000,000 ordinary shares of RMB1 each.

On 30 September 2014, the enterprise issued RMB100,000,000
convertible loan stocks (CLS). The CLS carry a gross interest rate of

12% and are convertible into ordinary shares at a rate of 100 ordinary
shares for RMB1,000 of CLS.

The interest on convertible loan stocks does not meet the conditions
for capitalisation and hence is recognised in profit or loss for the
period. For simplicity, ignore the splitting of convertible loan stocks
into a liability and an equity component and assume that the nominal
interest rate equals the effective interest rate.

On 30 September 2016, RMB40,000,000 of the CLS were converted into
4,000,000 ordinary shares. {

Interest on the CLS are payable each calendar quarter of the year, stiich
that those CLS that are converted at the end of each quarter woulich be
entitled to the interest for that quarter.

For the year ended 31 December 2016, the enterprise’s net profit was
RMB500,000,000. Assume an income tax rate of 25%.

In this case, the computation of the 2016 EPS is as follows:

Basic EPS
Net profit attributable to ordinary shareholders

Net profit RMB500,000,000
Weighted average number of ordinary shares outstanding
Ordinary shares 100,000,000
Add: Ordinary shares issued on
conversion of CLS 1,000,000
= 101,000,000

736-300 © 2019 Wolters Kluwer Hong Kong Limited
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i = RMB500,000,000
Freie 101,000,000
= RMB4.95
Diluted EPS
i ibutable to ordinary shareholders
= prlslﬁ:i azt(zlflijtu : RMB500,000,000
etp
Add: Interest expense (net of 5100000
income tax) ) Ko

Weighted average number of ordinary shares outstandigg
Ordinary shares 100,000,0

Add: Ordinary shares issued on
conversion of CLS

Add: Ordinary shares resulting

ggrsn assumed conversion of 6,000,000

- 110,000,000

4,000,000

| = RMB508,100,000
Diluted EPS 110,000,000

= RMB4.62

Notes to the solution:

(1) In this case, there is a conversiogto %f RtI\I[ntgroggiﬁéD(in %2
into 4,000,000 ordinary shares on 30 Septe ;
t:r:)tr?\putation of the basic EPS, the weighted gverggelra%gtggé
of ordinary shares issued on the conversion is 1,U0U,
(4,000,000 » 3/12). |

(2) For the computation of the diluted EPS for 2016, the chrrﬁfsrsﬁz
is assumed to have taken place on 1 January 2016. g r{ i
weighted average number of ordinary shares issued 0
conversion is 4,000,000 (4,000,000 x 12/12).

i ill ensure that
be noted that the above calculation wi _
31:1 xiZigﬁt:d average number of ordinary shares OUtStar;tle;%
in the computation of diluted EPS for 2016 is the same a3 t?l 2
in previous years, despite the fact that there was an ac
conversion of part of the CLS during 2016.

136-300
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(3) Interest of RMB10,800,000 (RMB40,000,000 = 12%

x 9/12 +
RMB60,000,000 x 12%

) on the RMB40,000,000 CLS converted

of RMBS,100,000
* (1 - 25%)) is added back to the net profit

attributable to ordinary shareholders.

lllustration 36.6

Assume that all the remaining convertible loan stocks of GH Enterprise
in Ilustration 36.5 were converted on or before 31 December 2017,

For the year 2018 (and thereafter), GH Enterprise will have no potential

ordinary shares, and therefore only the basic EPS ig required to be
presented.

Assume that the net profit of GH Enterprise for the year: enced
31 December 2018 is RMBSO0,000,000; its 2018 basic FPS will
be RMB2.73 (net profit attributable to ordinary shareholders of
RMB300,000,000 divided by the weighted average numbez of ordinary
shares outstanding of 110,000,000).

136-310 Share options and warrants

Where an enterprise has granted share o

subscribing to the ordinary shares of the enterprise, and if the exercise of
these share options and warrants has a dilutive effect, the enterprise will
have to present both the basic EPS and the diluted EPS,

The diluted EPS is calculated on the assumption that the share options and
warrants had been exercised at the beginning of the period (or the date of
issue, if later) and the maximum number of new ordinary shares had been

issued under the terms of the share options and warrants (so as to present
the “worst” situation)

ptions or issued warrants

936-310 © 2019 Wolters Kluwer Hong Kong Limited
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To incorporate the effects o e share options and warrants in the
i he effects of the shar tions and ; .
; t;tiO; :)f t;e dilutedSEPS, ASBE 34 uses the principle of stock bu

compu v

pack” (or treasury stock).

