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StrategicBusiness
Reporting

Practice&RevisionKit

ForexamsinSeptember2018,December2018,
March2019andJune2019

BPP Learning Media is an ACCA Approved Content Provider for the
ACCA qualification. This means we work closely with ACCA to ensure our
productsfullyprepareyouforyourACCAexams.

In this Practice & Revision Kit, which has been reviewed by the ACCA
examiningteam,we:

 DiscussthebeststrategiesforrevisingandtakingyourACCAexams

 Ensureyouarewellpreparedforyourexam

 Provideyouwithlotsofgreatguidanceontacklingquestions

 Provideyouwithfivemockexams
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iv

FindingQuestions

Questionindex
Theheadingsinthischecklist/indexindicatethemaintopicsofquestions,butquestionsoftencover
severaldifferenttopics.

Questions set under the previous syllabi Advanced Corporate Reporting (ACR) and Corporate
Reporting (P2)are includedbecause theircontent is similar to thosewhichappear in theStrategic
BusinessReporting(SBR)exam.

  Time
allocation


Pagenumber

Section1:Preparationquestions Marks Mins Question Answer

1Financialinstruments 6 12 3 103

2Leases 10 20 4 103

3Definedbenefitplan 10 20 4 104

4Sundrystandards 30 59 6 106

5Control 12 23 7 109

6Associate 20 39 8 111

7Partdisposal 25 49 9 113

8Stepacquisition 15 29 11 116

9Foreignoperation 25 49 12 118

10Consolidatedstatementofcashflows 20 39 14 122

11Currentissues 25 49 17 123



Section2:Groupspreparationquestions     

12Ejoy 30 59 18 128

13Zippy 30 59 19 132

14Bravado 30 59 21 136

15Jocatt 35 68 23 140

16Warrburt 30 59 26 145



Section3:Exam-standardquestions    

AApplyfundamentalethicalandprofessionalprinciplestoethicaldilemmasand
discusstheconsequencesofunethicalbehaviour

17Jarvis 20 39 31 149

18Columbus 20 39 31 152

19Casino 20 39 32 156
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Questionindex

 

 v

  Time
allocation


Pagenumber

Section3:Exam-standardquestions Marks Mins Question Answer

20Presdon 20 39 33 160

21Chippin 15 29 33 164

22EginGroup 20 39 34 166

BEvaluatetheappropriatenessofthefinancialreportingframeworkandcritically
discusschangesinaccountingregulation

23Conceptualframework 25 49 35 169

24Lizzer 25 49 35 174

25Accountingstandardsanddisclosure 25 49 36 178

CApplyprofessionaljudgementinthereportingofthefinancialperformanceofa
rangeofentities

26Tang 25 49 37 182

27Blochberger 25 49 38 188

28Minco 25 49 39 191

29Havanna 25 49 40 196

30Alexandra 25 49 41 200

31Verge 25 49 42 204

32Formatt 25 49 43 209

33Emcee 25 49 45 213

34Scramble 25 49 46 215

35Estoil 25 49 47 218

36Evolve 25 49 47 222

37Gasnature 25 49 48 224

38Blackcutt 25 49 49 227

39Lockfine 25 49 50 230

40Coatmin 25 49 52 233

41Avco 25 49 53 237

42Complexity 25 49 53 240

43Seltec 25 49 54 242

44Carsoon 25 49 55 246

45Macaljoy 25 49 56 248

46Panel 25 49 58 252
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  Time
allocation


Pagenumber

Section3:Exam-standardquestions Marks Mins Question Answer

47Kesare 25 49 59 255

48Chemclean 25 49 60 258

49Ryder 25 49 61 261

50Royan 25 49 62 264

51Electron 25 49 63 266

52William 25 49 64 269

53Leigh 25 49 65 272

54FairvaluesandIFRS13 25 49 66 274

55Mehran 25 49 67 277

56Yanong 25 49 68 279

57Canto 25 49 70 283

58Ethan 25 49 72 285

59IFRSsandSMEs 25 49 73 288

60Whitebirk 22 43 73 291

61Zack 25 49 74 293

62Pod 25 49 75 297

63LuckyDairy 25 49 76 300

64Coate 25 49 77 302

DPreparethefinancialstatementsofgroupsofentities

65Marrgrett 25 49 79 306

66Marchant 30 59 79 308

67Traveler 30 59 81 312

68Angel 30 59 82 317

69Weston 30 59 85 321

70Kayte 25 49 87 325

71Bubble 30 59 88 328

72Aspire 25 49 90 332

73Plans 25 49 91 336

74Decany 25 49 92 338
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Questionindex

 

 vii

  Time
allocation


Pagenumber

Section3:Exam-standardquestions Marks Mins Question Answer

EInterpretingfinancialstatementsfordifferentstakeholders

75Moorland 25 49 94 343

76Tufnell 25 49 94 345

77Cloud 25 49 96 349

78Amster 25 49 97 353

FCommunicatetheimpactofchangesandpotentialchangesinaccounting
regulationonfinancialreporting

79Sanchera 25 49 99 356

Mockexam1

1Joey
2Jogger
3Klancet
4Jayach

Mockexam2

1Robby
2Ramsbury
3Calcula
4Janne

Mockexam3

1 Ashanti 
2Elevator
3Glowball(ACRPilotexam,amended)
4Suntory

Mockexam4

1 Diamond (P2Mar/Jun17,amended)
2Star (P2Mar/Jun17,amended)
3Chesterfield
4Skye(P2Mar/Jun17,amended)

Mockexam5(ACCASpecimenexam)

1 Kutchen
2Abby
3Africant
4Rationale
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viii

Topicindex
Listedbeloware thekeySBR syllabus topicsand thenumbersof thequestions in thisKit covering
thosetopics.

Ifyouneedtoconcentrateyourpracticeandrevisiononcertaintopicsorifyouwanttoattemptall
availablequestionsthatrefertoaparticularsubject,youwillfindthisindexuseful.

Syllabustopic Questionnumbers Workbookchapter

Agriculture(IAS41) 56,63 3

Accountingpolicies(IAS8) 31,61,62,64 1

Borrowingcosts(IAS23) 33,62 3

Changesingroupstructureandgroup
reorganisations

73,74 12

ConceptualFramework 24,25,26,30,77 1

Consolidatedstatementoffinancial
position

10,14,48,64,65,66,67,
70,73

10

Consolidatedstatementofprofitorloss
andothercomprehensiveincome

12,13,48,64 10

Consolidatedstatementofcashflows 10,15,16,20,21,64,68,
69,79

16

Corporateresponsibility 19,77 17

Currentissues 23,24,25,77,79 19

Disclosureinitiative 20,24,25 19

Deferredtax(IAS12) 36,46,47,48,58,63,64,
72

6

Disposalsofinvestments 7,13,49,65,66,69 12

Employeebenefits(pensions) 3,4,13,30,45,48,51,52 4

Ethics 17–22,29,30,49,67,69 2

Eventsafterthereportingperiod(IAS
10)

24,37,49 5

Fairvalue(IFRS13) 13,18,34,40,45,55,56,
57,59

7

Financialinstruments(IFRS9) 1,4,12,24,34,36,37,40,
41,42,43,44,48,58,67,
77

7

Foreigncurrency(IAS21) 9,14,63,64,73,74 15

Globalreportinginitiative 17 17

Governmentgrants(IAS20) 31,64,68 3

Impairment(IAS36) 30,32,33,34,35,38,49,
57,58

3
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 ix

Syllabustopic Questionnumbers Workbookchapter

Intangibleassets(IAS38) 17,28,33,34,48,57 3

Integratedreporting 17,20,77,79 17

Interpretationoffinancialstatements 75–78 17

Interimreporting(IAS34) 28 1

Investmentproperty(IAS40) 36,38,57,58 3

Jointarrangements(IFRS11) 12,37 14

Leasing(IFRS16) 2,18,29,38,44,46,52,53 8

Non-currentassetsheldforsaleand
discontinuedoperations(IFRS5)

12,28,29,32,36,48,49,
63

13

Property,plantandequipment(IAS16) 27,28,31,36,37,57,70,
77

3

Provisionsandcontingencies(IAS37) 31,37,38,39,45,50,51,
52,74

5

Relatedpartytransactions(IAS24) 22,30,33,40 2

Revenuerecognition(IFRS15) 13,26,27,28,29,30,31,
44,51

1

Segmentreporting(IFRS8) 19,31,67 17

Share-basedpayment(IFRS2) 46,49,51,52,53,56,65 9

Smallandmedium-sizedentities 59,60 18

Socialandenvironmentalreporting 17,19 17

Stepacquisitions 8,14,65,67 11
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Helpingyouwithyourrevision

BPPLearningMedia–ACCAApprovedContentProvider

AsanACCAApprovedContentProvider,BPPLearningMediagivesyoutheopportunitytouse
revision materials reviewed by the ACCA examining team. By incorporating the ACCA examining
team's comments and suggestions regarding the depth and breadth of syllabus coverage, the BPP
LearningMediaPractice&RevisionKitprovidesexcellent,ACCA-approvedsupportforyourrevision.

ThesematerialsarereviewedbytheACCAexaminingteam.Theobjectiveofthereviewistoensurethat
the material properly covers the syllabus and study guide outcomes, used by the examining team in
setting the exams, in the appropriate breadth and depth. The review does not ensure that every
eventuality, combination or application of examinable topics is addressed by the ACCA Approved
Content. Nor does the review comprise a detailed technical check of the content as the Approved
ContentProviderhasitsownqualityassuranceprocessesinplaceinthisrespect.

ThestructureofthisPractice&RevisionKit
This Practice& Revision Kit is divided into three sections. The questions in Section1 are preparation
questions to help develop your knowledge. Section2 provides a number of questions focusedon the
preparation of full consolidated financial statements. It is highly unlikely that you will be required to
preparefullconsolidatedfinancialstatementsintheexam,itismorelikelythatextractswillberequired,
so the aim of this section is to help develop your consolidation knowledge and technique. Section 3
containsanumberofexamstandardquestionswhichareofappropriatecomplexityandformattomimic
thestyleofthefinalexam.Therearealsofivemockexamswhichprovidesufficientopportunitytorefine
yourknowledgeandskillsaspartofyourfinalexampreparations.

Approachtoexaminingthesyllabus
TheStrategicBusiness Reporting syllabus isassessedbya3hour15minute exam. Thepassmark is
50%.Allquestionsintheexamarecompulsory.

Attherevisionstage,weadvisestudentstorevisit thefollowingmainsyllabusrequirementssothatyou
haveagoodunderstandingoftheoverallobjectivesofthisexam.Remember,ACCA'sexaminingteam
expectyoutobeableto:

 Demonstrateprofessionalcompetenceswithinthebusinessreportingenvironment.Youwillbe
examinedonconcepts,theories,andprinciples,andonyourabilitytoquestionandcommenton
proposedaccountingtreatments.

 Relate professional issues to relevant concepts and practical situations. The evaluation of
alternativeaccountingpracticesandtheidentificationandprioritisationofissueswill
beakeyelementoftheexam.

 Exercise professional and ethical judgement, and integrate technical knowledge
whenaddressingbusinessreportingissuesinabusinesscontext.

 Adopteitherastakeholderoranexternalfocusinansweringquestionsanddemonstrate
personal skills such as problem solving, dealing with information and decision
making. You will also have to demonstrate communication skills appropriate to the
scenario.

 Demonstrate specific professional knowledge appropriate to the preparation and
presentationofconsolidatedandotherfinancialstatementsfromaccountingdata,to
conform with relevant accounting standards. Here, you may be required to interpret financial
statements for different stakeholders and/or communicate the impact of changes in accounting
regulationonfinancialreporting.
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Formatoftheexam

100marks,twosections,eachsection50marks Marks

Section
A

Twocompulsoryscenario-basedquestions,totalling50marks

Question1:
 Basedonthefinancialstatementsofgroupentities,orextractsthereof

(syllabusareaD)
 Alsolikelytorequireconsiderationofsomefinancialreportingissues

(syllabusareaC)
 Numericalaspectsofgroupaccountingwillbeamaximumof25marks 
 Discussionandexplanationofnumericalaspectswillberequired 

Question2:

 Considerationofthereportingimplicationsandtheethicalimplications
ofspecificeventsinagivenscenario 

Twoprofessionalmarkswillbeawardedtotheethicalissuesquestion.

50

(incl.2
professional
marks)

Section
B

Twocompulsory25-markquestions
Questions:
 Maybescenario,case-study,oressaybased
 Willcontainbothdiscursiveandcomputationalelements
 Coulddealwithanyaspectofthesyllabus
 Willalwaysincludeeitherafullorpartquestionthatrequiresthe

appraisaloffinancialand/ornon-financialinformationfromeitherthe
preparer'soranotherstakeholder'sperspective

Twoprofessionalmarkswillbeawardedtothequestionthatrequires
analysis.

50

(incl.2
professional
marks)

Currentissues

Thecurrentissueselementofthesyllabus(SyllabusareaF)maybeexaminedinSectionAorBbutwill
notbeafullquestion.Itismorelikelytoformpartofanotherquestion.
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xii

EssentialskillsareastobesuccessfulinStrategic
BusinessReporting
There are three areas you should develop in order to achieve exam success in Strategic Business
Reporting.Asareminder,theseare:

(1) Knowledgeapplication
(2) SpecificStrategicBusinessReportingskills
(3) Examsuccessskills

Attherevisionandfinalexampreparationphasestheseshouldbedevelopedtogetheraspart
ofacomprehensivestudyplanoffocusedquestionpractice.

Take some time to revisit the SpecificStrategic Business Reporting skills and Exam success
skills.Theseareshowninthediagrambelowandfollowedbytutorialguidanceofhowtoapplythem.



SpecificStrategicBusinessReportingskills–reminder
ThesearetheskillsspecifictoSBRthatwethinkyouneedtodevelopinordertopasstheexam.

In the BPP Strategic Business ReportingWorkbook, there are fiveSkills Checkpoints which define
eachskillandshowhowit isapplied inansweringaquestion.Abriefsummaryofeachskill isgiven
below.

Skill1:Approachingethicalissues

Question2inSectionAoftheexamwillrequireyoutoconsiderthereportingimplicationsandthe
ethical implicationsof specificevents inagiven scenario. The twoSectionBquestionscoulddeal
withanyaspectofthesyllabus.Therefore,ethicscouldfeatureinthispartoftheexamtoo.

Giventhatethicswillfeatureineveryexam,itisessentialthatyoumastertheappropriatetechniquefor
approachingethicalissuesinordertomaximiseyourmark.

BPPrecommendsastep-by-steptechniqueforapproachingquestionsonethicalissues:

 
STEP 1


Workouthowmanyminutesyouhavetoanswerthequestion.

 
STEP 2


Readtherequirementandanalyseit.

Specific SBR skills

Exam success skills

Eff
ective w

riting

an
d presentation

Managing information

Answer planning

Corr
ec
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ti
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n
of r

eq
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m
e

n
ts

Resolving financial
reporting issues

Applying good
consolidation

techniques

Approaching
ethical
issues

Creating effective
discussion

Performing
financial analysis

E�cient numerical
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G
o
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e 
m

an
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em
en

t
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Essentialskills


 xiii

 
STEP 3


Readthescenario,identifywhichIASorIFRSmayberelevant, whethertheproposed
accountingtreatmentcomplieswiththatIASorIFRSandwhetherthereareanythreatsto
thefundamentalethicalprinciples.

 
STEP 4


Prepareananswerplanusingkeywordsfromtherequirementsasheadings.



 
STEP 5


Writeupyouranswerusingkeywordsfromtherequirementsasheadings.

SkillsCheckpoint1intheBPPWorkbookforStrategicBusinessReportingcoversthistechniqueindetail
throughapplicationtoanexam-standardquestion.ConsiderrevisitingSkillsCheckpoint1and
completingthescenario-basedquestiontospecificallyimprovethisskill.

Skill2:Resolvingfinancialreportingissues
Financial reporting issues are highly likely to be tested in both sections of your Strategic Business
Reportingexam,soitisessentialthatyoumastertheskillforresolvingfinancialreportingissuesinorder
tomaximiseyourchanceofpassingtheexam.

ThebasicapproachBPPrecommendsforresolvingfinancialreportingissuesisverysimilartotheonefor
ethical issues. This consistency is important because in Question 2 of the exam, both will be tested
together.

 
STEP 1


Workouthowmanyminutesyouhavetoanswerthequestion.

 
STEP 2


Readtherequirementandanalyseit,identifyingsub-requirements.

 
STEP 3


Readthescenario,identifyingrelevantIASsorIFRSsandtheirapplicationtothescenario.

 
STEP 4


Prepareananswerplanensuringthatyoucovereachoftheissuesraisedinthescenario.

 
STEP 5


Writeupyouranswer,usingseparateheadingsforeachiteminthescenario.

SkillsCheckpoint2intheBPPWorkbookforStrategicBusinessReportingcoversthistechniqueindetail
throughapplicationtoanexam-standardquestion.ConsiderrevisitingSkillsCheckpoint2and
completingthescenariobasedquestiontospecificallyimprovethisskill.

Skill3:Applyinggoodconsolidationtechniques
Question 1 of Section A of the examwill be based on the financial statements of group entities, or
extracts thereof.SectionBof theexamcoulddealwithanyaspectof thesyllabussoit isalsopossible
thatgroupsfeatureinQuestion3or4.

Good consolidation techniques are therefore essential when answering both written and numerical
aspectsofgroupquestions.

SkillsCheckpoint3 focuseson themorechallenging technique for correctingerrors ingroup financial
statementsthathavealreadybeenprepared.

Astep-by-steptechniqueforapplyinggoodconsolidationtechniquesisoutlinedbelow.

 
STEP 1


Workouthowmanyminutesyouhavetoanswerthequestion.

 
STEP 2


Readtherequirementforeachpartofthequestionandanalyseit,identifying
sub-requirements.
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xiv

 
STEP 3


Readthescenario,identifyexactlywhatinformationhasbeenprovidedandwhatyou
needtodowiththisinformation.Identifywhichconsolidationworkings/adjustmentsmay
berequired.

 
STEP 4


Drawupagroupstructure.Makenotesinthemarginsofthequestionastowhich
consolidationworking,adjustmentorcorrectiontoerrorisrequired.Donotperformany
detailedcalculationsatthisstage.

 
STEP 5


Writeupyouranswerusingkeywordsfromtherequirementsasheadings(ifpreparing
narrative).Performcalculationsfirst,thenexplain.Rememberthatmarkswillbeavailable
foradiscussionoftheprinciplesunderpinninganycalculations.

SkillsCheckpoint3intheBPPWorkbookforStrategicBusinessReportingcoversthistechniqueindetail
throughapplicationtoanexam-standardquestion.ConsiderrevisitingSkillsCheckpoint3and
completingthescenariobasedquestiontospecificallyimprovethisskill.

Skill4:Performingfinancialanalysis
SectionBof theSBRexamwill contain twoquestions,whichmaybe scenarioor case-studyor essay
based and will contain both discursive and computational elements. Section B could deal with any
aspectof thesyllabusbutwillalways includeeithera fullquestion,orpartofaquestion that requires
appraisal of financial or non-financial information from either the preparer's and/or another
stakeholder's perspective. Two professional marks will be awarded to the question in Section B that
requiresanalysis.

Given that appraisal of financial and/or non-financial information will feature in Section B of every
exam,itisessentialthatyouhavemasteredtheappropriatetechniqueinordertomaximiseyourchance
ofpassingtheSBRexam.

Astep-by-steptechniqueforperformingfinancialanalysisisoutlinedbelow.

 
STEP 1


Workouthowmanyminutesyouhavetoanswerthequestion

 
STEP 2


Readandanalysetherequirement

 
STEP 3


Readandanalysethescenario

 
STEP 4


Prepareananswerplan

 
STEP 5


Writeupyouranswer

SkillsCheckpoint4intheBPPWorkbookforStrategicBusinessReportingcoversthistechniqueindetail
throughapplicationtoanexam-standardquestion.ConsiderrevisitingSkillsCheckpoint4and
completingthescenariobasedquestiontospecificallyimprovethisskill.

Skill5:Creatingeffectivediscussion
Significantly moremarks in the Strategic Business Reporting examwill relate to written answers than
numerical answers. It is very tempting to only practise numerical questions as they are easy tomark
because theanswer is right orwrong,whereaswrittenquestionsaremore subjectiveanda rangeof
differentanswerswillbegivencredit.Evenwhenattemptingwrittenquestions, it is tempting towritea
brief answer plan and then look at the answer rather thanwriting a full answer to plan. Unless you
practisewrittenquestions in full to time,youwillneveracquire thenecessaryskills to tacklediscussion
questions.

ThebasicfivestepsadoptedinSkillsCheckpoint4shouldalsobeusedindiscussionquestions.
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Steps2and4areparticularly important fordiscussionquestions.Youwill definitely need to spenda
third of your time reading and planning. Generating ideas at the planning stage to create a
comprehensive answer plan will be the key to success in this style of question. Consideration of the
Conceptual Framework, ethical principles and the perspective of stakeholders will often help with
discursivequestionsinSBR.

SkillsCheckpoint5intheBPPWorkbookforStrategicBusinessReportingcoversthistechniqueindetail
throughapplicationtoanexam-standardquestion.ConsiderrevisitingSkillsCheckpoint5and
completingthescenariobasedquestiontospecificallyimprovethisskill.

Examsuccessskills
PassingtheSBRexamrequiresmorethanapplyingsyllabusknowledgeanddemonstratingtheSpecific
SBRskills;italsorequiresthedevelopmentofexcellentexamtechniquethroughquestionpractice.

Weconsiderthefollowingsixskills,orexamtechniques,tobevitalforexamsuccess.Theseskillswere
introducedintheBPPWorkbookandyoucanrevisitthefiveSkillsCheckpointsintheBPPWorkbookfor
tutorialguidanceofhowtoapplyeachofthesixExamsuccessskillsinyourquestionpracticeandinthe
exam.

Aim to consider your performance in all six Exam success skills during your revision stage question
practiceandreflectonyourparticularstrengthsandweakerareaswhichyoucanthenworkon.

Examsuccessskill1

Managinginformation

Questions in the exam will present you with a lot of information. The skill is how you handle this
informationtomakethebestuseofyourtime.Thekeyisdetermininghowyouwillapproachtheexam
andthenactivelyreadingthequestions. 

AdviceonManaginginformation

Approach

Theexam is3hours15minutes long.There isnodesignated 'reading' timeat the startof theexam,
however,oneapproach that canworkwell is to start theexamby spending10–15minutes carefully
readingthroughallofthequestionstofamiliariseyourselfwiththeexam.

Onceyoufeelfamiliarwiththeexam,considertheorderinwhichyouwillattemptthequestions;always
attempttheminyourorderofpreference–forexample,youmaywanttoleavetolastthequestionyou
considertobethemostdifficult.

Ifyoudo take thisapproach, remember toadjust the timeavailable foreachquestionappropriately–
seeExamsuccessskill6:Goodtimemanagement.

Ifyoufindthatthisapproachdoesn'tworkforyou,don'tworry–youcandevelopyourowntechnique.

Activereading

Youmusttakeanactiveapproachtoreadingeachquestion.Focusontherequirementfirst,underlining
key verbs, for example, prepare, comment, explain or discuss, to ensure you answer the question
properly. Then read the rest of the question, underlining and annotating important and relevant
information,andmakingnotesofanyrelevanttechnicalinformationyouthinkyouwillneed.

Examsuccessskill2

Correctinterpretationoftherequirements

Theactiveverbusedoftendictatestheapproachthatwrittenanswersshouldtake(eg'explain','discuss',
'evaluate'). It is important you identify and use the verb to define your approach. The Correct
interpretationof therequirementsskill iscorrectlyproducingonlywhatisbeingaskedforbya
requirement.Anythingnotrequiredwillnotearnmarks.
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xvi

AdviceonCorrectinterpretationoftherequirements

Thisskillcanbedevelopedbyanalysingquestionrequirementsandapplyingthisprocess:

Step1 Readtherequirement

Firstly, read the requirement a couple of times slowly and carefully and highlight the
activeverbs.Usetheactiveverbstodefinewhatyouplantodo.Makesureyouidentify
anysub-requirements.

Step2 Readtherestofthequestion

Byreadingtherequirementfirst,youwillhaveanideaofwhatyouarelookingoutfor
as you read through the case overview and exhibits. This is a great time saver and
meansyoudon'tenduphavingtoreadthewholequestioninfulltwice.Youshoulddo
thisinanactiveway–seeExamsuccessskill1:Managinginformation.

Step3 Readtherequirementagain

Readtherequirementagaintoremindyourselfoftheexactwordingbeforestartingyour
written answer. This will capture any misinterpretation of the requirements or any
requirementsmissedentirely. This shouldbecomeahabit in yourapproachand,with
repeatedpractice,youwillfindthefocus,relevanceanddepthofyouranswerplanwill
improve.

Examsuccessskill3

Answerplanning:Priorities,structureandlogic

This skill requires the planning of the key aspects of an answer which accurately and completely
respondstotherequirement. 

AdviceonAnswerplanning:Priorities,structureandlogic

Everyonewill haveapreferred style forananswerplan. Forexample, itmaybeamindmap,bullet-
pointedlistsorsimplyannotatingthequestion.Choosetheapproachthatyoufeelmostcomfortablewith
or if you are not sure, try out different approaches for different questions until you have found your
preferredstyle.

Foradiscussionquestion,annotatingthequestionislikelytobeinsufficient.Itwouldbebettertodraw
upaseparateanswerplanintheformatofyourchoosing(egamindmaporbullet-pointedlists).Fora
groups question, youwill typically spend less time planning than for a discussion type question. You
shouldaimtodrawupthegroupstructure.Then,ratherthandrawingupaformalplan,thebestuseof
your timeis toannotate thequestionmarginsnotingwhichgroupworking,adjustmentorcorrectionof
errorwillberequired.

Examsuccessskill4 

Efficientnumericalanalysis

Thisskillaimstomaximisethemarksawardedbymakingcleartothemarkertheprocessofarrivingat
youranswer.Thisisachievedbylayingoutananswersuchthat,evenifyoumakeafewerrors,youcan
still score subsequent marks for follow-on calculations. It is vital that you do not lose marks purely
becausethemarkercannotfollowwhatyouhavedone.
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AdviceonEfficientnumericalanalysis

Thisskillcanbedevelopedbyapplyingthefollowingprocess:

Step1 Useastandardproformaworkingwhererelevant

Ifanswerscanbelaidoutinastandardproformathenalwaysplantodoso.Thiswill
help themarker tounderstandyourworkingandallocate themarkseasily. Itwillalso
helpyoutoworkthroughthefiguresinamethodicalandtime-efficientway.

Step2  Showyourworkings

Keep your workings as clear and simple as possible and ensure they are cross-
referenced to the main part of your answer.Where it helps, provide brief narrative
explanationstohelpthemarkerunderstandthestepsinthecalculation.Thismeansthat
if a mistake is made then you do not lose any subsequent marks for follow-on
calculations.

Step3 Keepmoving!

Itisimportanttorememberthat,inanexamsituation,itisdifficulttogeteverynumber
100%correct.Thekey is thereforeensuringyoudonot spend too longonanysingle
calculation.Ifyouarestrugglingwithasolutionthenmakeasensibleassumption,state
itandmoveon.



Examsuccessskill5

Effectivewritingandpresentation

Written answers should be presented so that themarker can clearly see the points you are making,
presented in the format specified in the question. The skill is to provide efficientwritten answerswith
sufficientbreadthofpointsthatanswerthequestion,intherightdepth,inthetimeavailable.

AdviceonEffectivewritingandpresentation

Step1 Useheadings

Usingtheheadingsandsub-headingsfromyouranswerplanwillgiveyouranswer
structure,orderandlogic.Thiswillensureyouranswerlinksbacktotherequirement
andisclearlysignposted,makingiteasierforthemarkertounderstandthedifferent
pointsyouaremaking.Underliningyourheadingswillalsohelpthemarker.

Step2  Writeyouranswerinshort,butfull,sentences

Useshort,punchysentenceswith theaimthateverysentenceshouldsaysomething
different and generate marks. Write in full sentences, ensuring your style is
professional.

Step3  Doyourcalculationsfirst,explanationsecond

Questionsoftenaskforanexplanationwithsuitablecalculations,thebestapproach
is to prepare the calculation first but present it on the bottom half of the page of
/next page to your answer. Then add the explanation before the calculation.
Performingthecalculationfirstshouldenableyoutoexplainwhatyouhavedone.
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Examsuccessskill6

Goodtimemanagement

Thisskillmeansplanningyourtimeacrossalltherequirementssothatalltaskshavebeenattemptedat
theendofthe3hours15minutesavailableandactivelycheckingontimeduringyourexam.Thisisso
thatyoucanflexyourapproachandprioritiserequirementswhich,inyourjudgement,willgeneratethe
maximummarksintheavailabletimeremaining.

AdviceonGoodtimemanagement

Theexamis3hours15minuteslong,whichtranslatesto1.95minutespermark.Thereforea10-mark
requirementshouldbeallocatedamaximumof20minutestocompleteyouranswerbeforeyoumoveon
tothenexttask.Atthebeginningofaquestion,workouttheamountoftimeyoushouldbespendingon
each requirementandwrite the finishing timenext toeach requirementonyourexam. If you take the
approachof spending10-15minutes readingandplanningat the start of the exam,adjust the time
allocated to eachquestionaccordingly, eg if youallocate15minutes to reading, then youwill have
3hoursremainingwhichis1.8minutespermark.

Keepaneyeontheclock

Aimtoattemptallrequirements,butbereadytoberuthlessandmoveonifyouranswerisnotgoingas
planned.Thechallengeformanyisstickingtoplannedtimings.Beawarethisisdifficulttoachieveinthe
earlystagesofyourstudiesandbereadytoletthisskilldevelopovertime.

Ifyoufindyourselfrunningshortontimeandknowthatafullanswerisnotpossibleinthetimeyouhave,
consider recreating your plan in overview form and then add key terms and details as time allows.
Remember, somemarksmay be available, for example, simply stating a conclusionwhich you don't
havetimetojustifyinfull.
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FurtheradviceforrevisingforStrategicBusinessReporting

Questionpractice

Questionpracticeundertimedconditionsisabsolutelyvital.Westronglyadviseyoutocreatearevision
study plan which focuses on question practice. This is so that you can get used to the pressures of
answeringexamquestions in limited time,developproficiency in theSpecificSBRskillsand theExam
successskills.Ideally,youshouldaimtocoverallquestionsinthisKit,andveryimportantly,allfivemock
exams.

Selectingquestions

Tohelpyouplanyourrevision,wehaveprovidedafulltopicindexwhichmapsthequestionstotopics
inthesyllabus.

Makingthemostofquestionpractice

AtBPPLearningMediawerealisethatyouneedmorethanjustquestionsandmodelanswerstogetthe
mostfromyourquestionpractice.

 Our Top tips included for certain questions provide essential advice on tackling questions,
presentinganswersandthekeypointsthatanswersneedtoinclude

 WeshowyouhowyoucanpickupEasymarksonsomequestions,asweknowthatpickingup
allreadilyavailablemarksoftencanmakethedifferencebetweenpassingandfailing

 Weincludemarkingguidestoshowyouwhattheexaminingteamrewards

Attemptingmockexams

ThisKithas fivemockexams, including theACCASpecimenExam,whichprovidepracticeatcoping
with the pressures of the exam day. We strongly recommend that you attempt them under exam
conditions.Allthemockexamsreflectthequestionstylesandsyllabuscoverageoftheexam.
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Topicstorevise

TheACCAexamining team consistentlywarn very strongly against question-spottingand trying to
predictthetopicsthatwillbeincludedintheexam.Studentsshouldnotbesurprisedifthesametopic
areaisexaminedintwosuccessivesittings.ACCA'sexaminingteamregardsfewareasasoff-limits
forquestions,andallofthesyllabuscanbetested.

Thatsaid,thefollowingareasofthesyllabusareveryimportant,andyourrevisionthereforeneedsto
coverthemparticularlywell.

 Groupaccounts:GroupaccountswillalwaysbeexaminedaspartofSectionAbutmay
alsofeature inSectionB.Youareunlikely tobeaskedtopreparefullconsolidatedfinancial
statements inSBRbutdoneed tobeable toprepareextracts from themorkeycalculations
within.Youmustalsobeabletoexplaintheaccountingtreatment,asthemarksfornumerical
aspectswillbelimited.

 Ethical issues: Ethical issues will feature in Section A of every exam and may also be
examinedinSectionB.Itisimportantthatyoucananalyseethicalissueswithregardstothe
fundamentalprinciplesofACCA'sCodeofEthicsandConduct.

 AnalysisandappraisalofinformationwillbetestedinSectionB.Youshouldnotfocus
only on 'traditional' financial analysis such as ratios. Youwill need to appraise companies
usingarangeoffinancialandnon-financialinformation,andfromtheperspectiveofdifferent
stakeholders.

 An in-depth knowledge of the Conceptual Framework is required. You will be
expected to discuss the consistency of the Conceptual Framework (and revised Conceptual
Framework),witheachIFRSthatisexamined.

 Developments in FinancialReporting:Youneed tobeable toassess the impactofa
changeorproposedchangeinaccountingstandards,suchastheimpactofIFRS16Leaseson
the financial statements,andonhowstakeholderswillanalyse the financial statements.You
need to readwidely todevelopyourknowledgeofcurrent issues, including readingarticles
publishedonACCA'swebsiteandlookingatrealpublishedannualreports.

 More complex IFRSs such as IFRS 15 Revenue from Contracts with Customers, as there is
significantscopefordiscussionandjustificationinmorecomplexstandards.

Examinabledocuments
The following documents are examinable for sittings up from September 2018 to June 2019.
Knowledge of new examinable regulations issued by 31 August will be required in examination
sessionsbeingheldinthefollowingexamyear.Documentsmaybeexaminableeveniftheeffective
dateisinthefuture.

ACCA'sStudyGuide forStrategicBusiness Reportingoffersmoredetailedguidanceon thedepth
and level at which the examinable documents will be examined and this is available on
accaglobal.com.
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 International Accounting Standards (IASs)/International Financial
ReportingStandards(IFRSs)

IAS1 PresentationofFinancialStatements

IAS2 Inventories

IAS7 StatementofCashFlows

IAS8 AccountingPolicies,ChangesinAccountingEstimatesandErrors

IAS10 EventsAftertheReportingPeriod

IAS12 IncomeTaxes

IAS16 Property,PlantandEquipment

IAS19 EmployeeBenefits

IAS20 AccountingforGovernmentGrantsandDisclosureofGovernmentAssistance

IAS21 TheEffectsofChangesinForeignExchangeRates

IAS23 BorrowingCosts

IAS24 RelatedPartyDisclosures

IAS27 SeparateFinancialStatements

IAS28 InvestmentsinAssociatesandJointVentures

IAS32 FinancialInstruments:Presentation

IAS33 EarningsperShare

IAS34 InterimFinancialReporting

IAS36 ImpairmentofAssets

IAS37 Provisions,ContingentLiabilitiesandContingentAssets

IAS38 IntangibleAssets

IAS40 InvestmentProperty

IAS41 Agriculture

IFRS1 First-timeAdoptionofInternationalFinancialReportingStandards

IFRS2 Share-basedPayment

IFRS3 BusinessCombinations

IFRS5 Non-currentAssetsheldforSaleandDiscontinuedOperations

IFRS7 FinancialInstruments:Disclosures

IFRS8 OperatingSegments

IFRS9 FinancialInstruments

IFRS10 ConsolidatedFinancialStatements

IFRS11 JointArrangements
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IFRS12 DisclosureofInterestsinotherEntities

IFRS13 FairValueMeasurement

IFRS15 RevenuefromContractswithCustomers

IFRS16 Leases

IFRSSMEs IFRSforSmallandMedium-sizedEntities

 OtherStatements

 ConceptualFrameworkforFinancialReporting

PracticeSt PracticeStatement:ManagementCommentary

 TheInternational<IR>Framework

 EDs,DiscussionPapersandOtherDocuments

ED/2016/1 DefinitionofaBusinessandAccountingforPreviouslyHeldInterests

ED/2015/8 IFRSPracticeStatementApplicationofMaterialitytoFinancialStatements

ED2015/3 ConceptualFrameworkforFinancialReporting

ImportantnoteforUKstudentswhoaresittingtheUK
variantofStrategicBusinessReporting
IfyouaresittingtheUKvariantoftheStrategicBusinessReportingexamyouwillbestudyingunder
International standards,butbetween15and20markswillbeavailable forcomparisonsbetween
InternationalandUKGAAP.ACCAhaveprovidedthefollowingadvice:

"TheUKsyllabusofStrategicBusinessReportingwillassess thedifferencesbetweenfull IFRS
andFRS102.ThismeansthattheUKsyllabuswillbemuchmorerelevantthanitisatpresent.
ItwouldalsoprovideACCAwithauniquesellingpointwherecandidates thatpass theUK
syllabusarequalifiedinbothUKGAAPandIFRS.

Effectontheexam

Partofoneof theSectionBquestionswillbeadapted toassess thedifferencesbetweenUK
GAAP,UK legal requirementsand full IFRS. Thisquestionmaybebasedoneithera single
entityoragroup.ThisquestionwilltestsomeofthespecificdifferencesbetweenFRS102and
full IFRS (listed in the examinable documents). It may also test certain aspects of the UK
statutory requirements; forexample those relating togroupaccountingor theuseof the true
and fair override where compliance with the standards does not result in a true and fair
presentation. Alternatively, it may assess the changes to the recognition and measurement
requirements introduced by the statutory instrument or the impact of the changes in the
thresholdsandeligibilitycriteria."

(ACCASBRUKSyllabusandStudyGuideSeptember2018toJune2019)

ThisPractice&RevisionKitisbasedonInternationalFinancialReportingStandardsonly.Anonline
supplementwill be available at www.bpp.com/learning-media, covering the additional UK issues
andprovidingadditionalillustrationsandexamples.
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Section1–Preparationquestions 

Tutorialnote:

TheSection1questionsaredesignedtohelpyoupreparefortheSBRexamination.Theyarenotofa
fullexamstandardbutarestillveryhelpfulintestingyourunderstandingofkeyareasofthesyllabus.
Thenumberofmarksandtimeallocatedtoeachquestioninthissectionisforindicativepurposes
only.

1Financialinstruments 12mins
(a) Graben Co purchases a bond for $441,014 on 1 January 20X1. It will be redeemed on

31December20X4for$600,000.Thebondisheldatamortisedcostandcarriesnocoupon.

Required

Calculatethevaluationofthebondforthestatementoffinancialpositionasat31December
20X1andthefinanceincomefor20X1showninprofitorloss. (3marks)

Compoundsumof$1:(1+r)n

Year 2% 4% 6% 8% 10% 12% 14%
1 1.0200 1.0400 1.0600 1.0800 1.1000 1.1200 1.1400
2 1.0404 1.0816 1.1236 1.1664 1.2100 1.2544 1.2996
3 1.0612 1.1249 1.1910 1.2597 1.3310 1.4049 1.4815
4 1.0824 1.1699 1.2625 1.3605 1.4641 1.5735 1.6890
5 1.1041 1.2167 1.3382 1.4693 1.6105 1.7623 1.9254

(b) Baldie Co issues 4,000 convertible bonds on 1 January 20X2 at par. The bonds are
redeemablethreeyearslaterataparvalueof$500perbond,whichisthenominalvalue.

Thebondspayinterestannuallyinarrearsataninterestrate(basedonnominalvalue)of5%.
Eachbondcanbeconvertedatthematuritydateinto30$1shares.

Theprevailingmarketinterestrateforthreeyearbondsthathavenorightofconversionis9%.

Required

Showhowtheconvertiblebondwouldbepresented in thestatementof financialpositionat
1January20X2. (3marks)

Cumulativethreeyearannuityfactors:

5% 2.723
9% 2.531

(Total=6marks)
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2Leases 20mins
SugarColeasedamachinefromSpiceCo.Thetermsoftheleaseareasfollows:

Inceptionoflease 1January20X1
Leaseterm 4yearsat$78,864perannumpayableinarrears
Presentvalueoffutureleasepayments $250,000
Usefullifeofasset 4years

Required

(a) Calculatetheinterestrateimplicitinthelease,usingthetablebelow. (3marks)

Thistableshowsthecumulativepresentvalueof$1perannum,receivableorpayableatthe
endofeachyearfornyears.

Years Interestrates
(n) 6% 8% 10%
1 0.943 0.926 0.909
2 1.833 1.783 1.736
3 2.673 2.577 2.487
4 3.465 3.312 3.170
5 4.212 3.993 3.791

(b) Explain, with suitable workings and extracts from the financial statements, how Sugar Co
shouldaccountfortheleasefortheyearended31December20X1.Notestotheaccountsare
notrequired. (7marks)

(Total=10marks)

3Definedbenefitplan 20mins

BPPnote:Inthisquestion,proformaaregiventoyoutohelpyougetusedtosettingoutyour
answer.Youmaywishtotransferthemtoaseparatesheet,oralternativelytouseaseparatesheet
foryourworkings.

Brutus operates a defined benefit pension plan for its employees. The present value of the future
benefitobligationsandthefairvalueof itsplanassetson1January20X1were$110millionand
$150millionrespectively.

The pension plan received contributions of $7million and paid pensions to former employees of
$10millionduringtheyear.

Extractsfromthemostrecentactuarialreportshowsthefollowing:

Presentvalueofpensionplanobligationat31December20X1 $116m
Fairvalueofplanassetsat31December20X1 $140m
Presentcostofpensionsearnedintheperiod $11m
Yieldonhighqualitycorporatebondsat1January20X1 10%

On 1 January 20X1, the rules of the pension plan were changed to improve benefits for plan
members.Theactuaryhasadvisedthatthiswillcost$10million.

Required

PrepareextractsfromthenotestoBrutus'financialstatementsfortheyearended31December20X1
whichshowhowthepensionplanshouldbeaccountedfor. (10marks)

Note.Assumecontributionsandbenefitswerepaidon31December.
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NOTESTOTHESTATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME

Definedbenefitexpenserecognisedinprofitorloss
 $m
Currentservicecost
Pastservicecost
Netinterestonthenetdefinedbenefitasset  
  

Othercomprehensiveincome(itemsthatwillnotbereclassifiedtoprofitorloss)
Remeasurementofdefinedbenefitplans
 $m
Remeasurementgainondefinedbenefitobligation
Remeasurementlossonplanassets 
 

NOTESTOTHESTATEMENTOFFINANCIALPOSITION

Netdefinedbenefitassetrecognisedinthestatementoffinancialposition

 31December
20X1

31December
20X0

 $m $m
Presentvalueofpensionobligation 
Fairvalueofplanassets    
Netasset    
 

Changesinthepresentvalueofthedefinedbenefitobligation

 $m
Openingdefinedbenefitobligation
Interestonobligation
Currentservicecost
Pastservicecost
Benefitspaid
Gainonremeasurementofobligation(balancingfigure) 
Closingdefinedbenefitobligation   

Changesinthefairvalueofplanassets

 $m
Openingfairvalueofplanassets
Interestonplanassets
Contributions
Benefitspaid
Lossonremeasurementofassets(balancingfigure) 
Closingfairvalueofplanassets   
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4Sundrystandards 59mins
(a) Pennhasadefinedbenefitpensionplan.

Required

Usingtheinformationbelow,prepareextractsfromthestatementoffinancialpositionandthe
statement of profit or loss and other comprehensive income for the year ended31 January
20X8.Ignoretaxation. (10marks)

(i) Theopeningplanassetswere$3.6mon1February20X7andplan liabilitiesat this
datewere$4.3m.

(ii) Company contributions to the plan during the year amounted to $550,000. The
contributionswerepaidatthestartoftheyear.

(iii) Pensions paid to former employees amounted to $330,000. Thesewere paid at the
startoftheyear.

(iv) Theyieldonhighqualitycorporatebondswas8%at1February20X7.

(v) On31January20X8,fivestaffweremaderedundant,andanextra$58,000intotal
wasaddedtothevalueoftheirpensions.

(vi) Currentservicecostsasprovidedbytheactuaryare$275,000.

(vii) At31 January20X8, theactuary valued theplan liabilities at$4.64millionand the
planassetsat$4.215million.

(b) Sionoperatesadefinedbenefitpensionplanforitsemployees.Sionhasa31Decemberyear
end.Thefollowingdetailsrelatetotheplan.

 $'000
Presentvalueofobligationat1January 20X8 40,000
Marketvalueofplanassetsat1January20X8 40,000
 
 20X8 20X9
 $'000 $'000
Currentservicecost 2,500 2,860
Benefitspaidout 1,974 2,200
Contributionspaidbyentity 2,000 2,200
Presentvalueofobligationatendoftheyear 46,000 40,800
Marketvalueofplanassetsatendoftheyear 43,000 35,680
Yieldoncorporatebondsatstart oftheyear 8% 9%

During20X8,thebenefitsavailableunder theplanwereimproved.Theresultingincreasein
thepresentvalueofthedefinedbenefitobligationwas$2millionasat31December20X8.

Contributionswerepaidintotheplanandbenefitswerepaidoutoftheplanonthefinalday
ofeachaccountingperiod.

On 31 December 20X9, Sion divested of part of its business, and as part of the sale
agreement,transferredtherelevantpartofitspensionfundtothebuyer.Thepresentvalueof
thedefinedbenefitobligationtransferredwas$11.4millionandthefairvalueofplanassets
transferredwas$10.8million.Sionalsomadeacashpaymentof$400,000tothebuyerin
respectoftheplan.
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Required

(i) Calculate the net definedbenefit liability as at the start and endof 20X8and20X9
showingclearlyanyremeasurementgainorlossontheplaneachyear.

(ii) Showamounts toberecognisedin thefinancialstatements ineachof theyears20X8
and20X9inrespectoftheplan. (15marks)

(c) Bed Investment Co entered into a contract on 1 July 20X7 with Em Bank. The contract
consistedofadepositofaprincipalamountof$10million,carryinganinterestrateof2.5%
perannumandwithamaturitydateof30June20X9. Interestwillbereceivableatmaturity
togetherwiththeprincipal.Inaddition,afurther3%interestperannumwillbepayablebyEm
BankiftheexchangerateofthedollaragainsttheRuritaniankroner(RKR)exceedsorisequal
to$1.15toRKR1.

Bed'sfunctionalcurrencyisthedollar.

Required

ExplainhowBedshouldaccount for theabove investment in the financial statements for the
yearended31December20X7(nocalculationsarerequired). (5marks)

 (Total=30marks)

5Control 23mins
(a) IFRS10ConsolidatedFinancialStatementswaspublishedin2011.Itfocusesoncontrolasthe

keyconceptunderlyingtheparent/subsidiaryrelationshipbutitbroadenedthedefinitionand
clarifieditsapplication.

Required

ExplainthecircumstancesinwhichaninvestorcontrolsaninvesteeaccordingtoIFRS10.
(3marks)

(b) Twist holds40%of the voting rights ofOliver and12other investors each hold5%of the
votingrightsofOliver.AshareholderagreementgrantsTwisttherighttoappoint,removeand
settheremunerationofmanagementresponsiblefordirectingtherelevantactivities.Tochange
theagreement,a two-thirdsmajorityvoteof theshareholders is required.Todate,Twisthas
notexerciseditsrightswithregardtothemanagementoractivitiesofOliver.

Required

ExplainwhetherTwistshouldconsolidateOliverinaccordancewithIFRS10. (3marks)

(c) Copperfieldholds45%of thevotingrightsofSpenlow.MurdstoneandSteerfortheachhold
26% of the voting rights of Spenlow. The remaining voting rights are held by three other
shareholders,eachholding1%.Therearenootherarrangementsthataffectdecision-making.

Required

ExplainwhetherCopperfieldshouldconsolidateSpenlowinaccordancewithIFRS10.
(3marks)

(d) Scroogeholds70%of thevotingrightsofCratchett.Marleyhas30%of thevotingrightsof
Cratchett. Marley also has an option to acquire half of Scrooge's voting rights, which is
exercisableforthenexttwoyears,butatafixedpricethatisdeeplyoutofthemoney(andis
expectedtoremainsoforthattwo-yearperiod).

Required

ExplainwhethereitherofScroogeorMarleyshouldconsolidateCratchettinaccordancewith
IFRS10. (3marks)

(Total=12marks)
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6Associate 39mins
The statements of financial position of J Co and its investee companies, P Co and S Co, at
31December20X5areshownbelow.

STATEMENTSOFFINANCIALPOSITIONASAT31DECEMBER20X5

 JCo PCo SCo
 $'000 $'000 $'000
Assets
Non-currentassets
Freeholdproperty 1,950 1,250 500
Plantandequipment 795 375 285
Investments 1,500 – –
 4,245 1,625 785
Currentassets
Inventories 575 300 265
Tradereceivables 330 290 370
Cash 50 120 20
 955 710 655
 5,200 2,335 1,440
Equityandliabilities
Equity
Sharecapital($1ordinaryshares) 2,000 1,000 750
Retainedearnings 1,460  885 390
 3,460 1,885 1,140
Non-currentliabilities
12%debentures 500 100 –
Currentliabilities
Bankoverdraft 560
Tradepayables 680 350 300
 1,240 350 300
 5,200 2,335 1,440

Additionalinformation

(a) JCoacquired600,000ordinaryshares inPCoon1January20X0for$1,000,000when
theaccumulatedretainedearningsofPCowere$200,000.

(b) AtthedateofacquisitionofPCo,thefairvalueofitsfreeholdpropertywasconsideredtobe
$400,000greaterthanitsvalueinPCo'sstatementoffinancialposition.PCohadacquired
thepropertytenyearsearlierandthebuildingselement(comprising50%ofthetotalvalue)is
depreciatedoncostover50years.

(c) JCoacquired225,000ordinarysharesinSCoon1January20X4for$500,000whenthe
retainedprofitsofSCowere$150,000.

(d) PComanufacturesacomponentusedbyJCoonly.TransfersaremadebyPCoatcostplus
25%.JCoheld$100,000ofthesecomponentsininventoriesat31December20X5.

(e) ItisthepolicyofJCotoreviewgoodwillforimpairmentannually.ThegoodwillinPCowas
written off in full some years ago. An impairment test conducted at the year end revealed
impairmentlossesontheinvestmentinSCoof$92,000.

(f) It is the group's policy to value the non-controlling interest at acquisition at fair value. The
marketpriceof thesharesof thenon-controllingshareholders justbefore theacquisitionwas
$1.65.
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Required

Prepare, in a format suitable for inclusion in the annual report of the J Group, the consolidated
statementoffinancialpositionat31December20X5. (20marks)

7Partdisposal 49mins

BPPnote:Inthisquestion,proformaaregiventoyoutohelpyougetusedtosettingoutyour
answer.Youmaywishtotransferthemtoaseparatesheetortouseaseparatesheetforyour
workings.

AngelCobought70%ofthesharecapitalofShaneCofor$120,000on1January20X6.Atthat
dateShaneCo'sretainedearningsstoodat$10,000.

Thestatementsof financialpositionat31December20X8,summarisedstatementsofprofitor loss
andothercomprehensiveincometothatdateandmovementonretainedearningsaregivenbelow.

 AngelCo ShaneCo
 $'000 $'000
STATEMENTSOFFINANCIALPOSITION 

Non-currentassets 
Property,plantandequipment  200 80
InvestmentinShaneCo  120 – 
   320 80
Currentassets  890 140
  1,210 220
Equity 
Sharecapital–$1ordinaryshares  500 100
Retainedreserves   400 90
  900 190
Currentliabilities  310 30
  1,210 220

SUMMARISEDSTATEMENTSOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME

 $'000 $'000
Profitbeforeinterestandtax 100 20
Incometaxexpense (40) (8)
Profitfortheyear  60 12
Othercomprehensiveincome(notreclassifiedtoP/L),netoftax 10  6
Totalcomprehensiveincomefortheyear 70 18

MOVEMENTINRETAINEDRESERVES


Balanceat31December20X7  330 72
Totalcomprehensiveincomefortheyear  70 18
Balanceat31December20X8 400 90

AngelCosellsonehalfofitsholdinginShaneCofor$120,000on30June20X8.Atthatdate,the
fairvalueofthe35%holdinginShanewasslightlymoreat$130,000duetoasharepricerise.The
remainingholdingistobedealtwithasanassociate.Thisdoesnotrepresentadiscontinuedoperation.

Noentrieshavebeenmadeintheaccountsfortheabovetransaction.

Assumethatprofitsaccrueevenlythroughouttheyear.
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Itisthegroup'spolicytovaluethenon-controllinginterestatacquisitionfairvalue.Thefairvalueof
thenon-controllingintereston1January20X6was$51.4million.

Required

(a) Preparetheconsolidatedstatementof financialposition,statementofprofitor lossandother
comprehensive income and a reconciliation of movement in retained reserves for the year
ended31December20X8. (20marks)

Ignoreincometaxesonthedisposal.Noimpairmentlosseshavebeennecessarytodate.

PARTDISPOSALPROFORMA

ANGELGROUP
CONSOLIDATEDSTATEMENTOFFINANCIALPOSITION
ASAT31DECEMBER20X8 






$'000
Non-currentassets 
Property,plantandequipment 
InvestmentinShane 
 
Currentassets 
 
Equityattributabletoownersoftheparent 
Sharecapital 
Retainedearnings 
 
Currentliabilities 
 

CONSOLIDATED STATEMENT OF PROFIT OR LOSS AND OTHER COMPREHENSIVE
INCOMEFORTHEYEARENDED31DECEMBER20X8

 $'000
Profitbeforeinterestandtax 
Profitondisposalofsharesinsubsidiary 
Shareofprofitofassociate 
Profitbeforetax 
Incometaxexpense 
Profitfortheyear 

Othercomprehensiveincome(notreclassifiedtoP/L)netoftax: 

Shareofothercomprehensiveincomeofassociate 
Othercomprehensiveincomefortheyear 
Totalcomprehensiveincomefortheyear 

Profitattributableto: 

Ownersoftheparent 
Non-controllinginterests 
 
Totalcomprehensiveincomeattributableto: 
Ownersoftheparent 
Non-controllinginterests 
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CONSOLIDATEDRECONCILIATIONOFMOVEMENTINRETAINEDRESERVES

 $'000
Balanceat31December20X7 
Totalcomprehensiveincomefortheyear 
Balanceat31December20X8 
 

(b) ExplaintheaccountingtreatmentthatwouldberequiredifAngelhaddisposedof10%ofits
holdinginShane. (5marks)

(Total=25marks)

8Stepacquisition 29mins
SDacquired60%ofthe1million$1ordinarysharesofKLon1July20X0for$3,250,000when
KL'sretainedearningswere$2,760,000.Thegrouppolicyistomeasurenon-controllinginterestsat
fair valueat thedateofacquisition. The fair valueofnon-controlling interestsat1 July20X0was
$1,960,000.Therehasbeennoimpairmentofgoodwillsincethedateofacquisition.

SDacquiredafurther20%ofKL'ssharecapitalon1March20X1for$1,000,000.

The retained earnings reported in the financial statements of SDandKL as at 30 June20X1are
$9,400,000and$3,400,000respectively.

KL sold goods for resale to SD with a sales value of $750,000 during the period from
1March20X1to30June20X1.40%ofthesegoodsremaininSD'sinventoriesattheyear-end.KL
appliesamark-upof25%onallgoodssold.

Profitsofbothentitiescanbeassumedtoaccrueevenlythroughouttheyear.

Required

(a) Explaintheimpactoftheadditional20%purchaseofKL'sordinarysharecapitalbySDonthe
consolidatedfinancialstatementsoftheSDGroupfortheyearended30June20X1.
 (5marks)

(b) Calculatetheamountsthatwillappearintheconsolidatedstatementoffinancialpositionof
theSDGroupasat30June20X1for:

(i) Goodwill;
(ii) Consolidatedretainedearnings;and
(iii) Non-controllinginterests. (10marks)

(Total=15marks)
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9Foreignoperation 49mins

BPPnote:Inthisquestion,proformasforthetranslationworkingsaregiventoassistyouwiththe
approach.Youwillneedtoalsoneedtodrawupproformasfortheconsolidatedfinancialstatements
andtheremaininggroupworkings.

Standardacquired80%ofOdenseSAfor$520,000on1January20X5whentheretainedreserves
ofOdensewere2,500,000Danishkrone.

The financial statements of Standard andOdense for the year ended31December20X6are as
follows:

STATEMENTSOFFINANCIALPOSITIONAT31DECEMBER20X6

 Standard Odense
 $'000 Kr'000
Property,plantandequipment 1,285 4,400
InvestmentinOdense  520   –
 1,805 4,400
Currentassets  410 2,000
 2,215 6,400

Sharecapital 500 1,000
Retainedearnings 1,115 4,300
 1,615 5,300
Loans 200 300
Currentliabilities  400  800
  600 1,100
 2,215 6,400

STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME
FORYEARENDED31DECEMBER20X6
 Standard Odense
 $'000 Kr'000
Revenue 1,125 5,200
Costofsales (410)  (2,300)
Grossprofit 715 2,900
Otherexpenses  (180)  (910)
DividendfromOdense  40  –
Profitbeforetax 575 1,990
Incometaxexpense (180)  (640)
Profit/Totalcomprehensiveincomefortheyear  395 1,350

STATEMENTS OF CHANGES IN EQUITY FOR THE YEAR 31 DECEMBER 20X6 (EXTRACT FOR
RETAINEDEARNINGS)

 Standard Odense
 $'000 Kr'000
Balanceat1January20X6 915 3,355
Dividendspaidon31December20X6  (195)  (405)
Totalcomprehensiveincomefortheyear 395 1,350
Balanceat31December20X6 1,115 4,300
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In the year ended 31 December 20X5, Odense's total comprehensive income was 1,200,000
Danishkrone.On31December20X5,Odensepaiddividendsof345,000Danishkrone.

Animpairmenttestconductedat31December20X6revealedimpairmentlossesof148,000Danish
krone relating toOdense's goodwill.No impairment losses had previously been recognised. It is
grouppolicytotranslateimpairmentlossesattheclosingrate.

At thedateofacquisition,Standardchose tomeasure thenon-controlling interest inOdenseat the
proportionateshareofthefairvalueofnetassets.

Exchangerateswereasfollows:

 Krto$1
1January20X5 9.4
31December20X5 8.8
Average20X5 9.1
31December20X6 8.1
Average20X6 8.4

Required

Preparetheconsolidatedstatementoffinancialpositionandconsolidatedstatementofprofitorloss
and other comprehensive income of the StandardGroup for the year ended31December 20X6
(roundyouranswertothenearest$'000). (25marks)

TRANSLATIONOFODENSE–STATEMENTOFFINANCIALPOSITION



TRANSLATIONOFODENSE–STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVE
INCOME

 Odense Rate Odense
 Kr'000 (AR) $'000
Revenue 
Costofsales 
Grossprofit 
Otherexpenses 
Profitbeforetax 
Incometaxexpense 
Profit/Totalcomprehensiveincomefortheyear 



 Kr'000 Rate $'000
Property,plantandequipment X6CR 
Currentassets X6CR 
 

Sharecapital   HR 
Pre-acquisitionretainedearnings HR 
Post-acquisitionretainedearnings: 

20X5profit X5AR 
20X5dividend X5Actual 
20X6profit X6AR 
20X6dividend X6Actual 

Exchangedifferenceonnetassets Bal.fig. 
  
Loans X6CR 
Currentliabilities X6CR 
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10Consolidatedstatementofcashflows 39mins

BPPnote:Inthisquestion,proformasaregiventoyoutohelpyougetusedtosettingoutyour
answer.Youmaywishtotransferthemtoaseparatesheet,oralternativelytouseaseparatesheet
foryourworkings.

On 1 September 20X5 Swing Co acquired 70% of Slide Co for $5,000,000 comprising
$1,000,000cashand1,500,000$1shares.