ived from the
Under the principle of stock buy-back, tgewgﬁﬁij Sarreeiieel:;ed to have
il : ’ i an
f the share options i trom the tiatket
assumed exercise o ise’s own ordinary shares fro
back the enterprise : ara 10).
bee}rll uisgr;%?garket price of ordinary shares during the period (p )
at the

i ts is lower than
i i der the share options and warran ox U
S e>ferCIS;£rré‘§ ;Ec:rof the ordinary shares dun}r:g thih};eggfgét >
thi;lai::;iie of the stock buy—ba}fk pr.inﬁpéea‘\;\gzgi nua;% v e
. i inator (i.e. the weighte : 1 o
increassgilgtstt};;gienréo)]gﬁie dgluted EPS computation (while the numera
flgaiﬁe net profit figure is not affected).

vaat i hares
; nterprise’s ordinary st
s AoffNG market transaction for an e : f ordina
Theorgtfi‘l;;{:fz;?é in calculating the G e T pniifeso that, asqei
shoul b the period. The Application Guzdar_me prog s aaaliy
e aI ar;r;tger the 1zma%,lge market price of the ordmar}tr1 3 aﬁraices foret s
cerif?lztegl baseéi on a simple aver‘a;\%ﬁ of week;ya;)é' I:I;fal:ive{ypstab Ie; elosing
; e .

; sentative shares. en pric : ‘ce. When prices
1radll(fl% Ofizgsp ;ie used for calculating the represer}tatlyeupslggef o‘r/\g;la}l)ating
fctee ’cp widely, an average of the high and low prices is the average market
?ﬁlcz‘;;:;sentatigfe price. The method used ;0 calcula;i changed oabierily

e ) canno
- tly once selected, an =" et
;ﬁce li}lf sreedisc gﬂ;ﬁiﬁ?m% evidence to demonstrate that the original me
unless the

of calculation is no longer appropriate.

Flllustration 36.7 | | S
1January 2017, I Enterprise granted share options to 1;: ;e;ngigg;eitsee

?nbu;a?oo O}(]JO sharres of the enterprise’s ordinary shares

O :

price of RMB1.50 per share.

. . o the

The average market price of IJ Enterprise’s ordinary shares during
RMB?2 per share. |

year 2017 was | o

In this case, the effect of the share options on lihed coglnng:&c;rzi-e- =

nier rise’s’2017 diluted EPS is an increase of the etn e 55,000

ent?lﬁted average number of ordinary shares outstanding

wei

sharges, as shown below:

Ordinary shares assumed tobe = 100,000

issued the exercise
= Proceeds from the

Ordinary shares assumed to be of share options/Average

repurchased market price

€36-310
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= RMB150,000/RMB2
75,000
25,000

Increase in ordinary shares
outstanding

I

It may be appreciated that if the exercise price under the share options and
warrants is higher than the average market price of the ordinary shares
during the period, the share options and warrants will be antidilutive in
nature, and should therefore be ignored for the purpose of diluted EPS
computation. Also, if the exercise price is higher than the average market
price of the ordinary shares during the period, the holders of the share
options and warrants will not exercise the share options and warrants,
and therefore it is illogical to include the share options and warrants in the
computation of the diluted EPS.

The following illustration demonstrates the computation of the basic and
the diluted EPS where an enterprise has issued share options.

lllustration 36.8

KL Enterprise was incorporated in 2012 with a fully paid-up capital of
100,000,000 ordinary shares of RMB1 each.

On 1July 2016, KL Enterprise issued share options to its key employees

to buy 20,000,000 ordinary shares at RMB3 per share effective 1 January <
2018.

The average market price of the enterprise’s ordinary shares for the
years 2016 and 2017 was RMB4 and RMB5 per share, respectivei:

KL Enterprise’s net profit for each of the years ended 31 Daceiaber 2016
and 2017 were RMB500,000,000.
For 2016:
Basic EPS
Net profit attributable to ordinary shareholders
Net profit RMB500,000,000
Weighted average number of ordinary shares outstanding
Ordinary shares 100,000,000

T36-310 © 2019 Wolters Kluwer Hong Kong Limited
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= RMB500,000,000

Basic EPS

100,000,000
= RMB5
Diluted EPS
i i to ordinary shareholders
Net profit attributable to o y 500,000,000

Net profit .
Weighted average number of ordinary shares outstanding

0
Ordinary shares 100,000,00

i 2,500,000
: ts of share options ,500,
Add: Effects o p i R
= RMB500,000,000
Thiuted EPS ey
= RMB4.88
Yor 2017
Basic EPS
i i to ordinary shareholders
Net profit attributable to o ry I

\ Net profit -
: Weighted average number of ordinary shares outstanding

0
Ordinary shares 100,000,00

i S = RMB500,000,000
prelc 100,000,000
= RMB5
Diluted EPS
i i ble to ordinary shareholders
e pr;)lﬁ:: att:)ﬁcuta o Y RMB50,000,000
et pr