ThestatementoffinancialpositionofSlideCoatacquisitionwasasfollows:

 $'000
Property,plantandequipment 2,700
Inventories 1,600
Tradereceivables 600
Cash 400
Tradepayables (300)
Incometaxpayable (200)
 4,800

The consolidated statement of financial position of Swing Co as at 31 December 20X5 was
asfollows:
  20X5  20X4
Non-currentassets $'000 $'000
Property,plantandequipment 35,500 25,000
Goodwill  1,400 –
 36,900 25,000
Currentassets 
Inventories 16,000 10,000
Tradereceivables 9,800 7,500
Cash  2,400 1,500
 28,200 19,000
 65,100 44,000
Equityattributabletoownersoftheparent 
Sharecapital 12,300 10,000
Sharepremium 5,800 2,000
Revaluationsurplus 350 –
Retainedearnings 32,100 21,900
 50,550 33,900
Non-controllinginterest  1,750 –
 52,300 33,900
Currentliabilities 
Tradepayables 7,600 6,100
Incometaxpayable  5,200 4,000
 12,800 10,100

 65,100 44,000
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The consolidated statementofprofit or lossandother comprehensive incomeofSwingCo for the
yearended31December20X5wasasfollows:
  20X5
 $'000
Profitbeforetax 16,500
Incometaxexpense (5,200)
Profitfortheyear 11,300
Othercomprehensiveincome(notreclassifiedtoP/L)
Revaluationsurplus 500

Totalcomprehensiveincomefortheyear 11,800

Profitattributableto: 
Ownersoftheparent 11,100
Non-controllinginterest 200

 11,300
Totalcomprehensiveincomefortheyearattributableto:
Ownersoftheparent 11,450
Non-controllinginterest200+(500 30%) 350

 11,800

Notes

1 Depreciation charged for the year was $5,800,000. The group made no disposals of
property,plantandequipment.

2 DividendspaidbySwingCoamountedto$900,000.

Itisthegroup'spolicytovaluethenon-controllinginterestatitsproportionateshareofthefair
valueofthesubsidiary'sidentifiablenetassets.

Required

Prepare the consolidated statement of cash flows of Swing Co for the year ended 31 December
20X5.Nonotesarerequired. (20marks)

CONSOLIDATEDSTATEMENTOFCASHFLOWSPROFORMA
STATEMENTOFCASHFLOWSFORTHEYEARENDED31DECEMBER20X5

 $'000 $'000
Cashflowsfromoperatingactivities  
Profitbeforetax 
Adjustmentsfor: 
Depreciation 
Impairmentlosses  
Increaseintradereceivables(W4) 
Increaseininventories(W4) 
Increaseintradepayables(W4)  

Cashgeneratedfromoperations 
Incometaxespaid(W3)  
Netcashfromoperatingactivities 

Cashflowsfrominvestingactivities  
Acquisitionofsubsidiary,netofcashacquired(W2) 
Purchaseofproperty,plant&equipment(W1)  
Netcashusedininvestingactivities 
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 $'000 $'000
Cashflowsfromfinancingactivities  
Proceedsfromissueofsharecapital 
Dividendspaid 
Dividendspaidtonon-controllinginterest(W2)  
Netcashusedinfinancingactivities  
Netincreaseincashandcashequivalents 
Cashandcashequivalentsatthebeginningoftheperiod 
Cashandcashequivalentsattheendoftheperiod 

Workings

1 Assets

 Property,
plantand
equipment




Goodwill
 $'000 $'000
b/d –
OCI(revaluation)
Depreciation/Impairment (X)β
Acquisitionofsub/associate (W5)
Cashpaid/(rec'd)β X –
c/d  

2 Equity

 Share
capital

Share
premium

Retained
earnings

Non-controlling
interest

 $'000 $'000 $'000 $'000
b/d  –

P/L 
Acquisitionofsubsidiary (W5)
Cash(paid)/rec'dβ X X (X)* X
c/d  

*Dividendpaidisgiveninquestionbutworkingshownforclarity.

3 Liabilities
 Tax

payable
 $'000
b/d 
P/L
Acquisitionofsubsidiary
Cash(paid)/rec'd (X) β
c/d 

4 Workingcapitalchanges
 Inventories

$'000
Receivables
$'000

Payables
$'000

Balanceb/d 
Acquisitionofsubsidiary 
 
Increase/(decrease)(balancingfigure) X X X
Balancec/d 
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5 Purchaseofsubsidiary
 $'000
Cashreceivedonacquisitionofsubsidiary 
Lesscashconsideration 
Cashoutflow (X)

Note.Onlythecashconsiderationisincludedinthefigurereportedinthestatementofcash
flows. The shares issued as part of the consideration are reflected in the share capital
working(W2)above.

Goodwillonacquisition(toshownoimpairment):
 $'000
Consideration 
Non-controllinginterest 
Netassetsacquired 
Goodwill 

11Currentissues 49mins

BPPnote:CurrentdevelopmentsinfinancialreportingsuchastheIASBDisclosureInitiative,
proposalsrelatingtomateriality,amendmentstoIAS1andtheConceptualFrameworkarecovered
inChapter19oftheSBRWorkbook.Recentlyissuedstandardsarecoveredwithinindividualtopics;
forexample,therecentstandardIFRS16LeasesiscoveredinChapter8andIFRS15Revenuefrom
ContractswithCustomersiscoveredinChapter1.

(a) InJanuary2016,theIASBpublishedIFRS16Leases.

Required

(i) Brieflylistthekeychanges.
(ii) Brieflysuggestthemainlikelyeffectsofthenewstandard. (5marks)

(b) On-IceCo,aretaileroffrozenfood,leasesfreezersfromIcicleCofortenyearsat$30,000
peryear.Thispaymentincludesservicingcosts.

On-Icecould lease the samemakeandmodelof freezers from Icicle for$27,000peryear
withouttheservicing,andgettheservicingdonebyanothercompanyfor$5,000peryear.

Required

HowshouldOn-IceaccountforthepaymentstoIcicle? (2marks)

(c) BrieflydiscusstheclassificationofliabilitiesundertheproposedamendmentstoIAS1
PresentationofFinancialStatements(ED2015/1). (3marks)

(d) Explain the types of and significance of additional performance measures, and suggest
potentialproblemswithsuchmeasures. (5marks)

(e) (i) ExplainwhatismeantbytheIASB'DisclosureInitiative'.
(ii) Brieflysummariseitsproposalsrelatingtomateriality. (5marks)

(f) Theexisting IASBConceptualFramework forFinancialReporting, issued in2010,hasbeen
criticisedforbeingincomplete.Asaresult,anExposureDraft(ED)wasissuedinMay2015
whichproposesanewConceptualFrameworkchapteronpresentationanddisclosure.

Required

BrieflydiscusstheED'sguidanceonthepresentationofthestatementofprofitandloss. 
(5marks)

  (Total=25marks)
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Section2–Groupspreparationquestions 

12Ejoy 59mins
ACR,6/06,amended

Ejoy,apubliclimitedcompany,hasacquiredtwosubsidiaries.Thedetailsoftheacquisitionsareas
follows:

  Ordinary Fairvalue  Ordinary
  share Reserves ofnet  sharecapital

  capital at assetsat Costof of$1
Company Dateofacquisition of$1 acquisition acquisition investment acquired

  $m $m $m $m $m
Zbay 1June20X4 200 170 600 520 160
Tbay 1December20X5 120 80 310 192 72

Anyfairvalueadjustmentsrelatetonon-depreciableland.Thedraftstatementsofprofitorlossand
othercomprehensiveincomefortheyearended31May20X6are:

 Ejoy Zbay Tbay
  $m  $m $m
Revenue  2,500  1,500 800
Costofsales  (1,800)  (1,200) (600)
Grossprofit  700  300 200
Otherincome  70  10 –
Distributioncosts  (130)  (120) (70)
Administrativeexpenses  (100)  (90) (60)
Financecosts  (50)  (40)  (20)
Profitbeforetax  490  60 50
Incometaxexpense  (200)  (26)  (20)
Profitfortheyear  290  34 30
Othercomprehensivefortheyear(not
reclassifiedtoprofitorloss): 
Gainonpropertyrevaluationnetoftax  80  10 8
Totalcomprehensiveincomefortheyear  370  44 38
Totalcomprehensiveincomeforyearto
31May20X5 190 20 15

Thefollowinginformationisrelevanttothepreparationofthegroupfinancialstatements.

(a) Tbaywasacquiredexclusivelywithaviewtosaleandat31May20X6meetsthecriteriaof
being a disposal group. The fair value of Tbay at 31May 20X6 is $344million and the
estimatedsellingcostsoftheshareholdinginTbayare$5million.

(b) Ejoyenteredintoajointarrangementwithanothercompanyon31May20X6,whichmetthe
IFRS 11 definition of a joint venture. The joint venture is a limited company and Ejoy has
contributedassetsatfairvalueof$20million(carryingamount$14million).Eachpartywill
hold fivemillionordinary sharesof$1 in the joint venture. Thegainon thedisposalof the
assets($6million)tothejointventurehasbeenincludedin'otherincome'.

(c) On31May20X5,Zbaymadea loanof$100m toacustomerwithasimilarcredit risk to
Zbay.Interestpayableonthisloanwas4.5%perannum.On31May20X5theinitialpresent
valueofexpectedcredit lossesover the lifeof the loan,usingadiscount factorof4%,was
$25million.At that date, theprobability ofdefault over the next12monthswas10%.An
allowance of 12months' expected credit losses had been recognised at 31May 20X5 in
accordancewithIFRS9FinancialInstruments.
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By31May20X6itbecameclear that thecustomerwas inserious financialdifficulties,and
thedirectorsofZbaybelieved that therewasobjectiveevidenceof impairment. Thepresent
valueofexpectedcreditlosseswasrevisedto$48.1million.

Noentrieshavebeenmadeinrespectoftheloanintheyearending31May20X6.

(d) On1June20X5,Ejoypurchasedafiveyearbondwithaprincipalamountof$50millionand
afixedinterestrateof5%whichwasthecurrentmarketrate.Thebondisclassifiedasatfair
value through profit or loss. Because of the size of the investment, Ejoy has entered into a
floatinginterestrateswap.Ejoyhasdesignatedtheswapasafairvaluehedgeofthebond.
At31May20X6,market interestrateswere6%.Asaresult, thefairvalueof thebondhas
decreased to$48.3million. Ejoy has received$0.5million in net interest payments on the
swapat31May20X6.Youshouldassumethat theIFRS9hedgeeffectivenesscriteriahave
beenmetand thatanygain/losson theswap is thesameas theopposite loss/gainon the
bond.Noentrieshavebeenmadeinthestatementofprofitorlossandothercomprehensive
incometoaccountforthebondorthehedge.

(e) NoimpairmentofthegoodwillarisingontheacquisitionofZbayhadoccurredat1June20X5.
TherecoverableamountofZbaywas$630millionand thevalue inuseofTbaywas$334
millionat31May20X6.Impairmentlossesongoodwillarechargedtocostofsales.

(f) Assumethatprofitsaccrueevenlythroughouttheyearandignoreanytaxationeffects.

(g) Itisthegroup'spolicytovaluethenon-controllinginterestatitsproportionateshareofthefair
valueofthesubsidiary'sidentifiablenetassets.

Required

Prepare a consolidated statement of profit or loss and other comprehensive income for the Ejoy
Group for the year ended 31 May 20X6 in accordance with International Financial Reporting
Standards. (30marks)

13Zippy 59mins
 P2Sep/Dec16,amended

The following draft financial statements relate to Zippy, a public limited company. Zippy is a
manufacturingcompanybutalsohasawideportfolioofinvestmentproperties.Zippyhasinvestments
inGinnyandBoo,bothpubliclimitedcompanies.

DRAFT STATEMENTS OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME
FORTHEYEARENDED30JUNE20X6
 Zippy Ginny Boo
 $m $m $m
Revenue 420 132 90
Costofsales (304)  (76) (72)
Grossprofit  116  56 18
Investmentincome  36  19 5
Administrativecosts  (22)  (12) (18)
Otherexpenses (31) (18) (15)
Operatingprofit/(loss) 99 45 (10)
Netfinancecosts  (2)  (6) (9)
Profit/(loss)beforetax 97  39 (19)
Incometaxexpense  (30)  (7) 3
Profit/(loss)fortheyear  67 32 (16)
Othercomprehensiveincome
Itemsthatwillnotbereclassifiedtoprofitorloss:



Gainonpropertyrevaluation  14 16 –
Totalcomprehensiveincomeforyear  81 48 (16)
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Thefollowinginformationisrelevant tothepreparationof thegroupstatementofprofitor lossand
othercomprehensiveincome. 

(i) On 1 July 20X4, Zippy acquired 60% of the equity interests of Ginny, a public limited
company.Thepurchaseconsiderationcomprisedcashof$90millionandthefairvalueofthe
identifiablenetassetsacquiredwas$114millionat thatdate.Zippyuses the 'fullgoodwill'
methodforallacquisitionsandthefairvalueofthenon-controllinginterest(NCI)inGinnywas
$50millionon1 July20X4.Goodwill hadbeen reviewedannually for impairmentandno
impairmentwasdeemednecessary.

(ii) Zippydisposedofa20%equityinterestinGinnyon31March20X6foracashconsideration
of $44 million. The remaining 40% holding had a fair value of $62 million and Zippy
exercised significant influence over Ginny following the disposal. Zippy accounts for
investments in subsidiaries at cost and has included a gain in investment income of
$14millionwithin its individual financial statements to reflect thedisposal.Thenetassetsof
Ginnyhadafairvalueof$118millionat1July20X5andthiswasreflectedinthecarrying
amountsof thenetassets.AllgainsandlossesofGinnyhaveaccruedevenlythroughout the
year. The disposal is not classified as a separate major line of business or geographical
operation.

(iii) Zippy acquired 80% of the equity interests of Boo, a public limited company, on 30 June
20X4. Thepurchase considerationwas cashof$60million. The fair valueof theNCIwas
calculatedas$12millionatthisdate.Duetoatightreportingdeadline,thefairvalueofthe
identifiablenetassetsatacquisitionhadnotbeenfinalisedbythetimethefinancialstatements
for the year ended30 June20X4werepublished.Goodwill of$28millionwas calculated
usingthecarryingamountofthenetassetsofBoo.Thefairvalueoftheidentifiablenetassets
ofBoowasfinalisedon31December20X4as$54million.Theexcessofthefairvalueofthe
identifiablenetassetsatacquisition isdue toplantwhichhadaremaininguseful lifeof five
yearsattheacquisitiondate.Depreciationischargedtocostofsales.

Due to the losses of Boo, an impairment reviewwas undertaken at 30 June 20X6. It was
decided thatgoodwillhad reduced invalueby10%.Goodwill impairmentsarecharged to
otherexpenses.

(iv) Zippyholdsproperties for investmentpurposes.At1July20X5,Zippyhelda10-flooroffice
blockatafairvalueof$90millionwitharemainingusefullifeof15years.Thefirstfloorwas
occupiedbyZippy'sstaffandthesecondfloorwaslettoBoofreeofcharge.Theothereight
floorswereall let tounconnectedthirdpartiesatanormalcommercialrent. Itwasestimated
thatthefairvalueoftheofficeblockwas$96millionat30June20X6.Zippyhasapolicyof
restating all land and buildings to fair value at each reporting date. The only accounting
entriesfortheyearended30June20X6inrelationtothisofficeblockhavebeentocorrectly
includetherental incomeinprofitor loss. Itcanbeassumedthateachfloorisofequalsize
andvalue.Depreciationischargedtoadministrativecosts.

(v) ThefollowinginformationrelatestoZippy'sdefinedbenefitpensionscheme:
 $m
Netplanobligationat30June20X5 (14)
Servicecostforyearended30June20X6 10
Contributionspaidintothescheme on30June20X6 8
Discountrateat1July20X5 10%
Discountrateat30June20X6 12%
Remeasurementgainsinyearended30June20X6 4

Noentrieshavebeenenteredinthefinancialstatementsexceptthatthecontributionsintothe
schemehavebeencorrectlyaddedtothepensionscheme'sassets.

(vi) On1January20X6,Zippyenteredintoacontracttosell10,000unitsofanewproduct,the
Whizoo, to a customer for$1,000per unit. Itwasagreed that if the customer orderedan
additional5,000units,avolumediscountedpriceof$950perunitwouldapply.6,000units
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weremanufacturedanddeliveredinthefourmonthsto30April20X6.Thecustomerplaced
theorderforanother5,000unitson31March20X6.

Minordefectswerediscovered in the first6,000unitsdue toanerror in themanufacturing
process and it was agreed that a credit note of $40 per unit would be issued as
compensation. Zippy and the customer agreed to net this amount off against subsequent
payments for futureorders.A further7,000units hadbeenmanufacturedanddeliveredby
30June 20X6 without any defects. Zippy has included $6 million in revenue (6,000 
$1,000)forthefirst6,000unitsbuthasnotrecordedanyadditionalrevenue,asthedirectors
areunsureofthecorrectaccountingtreatment.

Required

Prepare theconsolidatedstatementofprofitor lossandothercomprehensive incomefor theZippy
Groupfortheyearended30June20X6. (30marks)

14Bravado 59mins
 P26/09,amended

Bravado, a public limited company, has acquired two subsidiaries and an associate. The draft
statementsoffinancialpositionareasfollowsat31May20X9:

 Bravado Message Mixted
 $m $m $m
Assets 
Non-currentassets 
Property,plantandequipment 265 230 161
Investmentsinsubsidiaries: 
Message 300 

Mixted 133 
Investmentinassociate:Clarity 20 
Investmentinequityinstruments  51  6 5
 769 236 166
Currentassets 
Inventories 135 55 73
Tradereceivables 91 45 32
Cashandcashequivalents  102 100 8
  328 200 113
Totalassets 1,097 436 279

Equityandliabilities 
Sharecapital 520 220 100
Retainedearnings 240 150 80
Othercomponentsofequity   17  4 7
Totalequity 777 374 187
 
Non-currentliabilities 
Long-termborrowings 120 15 5
Deferredtax  25   9 3
Totalnon-currentliabilities 145 24 8
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 Bravado Message Mixted
 $m $m $m
Currentliabilities 
Tradeandotherpayables 115 30 60
Currenttax  60  8 24
Totalcurrentliabilities  175  38 84
Totalliabilities  320  62 92
Totalequityandliabilities 1,097 436 279

Thefollowinginformationisrelevanttothepreparationofthegroupfinancialstatements.

(i) On1June20X8,Bravadoacquired80%oftheequityinterestsofMessage,aprivateentity.
Thepurchaseconsiderationcomprisedcashof$300million.Thefairvalueoftheidentifiable
netassetsofMessagewas$400million,includinganyrelateddeferredtaxliabilityarisingon
acquisition. The owners of Message had to dispose of the entity for tax purposes by a
specified date, and therefore sold the entity to the first company to bid for it, which was
Bravado.Anindependentvaluerhasstatedthatthefairvalueofthenon-controllinginterestin
Message was $86 million on 1 June 20X8. Bravado does not wish to measure the non-
controllinginterest insubsidiariesonthebasisof theproportionateinterest intheidentifiable
net assets, but wishes to use the 'full goodwill' method. The retained earnings ofMessage
were$136millionandothercomponentsofequitywere$4millionatthedateofacquisition.
There has been no new issue of capital byMessage since the date of acquisition and the
excessofthefairvalueofthenetassetsisduetoanincreaseinthevalueofnon-depreciable
land. 

(ii) On 1 June 20X7, Bravado acquired 6% of the ordinary shares of Mixted. Bravado had
treated thisasan investment inequity instrumentsat fair value in the financial statements to
31May20X8,andhadmadeanirrevocableelection(seeNote(d))torecognisechangesin
fairvalueinothercomprehensiveincome.TherewerenochangesinthefairvalueofMixted
in the year to 31 May 20X9. On 1 June 20X8, Bravado acquired a further 64% of the
ordinary shares of Mixted and gained control of the company. The consideration for the
acquisitionswasasfollows:
 Holding Consideration
 % $m
1June20X7 6 10
1June20X8 64 118
 70 128

Under the purchase agreement of 1 June 20X8, Bravado is required to pay the former
shareholders30%oftheprofitsofMixtedon31May20Y0foreachofthefinancialyearsto
31 May 20X9 and 31 May 20Y0. The fair value of this arrangement was measured at
$12millionat1 June20X8andat31May20X9 thisvaluehadnotchanged.Thisamount
hasnotbeenincludedinthefinancialstatements.

At 1 June20X8, the fair value of the equity interest inMixted held by Bravadobefore the
business combination was $15 million, and the fair value of the non-controlling interest in
Mixtedwas$53million.Thefairvalueoftheidentifiablenetassetsat1June20X8ofMixted
was$170million(excludingdeferredtaxassetsandliabilities),andtheretainedearningsand
othercomponentsofequitywere$55millionand$7millionrespectively.Therehasbeenno
newissueofsharecapitalbyMixtedsincethedateofacquisitionandtheexcessof thefair
valueof the net assets is due toan increase in the valueof property, plant andequipment
(PPE).

ThefairvalueofthePPEatacquisitionwasprovisionalpendingreceiptofthefinalvaluations
fortheseassets.Thesevaluationswerereceivedon1December20X8andtheyresultedina
furtherincreaseof$6millioninthefairvalueofthenetassetsatthedateofacquisition.This
increasedoesnotaffectthefairvalueofthenon-controllinginterest.PPEisdepreciatedonthe
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straight-linebasisoversevenyears.ThetaxbaseoftheidentifiablenetassetsofMixtedwas
$166millionat1June20X8.ThetaxrateofMixtedis30%.

(iii) Bravadoacquireda10% interest inClarity,apublic limitedcompany,on1 June20X7 for
$8million. The investmentwasaccounted for as an investment in equity instruments andat
31May20X8, its valuewas$9million.On1 June20X8,Bravadoacquiredanadditional
15%interestinClarityfor$11millionandachievedsignificantinfluence.Claritymadeprofits
after dividendsof$6millionand$10million for the years to31May20X8and31May
20X9. An irrevocable election was made to take changes in fair value through other
comprehensiveincome(itemsthatwillnotbereclassifiedtoprofitorloss).

(iv) Bravado hasmade an irrevocable election to hold its investments inMessage,Mixted and
Clarity at fair valuewith changes in fair value recognised in other comprehensive income.
Therewerenochangesinfairvalueduringtheyearended31May20X9.

(v) On1June20X7,Bravadopurchasedanequityinstrumentof11milliondinarswhichwasits
fair value. On that date an election was made to hold it at fair value through other
comprehensiveincome.Therelevantexchangeratesandfairvalueswereasfollows:


$todinars

Fairvalueof
instrument–dinars

1June20X7 4.5 11
31May20X8 5.1 10
31May20X9 4.8 7

Bravadohasnotrecordedanychangeinthevalueoftheinstrumentsince31May20X8.The
reductioninfairvalueasat31May20X9isdeemedtobeasaresultofimpairment.

(vi) Thereisnoimpairmentofgoodwillarisingontheacquisitions.

Required

(a) Preparea consolidated statementof financialpositionasat31May20X9 for theBravado
Group. (25marks)

(b) Calculateandexplaintheimpactonthecalculationofgoodwill if thenon-controllinginterest
wascalculatedonaproportionatebasisforMessageandMixted. (5marks)

 (Total=30marks)

15Jocatt 68mins

P212/10,amended

ThefollowingdraftgroupfinancialstatementsrelatetoJocatt,apubliclimitedcompany.

JOCATTGROUP
STATEMENTOFFINANCIALPOSITIONASAT30NOVEMBER
 20X2 20X1
 $m $m
Assets 
Non-currentassets 
Property,plantandequipment 327 254
Investmentproperty 8 6
Goodwill 48 68
Otherintangibleassets 85 72
Investmentinassociate 54 –
Investmentsinequityinstruments 94 90
 616 490
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 20X2 20X1
 $m $m
Currentassets 
Inventories 105 128
Tradereceivables 62 113
Cashandcashequivalents 232 143
 399 384
 1,015 874
Equityandliabilities 
Equityattributabletotheownersoftheparent: 
Sharecapital 290 275
Retainedearnings 351 324
Othercomponentsofequity 15 20
 656 619
Non-controllinginterest 55 36
Totalequity 711 655
 
Non-currentliabilities 
Long-termborrowings 67 71
Deferredtax 35 41
Long-termprovisions:pensionobligation 25 22
Totalnon-currentliabilities 127 134
 
Currentliabilities 
Tradepayables 144 55
Currenttaxpayable 33 30
Totalcurrentliabilities 177 85
Totalliabilities  304 219
Totalequityandliabilities 1,015 874

JOCATTGROUP
STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME
FORTHEYEARENDED30NOVEMBER20X2
 $m
Revenue 432.0
Costofsales (317.0)
Grossprofit 115.0
Otherincome 25.0
Distributioncosts (55.5)
Administrativeexpenses (36.0)
Financecosts (6.0)
Gainsonproperty 10.5
Shareofprofitofassociate 6.0
Profitbeforetax 59.0
Incometaxexpense (11.0)
Profitfortheyear 48.0

Othercomprehensiveincomeaftertax(itemsthatwillnotbereclassifiedto profitorloss)
Gainoninvestmentsinequityinstruments(IEI) 2.0
Lossesonpropertyrevaluation (7.0)
Remeasurementlossesondefinedbenefitpensionplan (6.0)
Othercomprehensiveincomefortheyear,netoftax (11.0)
Totalcomprehensiveincomefortheyear 37.0
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 $m

Profitattributableto:
Ownersoftheparent 38.0
Non-controllinginterest 10.0
 48.0
Totalcomprehensiveincomeattributableto:
Ownersoftheparent 27.0
Non-controllinginterest 10.0
 37.0

JOCATTGROUP
STATEMENTOFCHANGESINEQUITYFORTHEYEARENDED30NOVEMBER20X2

 
Share
capital

Retained
earnings

Investments
inequity

instruments

Revaluation
surplus
(PPE)




Total

Non-
controlling

interest
Total
equity

 $m $m $m $m $m $m $m
Balanceat1December
20X1


275 324 4 16


619


36 655

Sharecapitalissued 15 15  15
Dividends  (5) (5) (13) (18)
Rightsissue   2 2
Acquisitions   20 20
Totalcomprehensive
incomefortheyear


 32 2 (7)


27


10 37

Balanceat30November
20X2


290 351 6



9


656


55 711

ThefollowinginformationrelatestothefinancialstatementsofJocatt.

(i) On1December20X0,Jocattacquired8%oftheordinarysharesofTigret.Jocatthadtreated
thisasan investment inequity instruments in the financialstatements to30November20X1
withchangesinfairvaluetakentoprofitor lossfor theyear.Therewerenochangesinfair
valueintheyearto30November20X1.On1January20X2,Jocattacquiredafurther52%
oftheordinarysharesofTigretandgainedcontrolofthecompany.Theconsiderationforthe
acquisitionswasasfollows.
 Holding Consideration
 % $m
1December20X0 8 4
1January20X2 52 30
 60 34
At1January20X2,thefairvalueofthe8%holdinginTigretheldbyJocattatthetimeofthe
businesscombinationwas$5millionandthefairvalueofthenon-controllinginterestinTigret
was $20 million. The purchase consideration at 1 January 20X2 comprised cash of
$15millionandsharesof$15million.

The fair value of the identifiable net assets of Tigret, excluding deferred tax assets and
liabilities,atthedateofacquisitioncomprisedthefollowing.

 $m
Property,plantandequipment 15
Intangibleassets 18
Tradereceivables 5
Cash 7

Thetaxbaseof theidentifiablenetassetsofTigretwas$40millionat1January20X2.The
taxrateofTigretis30%.
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(ii) On30November20X2,Tigretmadea rights issueona1 for4basis.The issuewas fully
subscribedandraised$5millionincash.

(iii) Jocatt purchased a research project from a third party including certain patents on
1December20X1 for$8millionand recognised itasan intangibleasset.During theyear,
Jocatt incurred further costs, which included $2 million on completing the research phase,
$4million in developing the product for sale and$1million for the initialmarketing costs.
There were no other additions to intangible assets in the period other than those on the
acquisitionofTigret.

(iv) Jocattoperatesadefinedbenefitpensionscheme.Thecurrentservicecostsfortheyearended
30November20X2are$10million.Jocattenhancedthebenefitson1December20X1.The
totalcostoftheenhancementis$2million.Thenetinterestonnetplanassetswas$8millionfor
theyearandJocattrecognisesremeasurementgainsandlossesinaccordancewithIAS19.

(v) Jocatt owns an investment property. During the year, part of the heating system of the
property,whichhadacarryingamountof$0.5million,wasreplacedbyanewsystem,which
cost$1million.Jocattusesthefairvaluemodelformeasuringinvestmentproperty.

(vi) Jocatt had exchanged surplus land with a carrying amount of $10 million for cash of
$15million and plant valued at $4 million. The transaction has commercial substance.
Depreciationfortheperiodforproperty,plantandequipmentwas$27million.

(vii) Goodwillrelatingtoallsubsidiarieshadbeenimpairmenttestedintheyearto30November
20X2 and any impairment accounted for. The goodwill impairment related to those
subsidiarieswhichwere100%owned.

(viii) Deferredtaxof$1millionaroseintheyearonthegainsoninvestmentsinequityinstruments
where the irrevocable election was made to take changes in fair value through other
comprehensiveincome.

(ix) Theassociatedidnotpayanydividendsintheyear.

Required

PrepareaconsolidatedstatementofcashflowsfortheJocattGroupusingtheindirectmethodunder
IAS7StatementofCashFlows.

Note.Ignoredeferredtaxationotherthanwhereitismentionedinthequestion. (35marks)

16Warrburt 59mins

 P212/08,amended

ThefollowingdraftgroupfinancialstatementsrelatetoWarrburt,apubliclimitedcompany:

WARRBURTGROUP

STATEMENTOFFINANCIALPOSITIONASAT30NOVEMBER20X8

 20X8 20X7
 $m $m
Assets
Non-currentassets
Property,plantandequipment 354 360
Goodwill 80 100
Otherintangibleassets 228 240
Investmentinassociate 100 –
Investmentinequityinstruments 142 150
 904 850
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 20X8 20X7
 $m $m
Currentassets
Inventories 135 198
Tradereceivables 92 163
Cashandcashequivalents  284 323
  511 684
Totalassets 1,415 1,534

Equityandliabilities

Equityattributabletoownersoftheparent  
Sharecapital 650 595
Retainedearnings 367 454
Othercomponentsofequity  49 20
 1,066 1,069
Non-controllinginterest  46 53
Totalequity 1,112 1,122

Non-currentliabilities
Long-termborrowings 20 64
Deferredtax 28 26
Retirementbenefitobligation 100 96
Totalnon-currentliabilities 148 186

Currentliabilities:
Tradepayables 115 180
Currenttaxpayable 35 42
Short-termprovisions  5 4
Totalcurrentliabilities  155 226
Totalliabilities  303 412
Totalequityandliabilities 1,415 1,534

WARRBURTGROUP

STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOMEFORTHEYEAR
ENDED30NOVEMBER20X8
 $m
Revenue 910
Costofsales (886)
Grossprofit 24
Otherincome 7
Distributioncosts (40)
Administrativeexpenses (35)
Financecosts (9)
Shareofprofitofassociate 6
Lossbeforetax (47)
Incometaxexpense (29)
Lossfortheyear (76)
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 $m
Othercomprehensiveincomefortheyear(aftertax,notreclassifiedtoP/L) 
Investmentinequityinstruments(IEI) 27
Gainsonpropertyrevaluation 2
Remeasurementlossesondefinedbenefitplan (4)
Othercomprehensiveincomefortheyear(aftertax) 25
Totalcomprehensiveincomefortheyear (51)

Profit/(loss)attributableto:


Ownersoftheparent (74)
Non-controllinginterest (2)
 (76)
Totalcomprehensiveincomeattributableto: 
Ownersoftheparent (49)
Non-controllinginterest (2)
 (51)

WARRBURTGROUP

STATEMENTOFCHANGESINEQUITYFORTHEYEARENDED30NOVEMBER20X8
  Non-
 Share Retained Revaluation controlling Total
 capital earnings IEI surplus Total interest equity
 $m $m $m $m $m $m $m
Balanceat  
1December20X7 595 454 16 4 1,069 53 1,122
Sharecapitalissued 55 55  55
Dividends  (9)  (9) (5) (14)
Totalcomprehensive  
incomefortheyear  (78) 27 2  (49) (2) (51)
Balanceat              
30November20X8 650 367 43 6  1,066 46 1,112

NOTETOSTATEMENTOFCHANGESINEQUITY

 $m
Profit/(loss)attributabletoownersofparent (74)
Remeasurementlossesondefinedbenefitpensionplan (4)
Totalcomprehensiveincomeforyear–retainedearnings (78)

ThefollowinginformationrelatestothefinancialstatementsofWarrburt.

(i) Warrburt holds investments in equity instruments (IEI) which are owned by the parent
company. At 1 December 20X7, the total carrying amount of those investments was
$150million. In respect of $112 million of this $150 million, Warrburt had made an
irrevocableelectionunderIFRS9forchangesinfairvaluetogothroughothercomprehensive
income(itemsthatwillnotbereclassifiedtoprofitorloss).Theremaining$38millionrelated
toan investment in thesharesofAlburt, inrespectofwhichchanges in fairvaluehadbeen
taken to profit or loss for the year. During the year, the investment in Alburt was sold for
$45million,withthefairvaluegainshownin'otherincome'inthefinancialstatements.The
followingschedulesummarisesthechanges:
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 Alburt Other Total
 $m $m $m
Carryingamount at1December20X7 38 112 150
Addgainonderecognition/revaluationofIEI  7  30 37
LesssalesofIEIatfairvalue (45)  – (45)
Carryingamount at30November20X8  – 142 142

Deferredtaxof$3millionarisingonthe$30millionrevaluationgainabovehasbeentaken
intoaccountin'othercomprehensiveincome'fortheyear.

(ii) The retirement benefit obligation shown in the statement of financial position comprises the
following:
 $m
Liabilityat1December20X7 96
Expenseforperiod 10
Contributionstoscheme(paid) (10)
Remeasurementlosses 4
Liabilityat30November20X8 100

Warrburt recognises remeasurementgainsand losses inother comprehensive income in the
periodinwhichtheyoccur,inaccordancewithIAS19.Thebenefitspaidintheperiodbythe
trusteesof theschemewere$3million.Thereisnotaximpactwithregardstotheretirement
benefitobligation.

(iii) Theproperty,plantandequipment (PPE) in the statementof financialpositioncomprises the
following:
 $m
Carryingamount at1December20X7 360
Additionsatcost 82
Gainsonpropertyrevaluation 4
Disposals (56)
Depreciation (36)
Carryingamount at30November20X8 354

Plantandmachinerywithacarryingamountof$1millionhadbeendestroyedbyfireinthe
year.Theassetwasreplacedbytheinsurancecompanywithnewplantandmachinerywhich
wasvaluedat$3million.Themachineswereacquireddirectlybytheinsurancecompanyand
no cash payment was made to Warrburt. The company included the net gain on this
transactionin'additionsatcost'andasadeductionfromadministrativeexpenses.

Thedisposalproceedswere$63million. Thegainondisposal is included inadministrative
expenses.Deferredtaxof$2millionhasbeendeductedinarrivingatthe'gainsonproperty
revaluation'figurein'othercomprehensiveincome(itemsthatwillnotbereclassifiedtoprofit
orloss)'.

TheremainingadditionsofPPEcomprisedplantandequipmentpurchasedon30June20X8.
ThecostofthePPEwas$80millionwith$60millionbeingpaidon31October20X8andthe
balancetobepaidon31December20X8.

(iv) Warrburtpurchaseda25%interest inanassociate forcashon1December20X7.Thenet
assets of theassociateat thedateofacquisitionwere$300million. Theassociatemadea
profitaftertaxof$24millionandpaidadividendof$8millionoutoftheseprofitsintheyear
ended30November20X8.

(v) Animpairmenttestwascarriedoutat30November20X8ongoodwillandotherintangible
assets. The result showed that goodwill was impaired by $20million and other intangible
assetsby$12million.
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(vi) Theshort-termprovisionsrelatetofinancecostswhicharepayablewithinsixmonths.

Required

(a) PrepareagroupstatementofcashflowsforWarrburtfortheyearended30November20X8
inaccordancewithIAS7StatementofCashFlows,usingtheindirectmethod. (25marks)

(b) Discussthekeyissueswhichthestatementofcashflowshighlightsregardingthecashflowof
thecompany. (5marks)

 (Total=30marks)
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Section3–Exam-standardquestions 

PARTA:Applyfundamentalethicalandprofessionalprinciplestoethicaldilemmas
anddiscusstheconsequencesofunethicalbehaviour

17Jarvis 39mins
Jarvisisapublic limitedcompanyinvolvedinmanufacturingrawmaterials.Actingresponsiblyisa
keyfocusforthecompany'sboard.Giventhenatureofitsoperations,Jarvishasrecentlysetupan
innovation initiative in order to find new ways to solve environmental challenges. The finance
director takes theview thatby investing in innovative technology thecompanywillbeable to find
solutions to environmental issues, thereby enhancing the environment for future generations. He
believesthatallexpenditureonthisnewlycreatedinitiativecanbeimmediatelyclassifiedasanon-
currentasset.

Required

(a) Advise the finance director of Jarvis on the considerations necessary in order to apply the
proposedaccountingtreatmenttotheinnovationinitiative. (5marks)

(b) Discusswhat ismeantbycorporate responsibilityand inparticular the factorswhich should
encouragecompaniestodisclosesocialandenvironmentalinformation. (10marks)

(c) A recent surveyhas indicated that therehasbeena vast increase in narrative reportingby
FTSE350 companieson the subject of corporate responsibility; however, onlya very small
proportionofcompanies identifycorporate responsibilitiesasstrategic issuesorprovidekey
performanceindicatorsinthisarea.

 Required

Discuss theethical issuesofnarrative reportingwithout reference tostrategyand the lackof
keyperformanceindicatorstosupportthenarrativedisclosures. (3marks)

Professionalmarkswillbeawardedinpart(c)fortheapplicationofethicalprinciples.
 (2marks)

 (Total=20marks)

18Columbus 39mins

P26/14,amended

(a) ThedirectorsofColumbushavestrongviewsontheusefulnessofthefinancialstatementsafter
theirmovetoInternationalFinancialReportingStandards(IFRSs).Theyareoftheopinionthat
althoughIFRSsimplementafairvaluemodel,IFRSsarefailingusersoffinancialstatementsas
theydonotreflectthefinancialvalueofanentity.

Required

Discuss thedirectors'viewsaboveasregards theuseof fairvaluein IFRSsandthefact that
IFRSsdonotreflectthefinancialvalueofanentity. (10marks)

(b) Columbus plans to update its production process and the directors feel that technology-led
productionistheonlyfeasiblewayinwhichthecompanycanremaincompetitive.On1May
20X3, Columbus entered into a lease for a property and the leasing arrangement was
establishedinordertomaximisetaxationbenefits.However,thefinancialstatementshavenot
shownaleaseassetorliabilitytodate.

Anewfinancialcontroller joinedColumbusshortlybeforethefinancialyearendof30April
20X4and ispresently reviewing the financial statements toprepare for theupcomingaudit
and to begin making a loan application to finance the new technology. The financial
controller feels that the lease relating to both the property should be recognised in the
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statementoffinancialposition,butthemanagingdirector,whodidabriefaccountancycourse
ten years ago, strongly disagrees. The managing director wishes to charge the rental
paymentstoprofitorloss.Themanagingdirectorfeelsthatthearrangementdoesnotmeetthe
criteria for recognition in the statement of financial position, and has made it clear that
showingtheleaseinthestatementoffinancialpositioncouldjeopardiseboththecompany's
upcomingloanapplicationandthefinancialcontroller'sfutureprospectsatColumbus.

Required

Discuss the ethical and accounting issues which face the financial controller in the above
situationandadviseontheappropriateaccountingtreatmentforthelease. (8marks)

Professionalmarkswillbeawardedinpart(b)fortheapplicationofethicalprinciples.
 (2marks)

Note.Inyouranswer,assumethatIFRS16Leasesiseffective.

 (Total=20marks)

19Casino 49mins

P212/11,amended

(a) Casino has three distinct business segments. Management has calculated the net assets,
revenue and profit before common costs, which are to be allocated to these segments.
However,theyareunsureastohowtheyshouldallocatecertaincommoncostsandwhether
they can exercise judgement in the allocation process. They wish to allocate head office
management expenses; pension expense; the cost ofmanaging properties and interest and
related interest-bearingassets. Theyalsoare uncertainas towhether theallocationof costs
hastoconformtotheaccountingpoliciesusedinthefinancialstatements.

Required

AdvisethemanagementofCasinoonthepointsraisedintheaboveparagraph. (7marks)

(b) Segmentalinformationreportedexternallyismoreusefulifitconformstoinformationusedby
managementinmakingdecisions.Theinformationcandifferfromthatreportedinthefinancial
statements.Although reconciliationsare required, thesecanbecomplexanddifficult for the
usertounderstand.Additionally,thereareotherstandardswheresubjectivityisinvolvedand
often theprofitmotivedetermineswhichaccountingpractice to follow.Thedirectorshavea
responsibility to shareholders in disclosing information to enhance corporate value but this
mayconflictwiththeircorporatesocialresponsibility.

Required

Discuss how the ethics of corporate social responsibility disclosure are difficult to reconcile
withshareholderexpectations. (7marks)

(c) Casino'sdirectors feel that theyneedasignificant injectionofcapital inorder tomodernise
plantandequipmentasthecompanyhasbeenpromisednewordersifitcanproducegoods
to an international quality. The bank's current lending policies require borrowers to
demonstrategoodprojectedcashflow,aswellasalevelofprofitabilitywhichwouldindicate
that repayments would be made. However, the current projected statement of cash flows
would not satisfy the bank's criteria for lending. The directors have told the bank that the
company is inanexcellent financialposition, the financial resultsandcash flowprojections
willmeet thecriteriaandthechiefaccountantwill forwardareport to thiseffectshortly.The
chiefaccountanthasonlyrecentlyjoinedCasinoandhasopenlystatedthathecannotafford
tolosehisjobbecauseofhisfinancialcommitments.
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Required

Discussthepotentialethicalconflictswhichmayariseintheabovescenarioandtheethical
principleswhichwouldguidehowthechiefaccountantshouldrespondinthissituation.
 (9marks)

Professionalmarkswillbeawardedinparts(b)and(c)fortheapplicationofethicalprinciples.

 (2marks)

 (Total=25marks)

20Presdon 39mins

P2Mar/Jun16,amended

(a) ThedirectorsofPresdonhavebeenreviewingtheInternationalIntegratedReportingCouncil's
Framework for Integrated Reporting. The directors believe that International Financial
Reporting Standards are already extensive and provide stakeholders with a comprehensive
understanding of an entity's financial position and performance for the year. In particular,
statements of cash flows enable stakeholders to assess the liquidity, solvency and financial
adaptability of a business. They are concerned that any additional disclosures could be
excessiveandobscurethemostusefulinformationwithinasetoffinancialstatements.Theyare
therefore unsure as to the rationale for the implementation of a separate, or combined,
integratedreport.

Required 

Discuss the extent to which statements of cash flows provide stakeholders with useful
information about an entity and whether this information would be improved by the entity
introducinganIntegratedReport. (10marks)

(b) Presdon has a year end of 31 January. Shortly before 31 January 20X6, Presdon gave a
$5million,zerointerest,short-termloantoitssubsidiary,Mielly.Miellyrepaidtheloaninfull
during February 20X6. Since the loan was repaid within Presdon's usual credit terms of
30days, itwas classifiedasa trading itemasat31 January20X6.Consequently Presdon
included thebalancewithin tradeandother receivablesandMielly included itwithin trade
and other payables at the year end. Mielly has several bank loans with substantial debt
covenants linked toboth interestcoverand itsgearing ratio.Thebank loanswouldbecome
immediately repayable should Mielly breach any of the terms of the covenants. Before
receivingtheloan,Miellyhadabankoverdraftbalanceof$4.5million.

Required 

Discusstheimpactwhichthe$5millionloanwouldhaveonthedebtcovenantsofMiellyand
whetherthereareanyethicalimplicationsarisingfromthesituation. (8marks)

Professionalmarkswillbeawardedfortheapplicationofethicalprinciples. (2marks)

  (Total=20marks)

21Chippin 29mins
P212/10,amended

Chippin,apubliclimitedcompany,operatesintheenergyindustryandundertakescomplexnatural
gas trading arrangements, which involve exchanges in resources with other companies in the
industry.Chippinisenteringintoalong-termcontractforthesupplyofgasandisraisingaloanon
the strength of this contract. The proceeds of the loan are to be received over the year to
30November20X3andaretoberepaidoverfouryearsto30November20X7.Chippinwishesto
report the loan proceeds as operating cash inflow because it is related to a long-term purchase
contract. The directors of Chippin receive a bonus if the operating cash flow exceeds a
predeterminedtargetfortheyearandfeelthattheindirectmethodismoreusefulandinformativeto
usersoffinancialstatementsthanthedirectmethod.
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Required

(a) Commentonthedirectors'viewthattheindirectmethodofpreparingstatementsofcashflows
ismoreusefulandinformativetousersthanthedirectmethod. (7marks)

(b) Discuss thereasonswhythedirectorsmaywish toreport the loanproceedsasanoperating
cashflowratherthanafinancingcashflowandwhetherthereareanyethicalimplicationsof
adoptingthistreatment. (6marks)

Professionalmarkswillbeawardedfortheapplicationofethicalprinciples. (2marks)

  (Total=15marks)

22EginGroup 39mins

ACR6/06,amended

On1June20X5,Egin,apubliclimitedcompany,wasformedoutofthereorganisationofagroup
ofcompanieswithforeignoperations.Thedirectorsarereluctanttodiscloserelatedpartyinformation
astheyfeelthatsuchtransactionsareanormalfeatureofbusinessandneednotbedisclosed.

Under the new group structure, Egin owns 80% of Briars, 60% of Doye, and 30% of Eye. Egin
exercisessignificantinfluenceoverEye.ThedirectorsofEginarealsodirectorsofBriarsandDoye
butonlyonedirectorofEginsitsonthemanagementboardofEye.ThemanagementboardofEye
comprisesfivedirectors.Originallythegroupcomprisedfivecompaniesbutthefifthcompany,Tang,
whichwasa70%subsidiaryofEgin,was soldon31 January20X6. Therewereno transactions
betweenTangandtheEginGroupduringtheyearto31May20X6.30%ofthesharesofEginare
owned by another company, Atomic, which exerts significant influence over Egin. The remaining
40%ofthesharesofDoyeareownedbySpade,whichexertssignificantinfluenceoverDoye.


Duringthecurrentfinancialyearto31May20X6,Doyehassoldasignificantamountofplantand
equipmenttoSpadeatthenormalsellingpriceforsuchitems.ThedirectorsofEginhaveproposed
that where related party relationships are determined and sales are at normal selling price, any
disclosureswillstatethatpriceschargedtorelatedpartiesaremadeonanarm'slengthbasis.

OneofthedirectorsofBriarswhoisnotonthemanagementboardofEginownsthewholeofthe
sharecapitalofacompany,Blue,thatsellsgoodsatmarketpricetoBriars.Thedirectorisincharge
oftheproductionatBriarsandalsoactsasaconsultanttothemanagementboardofthegroup.

Required

(a) Discusswhyitisimportanttodiscloserelatedpartytransactions,explainingthecriteriawhich
determinearelatedpartyrelationship. (7marks)

(b) Describethenatureofanyrelatedpartyrelationshipsandtransactionswhichexists:

(i) WithintheEginGroupincludingTang; (5marks)
(ii) BetweenSpadeandtheEginGroup; (3marks)
(iii) BetweenAtomicandtheEginGroup; (3marks)

commentingonwhethertransactionsshouldbedescribedasbeingat'arm'slength'.

Professionalmarkswillbeawardedfortheapplicationofethicalprinciples. (2marks)

  (Total=20marks)
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PART B: Evaluate the appropriateness of the financial reporting framework and
criticallydiscusschangesinaccountingregulation

23Conceptualframework 49mins

P212/07,amended

TheInternationalAccountingStandardsBoard(IASB)isworkingonaprojecttoupdateitsconceptual
framework for financialaccountingand reporting. Thegoalsof theprojectare toprovideamore
complete,clearandupdatedsetofconceptstousewhenIFRSStandardsarerevisedordeveloped.
Thefirstphase,ajointprojectwiththeUSFinancialAccountingStandardsBoard(FASB),hasbeen
publishedastheConceptualFrameworkforFinancialReporting.

Required

(a) Discusswhyitisbeneficialtodevelopanagreedinternationalconceptualframeworkandthe
extenttowhichanagreedinternationalconceptualframeworkcanbeusedtoresolvepractical
accountingissues. (10marks)

(b) In2015, the IASB issuedExposureDraft ED/2015/3:Conceptual Framework for Financial
Reporting,whichaddressesareasfoundtobedeficientintheexistingConceptualFramework.

DiscussthechangesproposedintheEDinrespectofthefollowingmatters:

(i) Derecognitionofassetsandliabilities
(ii) Thereintroductionofprudence (6marks)

(c) What criticisms could be made of the proposed changes in the Exposure Draft on the
ConceptualFramework? (9marks)

(Total=25marks)

24Lizzer 49mins
(a) The directors of Lizzer have decided not to disclose any information concerning the two

mattersbelow.

(i) Lizzer isadebt issuerwhosebusiness is thesecuritisationofaportfolioofunderlying
investmentsandfinancing theirpurchase through the issuingof listed, limitedrecourse
debt.Therepaymentofthedebtisdependentupontheperformanceoftheunderlying
investments. Debt-holders bear the ultimate risks and rewards of ownership of the
underlyinginvestments.Giventhedebtspecificnatureoftheunderlyinginvestments,the
riskprofileofindividualdebtmaydiffer.

Lizzer does not consider its debt-holders as being amongst the primary users of the
financialstatementsand,accordingly,doesnotwishtoprovidedisclosureof thedebt-
holders'exposuretorisksinthefinancialstatements,asdistinctfromtherisksfacedby
the company's shareholders, in accordance with IFRS 7 Financial Instruments:
Disclosures.

Required

Discuss the reasons why the debt-holders of Lizzer may be interested in its financial
statementsandadvise thedirectorswhether theirdecisionnot toprovidedisclosureof
thedebt-holdersexposuretorisksisconsistentwiththeprinciplesofIFRS7. (6marks)

(ii) Atthedateofthefinancialstatements,31January20X3,Lizzer'sliquiditypositionwas
quite poor, such that the directors described it as 'unsatisfactory' in themanagement
report.Duringthefirstquarterof20X3,thesituationworsenedwiththeresultthatLizzer
was inbreachofcertain loancovenantsat31March20X3.The financial statements
wereauthorisedforissueattheendofApril20X3.Thedirectors'andauditor'sreports
both emphasised the considerable risk of not being able to continue as a going
concern.
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Thenotes tothefinancialstatementsindicatedthat therewas'ample'compliancewith
allloancovenantsasatthedateofthefinancialstatements.Noadditionalinformation
about the loan covenants was included in the financial statements. Lizzer had been
close to breaching the loan covenants in respect of free cash flows and equity ratio
requirementsat31January20X3.

ThedirectorsofLizzerfeltthat,giventheexistinginformationinthefinancialstatements,
anyfurtherdisclosurewouldbeexcessiveandconfusingtousers. 

Required

Critique, from the perspective of the investors and potential investors of Lizzer, the
decision of the directors not to include further disclosure about the breach of loan
covenants. (6marks)

(b) ThedirectorsofLizzerhavereadvariousreportsaboutexcessivedisclosureinannualreports.
Some reports suggested that excessive disclosure is burdensome and can overwhelm users.
However,otherreportsarguedthatthereisnosuchthingastoomuch'useful'informationfor
users.

Required

(i) Discusswhy it is important toensure theoptimal levelofdisclosure inannual reports,
describing the reasonswhy users of annual reportsmay have founddisclosure to be
excessiveinrecentyearsandtheactionstakenbytheIASBtoaddressthisissue. 
 (9marks)

(ii) Describe the barriers, which may exist, to reducing excessive disclosure in annual
reports. (4marks)

(Total=25marks)

25Accountingstandardsanddisclosure 49mins
 P212/08,amended

Whilstacknowledging the importanceofhighqualitycorporate reporting, the recommendations to
improveitaresometimesquestionedonthebasisthatthemarketplaceforcapitalcandeterminethe
nature and quality of corporate reporting. It could be argued that additional accounting and
disclosurestandardswouldonlydistortamarketmechanismthatalreadyworkswellandwouldadd
costs to the reporting mechanism, with no apparent benefit. It could be said that accounting
standards create costly, inefficient, and unnecessary regulation. It could be argued that increased
disclosure reduces risksandoffersadegreeofprotection to users.However, increaseddisclosure
hasseveralcoststotheprepareroffinancialstatements.

Required

(a) Explainwhyaccountingstandardsareneededtohelpthemarketmechanismworkeffectively
forthebenefitofpreparersandusersofcorporatereports. (9marks)

(b) Discuss thebenefits to theusersof financial statementsand relative costs to thepreparerof
increaseddisclosureofinformationinfinancialstatements. (14marks)

Professionalmarkswillbeawardedforqualityofdiscussionandreasoning. (2marks)

 (Total=25marks)
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PARTC:Applyprofessionaljudgementinthereportingofthefinancialperformance
ofarangeofentities

26Tang 49mins

 P2Sep/Dec15,amended

IFRS 15 Revenue from Contracts with Customers provides detailed and consistent guidance
regardingrevenuerecognition.IFRS15setsoutafive-stepmodel,whichappliestorevenueearned
fromacontractwithacustomerwithlimitedexceptions,regardlessofthetypeofrevenuetransaction
or the industry. Step one in the five-stepmodel requires the identification of the contractwith the
customerand is critical for thepurposeofapplying theStandard. The remaining four steps in the
Standard'srevenuerecognitionmodelareirrelevantifthecontractdoesnotfallwithinthescopeof
IFRS15.

Required

(a) (i) Discuss thecriteriawhichmustbemet foracontractwithacustomer tofallwithin the
scopeofIFRS15. (5marks)

(ii) Discussthefourremainingstepswhichleadtorevenuerecognitionafteracontracthas
beenidentifiedasfallingwithinthescopeofIFRS15. (9marks)

(b) (i) Tangentersintoacontractwithacustomertosellanexistingprintingmachinesuchthat
controloftheprintingmachinevestswiththecustomerintwoyears'time.Thecontract
hastwopaymentoptions.Thecustomercanpay$240,000whenthecontractissigned
or $300,000 in two years' time when the customer gains control of the printing
machine.Theinterestrateimplicitinthecontractis11.8%inordertoadjustfortherisk
involvedin thedelayinpayment.However,Tang's incrementalborrowingrate is5%.
The customer paid $240,000 on 1 December 20X4when the contract was signed.
 (4marks)

(ii) Tangentersintoacontracton1December20X4toconstructaprintingmachineona
customer's premises for a promised consideration of $1,500,000 with a bonus of
$100,000 if the machine is completed within 24 months. At the inception of the
contract,Tangcorrectlyaccounts for thepromisedbundleofgoodsandservicesasa
single performance obligation in accordance with IFRS 15. At the inception of the
contract, Tang expects the costs to be $800,000 and concludes that it is highly
probablethatasignificantreversalintheamountofcumulativerevenuerecognisedwill
occur. Completion of the printing machine is highly susceptible to factors outside of
Tang'sinfluence,mainlyissueswiththesupplyofcomponents.

At30November20X5, Tanghas satisfied65%of itsperformanceobligationon the
basis of costs incurred to date and concludes that the variable consideration is still
constrainedinaccordancewithIFRS15.However,on4December20X5,thecontract
ismodifiedwith theresult that the fixedconsiderationandexpectedcosts increaseby
$110,000 and $60,000 respectively. The time allowable for achieving the bonus is
extendedbysixmonthswiththeresultthatTangconcludesthatitishighlyprobablethat
the bonus will be achieved and that the contract still remains a single performance
obligation.Tanghasanaccountingyearendof30November. (7marks)

Required

DiscusshowtheabovetwocontractsshouldbeaccountedforunderIFRS15.(Inthecaseof
(b)(i),thediscussionshouldincludetheaccountingtreatmentupto30November20X6andin
thecaseof(b)(ii),theaccountingtreatmentupto4December20X5.)

Note.Themarkallocationisshownagainsteachoftheitemsabove.

 (Total=25marks)
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27Blochberger 49mins
(a) Blochberger is a manufacturer of consumer goods. On 30 November 20X7, Blochberger

entered into a one-year contract to sell goods to a large global chain of retail stores. The
customer committed tobuyat least$30millionofproductsover theoneyear contract. The
contractrequiredBlochbergertomakeanon-refundablepaymentof$3milliontothecustomer
attheinceptionofthecontract.The$3millionpaymentistocompensatethecustomerforthe
changes required to its shelving to accommodate Blochberger's products. Blochberger duly
paidthis$3milliontothecustomeron30November20X7.

In December 20X7, Blochberger transferred goods to the customerworth $4million to the
customerandinvoicedthemforthisamount. (6marks)

(b) On1July20X7,BlochbergerenteredintoacontractwithanothercustomertosellProductA
for $200 per unit. If the customer purchases more than 1,000 units of Product A in a
12-month period, the contract specifies that the price per unit is retrospectively reduced to
$180perunit.

For the quarter ended 30 September 20X7, Blochberger sold 75 units of Product A to the
customer.Atthatdate,Blochbergerestimatedthatthecustomers'purchaseswouldnotexceed
the1,000-unitthresholdrequiredforthevolumediscount.

InOctober20X8,thecustomeracquiredanothercompanyandinthequarterended
31December20X7,Blochbergersoldanadditional500unitsofProductAtothecustomer.In
lightofthis,Blochbergernowestimatesthatthecustomer'spurchaseswillexceedthe1,000-
unitthreshold(inthe12monthsto30June20X8)andtherefore,itwillberequiredto
retrospectivelyreducethepriceperunitto$180. (7marks)

(c) On 31 December 20X7, Blochberger sold Product B to a customer for $12,100 payable
24monthsafterdelivery.Thecustomerobtainedcontrolof theproductatcontract inception.
However,thecontractpermitsthecustomertoreturntheproductwithin90days.Theproduct
is new and Blochberger has no relevant historical evidence of product returns or other
availablemarketevidence.

ThecashsellingpriceofProductBis$10,000,whichrepresentstheamountthatthecustomer
would pay upon delivery of the same product sold under otherwise identical terms and
conditions as at contract inception. The cost of the product to Blochberger is $8,000.
 (7marks)

(d) On1September20X7,Blochbergerpurchasedanewmachineforuseinitsfactory.The
directorshavecapitalisedthepurchasepricebutareunsurehowtotreatthefollowingrelated
costs.$400,000wasspentontestingwhetherthemachinewasfunctioningproperly.During
thetestingperiod(September–October20X7),sampleswereproducedandsoldforatotalof
$75,000.$300,000wasalsospentontrainingexistingemployeeshowtooperatethenew
machine.Themachineisbeingusedtomanufactureanewproduct,ProductCand$1million
wasspentofadvertisingthisnewproduct.Testingwascompletedandcommercialproduction
ofProductCcommencedon31October20X7. (5marks)

Required

AdviseBlochbergeronhowtheabovetransactionsshouldbedealtwithinitsfinancialstatementsfor
theyearended31December20X7(andupto31March20X8forpart(c)).

Note.Themarkallocationisshownagainsteachofthefourissuesabove. (Total=25marks)
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28Minco 49mins

P26/14,amended

(a) Minco isamajorpropertydeveloper.On1 June20X3,Mincoentered intoacontractwith
HolisticHealthcoforthesaleofabuildingfor$3million.HolisticHealthcointendstousethe
buildingasafitnessandleisurecentre.Thebuildingislocatedinabusycity,wherethereare
many gyms and leisure centres. Holistic Healthco's experience to date has been in stores
sellinghealthfoodsandaromatherapyoils,andithasnoexperienceofthefitnessindustry.