Weighted average number of ordinary shares outstanding

00
Ordinary shares ;0;)6800063
: ts of share options ,000,
Add: Effects P ) Moo
i = RMB500,000,000
Diluted EPS e
=  RMB4.63
936-310
China Master GAAP Guide
O N © g =



836

Notes to the solution:

1) Ftc;rl lf;he 2016 basic EPS calculati
attributable to ordinary shareholders i
. s is RMB
the weighted average number of ordinary sh;i'((]a%(c])o
is 100,000,000 shares. Therefore, the basic EPS is RMB5

(2) TForthe computation of the 2016 diluted
are assumed to have been exercised
the_refore have the effect of increasin
weighted average number of ordinar gsha.r
2,500,000 shares, and are computed a}; foll

ows:

Ordinary shares assumed to be issued = 20,000
Ordinary shares assumed to be repurchased = S
(20,000,000 x RMB3/ RMB4) 15,0
Increase in ordinary shares outstanding = 5’08([3}1000
(outstanding for six months) P
Weighted average number = 2 g(()g ;-

= ,500,000

The numerator (i.e. net it fi
. net profit figure) for the dj i
affected by the share options and remains :tdﬁﬁtgsdog%%ésorégt

The diluted EPS is therefore RMB4.88.

(3) For the 2017 basic EPS calculation, the amount of net profit
rO

attributable to ordinary shareholders i
i ers is RMB500,0
ithi ngmghted average number of ordinary shares 0(1)3’5,[100’cﬁmi
5 100,000,000 shares. Therefore, the basic EPS is RMBSEm S

(4) For the com i i
putation of the 2017 diluted B i
have the effect of increasing the denonﬁi%tt)};e(?iéie*:%;?:g

average number of ordinary shares ing) 1
shares, and are computed ?; fouowsc?utstandmg) A

Ordinary shares assumed to be issued = 20,000,00
Ordinary shares assumed to be repurchased = "
(20,000,000 x RMB3/ RMB5) 12,000,000

Increase in ordinary shares outstanding

8,000,000

The numerator (i.e. net it fi
. net profit figure) for the dj i
affected by the share options, and remajnseatlélf\tde]%gl;(s](l)so%gt

The diluted EPS is therefore RMB4.63.

T36-310
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on, the amount of net profit

0,000, and
utstanding

EPS, the share options
on 1 July 2016 and
the denominator (ie
es outstanding) by.
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(5) Notethateventhough the share options are exercisable only as
from 1 January 2018, the 2016 diluted EPS is computed based
on the assumption that all the share options are exercised on
1 July 2016, and the 2017 diluted EPS is computed based
on the assumption that all the share options are exercised

on 1 January 2017.

136-320 Written put options

For contracts that require the enterprise to repurchase its own ordinary
shares (such as written put options), ASBE 34 provides that they should be
included in the computation of diluted EPS if the effect is dilutive. These
contracts wilivbe dilutive if their repurchase price is above the average
market price for the period (para 11). The potential dilutive effect on basic

EPS shouid be calculated as follows:

%" it should be assumed that at the beginning of the period, sufficient
ordinary shares will be issued to raise proceeds to satisfy the

repurchase contract;

(b) it should be assumed that the proceeds from the issue are used
to buy back the ordinary shares to satisfy the repurchase contract;

and
(c) the incremental ordinary shares should be included in the
computation of diluted EPS.

lllustration 36.9

To illustrate the provisions of paragraph 11, assume that on 1 January
2017, MN Enterprise has 1,000,000 written put options outstanding
on its ordinary shares with a repurchase price of RMB6. The average
market price of its ordinary shares during 2017 is RMB4. In this case,
for the purpose of computing diluted EPS for 2017, MN Enterprise will

assume that:

(a) it issues 1,500,000 ordinary shares (so that it will have
RMB6,000,000 (1,500,000 x RMB4) to satisty its repurchase
obligation of RMB6,000,000 (1,000,000 x RMB6)); and

(b) ituses the RMB6,000,000 to buy back 1,000,000 (RMB6,000,000/
RMB6) ordinary shares.

Thus, for the purpose of computing diluted EPS for 2017, the
denominator will be increased by 500,000 (1,500,000 - 1,000,000)

ordinary shares. J

China Master GAAP Guide 936-320
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136-330 Antidilution test

The profit (on the “per ordinar 4 :
- : v share” bas i
Eotenhgl_ ordinary s%}ares_ could be higher Orlfgvigsﬁlﬁai 1t10 tthe holders of
per ordinary share” basis) attributable to the ordinary sha r:hgl Igft (on the
rs.