Holistic Healthco paidMinco a non-refundable deposit of $150,000 on 1 June 20X3 and
entered into a long-term financing agreement with Minco for the remaining 95% of the
promisedconsideration.The termsof the financingarrangementare that ifHolisticHealthco
defaults,Mincocanrepossessthebuilding,butcannotseekfurthercompensationfromHolistic
Healthco,evenifthecollateraldoesnotcoverthefullvalueoftheamountowed.Thebuilding
costMinco $1.8 million to construct. Holistic Healthco obtained control of the building on
1June20X3.

MincoarguesthatthiscontractfallswithinthescopeofIFRS15RevenuefromContractswith
Customers,andthatthenon-refundabledepositshouldberecognisedasrevenue. (8marks)

(b) Mincooftensponsorsprofessionaltennisplayersinanattempttoimproveitsbrandimage.At
themoment,ithasathree-yearagreementwithatennisplayerwhoiscurrentlyrankedinthe
world'stoptenplayers.Theagreementisthattheplayerreceivesasigningbonusof$20,000
and earns an annual amount of $50,000, paid at the end of each year for three years,
provided that theplayerhascompeted inall the specified tournaments foreachyear. If the
playerwinsamajortournament,shereceivesabonusof20%oftheprizemoneywonatthe
tournament.Inreturn,theplayerisrequiredtowearadvertisinglogosontennisapparel,play
a specifiednumberof tournamentsandattendphoto/film sessions foradvertisingpurposes.
Thedifferentpaymentsarenotinterrelated. (5marks)

(c) Minco leased its head office during the current accounting period and the agreement
terminatesinsixyears'time.

There is a clause in the lease relating to the internal condition of the property at the
terminationofthelease.Theclausestatesthattheinternalconditionofthepropertyshouldbe
identicaltothatattheoutsetofthelease.Mincohasimprovedthebuildingbyaddinganother
floortopartofthebuildingduringthecurrentaccountingperiod.Thereisalsoaclausewhich
enables the landlord to recharge Minco for costs relating to the general disrepair of the
buildingattheendofthelease.Inaddition,thelandlordcanrechargeanycostsofrepairing
theroofimmediately.Thelandlordintendstoreplacepartoftheroofofthebuildingduringthe
currentperiod. (5marks)

(d) On 1 June 20X1, Minco acquired a property for $5 million and annual depreciation of
$500,000 is charged on the straight-line basis with no residual value. At the end of the
previousfinancialyearof31May20X3,whenaccumulateddepreciationwas$1million,a
furtheramountrelatingtoanimpairmentlossof$350,000wasrecognised,whichresultedin
the property being valued at its estimated value in use. On 1 October 20X3, as a
consequenceof a proposedmove to newpremises, the propertywas classifiedas held for
sale. At the time of classification as held for sale, the fair value less costs to sell was
$3.4million.Atthedateofthepublishedinterimfinancialstatements,1December20X3,the
property market had improved and the fair value less costs to sell was reassessed at
$3.52millionandattheyearendon31May20X4ithadimprovedevenfurther,sothatthe
fair value less costs to sell was $3.95million. The property was sold on 5 June 20X4 for
$4million. (7marks)
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Required

DiscusshowtheaboveitemsshouldbedealtwithinthefinancialstatementsofMinco.

Note.Themarkallocationisshownagainsteachofthefourissuesabove.
(Total=25marks)

29Havanna 49mins
YouarethenewlyappointedfinancialcontrollerofHavannaandhavebeenaskedtogiveadviceto
theboardofdirectorsonthefollowingtransactionsitenteredintointheyearended30November
20X3.

(a) Havanna owns a chain of health clubs and has entered into binding contracts with sports
organisations,whichearnincomeovergivenperiods.Theservicesrenderedinreturnforsuch
income include access toHavanna's database ofmembers, and admission to health clubs,
including the provision of coaching and other benefits. These contracts are for periods of
between 9 and 18 months. Havanna's accounting policy for revenue recognition is to
recognisethecontractincomeinfullatthedatewhenthecontractissigned.Therationaleis
that the contracts are binding and at the point of signing the contract, the customer gains
accesstoHavanna'sservices.Thedirectorsarereluctanttochangetheiraccountingpolicy.

Required

Advise the directors, with reference to the underlying principles of IFRS 15 Revenue from
ContractswithCustomers,howtherevenueinrelationtothecontractsshouldberecognised.
 (10marks)

(b) InMay20X3,Havannadecidedtoselloneofitsregionalbusinessdivisionsthroughamixed
asset and sharedeal. Thedecision to sell thedivisionat apriceof$40millionwasmade
public in November 20X3 and gained shareholder approval in December 20X3. It was
decided that the payment of any agreed sale price could be deferred until 30November
20X5. It isestimatedthat thecostofallowingthedeferredpayment is$0.5millionandthat
legalandotherprofessionalfeesassociatedwiththedisposalwillbearound$1million.The
businessdivisionwas identifiedcorrectlyas 'held forsale'andwaspresentedasadisposal
group in the statement of financial position as at 30 November 20X3. At the initial
classification of the division as held for sale, its net carrying amount was $90 million. In
writingdown thedisposal group's carryingamount,Havannaaccounted for an impairment
lossof$30millionwhichrepresentedthedifferencebetweenthecarryingamountandvalue
of the assets measured in accordance with applicable International Financial Reporting
Standards(IFRS).

Required

Advisethedirectorshowtoaccountforthedisposalgroupinthefinancialstatementsforthe
yearended30November20X3. (5marks)

(c) Havannahasdecidedtosellitsmainofficebuildingtoathirdpartyfor$5millionandleaseit
backonaten-yearlease.Thecurrentfairvalueofthepropertyis$5millionandthecarrying
amount of the asset is $4.2 million. The present value of the lease payments has been
calculated as $3.85 million. The remaining useful life of the building is 15 years. The
transaction constitutes a sale in accordance with IFRS 15 Revenue from Contracts with
Customers.TheCEOofHavannabelievesthisrepresentsaverygooddealforHavannaand
has toldyou that theprofitondisposalof$0.8millionmustbe reported in thestatementof
profitor lossas itwillhelp toensure that thecompanymeets thecovenants imposedby the
bankinrespectofHavanna'sinterestcoverratio.Heremindedyouthatyouarenewtoyour
roleandthatrecordingaprofitonthistransactionwillbeofbenefittoyourfuturesuccessand
thebusinessasawhole.
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(i) AdvisethedirectorsofHavannaonhowtoaccountforthissaleatthestartofthelease,
including any gain on the sale, with reference to the principles of relevant IFRSs.
 (5marks)

(ii) Commentontheeffectof thetransactiononHavanna'sinterestcoverratioandbriefly
discusstheimpactonbankcovenantsoftheintroductionofIFRS16Leases. (3marks)

(iii) In your role as financial controller, prepare notes for a discussion with Havanna's
whistleblowing helpline in respect of any potential ethical issues that arise from the
abovescenario,withreferencetoACCA'sCodeofEthicsandConduct. (2marks)

 (Total=25marks)

30Alexandra 49mins
Alexandra,apubliclimitedcompany,designsandmanagesbusinesssolutionsandinfrastructures.

(a) InNovember20X0,Alexandradefaultedonaninterestpaymentonanissuedbond loanof
$100millionrepayablein20X5.Theloanagreementstipulatesthatsuchdefaultleadstoan
obligation to repay the whole of the loan immediately, including accrued interest and
expenses. Thebondholders, however, issuedawaiverpostponing the interestpayment until
31 May 20X1. On 17May 20X1, Alexandra felt that a further waiver was required, so
requestedameetingofthebondholdersandagreedafurtherwaiveroftheinterestpaymentto
5July20X1,whenAlexandrawasconfidentitcouldmakethepayments.Alexandraclassified
theloanaslong-termdebtinitsstatementoffinancialpositionat30April20X1onthebasis
that the loanwas not indefault at the endof the reportingperiodas thebondholders had
issuedwaiversandhadnotsoughtredemption.

 Required

(i) Explain,with reference to theprinciplesof relevant IFRSs, theappropriateaccounting
treatment for the above issue in Alexandra's financial statements for the year ended
30April20X1. (5marks)

(ii) Discuss,inrespectoftheaboveissue,anyethicalimplicationsandanypotentialimpact
ontheanalysisofAlexandra'sfinancialstatementsbyitsinvestors. (5marks)

(b) Alexandraentersintocontractswithbothcustomersandsuppliers.Thesuppliersolvessystem
problems and provides new releases and updates for software. Alexandra provides
maintenanceservicesforitscustomers.Inpreviousyears,Alexandrarecognisedrevenueand
relatedcostsonsoftwaremaintenancecontractswhenthecustomerwasinvoiced,whichwas
atthebeginningofthecontractperiod.Contractstypicallyrunfortwoyears.

During20X0,AlexandrahadacquiredXavierCo,whichrecognisedrevenue,derivedfroma
similartypeofmaintenancecontractasAlexandra,onastraight-linebasisoverthetermofthe
contract.AlexandraconsideredbothitsownandthepolicyofXavierCotocomplywith the
requirementsof IFRS15Revenue fromContractswithCustomersbut itdecided toadopt the
practiceofXavierCofor itselfandthegroup.Alexandraconcludedthat the tworecognition
methods did not, in substance, represent two different accounting policies and did not,
therefore,consideradoptionofthenewpracticetobeachangeinpolicy.

In the year to 30 April 20X1, Alexandra recognised revenue (and the related costs) on a
straight-linebasisoverthecontractterm,treatingthisasachangeinanaccountingestimate.
As a result, revenue and cost of sales were adjusted, reducing the year's profits by some
$6million.

Required

Explain, with reference to the principles of relevant IFRSs, the appropriate accounting
treatment for the above issue in Alexandra's financial statements for the year ended
30April20X1. (5marks)
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(c) Alexandra has a two-tier board structure consisting of a management and a supervisory
board.Alexandraremuneratesitsboardmembersasfollows:

 Annualbasesalary
 Variableannualcompensation(bonus)
 Shareoptions

Intheconsolidatedfinancialstatements,withintherelatedpartiesnoteunderIAS24Related
PartyDisclosures,Alexandradisclosedthetotalremunerationpaidtodirectorsandatotalfor
eachoftheseboards.Nofurtherbreakdownoftheremunerationwasprovided.

The management board comprises both the executive and non-executive directors. The
remuneration of the non-executive directors, however, was not included in the key
managementdisclosuresastheboardbelievedtheamountsinvolvedtobeimmaterial.Some
members of the supervisory and management boards are of a particular nationality.
Alexandra was of the opinion that in that jurisdiction, it is not acceptable to provide
information about remuneration that could be tracedback to individuals.Consequently, the
finance director of Alexandra explained that the board had instructed him to provide the
relatedparty information in theannual report inanambiguousway toprevent usersof the
financialstatementsfromtracingremunerationinformationbacktospecificindividuals. 

Required

(i) Explain,with reference to theprinciplesof relevant IFRSs,howthe transactionsabove
should be dealt with in Alexandra's financial statements, and the reasons why this
treatmentisimportanttoinvestors. (7marks)

(ii) Discussanyethicalissuesarisinginrelationtothisscenario. (3marks)

 (Total=25marks)

31Verge 49mins

 P26/13,amended

(a) Initsannualfinancialstatementsfortheyearended31March20X3,Verge,apubliclimited
company,hadidentifiedthefollowingoperatingsegments.

(i) Segment1localtrainoperations
(ii) Segment2inter-citytrainoperations
(iii) Segment3railwayconstructions

Thecompanydisclosedtworeportablesegments.Segments1and2wereaggregatedintoa
singlereportableoperatingsegment.Operatingsegments1and2havebeenaggregatedon
thebasisoftheirsimilarbusinesscharacteristics,andthenatureoftheirproductsandservices.
Inthelocaltrainmarket,itisthelocaltransportauthoritywhichawardsthecontractandpays
Vergeforitsservices.Inthelocaltrainmarket,contractsareawardedfollowingacompetitive
tenderprocess,andtheticketpricespaidbypassengersaresetbyandpaidtothetransport
authority.Intheinter-citytrainmarket,ticketpricesaresetbyVergeandthepassengerspay
Vergefortheserviceprovided. (6marks)

(b) Verge entered into a contract with a government body on 1 April 20X1 to undertake
maintenanceservicesonanewrailwayline.Thetotalrevenuefromthecontractis$5million
overathree-yearperiod.Thecontractstatesthat$1millionwillbepaidatthecommencement
of the contractbutalthough invoiceswill be subsequently sentat theendof eachyear, the
government authority will only settle the subsequent amounts owing when the contract is
completed.TheinvoicessentbyVergetodate(including$1millionabove)wereasfollows:

Yearended31March20X2 $2.8million
Yearended31March20X3 $1.2million
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The balancewill be invoiced on31March20X4. Verge has only accounted for the initial
payment in the financialstatements to31March20X2asnosubsequentamountsare tobe
paid until 31March 20X4. The amounts of the invoices reflect thework undertaken in the
period.Vergewishestoknowhowtoaccountfortherevenueonthecontractinthefinancial
statementstodate.

The interest rate thatwouldbeused inaseparate financing transactionbetweenVergeand
thegovernmentagencyis6%.Thisreflectsthecreditcharacteristicsofthegovernmentagency.
 (6marks)

(c) InFebruary20X2,aninter-citytraindidwhatappearedtobesuperficialdamagetoastorage
facilityofalocalcompany.ThedirectorsofthecompanyexpressedanintentiontosueVerge
butintheabsenceoflegalproceedings,Vergehadnotrecognisedaprovisioninitsfinancial
statements to 31 March 20X2. In July 20X2, Verge received notification for damages of
$1.2million, which was based upon the estimated cost to repair the building. The local
company claimed thebuildingwasmuchmore thana storage facility as itwasa valuable
piece of architecture which had been damaged to a greater extent than was originally
thought.TheheadoflegalservicesadvisedVergethatthecompanywasclearlynegligentbut
theviewobtained fromanexpertwas that thevalueof thebuildingwas$800,000.Verge
hadaninsurancepolicythatwouldcoverthefirst$200,000ofsuchclaims.Afterthefinancial
statementsfor theyearended31March20X3wereauthorised, thecasecametocourtand
the judgedetermined that the storage facility actuallywasa valuablepieceof architecture.
The court ruled that Verge was negligent and awarded $300,000 for the damage to the
fabricofthefacility. (6marks)

(d) VergewasgivenabuildingbyaprivateindividualinFebruary20X2.Thebenefactorincluded
a condition that it must be brought into use as a trainmuseum in the interests of the local
communityor theasset (orasumequivalent to the fairvalueof theasset)mustbereturned.
Thefairvalueof theassetwas$1.5millioninFebruary20X2.Vergetookpossessionof the
building in May 20X2. However, it could not utilise the building in accordance with the
conditionuntilFebruary20X3asthebuildingneededsomerefurbishmentandadaptationand
inordertofulfilthecondition.Vergespent$1milliononrefurbishmentandadaptation.

On1July20X2,Vergeobtainedacashgrantof$250,000fromthegovernment.Partofthe
grantrelatedtothecreationof20jobsatthetrainmuseumbyprovidingasubsidyof$5,000
perjobcreated.Theremainderof thegrantrelatedtocapitalexpenditureontheproject.At
31March20X3,allofthenewjobshadbeencreated. (7marks)

Required

AdviseVergeonhowtheaboveaccountingissuesshouldbedealtwithinitsfinancialstatementsfor
theyearsending31March20X2(whereapplicable)and31March20X3.

Note.Themarkallocationisshownagainsteachofthefourissuesabove.

 (Total=25marks)

32Formatt 49mins
(a) On30November20X4,Formattloaned$8milliontoathirdpartyatanagreedinterestrate.

At the same time, it sold the third party loan to Window whereby, in exchange for an
immediatecashpaymentof$7million,FormattagreedtopaytoWindowthefirst$7million
plus interestcollected from the thirdparty loan.Formatt retained the right to$1millionplus
interest.The12-monthexpectedcreditlossesare$300,000andFormatthasagreedtosuffer
allcreditlosses.Areceivableof$1millionhasbeenrecognisedinthefinancialstatementsat
30November20X4.AsaresultoftheagreementwithWindow,thedirectorsofFormattare
unsureastowhethertheyshouldrecogniseanypartoftheinterestbearingloanof$8million
in the statement of financial position at 30 November 20X4. They understand that the
ConceptualFrameworkand theED/2015/3:ConceptualFramework forFinancialReporting
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bothmention'control'asoneofthecriteriaforrecognitionofanassetbutdonotunderstand
the interaction between the Conceptual Framework and IFRS 9 Financial Instruments as
regardstherecognitionofafinancialasset. 

Required

Advise the directors of Formatt on how the above arrangement should be dealt with in its
financial statementswith reference to relevant IFRSsandpronouncementson theConceptual
Framework. (8marks)

(b) Formatthasasubsidiary,Key,whichhasasignificantamountofnon-currentassets.Thereare
specificassetsonwhichthedirectorsofKeywishtoseekadvice.

(i) Keyholdsnon-currentassetswhichcost$3millionon1June20X3andaredepreciated
on thestraight-linebasisover theiruseful lifeof fiveyears.Animpairmentreviewwas
carriedouton31May20X4andtheprojectedcashflowsrelatingtotheseassetswere
asfollows:

Yearto 31May20X5 31May20X6 31May20X7 31May20X8
Cashflows($'000) 280 450 500 550

Thecompanyusedadiscountrateof5%.At30November20X4,thedirectorsusedthe
samecash flowprojectionsandnoticed that the resultantvalue inusewasabove the
carryingamountoftheassetsandwishedtoreverseanyimpairmentlosscalculatedat
31May20X4.Thegovernmenthasindicatedthatitmaycompensatethecompanyfor
anylossinvalueoftheassetsupto20%oftheimpairmentloss.

(ii) Key holdsa non-current asset,whichwaspurchased for$10millionon1December
20X1withanexpectedusefullifeoftenyears.On1December20X3,itwasrevalued
to $8.8million. At 30November 20X4, the assetwas reviewed for impairment and
writtendowntoitsrecoverableamountof$5.5million.

(iii) Keycommitteditselfat thebeginningof thefinancialyear tosellingaproperty that is
being under-utilised following the economic downturn. As a result of the economic
downturn, the property was not sold by the end of the year. The asset was actively
marketedbuttherewerenoreasonableofferstopurchasetheasset.Keyishopingthat
theeconomicdownturnwillchangeinthefutureandthereforehasnotreducedtheprice
oftheasset.

Required

Discuss,withsuitablecomputationsandreferencetotheprinciplesofrelevantIFRSs,howto
accountforanypotentialimpairmentoftheabovenon-currentassetsinKey'sindividual
financialstatementsfortheyearended30November20X4.
 (17marks)

Note.Thefollowing5%discountfactorsmayberelevant.

Year1 0.9524
Year2 0.9070
Year3 0.8638
Year4 0.8227

(Total=25marks)
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33Emcee 49mins

P2Mar/Jun16,amended

Emcee, a public limited company, is a sports organisation which owns several football and
basketballteams.Ithasafinancialyearendof31May20X6.

(a) EmceeneedsanewstadiumtohostsportingeventswhichwillbeincludedaspartofEmcee's
property, plant and equipment. Emcee commenced construction of a new stadium on
1February 20X6, and this continued until its completion which was after the year end of
31May20X6.Thedirectcostswere$20millioninFebruary20X6andthen$50millionin
eachmonthuntiltheyearend.Emceehasnottakenoutanyspecificborrowingstofinancethe
constructionofthestadium,butithasincurredfinancecostsonitsgeneralborrowingsduring
theperiod,whichcouldhavebeenavoidedif thestadiumhadnotbeenconstructed.Emcee
has calculated that the weighted average cost of borrowings for the period 1 February to
31May20X6onanannualisedbasisamountedto9%perannum.Emceeneedsadviceon
howtotreattheborrowingcostsinitsfinancialstatementsfortheyearended31May20X6. 
 (6marks)

(b) Emcee purchases and sells players' registrations on a regular basis. Emcee must purchase
registrationsforthatplayertoplayfortheclub.Playerregistrationsarecontractualobligations
between the player and Emcee. The costs of acquiring player registrations include transfer
fees, league levy fees, and player agents' fees incurred by the club.Often players' former
clubsarepaidamountswhicharecontingentupontheperformanceoftheplayerwhilst they
play for Emcee. For example, if a contracted basketball player scores an average ofmore
than20pointspergameinaseason,thenanadditional$5millionmaybecomepayableto
his formerclub.Also,players'contractscanbeextendedandthis incursadditionalcosts for
Emcee.

Attheendofeveryseason,whichalsoisthefinancialyearendofEmcee,theclubreviewsits
playingstaffandmakesdecisionsas towhether theywish to sellanyplayers' registrations.
These registrations are actively marketed by circulating other clubs with a list of players'
registrationsand their estimated sellingprice. Players' registrationsarealso soldduring the
season, often with performance conditions attached. Occasionally, it becomes clear that a
playerwillnotplayfortheclubagainbecauseof,forexample,aplayersustainingacareer
threateninginjuryorbeingpermanentlyremovedfromtheplayingsquadforanotherreason.
Theplayingregistrationsofcertainplayersweresoldaftertheyearend,fortotalproceeds,net
ofassociatedcosts,of$25million.Theseregistrationshadanetbookvalueof$7million.

Emcee would like to know the financial reporting treatment of the acquisition, extension,
reviewandsaleofplayers'registrationsinthecircumstancesoutlinedabove. (11marks)

(c) Emcee uses the revaluationmodel tomeasure its stadiums. Thedirectors havebeenoffered
$100millionfromanairlineforthepropertynamingrightsofallthestadiumsforthreeyears.
There are two directors who are on the management boards of Emcee and the airline.
Additionally,thereareregulationsinplacebyboththefootballandbasketballleagueswhich
regulate the financing of the clubs. These regulations prevent capital contributions from a
related party which 'increases equity without repayment in return'. The aim of these
regulations is to promote sustainable business models. Sanctions imposed by the regulator
includefinesandwithholdingofprizemonies.Emceewishestoknowhowtotakeaccountof
thenamingrightsinthevaluationofthestadiumandthepotentialimplicationsofthefinancial
regulationsimposedbytheleagues. (8marks)

Required

Discuss how the above events would be shown in the financial statements of Emcee under
InternationalFinancialReportingStandards.

Note.Themarkallocationisshownagainsteachofthethreeissuesabove.

 (Total=25marks) 
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34Scramble 49mins

P212/11

Scramble,apubliclimitedcompany,isadeveloperofonlinecomputergames.

(a) At30November20X1,65%ofScramble'stotalassetsweremainlyrepresentedbyinternally
developed intangible assets comprising the capitalised costs of the development and
productionofonlinecomputergames.ThesegamesgenerateallofScramble's revenue.The
costsincurredinrelationtomaintainingthegamesatthesamestandardofperformanceare
expensedtoprofitorlossfortheyear.Theaccountingpolicynotestatesthatintangibleassets
arevaluedathistoricalcost.Scrambleconsiders thegames tohavean indefiniteuseful life,
whichisreconsideredannuallywhentheintangibleassetsaretestedforimpairment.Scramble
determines value in use using the estimated future cash flows which include maintenance
expenses, capital expenses incurred in developing different versions of the games and the
expected increase in revenue resulting from the cash outflows mentioned above. Scramble
doesnotconductananalysisorinvestigationofdifferencesbetweenexpectedandactualcash
flows.Taxeffectswerealsotakenintoaccount. (7marks)

(b) Scramblehas twocashgeneratingunits (CGU)whichhold90%of the internallydeveloped
intangibleassets.Scramblereportedaconsolidatednetlossfortheperiodandanimpairment
chargeinrespectofthetwoCGUsrepresenting63%oftheconsolidatedprofitbeforetaxand
29%of the totalcosts in theperiod.Therecoverableamountof theCGUsisdefined, in this
case,asvalueinuse.Specificdiscountratesarenotdirectlyavailablefromthemarket,and
Scramble estimates the discount rates, using its weighted average cost of capital. In
calculating the cost of debt as an input to the determination of the discount rate, Scramble
used the risk-free rate adjusted by the company specific average credit spread of its
outstandingdebt,whichhadbeenraisedtwoyearspreviously.AsScrambledidnothaveany
need for additional financing and did not need to repay any of the existing loans before
20X4,Scrambledidnotseeanyreasonforusingadifferentdiscountrate.Scrambledidnot
discloseeithertheeventsorcircumstancesthatledtotherecognitionoftheimpairmentlossor
theamountof the loss recognised in respectofeachcash-generatingunit.Scramble felt that
theeventsandcircumstances that led to therecognitionofa loss inrespectof the firstCGU
werecommonknowledgein themarketandtheeventsandthecircumstances that ledto the
recognitionlossofthesecondCGUwerenotneededtobedisclosed. (8marks)

(c) Scramble wished to diversify its operations and purchased a professional football club,
Rashing. In Rashing's financial statements for the year ended 30 November 20X1, it was
proposedtoincludesignificantintangibleassetswhichrelatedtoacquiredplayers'registration
rights comprising registration and agents' fees. The agents' fees were paid by the club to
players'agentseitherwhenaplayeristransferredtothecluborwhenthecontractofaplayer
isextended.Scramblebelievesthattheregistrationrightsoftheplayersareintangibleassets
butthattheagent'sfeesdonotmeetthecriteriatoberecognisedasintangibleassetsasthey
are not directly attributable to the costs of players' contracts. Additionally, Rashing has
purchased the rights to 25%of the revenue from ticket sales generated by another football
club,Santash,inadifferentleague.Rashingdoesnotselltheseticketsnorhasanydiscretion
over thepricingof the tickets.Rashingwishes toshowtheserightsas intangibleassets in its
financialstatements. (10marks)

Required

DiscussthevalidityoftheaccountingtreatmentsproposedbyScrambleinitsfinancialstatementsfor
theyearended30November20X1.

Note.Themarkallocationisshownagainsteachofthethreeaccountingtreatmentsabove.

(Total=25marks)
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35Estoil 49mins

P212/14

(a) An assessment of accounting practices for asset impairments is especially important in the
context of financial reporting quality in that it requires the exercise of considerable
management judgementand reportingdiscretion. The importanceof this issue isheightened
during periods of ongoing economic uncertainty as a result of the need for companies to
reflect the lossof economic value ina timely fashion through themechanismofassetwrite-
downs. There aremany factorswhich can affect the quality of impairment accounting and
disclosures.Thesefactorsincludechangesincircumstanceinthereportingperiod,themarket
capitalisationoftheentity,theallocationofgoodwilltocashgeneratingunits,valuationissues
andthenatureofthedisclosures.

Required

Discusstheimportanceandsignificanceoftheabovefactorswhenconductinganimpairment
testunderIAS36ImpairmentofAssets. (15marks)

(b) (i) Estoil is an international company providing parts for the automotive industry. It
operates in many different jurisdictions with different currencies. During 20X4, Estoil
experiencedfinancialdifficultiesmarkedbyadeclineinrevenue,areorganisationand
restructuringof thebusinessand it reporteda loss for theyear.An impairment testof
goodwillwasperformedbutnoimpairmentwasrecognised.Estoilappliedonediscount
ratetoallcashflowsforallcashgeneratingunits(CGUs),irrespectiveofthecurrencyin
which the cash flowswould be generated. The discount rate usedwas theweighted
averagecostofcapital(WACC)andEstoilusedthe10-yeargovernmentbondratefor
itsjurisdictionastherisk-freerateinthiscalculation.Additionally,Estoilbuilt itsmodel
usinga forecastdenominated in the functionalcurrencyof theparentcompany.Estoil
felt thatanyotherapproachwouldrequirea levelofdetailwhichwasunrealisticand
impracticable.EstoilarguedthatthedifferentCGUsrepresenteddifferentriskprofilesin
the short term,butovera longerbusiness cycle, therewasnobasis for claiming that
theirriskprofilesweredifferent.

(ii) FariolespecialisesinthecommunicationssectorwiththreemainCGUs.Goodwillwasa
significantcomponentoftotalassets.FarioleperformedanimpairmenttestoftheCGUs.
Thecashflowprojectionswerebasedonthemostrecentfinancialbudgetsapprovedby
management. The realised cash flows for the CGUswere negative in 20X4 and far
belowbudgetedcashflowsfor thatperiod.Thedirectorshadsignificantlyraisedcash
flowforecastsfor20X5withlittlejustification.Theprojectedcashflowswerecalculated
by adding back depreciation charges to the budgeted result for the period with
expectedchangesinworkingcapitalandcapitalexpenditurenottakenintoaccount.

Required

Discuss the acceptability of the above accounting practices under IAS 36 Impairment of
Assets. (10marks)

 (Total=25marks)

36Evolve 49mins

P2Sep/Dec16,amended

(a) Evolveisarealestatecompany,whichislistedonthestockexchangeandhasayearendof
31 August. On 21 August 20X6, Evolve undertook a scrip (bonus) issue where the
shareholdersofEvolvereceivedcertainrights.Theshareholdersareabletochoosebetween:
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 (i) Receiving newly issued shares of Evolve, which could be traded on 30 September
20X6;or 

(ii) Transferring their rightsback toEvolveby10September20X6 fora fixedcashprice
whichwouldbepaidon20September20X6.

In the financial statements at 31 August 20X6, Evolve believed that the criteria for the
recognitionofa financial liabilityas regards the secondoptionwerenotmetat31August
20X6 because it was impossible to reliably determine the full amount to be paid, until
10September20X6.Evolve felt that the transferringof the rightsback to Evolvewasaput
optiononitsownequity,whichwouldleadtorecordingchangesinfairvalueinprofitorloss
in thenext financialyear.Evolvedisclosed the transactionasanon-adjustingeventafter the
reportingperiod. (9marks)

(b) At 31 August 20X6, Evolve controlled a wholly owned subsidiary, Resource, whose only
assetswere land and buildings,whichwere all measured in accordancewith International
FinancialReportingStandards.On1August20X6,Evolvepublishedastatementstatingthata
bindingofferforthesaleofResourcehadbeenmadeandacceptedand,atthatdate,thesale
wasexpectedtobecompletedby31August20X6.Thenon-currentassetsofResourcewere
measuredat the lowerof their carryingamountor fair value less costs to sell at31August
20X6,basedon thesellingprice in thebindingoffer.Thismeasurementwas inaccordance
withIFRS5Non-CurrentAssetsHeldforSaleandDiscontinuedOperations.However,Evolve
didnotclassifythenon-currentassetsofResourceasheldforsaleinthefinancialstatementsat
31August20X6because therewereuncertaintiesregarding thenegotiationswith thebuyer
and a risk that the agreement would not be finalised. There was no disclosure of these
uncertaintiesandtheoriginalagreementwasfinalisedon20September20X6. (10marks)

(c) Evolveoperates ina jurisdictionwitha specific tax regime for listed real estate companies.
Uponadoptionof this tax regime, theentityhas topaya single taxpaymentbasedon the
unrealisedgainsofitsinvestmentproperties.EvolvepurchasedMonkwhoseonlyassetwasan
investmentpropertyfor$10million.ThepurchasepriceofMonkwasbelowthemarketvalue
of the investment property, which was $14 million, and Evolve chose to account for the
investment property under the cost model. However, Evolve considered that the transaction
constituted a 'bargain purchase' under IFRS 3 Business Combinations. As a result, Evolve
accountedforthepotentialgainof$4millioninprofitorlossandincreasedthe'cost'ofthe
investmentpropertyto$14million.Atthesametime,Evolveoptedforthespecifictaxregime
for the newly acquired investment property and agreed to pay the corresponding tax of
$1million.Evolveconsidered that the taxpaymentqualifiesasanexpenditurenecessary to
bring the property to the condition necessary for its operations, and therefore was directly
attributabletotheacquisitionoftheproperty.Hence,thetaxpaymentwascapitalisedandthe
valueoftheinvestmentpropertywasstatedat$15million. (6marks)

Required

AdviseEvolveonhowtheabovetransactionsshouldbecorrectlydealtwithinitsfinancialstatements
withreferencetorelevantInternationalFinancialReportingStandards.

Note.Themarkallocationisshownagainsteachofthethreeissuesabove.

 (Total=25marks)

37Gasnature 49mins

P2Sep/Dec15,amended

(a) Gasnatureisapubliclytradedentityinvolvedintheproductionandtradingofnaturalgasand
oil.Gasnature jointlyownsanundergroundstoragefacilitywithanotherentity,Gogas.Both
partiesextractgasfromoffshoregasfields,whichtheyownandoperateindependentlyfrom
each other.Gasnature owns 55%of the underground facility andGogas owns 45%. They
have agreed to share services and costs accordingly,with decisions regarding the storage
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facilityrequiringunanimousagreementof theparties.Theundergroundfacility ispressurised
sothatthegasispushedoutwhenextracted.Whenthegaspressureisreducedtoacertain
level,theremaininggasisirrecoverableandremainsintheundergroundstoragefacilityuntil
it isdecommissioned.Local legislationrequiresthedecommissioningofthestoragefacilityat
theendof itsuseful life.Gasnaturewishes toknowhow to treat theagreementwithGogas
includinganyobligationorpossibleobligationarisingontheundergroundstoragefacilityand
theaccountingfortheirrecoverablegas. (9marks)

(b) Gasnature has entered into a ten-year contract with Agas for the purchase of natural gas.
GasnaturehasmadeanadvancepaymenttoAgasforanamountequaltothetotalquantityof
gascontractedfortenyearswhichhasbeencalculatedusingtheforecastedpriceofgas.The
advancecarriesinterestof6%perannum,whichissettledbywayofthesupplyofextragas.
Fixed quantities of gas have to be supplied each month and there is a price adjustment
mechanisminthecontractwherebythedifferencebetweentheforecastedpriceofgasandthe
prevailingmarket price is settled in cashmonthly. If Agas does not deliver gas as agreed,
Gasnaturehastherighttoclaimcompensationatthecurrentmarketpriceofgas.Gasnature
wishes to know whether the contract with Agas should be accounted for under IFRS 9
FinancialInstruments. (6marks)

(c) Additionally, Gasnature is finalising its financial statements for the year ended 31 August
20X5andhasthefollowingissues.

(i) Gasnaturepurchasedamajor refineryon1 January20X5and thedirectorsestimate
that a major overhaul is required every two years. The costs of the overhaul are
approximately $5 million which comprises $3 million for parts and equipment and
$2millionforlabour.Thedirectorsproposedtoaccruethecostoftheoverhauloverthe
two years of operations up to that date and create a provision for the expenditure.
 (5marks)

(ii) FromOctober20X4,Gasnaturehadundertakenexploratorydrillingtofindgasandup
to 31August 20X5 costs of $5million had been incurred. At 31August 20X5, the
resultstodateindicatedthatitwasprobablethatthereweresufficienteconomicbenefits
to carry on drilling and there were no indicators of impairment. During September
20X5, additional drilling costs of $2millionwere incurred and therewas significant
evidence that no commercial deposits existed and the drilling was abandoned.
 (5marks)

Required

Discuss, with reference to International Financial Reporting Standards, how Gasnature should
accountfortheaboveagreementandcontract,andtheissuesraisedbythedirectors

Note.Themarkallocationisshownagainsteachoftheitemsabove.
 (Total=25marks)

38Blackcutt 49mins
 P212/12,amended

Blackcutt is a local government organisation whose financial statements are prepared using
InternationalFinancialReportingStandards.

(a) Blackcuttwishestocreateacredibleinvestmentpropertyportfoliowithaviewtodeterminingif
anypropertymaybeconsideredsurplus to the functionalobjectivesandrequirementsof the
localgovernmentorganisation.ThefollowingportfolioofpropertyisownedbyBlackcutt.

Blackcutt owns several plots of land. Some of the land is owned by Blackcutt for capital
appreciation and this may be sold at any time in the future. Other plots of land have no
currentpurposeasBlackcutthasnotdeterminedwhetheritwillusethelandtoprovideservices
such as those provided by national parks or for short-term sale in the ordinary course of
operations.
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Thelocalgovernmentorganisationsupplementsitsincomebybuyingandsellingproperty.The
housingdepartment regularly sells part of its housing inventory in theordinary courseof its
operationsasaresultofchangingdemographics.Partoftheinventory,whichisnotheldfor
sale,istoprovidehousingtolow-incomeemployeesatbelowmarketrental.Therentpaidby
employeescoversthecostofmaintenanceoftheproperty. (8marks)

(b) BlackcutthasoutsourceditswastecollectiontoaprivatesectorprovidercalledWasteandCo
andpaysanannualamount toWasteandCofor itsservices.WasteandCopurchases the
vehicles and uses themexclusively for Blackcutt'swaste collection. The vehicles arepainted
with the Blackcutt local government organisation name and colours. Blackcutt can use the
vehicles and the vehicles are used forwaste collection for nearly all of theasset's life. If a
vehiclebreaksdownornolongerfunctions,WasteandComustprovidereplacementvehicles
fitted with the same waste disposal containers and equipment and painted with the local
governmentorganisationsnameandcolours. (6marks)

(c) Blackcuttownsawarehouse.ChemcohasleasedthewarehousefromBlackcuttandisusingit
as a storage facility for chemicals. The national government has announced its intention to
enactenvironmentallegislationrequiringpropertyownerstoacceptliabilityforenvironmental
pollution.Asaresult,Blackcutthasintroducedahazardouschemicalpolicyandhasbegunto
apply the policy to its properties. Blackcutt has had a report that the chemicals have
contaminatedthelandsurroundingthewarehouse.BlackcutthasnorecourseagainstChemco
oritsinsurancecompanyfortheclean-upcostsofthepollution.At30November20X6,it is
virtuallycertainthatdraftlegislationrequiringacleanupoflandalreadycontaminatedwillbe
enactedshortlyaftertheyearend. (4marks)

(d) On1December20X0,Blackcuttopenedaschoolatacostof$5million.Theestimateduseful
life of the school was 25 years. On 30November 20X6, the school was closed because
numbersusing theschooldeclinedunexpectedly.Theschool is tobeconverted foruseasa
library,andthereisnoexpectationthatthebuildingwillbereopenedforuseasaschool.The
currentreplacementcostforalibraryofequivalentsizetotheschoolis$2.1million.Because
ofthenatureofthenon-currentasset,value-in-useandnetsellingpriceareunrealisticestimates
ofthevalueoftheschool.Thechangeinusewouldhavenoeffectontheestimatedlifeofthe
building. (7marks)

Required
DiscusshowtheaboveeventsshouldbeaccountedforinthefinancialstatementsofBlackcutt.

Note.Themarkallocationisshownagainsteachofthefoureventsabove.

 (Total=25marks)

39Lockfine 49mins
P26/11,amended

Lockfine, a public limited company, operates in the fishing industry and has recently made the
transitiontoInternationalFinancialReportingStandards(IFRS).Lockfine'sreportingdateis30April
20X9.

(a) In the IFRS opening statement of financial position at 1 May 20X7, Lockfine elected to
measure its fishing fleetat fair valueanduse that fair valueasdeemedcost inaccordance
withIFRS1FirstTimeAdoptionofInternationalFinancialReportingStandards.Thefairvalue
was an estimate based on valuations provided by two independent selling agents, both of
whomprovidedarangeofvalueswithinwhichthevaluationmightbeconsideredacceptable.
Lockfine calculated fair value at the average of the highest amounts in the two ranges
provided.Oneoftheagents'valuationswasnotsupportedbyanydescriptionofthemethod
adoptedortheassumptionsunderlyingthecalculation.Valuationswereprincipallybasedon
discussionswithvariouspotentialbuyers. Lockfinewished toknow theprinciplesbehind the
useofdeemedcostandwhetheragents'estimateswereareliableformofevidenceonwhich
tobasethefairvaluecalculationoftangibleassetstobethenadoptedasdeemedcost. 
 (6marks)
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(b) Lockfine was unsure as to whether it could elect to apply IFRS 3 Business Combinations
retrospectively to past business combinations on a selective basis, because there was no
purchase price allocation available for certain business combinations in its opening IFRS
statementoffinancialposition.

Asaresultofamajorbusinesscombination,fishingrightsofthatcombinationwereincluded
aspartofgoodwill.Therightscouldnotberecognisedasaseparatelyidentifiableintangible
assetatacquisitionunderthelocalGAAPbecauseareliablevaluewasunobtainableforthe
rights.Thefishingrightsoperatedforaspecifiedperiodoftime.

On transition from localGAAP to IFRS, the fishing rightswere included ingoodwillandnot
separatelyidentifiedbecausetheydidnotmeetthequalifyingcriteriasetoutinIFRS1,even
though itwas known that the fishing rights hada finite lifeandwouldbe fully impairedor
amortisedovertheperiodspecifiedbytherights.Lockfinewishedtoamortisethefishingrights
overtheirusefullifeandcalculateanyimpairmentofgoodwillastwoseparatecalculations. 
 (6marks)

(c) Lockfinehasinternallydevelopedintangibleassetscomprisingthecapitalisedexpensesofthe
acquisitionandproductionofelectronicmapdatawhichindicatesthemainfishinggroundsin
theworld.Theintangibleassetsgeneraterevenueforthecompanyintheirusebythefishing
fleetandareamaterialassetinthestatementoffinancialposition.Lockfinehadconstructeda
databaseoftheelectronicmaps.Thecostsincurredinbringingtheinformationaboutacertain
regionoftheworldtoahigherstandardofperformancearecapitalised.Thecostsrelatedto
maintainingtheinformationaboutacertainregionatthatsamestandardofperformanceare
expensed. Lockfine's accounting policy states that intangible assets are valued at historical
cost. The company considers the database to have an indefinite useful life which is
reconsideredannuallywhenitistestedforimpairment.Thereasonssupportingtheassessment
ofan indefiniteuseful lifewerenotdisclosed in the financial statementsandneitherdid the
companydisclosehowitsatisfiedthecriteriaforrecognisinganintangibleassetarisingfrom
development. (7marks)

(d) TheLockfineboardhasagreedtworestructuringprojectsduringtheyearto30April20X9:

PlanAinvolvesselling50%ofitsoff-shorefleetinoneyear'stime.Additionally,theplanisto
make40%of its seamen redundant. Lockfinewill carryout furtheranalysisbeforedeciding
whichof its fleetsandrelatedemployeeswillbeaffected. Inpreviousannouncements to the
public,Lockfinehassuggestedthatitmayrestructuretheoff-shorefleetinthefuture.

PlanB involves the reorganisationof theheadquarters in18months' time,and includes the
redundancyof20%oftheheadquarters'workforce.Thecompanyhasmadeannouncements
beforetheyearendbuttherewasathreemonthconsultationperiodwhichendedjustafterthe
year end,whereby Lockfinewas negotiatingwith employee representatives. Thus individual
employeeshadnotbeennotifiedbytheyearend.

LockfineproposesrecognisingaprovisioninrespectofPlanAbutnotPlanB. (6marks)

Required

DiscusstheprinciplesandpracticestobeusedbyLockfineinaccountingfortheabovevaluationand
recognitionissues.

Note.Themarkallocationisshownagainsteachofthefouritemsabove.

 (Total=25marks)
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40Coatmin 49mins

P212/14,amended

(a) Coatminisagovernment-controlledbank.Coatminwastakenoverbythegovernmentduring
afinancialcrisisinthecountryinwhichitoperates.Coatmindoesnotdirectlytradewithother
government-controlled banks but has underwritten the development of the nationally owned
railwayandpostalservice.ThedirectorsofCoatminareconcernedaboutthevolumeandcost
of disclosing its related party interests because they extend theoretically to all other
government-controlled enterprises and banks. They wish general advice on the nature and
importance of the disclosure of related party relationships and specific advice on the
disclosureoftheaboverelationshipsinthefinancialstatements. (5marks)

(b) Atthestartofthefinancialyearto30November20X3,Coatmingaveafinancialguarantee
contractonbehalfofoneofitssubsidiaries,acharitableorganisation,committingittorepay
theprincipalamountof$60millionifthesubsidiarydefaultedonanypaymentsdueundera
loan.The loanrelated to the financingof theconstructionofnewofficepremisesandhasa
termof threeyears. It isbeing repaidbyequalannual instalmentsofprincipalwith the first
paymenthavingbeenpaid.Coatminhasnot securedanycompensation in return forgiving
theguarantee,butassessedthatithadafairvalueof$1.2million.Theguaranteeismeasured
atfairvaluethroughprofitorloss.Theguaranteewasgivenonthebasisthatitwasprobable
thatitwouldnotbecalledupon.At30November20X4,Coatminbecameawareofthefact
that the subsidiary was having financial difficulties with the result that it has not paid the
secondinstalmentofprincipal.Itisassessedthatitisprobablethattheguaranteewillnowbe
called. However, just before the signing of the financial statements for the year ended
30November20X4,thesubsidiarysecuredadonationwhichenabledittomakethesecond
repaymentbeforetheguaranteewascalledupon.Itisnowanticipatedthatthesubsidiarywill
be able to meet the final payment. Discounting is immaterial and the fair value of the
guarantee is higher than amount of the loss allowance determined in accordancewith the
IFRS9 rules on expected credit losses. Coatmin wishes to know the principles behind
accountingfortheaboveguaranteeunderIFRSandhowthetransactionwouldbeaccounted
forinthefinancialrecords. (8marks)

(c) Coatmin'screditworthinesshasbeenworseningbut ithasentered intoan interest rateswap
agreement which acts as a hedge against a $2 million 2% bond issue which matures on
31May 20X6. Coatmin wishes to know the circumstances in which it can use hedge
accounting. In particular, it needs advice on hedge effectiveness and whether this can be
calculated. (8marks)

(d) Coatminprovidesloanstocustomersandfundstheloansbysellingbondsinthemarket.The
liability is designated as at fair value through profit or loss. The bonds have a fair value
decreaseof$50millionintheyearto30November20X4ofwhich$5millionrelatestothe
reductioninCoatmin'screditworthiness.ThedirectorsofCoatminwouldlikeadviceonhowto
accountforthismovement. (4marks)

Required

Discuss, with suitable calculations where necessary, the accounting treatment of the above
transactionsinthefinancialstatementsofCoatmin.

Note.Themarkallocationisshownagainsteachoftheitemsabove.
(Total=25marks)
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41Avco 49mins

P26/14,amended

(a) The difference between debt and equity in an entity's statement of financial position is not
easily distinguishable for preparers of financial statements. Some financial instruments may
havebothfeatures,whichcanleadtoinconsistencyofreporting.TheInternationalAccounting
StandardsBoard (IASB)hasagreed thatgreater claritymaybe required in itsdefinitionsof
assets and liabilities for debt instruments. It is thought that defining the nature of liabilities
would help the IASB's thinking on the difference between financial instruments classified as
equityandliabilities.

Required

(i) Discuss the key classificationdifferencesbetweendebt andequity under International
FinancialReportingStandards.

Note.Examplesshouldbegiventoillustrateyouranswer. (10marks)

(ii) Explainwhyitisimportantforentitiestounderstandtheimpactoftheclassificationofa
financialinstrumentasdebtorequityinthefinancialstatements. (5marks)

(b) ThedirectorsofAvco,apubliclimitedcompany,arereviewingthefinancialstatementsoftwo
entitieswhichareacquisition targets,CavorandLidan.Theyhaveasked forclarificationon
the treatment of the following financial instruments within the financial statements of the
entities.

Cavorhastwoclassesofshares:AandBshares.AsharesareCavor'sordinarysharesand
arecorrectlyclassedasequity.Bsharesarenotmandatorilyredeemablesharesbutcontaina
calloptionallowingCavortorepurchasethem.DividendsarepayableontheBsharesif,and
onlyif,dividendshavebeenpaidontheAordinaryshares.ThetermsoftheBsharesaresuch
that dividends are payable at a rate equal to that of the A ordinary shares. Additionally,
Cavorhasalsoissuedshareoptionswhichgivethecounterpartyrightstobuyafixednumber
of its B shares for a fixed amount of $10million. The contract can be settled only by the
issuanceofsharesforcashbyCavor.

Lidan has in issue two classes of shares: A shares and B shares. A shares are correctly
classified as equity. Twomillion B shares of nominal value of $1 each are in issue. The B
sharesareredeemableintwoyears'time.Lidanhasachoiceastothemethodofredemption
of theBshares. Itmayeither redeem theBshares forcashat theirnominalvalueor itmay
issueonemillionAsharesinsettlement.Asharesarecurrentlyvaluedat$10pershare.The
lowestpriceforLidan'sAsharessinceitsformationhasbeen$5pershare.

Required

DiscusswhethertheabovearrangementsregardingtheBsharesofeachofCavorandLidan
shouldbe treatedas liabilities or equity in the financial statements of the respective issuing
companies. (10marks)

(Total=25marks)

42Complexity 49mins
P212/09,amended

Thedefinitionofafinancialinstrumentcapturesawidevarietyofassetsandliabilitiesincludingcash,
evidenceofanownership interest inanentity,oracontractual right to receiveordeliver cashor
another financial instrument. Preparers, auditors and users of financial statements have found the
requirements for reporting financial assets and liabilities to be very complex, problematic and
sometimessubjective.Itisimportantthatastandardinthisareashouldallowuserstounderstandthe
economic substance of the transaction and preparers to properly apply generally accepted
accountingprinciples.
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Required

(a) (i) Discuss, from the perspective of preparers and users of financial statements, how the
measurementoffinancialinstrumentsunderInternationalFinancialReportingStandards
cancreateconfusionandcomplexity. (10marks)

(ii) Setoutthereasonswhyusingfairvaluetomeasureallfinancialinstrumentsmayresult
inlesscomplexityinaccountingforfinancialinstruments,butmayleadtouncertaintyin
financialstatements. (10marks)

(b) A company borrowed $47 million on 1 December 20X4 when the market and effective
interest rate was 5%. On 30 November 20X5, the company borrowed an additional
$45million when the current market and effective interest rate was 7.4%. Both financial
liabilities are repayable on 30 November 20X9 and are single payment notes, whereby
interestandcapitalarerepaidonthatdate.

Required

Discuss the accounting for the above financial liabilities under IFRS9 usingamortised cost,
andadditionallyusingfairvalueasat30November20X5. (5marks)

(Total=25marks)

43Seltec 49mins
P26/10,amended

Seltec, a public limited company, processes and sells edible oils and uses several financial
instruments tospreadtheriskof fluctuationin thepriceof theedibleoils.Theentityoperates inan
environmentwherethetransactionsarenormallydenominatedindollars.Thefunctionalcurrencyof
Seltecisthedollar.

(a) The entity uses forward and futures contracts to protect it against fluctuation in the price of
edibleoils.Whereforwardsareused,thecompanyoftentakesdeliveryoftheedibleoiland
sells it shortly afterwards. The contracts are constructedwith future delivery inmindbut the
contractsalsoallownetsettlementincashasanalternative.Thenetsettlementisbasedonthe
changeinthepriceoftheoilsincethestartofthecontract.Seltecusestheproceedsofanet
settlement to purchase a different type of oil or purchase from a different supplier.Where
futuresareusedthesesometimesrelatetoedibleoilsofadifferenttypeandmarketthanthose
of Seltec's own inventory of edible oil. The company intends toapply hedgeaccounting to
thesecontractsinordertoprotectitselffromearningsvolatility.Seltechasalsoenteredintoa
long-term arrangement to buy oil from a foreign entity whose currency is the dinar. The
commitmentstipulatesthatthefixedpurchasepricewillbedenominatedinpoundssterling.

Seltec is unsure as to the nature of derivatives and hedge accounting techniques and has
askedyouradviceonhowtheabovefinancialinstrumentsshouldbedealtwithinthefinancial
statements. (15marks)

(b) Seltec has decided to enter the retail market and has recently purchased two well-known
brand names in the edible oil industry.One of the brand names has been in existence for
manyyearsandhasagood reputation forquality.Theotherbrandname isnamedaftera
famous filmstarwhohasbeenactivelypromoting theedibleoilasbeingahealthieroption
thanotherbrandsofoil.Thistypeofoilhasonlybeenonthemarketforashorttime.Seltecis
finding it difficult to estimate the useful life of the brands and therefore intends to treat the
brandsashavingindefinitelives.

Inordertosell theoil,Seltechaspurchasedtwolimitedliabilitycompaniesfromacompany
thatownsseveralretailoutlets.Eachentityownsretailoutletsinseveralshoppingcomplexes.
The only assets of each entity are the retail outlets. There is no operational activity and at
presenttheentitieshavenoemployees.

Seltec isunclearas tohowthepurchaseof thebrandsandtheentitiesshouldbeaccounted
for. (10marks)
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Required

Discuss the accounting principles involved in accounting for the above transactions and how the
abovetransactionsshouldbetreatedinthefinancialstatementsofSeltec.

Note.Themarkallocationisshownagainsteachofthetwopartsabove.
 (Total=25marks)

44Carsoon 49mins
 P2Mar/Jun17,amended

CarsoonCoisacompanywhichmanufacturesandretailsmotorvehicles.Italsoconstructspremisesfor
thirdparties.Ithasayearendof28February20X7. 
(a) Theentityentersintoleaseagreementswiththepublicforitsmotorvehicles.Theagreements

are normally for a three-year period. The customer decides how to use the vehicle within
certaincontractuallimitations.Themaximummileageperannumisspecifiedat10,000miles
withoutpenalty.Carsoonisresponsibleforthemaintenanceofthevehicleandinsiststhatthe
vehiclecannotbemodifiedinanyway.Attheendofthethree-yearcontract,thecustomercan
purchasethevehicleatapricewhichwillbeabovethemarketvalue,oralternativelyhandit
backtoCarsoon.Ifthevehicleisreturned,Carsoonwillthensellthevehicleontothepublic
throughoneofitsretailoutlets.Thesesalesofvehiclesaretreatedasinvestingactivitiesinthe
statementofcashflows.

ThedirectorsofCarsoonwishtoknowhowtheleasedvehiclesshouldbeaccountedfor,fromthe
commencementoftheleasetothefinalsaleofthevehicle,inthefinancialstatementsincludingthe
statementofcashflows. (9marks)

(b) On1March20X6,Carsooninvestedinadebtinstrumentwithafairvalueof$6millionandhas
assessed that the financial asset is alignedwith the fair value through other comprehensive
incomebusinessmodel.Theinstrumenthasaninterestrateof4%overaperiodofsixyears.The
effectiveinterestrateisalso4%.On1March20X6,thedebtinstrumentisnotimpairedinanyway.
Duringtheyearto28February20X7,therewasachangeininterestratesandthefairvalueofthe
instrumentseemedtobeaffected.Theinstrumentwasquotedinanactivemarketat$5.3million
butthepricebaseduponanin-housemodelshowedthatthefairvalueoftheinstrumentwas
$5.5 million. This valuation was based upon the average change in value of a range of
instrumentsacrossanumberofjurisdictions.

ThedirectorsofCarsoonfeltthattheinstrumentshouldbevaluedat$5.5millionandthatthis
shouldbeshownasaLevel1measurementunderIFRS13FairValueMeasurement.Therehas
notbeenasignificantincreaseincreditrisksince1March20X6,andexpectedcreditlosses
should bemeasured at an amount equal to 12-month expected credit losses of $400,000.
Carsoonsoldthedebtinstrumenton1March20X7for$5.3million.

ThedirectorsofCarsoonwishtoknowhowtoaccountforthedebtinstrumentuntilitssaleon
1March20X7. (8marks)

(c) Carsoonconstructs retail vehicleoutletsandenters intocontractswithcustomers toconstruct
buildingsontheirland.Thecontractshavestandardterms,whichincludepenaltiespayableby
Carsoonifthecontractisdelayed,orpayablebythecustomer,ifCarsooncannotgainaccess
totheconstructionsite.

Duetopoorweather,oneoftheprojectswasdelayed.Asaresult,Carsoonfacedadditional
costsandcontractualpenalties.AsCarsooncouldnotgainaccesstotheconstructionsite,the
directors decided to make a counter-claim against the customer for the penalties and
additional costswhichCarsoon faced.Carsoon felt thatbecauseacounter claimhadbeen
made against the customer, the additional costs and penalties should not be included in
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contractcostsbutshownasacontingentliability.Carsoonhasassessedthelegalbasisofthe
claimandfeelsithasenforceablerights.

In theyearended28February20X7,Carsoon incurredgeneralandadministrativecostsof
$10million,andcostsrelatingtowastedmaterialsof$5million.

Additionally, during the year, Carsoon agreed to construct a storage facility on the same
customer's land for $7 million at a cost of $5 million. The parties agreed to modify the
contract to include the construction of the storage facility,whichwas completed during the
current financial year. All of the additional costs relating to the abovewere capitalised as
assetsinthefinancialstatements.

The directors of Carsoonwish toknowhow toaccount for thepenalties,counterclaimand
additionalcostsinaccordancewithIFRS15RevenuefromContractswithCustomers. 
 (8marks)

Required

AdviseCarsoononhowtheabovetransactionsshouldbedealtwithinitsfinancialstatementswith
referencetorelevantInternationalFinancialReportingStandards.

Note.Themarkallocationisshownagainsteachofthethreeissuesabove. 

 (Total=25marks)

45Macaljoy 49mins
P212/07,amended

Macaljoy,apublic limitedcompany, isa leading support services companywhich focuseson the
building industry. The company would like advice on how to treat certain items under IAS 19
EmployeeBenefitsandIAS37Provisions,ContingentLiabilitiesandContingentAssets.Thecompany
operates theMacaljoyPensionPlanBwhichcommencedon1November20X6andtheMacaljoy
PensionPlanA,whichwasclosedtonewentrantsfrom31October20X6,butwhichwasopento
futureserviceaccrualfor theemployeesalreadyinthescheme.Theassetsof theschemesareheld
separatelyfromthoseofthecompanyinfundsunderthecontroloftrustees.Thefollowinginformation
relatestothetwoschemes.

MacaljoyPensionPlanA

Thetermsoftheplanareasfollows.

(i) Employeescontribute6%oftheirsalariestotheplan.

(ii) Macaljoycontributes,currently,thesameamounttotheplanforthebenefitoftheemployees.

(iii) On retirement, employees are guaranteed a pension which is based upon the number of
years'servicewiththecompanyandtheirfinalsalary.

Thefollowingdetailsrelatetotheplanintheyearto31October20X7:
 $m
Presentvalueofobligationat1November20X6 200
Presentvalueofobligationat31October20X7 240
Fairvalueofplanassetsat1November20X6 190
Fairvalueofplanassetsat31October20X7 225
Currentservicecost 20
Pensionbenefitspaid 19
Totalcontributionspaidtotheschemeforyearto31October20X7 17

RemeasurementgainsandlossesarerecognisedinaccordancewithIAS19.

Assumethatcontributionsarepaidintotheplanandpensionbenefitsarewithdrawnfromtheplan
on31October20X7.
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MacaljoyPensionPlanB

Underthetermsoftheplan,Macaljoydoesnotguaranteeanyreturnonthecontributionspaidinto
thefund.Thecompany'slegalandconstructiveobligationislimitedtotheamountthatiscontributed
tothefund.Thefollowingdetailsrelatetothisscheme:
 $m
Fairvalueofplanassetsat31October20X7 21
Contributionspaidbycompanyforyearto31October20X7 10
Contributionspaidbyemployeesforyearto31October20X7 10

Theinterestrateonhighqualitycorporatebondsforthetwoplansare:

1November20X631October20X7
 5%6%

The company would like advice on how to treat the two pension plans, for the year ended
31October20X7, togetherwithanexplanationof thedifferencesbetweenadefinedcontribution
planandadefinedbenefitplan.

Warranties

Additionally, thecompanymanufacturesandsellsbuildingequipmentonwhichitgivesastandard
one-yearwarrantytoallcustomers.Thecompanyhasextendedthewarrantytotwoyearsforcertain
majorcustomersandhasinsuredagainstthecostofthesecondyearofthewarranty.Thewarranty
hasbeenextendedatnil cost to thecustomer. Theclaimsmadeunder theextendedwarrantyare
madeinthefirstinstanceagainstMacaljoyandthenMacaljoyinturnmakesacounterclaimagainst
theinsurancecompany.Pastexperiencehasshownthat80%ofthebuildingequipmentwillnotbe
subjecttowarrantyclaimsinthefirstyear,15%willhaveminordefectsand5%willrequiremajor
repair.Macaljoyestimatesthatinthesecondyearofthewarranty,20%oftheitemssoldwillhave
minordefectsand10%willrequiremajorrepair.