If the profit (on the “per ordina " basi
' . ry share” basis) attrib
ﬁgﬁzg zlgatjlffs is lowgr than tl)zilt attributa)ble to ucgigjliatl? ﬂ’;l}?]potential
P e f? convertible securities in the calculation of th); EP?ES’ o
iy gure, arr}d.the_se potential ordinary shares have b Mo
[36-300 above as “dilutive potential ordinary shares” Oniin .
. er

the potential ordinary shares are said to be “antidilutive” everse,

It may be noted that whether
or not share opti
q . ptions and warran ilis
Ifetgencls on theqe_zvelrage market price for the year versus the etS are d1lui;1ve
e exercise price is lpwer than the average market price, th Xercise price,
and warrants are dilutive, and vice versa price, the share options

The Explanatory Guidance — Chapter 35 Egrni p
gor;;ratﬁol;lu?blgertfor_ge dil_ution Ii[)est is ”Ngtugfcs)éjtmof Fllgges pf;g;gdces t‘t}at ‘the
e m—c:r linary sha_res would decrease EPS or increas Wl v
S ——— uing operations. The use of “net profit per qhareef "
however, gaul:;es the dS 1 S ai b'aSiC EPS) as the control n1£ b nay
I, lluted EPS to be higher than the basi ol
lustration 36.10 below. ¢basic EPS, as shorsty

In cases where there is only one class of i i
]ic;rs ;nglﬁiiun% is sl:traigh'tforward. If the grc:)tfigtéil 311:1 }%ael;yoilé?;zs' th}? tesi’.[
he Co,n cludi gcl) nir;heg‘ordmary share is higher than the basic EPS thgls't T :
= e nme 1ate_1y that the potential ordinary share is ”e;ntid”l' AX
, therefore, is to be disregarded in the computation of the dilvtﬂ‘l‘ilt;ge
\ — .

However, in cases where there are more than
, one co ihle g iti
i}:z:;i ;)g;gg; OiI; st;;ra}gtsb, the test for antidilution is sligr}ll‘gley??}j ;i-efgtrg 1’rlles’
el ordihar hu e appremat.ed that it is possible'o'Mave a cl . exi.:
putientiliadined y %res whose profit (on the “per ordinary share” b sio)
uer tan, nfa aﬁlc PS, anfi yet 'their inclusion in the computati aS;S) .
y have an antidilution effect ¥ onaiy

mlustration 36.10 —‘

OP Enterprise hasin issue 100,000,0 i
; 0,000, 00 ordinary shares, RMB
?éocgggggtébéidlslan stocks “A” (CLS(A)) which are, convil?t?i)olgoiggg
Stoék ’,’BH i éary sh:?u“es and RMB100,000,000 of convertible |
s (CLS(B)) which are convertible into 100 i
o ,000,000 ordinary

936-330
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nvertible loan stocks “A” and “B” does not meet the

talisation and hence is recognised in profit or loss
ignore the splitting of convertible loan
nt and assume that the

The interest on €o
conditions for capi
for the period. For simplicity,
stocks into a liability and an equity compone
nominal interest rate equals the effective interest rate.

Assume the following for OP Enterprise for the year 2017:
(i) thebasic EPSis 10 cents,

(ii) the earnings for RMB1 of CLS(A) is 8 cents, and
(i) the earnings per RMB1 of CLS(B) is 4 cents.

In this case, the inclusion of all three securities would yield a diluted
EPS of 7.3 cents ({10 cents + 8 cents + 4 cents)/3), whereas with the
exclusion-of the CLS(B), the diluted EPS would be lower at 7 cents

((10 cer'ts+ 4 cents)/2).

Thiss, even though the earnings for the C
4Ps, it is still “antidilutive” in nature and
jrem the computation of the diluted EPS.
Thus, in cases where there are more than one class of potential ordinary

share, ASBE 34 provides that the potential ordinary shares should be
considered in sequence from the most dilutive to the least dilutive in

order to produce the least amount of diluted EPS (para 12).
The following procedure should be used for the antidilution test:

LS(A) is lower than the basic
should therefore be excluded

(a) compute the basic EPS;

(b) compute the earnings, on the “per ordinary share” basis, for
each of the potential ordinary shares;

(¢) those items in (b) with earnings “per ordinary share” higher
than the basic EPS are, of course, antidilutive and are to be
excluded in the computation of the diluted EPS;

(d) those items in (b) with earnings “per ordinary share” lower
than the basic EPS are to be included in the computation of
the diluted EPS on an “incremental” basis. The one with the
lowest earnings “per ordinary share” is to be included first,
and the one with the second lowest earnings included next

and so on; and

(e) the “worst” diluted EPS will be obtained at the stage before
the inclusion of the items in (b) which results in a diluted EPS

higher than the one in the previous stage.
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