Intheyearto31October20X7,thefollowinginformationisrelevant.

 Standardwarranty Extendedwarranty Sellingpriceperunit(both)
 (units) (units) $
Sales 2,000 5,000 1,000
  Majorrepair Minordefect
  $ $
Costofrepair(average)  500 100

Assume that salesof equipmentareon31October20X7andanywarranty claimsaremadeon
31Octoberintheyearoftheclaim.Assumeariskadjusteddiscountrateof4%.

Required

DraftareportsuitableforpresentationtothedirectorsofMacaljoywhich:

(a) (i) Discusses the nature of and differences between a defined contribution plan and a
definedbenefitplanwithspecificreferencetothecompany'stwoschemes. (8marks)

(ii) ShowstheaccountingtreatmentforthetwoMacaljoypensionplansfortheyearended
31October20X7underIAS19EmployeeBenefits. (8marks)

(b) (i) Discusses the principles involved in accounting for claims made under the above
warrantyprovision. (6marks)

(ii) Shows the accounting treatment for the above warranty provision under IAS 37
Provisions,ContingentLiabilitiesandContingentAssetsfortheyearended31October
20X7. (3marks)

 (Total=25marks)
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46Panel 49mins
ACR12/05,amended

ThedirectorsofPanel,apubliclimitedcompany,arereviewingtheproceduresforthecalculationof
the deferred tax liability for the year ended31October 20X5. The directors are unsure how the
deferredtaxprovisionwillbecalculatedandhaveaskedforsomegeneraladvicerelatingtoIAS12
IncomeTaxes.

The directors wish to know how the provision for deferred taxation would be calculated in the
followingsituationsunderIAS12:

(i) On1November20X3,thecompanyhadgrantedtenmillionshareoptionsworth$40million
subjecttoatwo-yearvestingperiod.Localtaxlawallowsataxdeductionattheexercisedate
of the intrinsic value of the options. The intrinsic value of the ten million share options at
31October20X4was$16millionandat31October20X5was$46million.Theincreasein
thesharepriceintheyearto31October20X5couldnotbeforeseenat31October20X4.
Theoptionswereexercisedat31October20X5.Thedirectorsareunsurehowtoaccountfor
deferredtaxationonthis transactionfortheyearsended31October20X4and31October
20X5.

(ii) Panelisleasingplantoverafiveyearperiod.Aright-of-useassetwasrecordedatthepresent
value of the lease payments of $12 million at the inception of the lease which was
1November20X4.Theright-of-useasset isdepreciatedonastraight-linebasisover the five
years.Theannualleasepaymentsare$3millionpayableinarrearson31Octoberandthe
effectiveinterestrateis8%perannum.Thedirectorshavenotleasedanassetbeforeandare
unsureastoitstreatmentfordeferredtaxation.Thecompanycanclaimataxdeductionforthe
annualrentalpaymentastheleasedoesnotqualifyfortaxrelief.

(iii) A wholly owned overseas subsidiary, Pins, a limited liability company, sold goods costing
$7million to Panel on 1 September 20X5, and these goods had not been sold by Panel
before the year end. Panel had paid $9 million for these goods. The directors do not
understand how this transaction should be dealt with in the financial statements of the
subsidiaryandthegroupfortaxationpurposes.Pinspaystaxlocallyat30%.

(iv) Nails, a limited liability company, is a wholly owned subsidiary of Panel, and is a cash
generatingunit in itsown right. Thevalueof theproperty,plantandequipmentofNailsat
31October 20X5 was $6 million and purchased goodwill was $1 million before any
impairment loss. The company had no other assets or liabilities. An impairment loss of
$1.8million had occurred at 31 October 20X5. The tax base of the property, plant and
equipmentofNailswas$4millionasat31October20X5.Thedirectorswishtoknowhow
theimpairmentlosswillaffectthedeferredtaxliabilityfortheyear.Impairmentlossesarenot
anallowableexpensefortaxationpurposes.

Assumeataxrateof30%.

Required

(a) Explain:

(i) HowIAS12IncomeTaxesdefinesthetaxbaseofassetsandliabilities. (3marks)

(ii) How temporary differences are identified as taxable or deductible temporary
differences. (3marks)

(iii) ThegeneralcriteriaprescribedbyIAS12fortherecognitionofdeferredtaxassetsand
liabilities.Youdonotneedtoidentifyanyspecificexceptionstothesegeneralcriteria.

 (3marks)

(b) Discuss, with suitable computations, how the situations (i) to (iv) above will impact on the
accountingfordeferredtaxunderIAS12intheconsolidatedfinancialstatementsofPanel.

 Note.Thesituationsin(i)to(iv)abovecarryequalmarks. (16marks)

 (Total=25marks)
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47Kesare 49mins

P2Pilotexam

Thefollowingstatementof financialpositionrelatestoKesareGroup,apublic limitedcompany,at
30June20X6.
 $'000
Assets
Non-currentassets:
 Property,plantandequipment 10,000
 Goodwill 6,000
 Otherintangibleassets 5,000
 Financialassets(cost) 9,000
 30,000
Currentassets
 Tradereceivables 7,000
 Otherreceivables 4,600
 Cashandcashequivalents 6,700
 18,300
Totalassets 48,300

Equityandliabilities 
Equity
 Sharecapital 9,000
 Otherreserves 4,500
 Retainedearnings 9,130
Totalequity 22,630

Non-currentliabilities 
 Longtermborrowings 10,000
 Deferredtaxliability 3,600
 Employeebenefitliability 4,000
Totalnon-currentliabilities 17,600

Currentliabilities 
 Currenttaxliability 3,070
 Tradeandotherpayables 5,000
Totalcurrentliabilities 8,070
Totalliabilities 25,670
Totalequityandliabilities 48,300

Thefollowinginformationisrelevanttotheabovestatementoffinancialposition:

(i) The financialassetsareclassifiedas 'investments inequity instruments'butareshown in the
above statement of financial position at their cost on1 July20X5. Themarket value of the
assets is$10.5millionon30 June20X6.Taxation ispayableon the saleof theassets.As
allowedbyIFRS9,anirrevocableelectionwasmadeforchangesinfairvaluetogothrough
othercomprehensiveincome(notreclassifiedtoprofitorloss).

(ii) Thestatedinterestrateforthelong-termborrowingis8%.Theloanof$10millionrepresentsa
convertiblebondwhichhasaliabilitycomponentof$9.6millionandanequitycomponentof
$0.4million.Thebondwasissuedon30June20X6.

(iii) Thedefinedbenefitplanhadarulechangeon30June20X6,givingrisetopastservicecosts
of$520,000.Thepastservicecostshavenotbeenaccountedfor.
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(iv) Thetaxbasesoftheassetsandliabilitiesarethesameastheircarryingamountsinthedraft
statementoffinancialpositionaboveasat30June20X6exceptforthefollowing:

(1)
 $'000
Property,plantandequipment 2,400
Tradereceivables 7,500
Otherreceivables 5,000
Employeebenefits 5,000

(2) Otherintangibleassetsweredevelopmentcostswhichwereallallowedfortaxpurposes
whenthecostwasincurredin20X5.

(3) Trade and other payables includes an accrual for compensation to be paid to
employees.Thisamountsto$1millionandisallowedfortaxationwhenpaid.

(v) Goodwillisnotallowablefortaxpurposesinthisjurisdiction.

(vi) Assumetaxationispayableat30%.

Required

(a) Discuss the conceptual basis for the recognition of deferred taxation using the temporary
differenceapproachtodeferredtaxation. (7marks)

(b) Calculate the deferred tax liability at 30 June20X6after any necessary adjustments to the
financialstatementsshowinghowthedeferredtaxliabilitywouldbedealtwithinthefinancial
statements.(Assumethatanyadjustmentsdonotaffectcurrenttax.Candidatesshouldbriefly
discusstheadjustmentsrequiredtocalculatedeferredtaxliability.) (18marks)

(Total=25marks)

48Chemclean 49mins

P2Sep/Dec15,amended

(a) Chemclean trades in the chemical industry. The entity has development and production
operations invariouscountries. Ithasentered intoanagreementwith Jomasterunderwhich
Chemcleanwill licence Jomaster's technology tomanufacture a chemical compound, Volut.
The technology has a fair value of $4 million. Chemclean cannot use the technology for
manufacturinganyothercompoundthanVolut.Chemcleanhasnotconcludedthateconomic
benefitsarelikelytoflowfromthiscompoundbutwilluseJomaster'stechnologyforaperiod
of three years. Chemclean will have to keep updating the technology in accordance with
Jomaster'srequirements.TheagreementstipulatesthatChemcleanwillmakeanon-refundable
paymentof$4milliontoJomasterforaccesstothetechnology.Additionally,Jomasterwillalso
receivea10%royaltyfromsalesofthechemicalcompound.

Chemclean is also interested in another compound, Yacton, which is being developed by
Jomaster.Thecompound is in thesecondphaseofdevelopment.The intellectualpropertyof
compoundYactonhasbeenput intoanewly formed shell company,Conew,whichhasno
employees.Thecompound is theonlyassetofConew.Chemclean is intending toacquirea
65% interest in Conew, which will give it control over the entity and the compound.
Chemcleanwillprovidethenecessaryresourcestodevelopthecompound. (10marks)

(b) Intheyearto30June20X4,Chemcleanacquiredamajorsubsidiary.Theinventoryacquired
inthisbusinesscombinationwasvaluedatitsfairvalueattheacquisitiondateinaccordance
withIFRS3BusinessCombinations.Asignificantpartoftheacquiredinventorywassoldinthe
post-acquisitionperiodbutbefore30June20X4,theyearend.

In the consolidated statement of profit or loss and other comprehensive income, the cost of
inventoriesacquired in thebusinesscombinationandsoldby theacquirerafter thebusiness
combinationwasdisclosedon twodifferent lines.Theinventorywaspartlyshownascostof
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goodssoldandpartlyasa'non-recurringitem'withinoperatingincome.Thepartpresented
undercostofgoodssoldcorrespondedtotheinventory'scarryingamountinthesubsidiary's
financial statements. The part presented as a 'non-recurring item' corresponded to the fair
valueincreaserecognisedonthebusinesscombination.The'non-recurringitem'amountedto
25% of Chemclean's earnings before interest and tax (EBIT). Chemclean disclosed the
accounting policy and explained in the notes to the financial statements that showing the
inventoryatfairvaluewouldresultinafallinthegrossmarginduetothefairvalueincrease.
Further,Chemcleanargued that isolating thispartof themargin in the 'non-recurring items',
whosenatureistransparentlypresentedinthenotes,enabledtheusertoevaluatethestructural
evolutionofitsgrossmargin. (6marks)

(c) In theconsolidated financial statements for20X4,Chemclean recognisedanetdeferred tax
asset of$16million,which represented18%of its total equity. Thisassetwasmadeupof
$3 million taxable temporary differences and $19 million relating to the carry-forward of
unused tax losses. The local tax regulation allows unused tax losses to be carried forward
indefinitely.Chemcleanexpectsthatwithinfiveyears,futuretaxableprofitsbeforetaxwould
beavailableagainstwhichtheunusedtaxlossescouldbeoffset.Thisviewwasbasedonthe
budgetsfortheyears20X4–20X9.Thebudgetswereprimarilybasedongeneralassumptions
about thedevelopmentof keyproductsandeconomic improvement indicators.Additionally,
theentityexpectedasubstantial reduction in the future impairmentof trade receivablesand
propertywhichtheentityhadrecentlysufferedandthiswouldresultinasubstantialincrease
infuturetaxableprofit.

Chemclean had recognisedmaterial losses during the previous five years,with an average
annual loss of $19million.A comparisonofChemclean's budgeted results for theprevious
twoyearstoitsactualresultsindicatedmaterialdifferencesrelatingprincipallytoimpairment
losses. In the interim financial statements for the first half of the year to 30 June 20X4,
Chemcleanrecognisedimpairment lossesequal tobudgetedimpairment losses for thewhole
year. In its financial statements for the year ended 30 June 20X4, Chemclean disclosed a
materialuncertaintyaboutitsabilitytocontinueasagoingconcern.Thecurrenttaxrateinthe
jurisdictionis30%. (9marks)

Required

Discusshow theabove items shouldbedealtwith in the financial statementsofChemcleanunder
InternationalFinancialReportingStandards.

Note.Themarkallocationisshownagainsteachofthethreeissuesabove.
(Total=25marks)

49Ryder 49mins
ACR12/05,amended

Ryder, a public limited company, is reviewing the following eventswhich have occurred since its
yearendof31October20X5.Thefinancialstatementswereauthorisedon12December20X5.

(a) Ryder disposed of a wholly owned subsidiary, Krup, a public limited company, on
10December 20X5 and made a loss of $9 million on the transaction. As at 31October
20X5,Ryderhadnointentionofsellingthesubsidiarywhichwasmaterial tothegroup.The
directorsofRyderhavestatedthattherewerenosignificanteventswhichhaveoccurredsince
31October20X5whichcouldhaveresultedinareductioninthevalueofKrup.Thecarrying
amount of the net assets and purchased goodwill of Krup at 31 October 20X5 were
$20millionand$12million respectively.Kruphadmadea lossof$2million in theperiod
1November20X5to12December20X5. (6marks)

(b) Ryderacquiredawhollyownedsubsidiary,Metalic,apubliclimitedcompany,on21January
20X4. The consideration payable in respect of the acquisition of Metalic was 2 million
ordinarysharesof$1ofRyderplusafurther300,000ordinarysharesiftheprofitofMetalic
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exceeded$6millionfortheyearended31October20X5.TheprofitfortheyearofMetalic
was $7 million and the ordinary shares were issued on 12 November 20X5. Ryder had
included an estimate of the contingent consideration in the cost of the acquisition at
21January20X4.ThefairvalueusedfortheordinarysharesofRyderat thisdateincluding
the contingent consideration was $10 per share. The fair value of the ordinary shares on
12November 20X5 was $11 per share. Ryder also made a one for four bonus issue on
13November20X5whichwasapplicabletothecontingentsharesissued.Thedirectorsare
unsure of the impact of the above on earnings per share and the accounting for the
acquisition. (8marks)

(c) The company acquired a property on 1 November 20X4 which it intended to sell. The
propertywasobtainedasaresultofadefaultonaloanagreementbyathirdpartyandwas
valuedat$20milliononthatdatewhichexactlyoffsetthedefaultedloan.Thepropertyisina
stateofdisrepairandRyder intends tocomplete the repairsbefore it sells theproperty. The
repairswerecompletedon30November20X5.Thepropertywassoldfor$27million,after
costs, on9December20X5. Thepropertywas classifiedas 'held for sale'at the year end
underIFRS5Non-currentAssetsHeldforSaleandDiscontinuedOperationsbutshownatthe
netsaleproceedsof$27million.Propertyisdepreciatedat5%perannumonthestraight-line
basisandnodepreciationhasbeenchargedintheyear. (6marks)

(d) Thecompanygrantedshareappreciationrights(SARs)toitsemployeeson1November20X3
basedontenmillionshares.TheSARsprovideemployees,atthedatetherightsareexercised,
withtherighttoreceivecashequaltotheappreciationinthecompany'ssharepricesincethe
grantdate.Therightsvestedon31October20X5andpaymentwasmadeonscheduleon
1December 20X5. The fair value of the SARs per share at 31October 20X4was $6, at
31October20X5was$8andat1December20X5was$9.Thecompanyhasrecogniseda
liabilityfortheSARsasat31October20X4baseduponIFRS2Share-basedPaymentbutthe
liabilitywasstatedatthesameamountat31October20X5. (5marks)

Required

DiscusstheaccountingtreatmentoftheaboveeventsinthefinancialstatementsoftheRyderGroup
fortheyearended31October20X5,takingintoaccounttheimplicationsofeventsoccurringafter
theendofthereportingperiod.

Note.Themarkallocationsaresetoutaftereachparagraphabove. (Total=25marks)

50Royan 39mins
(a) Explain the guidance in IAS 37 Provisions, Contingent Liabilities and Contingent Assets as

regards the recognitionandmeasurementofprovisionsanddiscussanyshortcomingsof the
standard. (12marks)

(b) Royan,apubliclimitedcompany,extractsoilandhasapresentobligationtodismantleanoil
platform at the end of the platform's life, which is ten years. Royan cannot cancel this
obligationor transfer it.Royan intends tocarryout thedismantlingwork itselfandestimates
thecostof thework tobe$150million in tenyears' time.Thepresentvalueof thework is
$105million.

A market exists for the dismantling of an oil platform and Royan could hire a third-party
contractortocarryoutthework.Theentityfeelsthatifnoriskorprobabilityadjustmentwere
neededthenthecostoftheexternalcontractorwouldbe$180millionintenyears'time.The
presentvalueofthiscostis$129million.Ifriskandprobabilityaretakenintoaccount, then
thereisaprobabilityof40%thatthepresentvaluewillbe$129millionand60%probability
thatitwouldbe$140million,andthereisariskthatthecostsmayincreaseby$5million.

Required

DescribetheaccountingtreatmentoftheaboveeventsunderIAS37. (3marks)
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(c) ThedirectorsofRoyanareawareoftherequirementsofIAS37,howeverasprudenceisnota
concept specifically referred to in theConceptualFramework, theypropose that thecosts to
dismantle the oil platform described above are expensed as incurred, at the end of the
platform'slife,withnoentriesordisclosuresbeingmadeinthelatestfinancialstatements.

Required

Discusswhether thedirectorsareactingunethically in theabovecircumstanceandwhat the
groupaccountant'sproposedcourseofactionshouldbe. (5marks)

(Total=20marks)

51Electron 49mins

P2Pilotexam

Electron, a public limited company, operates in the energy sector. The company has grown
significantlyover the last fewyearsand is currentlypreparing its financial statements for the year
ended30June20X6.

Electron buys and sells oil and currently has a number of oil trading contracts. The contracts to
purchase oil are treated as non-current assets and amortised over the contracts' durations. On
acceptanceof a contract to sell oil, 50%of the contract price is recognised immediatelywith the
balancebeingrecognisedovertheremaininglifeofthecontract.Thecontractsalwaysresultinthe
deliveryofthecommodity. (4marks)

Electron has recently constructed an ecologically efficient power station. A condition of being
grantedtheoperatinglicencebythegovernmentisthatthepowerstationbedismantledattheendof
its useful lifewhich is estimated to be20 years. The power station cost $100million andbegan
production on 1 July 20X5. Depreciation is charged on the power station using the straight-line
method.Electronhasestimatedat30June20X6 that itwillcost$15million (netpresentvalue) to
restorethesitetoitsoriginalconditionusingadiscountrateof5%.95%ofthesecostsrelatetothe
removal of the power station and 5% relates to the damage caused through generating energy.
 (8marks)

Electronhas leasedanotherpower station,whichwas relatively inefficient, toa rival companyon
30June20X6.ThebeneficialandlegalownershipremainswithElectronandintheeventofoneof
Electron'spowerstationsbeingunabletoproduceenergy,Electroncanterminatetheagreement.The
leasedpowerstationisbeingtreatedasanoperatingleasewiththenetpresentvalueoftheincome
of$40millionbeingrecognisedinprofitorloss.Thefairvalueofthepowerstationis$70millionat
30June20X6.Adepositof$10millionwasreceivedon30June20X6anditisincludedinthenet
presentvaluecalculation. (6marks)

Thecompanyhasagoodrelationshipwithitsshareholdersandemployees.Ithasadoptedastrategy
of gradually increasing its dividend payments over the years. On 1 August 20X6, the board
proposed a dividend of 5c per share for the year ended 30 June 20X6. The shareholders will
approve the dividend alongwith the financial statements at the generalmeeting on 1 September
20X6and thedividendwill bepaidon14September20X6. Thedirectors feel that thedividend
should be accrued in the financial statements for the year ended 30 June 20X6 as a 'valid
expectation'hasbeencreated. (3marks)

Thecompanygrantedshareoptionstoitsemployeeson1July20X5.Thefairvalueoftheoptionsat
thatdatewas$3million.Theoptionsveston30June20X8.Theemployeeshavetobeemployedat
theendofthethreeyearperiodfortheoptionstovestandthefollowingestimateshavebeenmade:

Estimatedpercentageofemployeesleavingduringvestingperiodat:

Grantdate1July20X5 5%
30June20X6 6% (4marks)
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Required

Draft a report suitable for presentation to the directors of Electronwhichdiscusses the accounting
treatment of the above transactions in the financial statements for the year ended30 June20X6,
includingrelevantcalculations.

(Total=25marks)

52William 49mins
P26/12,amended

Williamisapubliclimitedcompanyandwouldlikeadviceinrelationtothefollowingtransactions.

(a) Williamownedabuildingonwhichitraisedfinance.Williamsoldthebuildingfor$6million,
its fair value, to a finance company on 1 June 20X2 when the carrying amount was
$3.6million.Thesamebuildingwas leasedback fromthe financecompanyforaperiodof
20years.Theremainingusefullifeofthebuildingis25years.Theleaserentalsfortheperiod
are$441,000payableannually inarrears.The interest rate implicit in the lease is7%.The
present value of the lease payments is $5 million. The transaction constitutes a sale in
accordancewithIFRS15RevenuefromContractswithCustomers.

Williamwishestoknowhowtoaccountfortheabovetransactionfortheyearended31May
20X3. (8marks)

(b) Williamoperatesadefinedbenefitpensionplanforitsemployees.Shortlybeforetheyearend
of31May20X3,Williamdecidedtorelocateadivisionfromonecountrytoanother,where
labourandrawmaterialcostsarecheaper.TherelocationisduetotakeplaceinDecember
20X3.On13May20X3,adetailed formalplanwasapprovedby theboardofdirectors.
Halfoftheaffecteddivision'semployeeswillbemaderedundantinJuly20X3,andwillaccrue
nofurtherbenefitsunderWilliam'sdefinedbenefitpensionplan.Theaffectedemployeeswere
informedofthisdecisionon14May20X3.Theresultingreductioninthenetpensionliability
due therelocation isestimated tohaveapresentvalueof$15millionasat31May20X3.
Totalrelocationcosts(excludingtheimpactonthepensionplan)areestimatedat$50million.

Williamrequiresadviceonhowtoaccountfortherelocationcostsandthereductioninthenet
pensionliabilityfortheyearended31May20X3. (8marks)

(c) On 1 June 20X0, William granted 500 share appreciation rights to each of its twenty
managers.Alloftherightsvestaftertwoyears'serviceandtheycanbeexercisedduringthe
followingtwoyearsupto31May20X4.Thefairvalueoftherightatthegrantdatewas$20.
Itwasthoughtthatthreemanagerswouldleaveovertheinitialtwo-yearperiodandtheydid
so.Thefairvalueofeachrightwasasfollows.

Year Fairvalueattheyear-end
 $
31May20X1 23
31May20X2 14
31May20X3 24

On31May20X3,sevenmanagersexercisedtheirrightswhentheintrinsicvalueoftheright
was$21.

Williamwishestoknowwhattheliabilityandexpensewillbeat31May20X3. (5marks)

(d) William acquired another entity, Chrissy, on 1 May 20X3. At the time of the acquisition,
Chrissy was being sued as there is an alleged mis-selling case potentially implicating the
entity. The claimants are suing for damages of $10million.William estimates that the fair
valueofanycontingent liability is$4millionand feels that it ismore likely thannot thatno
outflowoffundswilloccur.
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Williamwishes toknowhowtoaccount for thispotential liability inChrissy'sentity financial
statements and whether the treatment would be the same in the consolidated financial
statements. (4marks)

Required

Discuss,withsuitablecomputations,theadvicethatshouldbegiventoWilliaminaccountingforthe
aboveevents.

Note.Themarkallocationisshownagainsteachofthefoureventsabove.
(Total=25marks)

53Leigh 49mins

ACR6/07

(a) Leigh,apubliclimitedcompany,purchasedthewholeofthesharecapitalofHash,alimited
company,on1June20X6.ThewholeofthesharecapitalofHashwasformerlyownedbythe
fivedirectorsofHashandunderthetermsofthepurchaseagreement,thefivedirectorswere
toreceiveatotalofthreemillionordinarysharesof$1ofLeighon1June20X6(marketvalue
$6 million) and a further 5,000 shares per director on 31 May 20X7, if they were still
employedbyLeighonthatdate.AllofthedirectorswerestillemployedbyLeighat31May
20X7.

Leighgrantedandissuedfullypaidsharestoitsownemployeeson31May20X7.Normally
shareoptionsissuedtoemployeeswouldvestoverathree-yearperiod,buttheseshareswere
given as a bonus because of the company's exceptional performance over the period. The
sharesinLeighhadamarketvalueof$3million(onemillionordinarysharesof$1at$3per
share) on 31 May 20X7 and an average fair value of $2.5million (one million ordinary
sharesof$1at$2.50pershare)fortheyearended31May20X7.ItisexpectedthatLeigh's
sharepricewillriseto$6pershareoverthenextthreeyears. (10marks)

(b) On 31 May 20X7, Leigh purchased property, plant and equipment for $4 million. The
supplierhasagreedtoacceptpaymentfortheproperty,plantandequipmenteitherincashor
in shares. The supplier can either choose 1.5 million shares of Leigh to be issued in six
months'timeortoreceiveacashpaymentinthreemonths'timeequivalenttothemarketvalue
of1.3millionshares. It isestimatedthat thesharepricewillbe$3.50in threemonths' time
and$4insixmonths'time.

Additionally,at31May20X7,oneofthedirectorsrecentlyappointedtotheboardhasbeen
grantedtherighttochooseeither50,000sharesofLeighorreceiveacashpaymentequalto
thecurrentvalueof40,000sharesatthesettlementdate.Thisrighthasbeengrantedbecause
oftheperformanceofthedirectorduringtheyearandisunconditionalat31May20X7.The
settlement date is 1 July 20X8 and the company estimates the fair value of the share
alternativeis$2.50pershareat31May20X7.ThesharepriceofLeighat31May20X7is
$3pershare,andifthedirectorchoosesthesharealternative,theymustbekeptforaperiod
offouryears. (9marks)
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(c) Leigh acquired30%of the ordinary share capital ofHandy, a public limited company, on
1April20X6.ThepurchaseconsiderationwasonemillionordinarysharesofLeighwhichhad
amarketvalueof$2.50pershareatthatdateandthefairvalueofthenetassetsofHandy
was$9million.TheretainedearningsofHandywere$4millionandotherreservesofHandy
were $3million at that date. Leigh appointed two directors to the Board ofHandy, and it
intendstoholdtheinvestmentforasignificantperiodoftime.Leighexertssignificantinfluence
overHandy.ThesummarisedstatementoffinancialpositionofHandyat31May20X7isas
follows.
 $m
Sharecapitalof$1 2
Otherreserves 3
Retainedearnings 5
 10
Netassets 10

There had been no new issues of shares byHandy since the acquisition by Leigh and the
estimatedrecoverableamountofthenetassetsofHandyat31May20X7was$11million. 
 (6marks)

Required

Discusswithsuitablecomputationshowtheaboveshare-basedtransactionsshouldbeaccountedfor
inthefinancialstatementsofLeighfortheyearended31May20X7.

(Total=25marks)

54FairvaluesandIFRS13 49mins
Financial statements have seen an increasingmove towards the use of fair values in accounting.
Advocatesof'fairvalueaccounting'believethatfairvalueisthemostrelevantmeasureforfinancial
reporting,whilstothersbelievethathistoricalcostprovidesamoreusefulmeasure.Issueshavebeen
raisedoverthereliabilityandmeasurementoffairvalues,andoverthenatureofthecurrentlevelof
disclosureinfinancialstatementsinthisarea.

Theobjectiveof IFRS13FairValueMeasurement is todefine fairvalue,setout inasingle IFRSa
frameworkformeasuringfairvalueandrequiredisclosureaboutfairvaluemeasurements.

Required

(a) Discusstheviewthatfairvalueisamorerelevantmeasuretouseincorporatereportingthan
historicalcost. (12marks)

(b) (i) Fairview acquired a research and development project as part of a business
combination.Fairviewdoesnotintendtocompletetheproject,butinsteadacquiredthe
project toprevent itscompetitors fromaccessing the technology.Therefore theproject
principally provides defensive value to Fairview by improving the prospects for the
outputofitsownprojectandpreventingcompetitoraccesstothedevelopedtechnology.

 Required

Howmightthehighestandbestuseoftheprojectbedeterminedforthepurposeofmeasuring
fairvalueinordertoapplyIFRS13FairValueMeasurement? (6marks)

(ii) Fairview and Westway individually entered into legal obligations to each pay
$200,000toBrownfieldinsevenyearsinexchangeforsomegoods.

Fairviewhasaverygoodcreditratingandcanborrowat4%.Westway'screditrating
isloweranditcanborrowat8%.

 Required

WhatisthefairvalueofthelegalobligationthatFairviewandthatWestwaymustrecordin
theirfinancialstatements? (3marks)
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(iii) FairviewholdssharesinGreenfield,whichittreatsasanequityinstrument(afinancial
asset).Saleofthisfinancialassetisrestrictedbycontracttoqualifyinginvestors.

 Required 

 Howwouldthefairvalueofthisinstrumentbemeasured? (4marks) 

  (Total=25marks)

55Mehran 49mins

P2Mar/Jun16amended

ThedirectorsofMehran,apubliclimitedcompany,haveseenmanydifferentwaysofdealingwith
themeasurementanddisclosureofthefairvalueofassets,liabilitiesandequityinstruments.Theyfeel
thatthisreducescomparabilityamongdifferententities'financialstatements.Theywouldlikeadvice
onhowIFRS13FairValueMeasurementshouldbeappliedtoseveraltransactions.

(a) Mehran has just acquired a company, which comprises a farming and mining business.
Mehranwishesadviceonhowtoplaceafairvalueonsomeoftheassetsacquired.

Onesuchasset isapieceof land,which iscurrentlyused for farming.The fairvalueof the
land if used for farming is$5million. If the land isused for farmingpurposes,a taxcredit
arises annually,which is based upon the lower of15%of the fairmarket valueof landor
$500,000atthecurrenttaxrate.Thecurrenttaxrateinthejurisdictionis20%.

Mehranhasdeterminedthatmarketparticipantswouldconsider that the landcouldhavean
alternative use for residential purposes. The fair value of the land for residential purposes
before associated costs is thought to be $7.4 million. In order to transform the land from
farmingtoresidentialuse,therewouldbelegalcostsof$200,000,aviabilityanalysiscostof
$300,000 and costs of demolition of the farm buildings of $100,000. Additionally,
permissionforresidentialusehasnotbeenformallygivenbythelegalauthorityandbecause
ofthis,marketparticipantshaveindicatedthatthefairvalueoftheland,aftertheabovecosts,
wouldbediscountedby20%becauseoftheriskofnotobtainingplanningpermission.

Inaddition,Mehranhasacquiredthebrandnameassociatedwiththeproducefromthefarm.
Mehranhasdecided todiscontinue thebrandon theassumption that itwill gain increased
revenuesfromitsownbrands.Mehranhasdeterminedthatifitceasestousethebrand,then
theindirectbenefitswillbe$20million.Ifitcontinuestousethebrand,thenthedirectbenefit
willbe$17million. (7marks)

(b) Mehranwishes toplaceafairvalueon the inventoryof theentityacquired.Thereare three
differentmarketsfortheproduce,whicharemainlyvegetables.Thefirstisthelocaldomestic
marketwhereMehrancanselldirecttoretailersoftheproduce.Theseconddomesticmarket
is one where Mehran sells directly to manufacturers of canned vegetables. There are no
restrictionsonthesaleofproduceineitherofthedomesticmarketsotherthanthedemandof
theretailersandmanufacturers.Thefinalmarketistheexportmarketbutthegovernmentlimits
theamountofproducewhichcanbeexported.Mehranneedsalicencefromthegovernment
toexportitsproduce.Farmerstendtosellalloftheproducethattheycanintheexportmarket
and, when they do not have any further authorisation to export, they sell the remaining
produceinthetwodomesticmarkets.

It is difficult to obtain informationon the volumeof trade in thedomesticmarketwhere the
produceissoldlocallydirecttoretailersbutMehranfeelsthatthemarketisatleastaslargeas
thedomesticmarket–directtomanufacturers.Thevolumesofsalesquotedbelowhavebeen
takenfromtradejournals.
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Domesticmarket
–directtoretailers

Domesticmarket
–directto

manufacturers Exportmarket
Volume–annual Unknown 20,000tonnes 10,000tonnes
Volume–salespermonth 10tonnes 4tonnes 60tonnes
Pricepertonne $1,000 $800 $1,200
Transportcostspertonne $50 $70 $100
Sellingagents'feespertonne – $4 $6

 (10marks)

(c) Mehranownsa non-controlling equity interest in Erham,aprivate company, andwishes to
measure the interest at its fair value at its financial year end of 31March 20X6.Mehran
acquired theordinary share interest inErhamon1April20X4.During thecurrent financial
year,Erhamhasissuedfurtherequitycapitalthroughtheissueofpreferredsharestoaventure
capitalfund.

As a result of the preferred share issue, the venture capital fund now holds a controlling
interestinErham.Thetermsofthepreferredshares,includingthevotingrights,aresimilarto
thoseoftheordinaryshares,exceptthatthepreferredshareshaveacumulativefixeddividend
entitlement for a period of four years and the preferred shares rank ahead of the ordinary
sharesupontheliquidationofErham.Thetransactionpriceforthepreferredshareswas$15
pershare.

Mehranwishestoknowthefactorswhichshouldbetakenintoaccountinmeasuringthefair
value of their holding in the ordinary shares of Erham at 31March 20X6 using amarket-
basedapproach. (8marks)

Required

Discuss thewayinwhichMehranshouldmeasurethefairvaluetheaboveassetswithreferenceto
theprinciplesofIFRS13FairValueMeasurement.

Note.Themarkallocationisshownagainsteachofthethreeissuesabove.

 (Total=25marks)

56Yanong 49mins

P26/15amended

ThedirectorsofYanong,apubliclimitedcompany,wouldlikeadvice,withreferencetoIFRS13Fair
ValueMeasurement,onseveraltransactions.

(a) Yanong owns several farms and also owns a divisionwhich sells agricultural vehicles. It is
consideringsellingthisagriculturalretaildivisionandwishestomeasurethefairvalueofthe
inventoryofvehiclesforthepurposeofthesale.Threemarketscurrentlyexistforthevehicles.
Yanonghastransactedregularlyinallthreemarkets.At30April20X5,Yanongwishestofind
thefairvalueof150newvehicles,whichareidentical.Thecurrentvolumeandpricesinthe
threemarketsareasfollows:





Market




Salesprice–
pervehicle

Historical
volume–

vehiclessoldby
Yanong

Totalvolumeof
vehiclessoldin

market

Transaction
costs–per

vehicle

Transport
coststothe

market–per
vehicle

 $ $ 
Europe 40,000 6,000 150,000 500 400
Asia 38,000 2,500 750,000 400 700
Africa 34,000 1,500 100,000 300 600
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Yanong wishes to value the vehicles at $39,100 per vehicle as these are the highest net
proceedspervehicle,andEuropeis thelargestmarketforYanong'sproduct.Yanongwould
like advice as to whether this valuation would be acceptable under IFRS 13 Fair Value
Measurement. (6marks)

(b) The company uses quarterly reporting for its farms as they grow short-lived crops such as
maize. Yanong planted the maize fields during the quarter to 31 October 20X4 at an
operatingcostof$10million.Thefieldsoriginallycost$20million.Thereisnoactivemarket
forpartlygrownfieldsofmaizeandthereforeYanongproposestouseadiscountedcashflow
methodtovaluethemaizefields.Asat31October20X4,thefollowingwerethecashflow
projectionsrelatingtothemaizefields:



3monthsto
31January

20X5
3monthsto

30April20X5


Total
  $m  $m $m
Cashinflows 80 80
Cashoutflows  (8)  (19) (27)
Notionalrentalchargeforlandusage  (1)  (1) (2)
Netcashflows  (9)  60 51

In the threemonths to31 January20X5, theactualoperatingcostsamounted to$8million
andatthatdateYanongreviseditsfutureprojectionsforthecashinflowsto$76millionforthe
threemonthstoApril20X5.Atthepointofharvestat31March20X5,themaizewasworth
$82million and itwas sold for $84million (net of costs to sell) on 15April 20X5. In the
measurementoffairvalueofthemaize,Yanongincludesanotionalcashflowexpenseforthe
'rent'ofthelandwhereitisself-owned.

The directors of Yanong wish to know how they should have accounted for the above
biological asset at 31 October 20X4, 31 January 20X5, 31 March 20X5 and when the
producewassold.Assumeadiscountrateof2%perquarterasfollows:

 Factor
Period1 0.980
Period2 0.961

 (7marks)

(c) On1May20X2,Yanonggranted500shareappreciationrights(SARs)toits300managers.
Alloftherightsvestedon30April20X4buttheycanbeexercisedfrom1May20X4upto
30April20X6.Atthegrantdate,thevalueofeachSARwas$10anditwasestimatedthat
5%of themanagerswould leaveduring thevestingperiod.Thefairvalueof theSARs isas
follows:
 FairvalueofSAR
 $
30April20X3 9
30April20X4 11
30April20X5 12

All of the managers who were expected to leave employment did leave the company as
expected before 30 April 20X4.On 30 April 20X5, 60managers exercised their options
whentheintrinsicvalueoftherightwas$10.50andwerepaidincash.

YanongisconfusedastowhethertoaccountfortheSARsunderIFRS2Share-basedPayment
orIFRS13FairValueMeasurement,andwouldlikeadviceastohowtheSARsshouldhave
beenaccountedforfromthegrantdateto30April20X5. (7marks)
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(d) Yanong uses the revaluation model for its non-current assets. Yanong has several plots of
farmlandwhichareunproductive.Thecompanyfeelsthatthelandwouldhavemorevalueifit
were used for residential purposes. There are several potential purchasers for the land but
planning permission has not yet been granted for use of the land for residential purposes.
However,preliminaryenquirieswith theregulatoryauthoritiesseemtoindicatethatplanning
permission may be granted. Additionally, the government has recently indicated that more
agriculturallandshouldbeusedforresidentialpurposes.

 Yanonghasalsobeenapproached tosell the land forcommercialdevelopmentatahigher
pricethanthatforresidentialpurposes.

 Yanong would like advice on how to measure the fair value of the land in its financial
statements. (5marks)

Required

AdviseYanongonhowtheabove transactionsshouldbedealtwith in its financialstatementswith
referencetorelevantInternationalFinancialReportingStandards.

Notes

1 Themarkallocationisshownagainsteachofthefourissuesabove.
2 Ignoreanydeferredtaximplicationsofthetransactionsabove.

 (Total=25marks)

57Canto 49mins
P2Mar/Jun17

Canto Co is a company which manufactures industrial machinery and has a year end of
28February20X7.ThedirectorsofCantorequireadviceonthefollowingissues: 

(a) On1March20X4,Cantoacquiredapropertyfor$15million,whichwasusedasanoffice
building.Cantomeasuredthepropertyonthecostbasisinproperty,plantandequipment.The
useful life of the buildingwas estimated at 30 years from1March 20X4with no residual
value.Depreciationischargedonthestraight-linebasisoveritsusefullife.Atacquisition,the
valueofthelandcontentofthepropertywasthoughttobeimmaterial.

Duringthefinancialyearto28February20X7,theplanningauthoritiesapprovedthelandto
build industrial units and retail outlets on the site. During 20X7, Canto ceased using the
propertyasanofficeandconverted theproperty toan industrialunit.Cantoalsobuilt retail
unitsonthelandduringtheyearto28February20X7.At28February20X7,Cantowishesto
transfer the property at fair value to investment property at $20million. This valuationwas
baseduponother similarpropertiesownedbyCanto.However, if thewhole sitewere sold
including the retail outlets, it is estimated that the value of the industrial units would be
$25millionbecauseofsynergiesandcomplementarycashflows.

ThedirectorsofCantowishtoknowwhetherthefairvaluationoftheinvestmentpropertyisin
linewithInternationalFinancialReportingStandardsandhowtoaccountforthechangeinuse
ofthepropertyinthefinancialstatementsat28February 20X7. (9marks)

(b) On28February20X7,CantoacquiredallofthesharecapitalofBinlory,acompanywhich
manufactures and supplies industrial vehicles. At the acquisition date, Binlory has an order
backlog,whichrelatestoacontractbetween itselfandacustomer for ten industrialvehicles
tobedeliveredinthenexttwoyears.

Inaddition,Binloryrequirestheextensiveuseofwaterinthemanufacturingprocessandcan
takeapre-determinedquantityofwaterfromawatersourceforindustrialuse.Binlorycannot
manufacture vehicles without the use of the water rights. Binlory was the first entity to use
waterfromthissourceandacquiredthislegalrightatnocostseveralyearsago.Binloryhas
theright tocontinuetousethequantityofwater formanufacturingpurposesbutanyunused
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water cannot be sold separately. These rights can be lost over time if non-use of thewater
sourceisdemonstratedorifthewaterhasnotbeenusedforacertainnumberofyears.Binlory
feelsthatthevaluationoftheserightsisquitesubjectiveanddifficulttoachieve.

ThedirectorsofCantowish to knowhow toaccount for theabove intangibleassetson the
acquisitionofBinlory. (8marks)

(c) Cantoacquiredacash-generatingunit (CGU) severalyearsagobut,at28February20X7,
thedirectorsofCantowereconcernedthatthevalueoftheCGUhaddeclinedbecauseofa
reduction in sales due to new competitors entering the market. At 28 February 20X7, the
carryingamountsoftheassetsintheCGUbeforeanyimpairmenttestingwere:

 $m
Goodwill 3
Property,plantandequipment 10
Otherassets 19
Total 32

Thefairvaluesoftheproperty,plantandequipmentandtheotherassetsat28February20X7
were$10millionand $17 million respectively and their costs to sell were $100,000 and
$300,000 respectively.

TheCGU'scashflowforecastsforthenextfiveyearsareasfollows:

Dateyearended Pre-taxcashflow Post-taxcashflow

 $m $m
28February20X8 8 5
28February20X9 7 5
28February20Y0 5 3
28February20Y1 3 1.5
28February20Y2 13 10

Thepre-taxdiscountratefortheCGUis8%andthepost-taxdiscountrateis6%.Cantohasno
planstoexpandthecapacityoftheCGUandbelievesthatareorganisationwouldbringcost
savingsbut,asyet,noplanhasbeenapproved.

ThedirectorsofCantoneedadviceastowhethertheCGU'svalueisimpaired.Thefollowing
extractfromatableofpresentvaluefactorshasbeenprovided.

Year Discountrate6% Discountrate8%

1 0.9434 0.9259
2 0.8900 0.8573
3 0.8396 0.7938
4 0.7921 0.7350
5 0.7473 0.6806

(8marks)

Required

Advise the directors ofCanto on how the above transactions should be dealtwith in its financial
statementswithreferencetorelevantInternationalFinancialReportingStandards.

Note.Themarkallocationisshownagainsteachofthethreeissuesabove.

 (Total=25marks)
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58Ethan 49mins

P26/12amended

Ethan,apubliclimitedcompany,develops,operatesandsellsinvestmentproperties.

(a) Ethanfocusesmainlyonacquiringpropertieswhereitforeseesgrowthpotential,throughrental
incomeaswellasvalueappreciation.Theacquisitionofaninvestmentpropertyisusually
realisedthroughtheacquisitionoftheentity,whichholdstheproperty.

InEthan'sconsolidated financial statements, investmentpropertiesacquired throughbusiness
combinations are recognised at fair value, using a discounted cash flow model as
approximationtofairvalue.Thereiscurrentlyanactivemarketfor this typeofproperty.The
difference between the fair value of the investment property as determined under the
accounting policy, and the value of the investment property for tax purposes results in a
deferredtaxliability.

Goodwillarisingonbusinesscombinationsisdeterminedusingthemeasurementprinciplesfor
the investment properties as outlined above. Goodwill is only considered impaired if and
whenthedeferredtaxliabilityisreducedbelowtheamountatwhichitwasfirstrecognised.
Thisreductioncanbecausedbothbyareductioninthevalueoftherealestateorachangein
localtaxregulations.Aslongasthedeferredtaxliabilityisequalto,orlargerthan,theprior
year, no impairment is charged to goodwill. Ethan explained its accounting treatment by
confirmingthatalmostallofitsgoodwillisduetothedeferredtaxliabilityandthatitisnormal
intheindustrytoaccountforgoodwillinthisway.

Since20X0,Ethanhasincurredsubstantialannuallossesexceptfortheyearended31May
20X3,whenitmadeasmallprofitbeforetax.Inyearended31May20X3,mostoftheprofit
consistedofincomerecognisedonrevaluationofinvestmentproperties.Ethanhadannounced
early in its financial year ended 31 May 20X4 that it anticipated substantial growth and
profit. Later in the year, however, Ethan announced that the expected profit would not be
achieved and that, instead, a substantial loss would be incurred. Ethan had a history of
reporting considerable negative variances from its budgeted results. Ethan's recognised
deferred tax assets have been increasing year-on-year despite the deferred tax liabilities
recognisedonbusinesscombinations.Ethan'sdeferredtaxassetsconsistprimarilyofunused
taxlossesthatcanbecarriedforwardwhichareunlikelytobeoffsetagainstanticipatedfuture
taxableprofits. (13marks)

(b) EthanwishestoapplythefairvalueoptionrulesofIFRS9FinancialInstrumentstodebtissued
to finance its investment properties. Ethan's argument for applying the fair value option is
baseduponthefactthattherecognitionofgainsandlossesonitsinvestmentpropertiesand
therelateddebtwouldotherwisebeinconsistent.Ethanarguedthatthereisaspecificfinancial
correlationbetweenthefactors,suchasinterestrates,thatformthebasisfordeterminingthe
fairvalueofbothEthan'sinvestmentpropertiesandtherelateddebt. (7marks)

(c) Ethanhasanoperating subsidiary,whichhas in issueAandB shares,bothofwhichhave
voting rights. Ethan holds 70% of the A and B shares and the remainder are held by
shareholdersexternaltothegroup.Thesubsidiaryisobligedtopayanannualdividendof5%
on the B shares. The dividend payment is cumulative even if the subsidiary does not have
sufficientlegallydistributableprofitatthetimethepaymentisdue.

 In Ethan's consolidated statement of financial position, the B shares of the subsidiarywere
accountedfor in thesamewayasequity instrumentswouldbe,with theBsharesownedby
externalpartiesreportedasanon-controllinginterest. (5marks)

Required

Discuss how the above transactions and events should be recorded in the consolidated financial
statementsofEthan.

Note.Themarkallocationisshownagainsteachofthethreetransactionsabove.

 (Total=25marks)

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



QuestionBank

 73

59IFRSsandSMEs 49mins

ACR6/06,amended

In2009,theIASBpublishedthe IFRSforSmallandMedium-SizedEntities(IFRSforSMEs)whichis
basedontheprinciplesinfullIFRS,buttailoredtotheneedsofsmallcompanies.

Required

(a) Discuss whether it was necessary to develop a separate Standard specifically for SMEs.
 (7marks)

(b) DiscussthepurposeoftheIFRSforSMEsandthetypeofentitytowhichitshouldapply.Your
answershouldconsidertheissuessurroundingthedevelopmentoftheIFRSforSMEs. 
 (7marks)

(c) Explain the key recognition and measurement simplifications under the IFRS for SMEs
comparedtofullIFRS. (6marks)

(d) ExplainhowitemsnotdealtwithbytheIFRSforSMEsshouldbetreated. (5marks)

  (Total=25marks)

60Whitebirk 43mins
P212/10,amended

(a) Themainargument forseparateaccountingstandards forsmallandmedium-sizedentities is
theunduecostburdenofreporting,whichisproportionatelyheavierforsmallerfirms.

Required

DiscussthemaindifferencesandmodificationstoIFRSwhichtheIASBmadewhenitpublished
theIFRSforSmallandMedium-SizedEntities(IFRSforSMEs),givingspecificexampleswhere
possibleandincludeinyourdiscussionhowtheBoardhasdealtwiththeproblemofdefining
anSME. (11marks)

(b) WhitebirkhasmetthedefinitionofaSMEinitsjurisdictionandwishestocomplywiththeIFRS
forSMEs.Theentitywishestoseekadviceonhowitwilldealwith thefollowingaccounting
issues in its financial statements for the yearended30November20X2. Theentityalready
preparesitsfinancialstatementsunderfullIFRS.

(i) Whitebirk purchased 90% of Close, an SME, on 1 December 20X1. The purchase
consideration was $5.7 million and the value of Close's identifiable assets was
$6million.Thevalueofthenon-controllinginterestat1December20X1wasmeasured
at $0.7million.Whitebirk has used the full goodwillmethod to account for business
combinations and the life of goodwill cannot be estimated with any accuracy.
WhitebirkwishestoknowhowtoaccountforgoodwillundertheIFRSforSMEs.

(ii) Whitebirkhasincurred$1millionofresearchexpendituretodevelopanewproductinthe
year to 30November 20X2. Additionally, it incurred $500,000 of development
expendituretobringanotherproducttoastagewhereitisreadytobemarketedandsold.

(iii) Whitebirk purchased some properties for $1.7 million on 1 December 20X1 and
designated themas investmentpropertiesunder thecostmodel.Nodepreciationwas
chargedasarealestateagentvaluedthepropertiesat$1.9millionattheyearend.

(iv) Whitebirkhasanintangibleassetvaluedat$1millionon1December20X1.Theasset
hasanindefiniteuseful life,andinpreviousyearshadbeenreviewedforimpairment.
Asat30November20X2,therearenoindicationsthattheassetisimpaired.

Required

Discuss how the above transactions should be dealt with in the financial statements of
Whitebirk,withreferencetotheIFRSforSMEs. (11marks)

 (Total=22marks)
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61Zack 49mins

P212/13amended

(a) DuetothecomplexityofInternationalFinancialReportingStandards(IFRS),oftenjudgements
usedatthetimeoftransitiontoIFRShaveresultedinpriorperiodadjustmentsandchangesin
estimates being disclosed in financial statements. The selection of accounting policy and
estimationtechniquesisintendedtoaidcomparabilityandconsistencyinfinancialstatements.
However, IFRS also place particular emphasis on the need to take into account qualitative
characteristicsandtheuseofprofessionaljudgementwhenpreparingthefinancialstatements.
Although IFRS may appear prescriptive, the achievement of all the objectives for a set of
financial statements will rely on the skills of the preparer. Entities should follow the
requirementsofIAS8AccountingPolicies,ChangesinAccountingEstimatesandErrorswhen
selecting or changing accounting policies, changing estimation techniques, and correcting
errors.

However, the application of IAS 8 is additionally often dependent upon the application of
materiality analysis to identify issues and guide reporting. Entities also often consider the
acceptabilityoftheuseofhindsightintheirreporting.

Required

(i) Discuss how judgement andmateriality play a significant part in the selection of an
entity'saccountingpolicies. 

(ii) Discuss thecircumstanceswhereanentitymaychange itsaccountingpolicies, setting
outhowachangeofaccountingpolicyisappliedandthedifficultiesfacedbyentities
whereachangeinaccountingpolicyismade.

(iii) Discuss why the current treatment of prior period errors could lead to earnings
management by companies, together with any further arguments against the current
treatment.

Creditwillbegivenforrelevantexamples.

Note.Thetotalmarkswillbesplitequallybetweeneachpart. (15marks)

(b) In20X3,Zack,apublic limited company, commencedconstructionofa shoppingcentre. It
considers that in order to fairly recognise the costs of its property, plant and equipment, it
needs toenhance itsaccountingpoliciesby capitalisingborrowingcosts incurredwhilst the
shopping centre is under construction.A reviewofpast transactions suggests that therehas
been one other project involving assets with substantial construction periods where there
wouldbeamaterialmisstatementoftheassetbalanceifborrowingcostswerenotcapitalised.
This project was completed in the year ended 30 November 20X2. Previously, Zack had
expensed the borrowing costs as they were incurred. The borrowing costs which could be
capitalisedare$2millionforthe20X2assetand$3millionforthe20X3asset.

Areviewofthedepreciationschedulesofthelargerplantandequipmentnotaffectedbythe
abovehas resulted inZackconcluding that thebasisonwhich theseassetsaredepreciated
wouldbetterreflecttheresourcesconsumedifcalculationswereonareducingbalancebasis,
ratherthanastraight-linebasis.Therevisionwouldresultinanincreaseindepreciationforthe
yearto30November20X2of$5million,anincreasefortheyearend30November20X3
of $6 million and an estimated increase for the year ending 30November 20X4 of
$8million.

Additionally, Zack has discovered that its accruals systems for year end creditors for the
financialyear30November20X2processedcertainaccrualstwiceintheledger.Thismeant
thatexpenditureserviceswereoverstatedinthefinancialstatementsby$2million.However,
Zackhassincerevieweditsfinalaccountssystemsandprocessesandhasmadeappropriate
changesand introducedadditional internal controls to ensure that suchestimationproblems
areunlikelytorecur.

AlloftheabovetransactionsarematerialtoZack.
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Required

Discuss howtheaboveeventsshouldbeshowninthefinancialstatementsofZackfortheyear
ended30November20X3. (10marks)

(Total=25marks)

62Pod 49mins

P2Mar/Jun16amended

Theintroductionofanewaccountingstandardcanhavesignificantimpactonanentitybychanging
the way in which financial statements show particular transactions or events. In many ways, the
impactofanewaccountingstandardrequiresthesamedetailedconsiderationsasisrequiredwhen
an entity first moves from localGenerally AcceptedAccounting Practice to International Financial
ReportingStandards(IFRS).

Aneworsignificantlychangedaccountingstandardoftenprovidesthekeyfocusforexaminationof
the financial statements of listed companies by national enforcerswho issue commonenforcement
priorities. These priorities are often highlighted because of significant changes to accounting
practicesasaresultofneworchangedstandardsorbecauseofthechallengesfacedbyentitiesasa
result of the current economic environment. Recent priorities have included recognition and
measurementofdeferredtaxassetsandimpairmentoffinancialandnon-financialassets.

Required

(a) (i) Discussthekeypracticalconsiderations,andfinancialstatementimplicationswhichan
entityshouldconsiderwhenimplementingamovetoanewIFRS. (7marks)

(ii) Discuss briefly the reasons why regulators might focus on the impairment of non-
financialassetsanddeferred taxassets inaperiodof sloweconomicgrowth, setting
outthekeyareaswhichentitiesshouldfocusonwhenaccountingfortheseelements. 
 (9marks)

(b) Podisalistedcompanyspecialisinginthedistributionandsaleofphotographicproductsand
services. Pod's statement of financial position included an intangible asset which was a
portfolioofcustomersacquiredfromasimilarbusinesswhichhadgoneintoliquidation.Pod
changeditsassessmentoftheusefullifeofthisintangibleassetfrom'finite'to'indefinite'.Pod
feltthatitcouldnotpredictthelengthoflifeoftheintangibleduetoanumberoffactorssuch
astechnologicalevolution,andchangingconsumerbehaviour.

 Podhasasignificantnetworkofretailbranches.Initsfinancialstatements,Podchangedthe
determinationofacashgeneratingunit(CGU)forimpairmenttestingpurposesatthelevelof
eachmajorproduct line, rather thanateach individualbranch.ThedeterminationofCGUs
wasbasedon the fact thateachof its individualbranchesdidnotoperateonastandalone
basisassomeincome,suchasvolumerebates,andcostsweredependentonthenatureofthe
productlineratherthanonindividualbranches.Podconsideredthatcashinflowsandoutflows
forindividualbranchesdidnotprovideanaccurateassessmentoftheactualcashgenerated
bythosebranches.Pod,however,hasdailysalesinformationandmonthlystatementsofprofit
or lossproduced for each individualbranchand this information is used tomakedecisions
aboutcontinuingtooperateindividualbranches.

 Required 

Discusswhether thechanges toaccountingpracticesuggestedbyPodareacceptableunder
InternationalFinancialReportingStandards. (9marks)

 (Total=25marks)
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63LuckyDairy 49mins

ACR6/02,amended

The Lucky Dairy, a public limited company, produces milk for supply to various customers. It is
responsibleforproducing25%ofthecountry'smilkconsumption.Thecompanyowns150farmsand
has 70,000 cows and 35,000 heiferswhich are being raised to producemilk in the future. The
farmsproduce2.5millionkilogramsofmilkperannumandnormallyholdaninventoryof50,000
kilogramsofmilk(Extractsfromthedraftaccountsto31May20X2).

Theherdscompriseat31May20X2:

70,000–3-yearoldcows(allpurchasedonorbefore1June20X1)
25,000–heifers(averageage1½yearsold–purchased1December20X1)
10,000–heifers(averageage2years–purchased1June20X1)

Therewerenoanimalsbornorsoldintheyear.Theperunitvalueslessestimatedpointofsalecosts
wereasfollows.

 $
2-yearoldanimalat1June20X1 50
1-yearoldanimalat1June20X1and1December20X1 40
3-yearoldanimalat31May20X2 60
1½-yearoldanimalat31May20X2 46
2-yearoldanimalat31May20X2 55
1-yearoldanimalat31May20X2 42

Thecompanyhashadadifficultyearinfinancialandoperatingterms.Thecowshadcontracteda
diseaseatthebeginningofthefinancialyearwhichhadbeenpassedoninthefoodchaintoasmall
numberofconsumers.Thepublicitysurroundingthiseventhadcausedadropintheconsumptionof
milkandasaresultthedairywasholding500,000kilogramsofmilkinstorage.

Thegovernmenthadstated,on1April20X2, that itwasprepared tocompensate farmers for the
drop in the price and consumption ofmilk. An official government letterwas received on 6 June
20X2, stating that $1.5millionwill be paid to Lucky on 1August 20X2.Additionally on 1May
20X2, Luckyhad receiveda letter from its lawyer saying that legalproceedingshadbeen started
against thecompanybythepersonsaffectedbythedisease.Thecompany'slawyershaveadvised
themthattheyfeel thatit isprobablethattheywillbefoundliableandthatthecostsinvolvedmay
reach$2million.Thelawyers,however,feelthatthecompanymayreceiveadditionalcompensation
fromagovernmentfundifcertainqualitycontrolprocedureshadbeencarriedoutbythecompany.
However,thelawyerswillonlystatethatthecompensationpaymentis'possible'.

Thecompany'sactivitiesarecontrolled in threegeographical locations,Dale,ShireandHam.The
onlyregionaffectedbythediseasewasDaleandthegovernmenthasdecidedthatitistorestrictthe
milkproductionof that region significantly. Luckyestimates that thediscounted future cash income
from the present herds of cattle in the region amounts to $1.2 million, taking into account the
governmentrestrictionorder.Luckywasnotsurethatthefairvalueofthecowsintheregioncouldbe
measured reliably at the date of purchase because of the problemswith the diseased cattle. The
cows in this regionamounted to20,000 innumberand theheifers10,000 innumber.All of the
animalswerepurchasedon1June20X1.Luckyhashadanofferof$1millionforalloftheanimals
intheDaleregion(netofpointofsalecosts)and$2millionforthesaleofthefarmsintheregion.
However, therewasaminorityofdirectorswhoopposed theplanned saleand itwasdecided to
deferthepublicannouncementofsalependingtheoutcomeofthepossiblereceiptofthegovernment
compensation. The board had decided that the potential sale plan was highly confidential but a
nationalnewspaperhadpublishedanarticlesayingthatthesalemayoccurandthattherewouldbe
manypeoplewhowouldlosetheiremployment.TheboardapprovedtheplannedsaleofDalefarms
on31May20X2.

ThedirectorsofLuckyhaveapproachedyourfirmforprofessionaladviceontheabovematters.
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Required

Advise the directors on how the biological assets and produce of Lucky should be accounted for
under IAS41Agricultureanddiscuss the implications for thepublished financial statementsof the
aboveevents.

Note.Candidates shouldproducea tablewhich shows the changes in valueof the cattle for the
yearto31May20X2duetopricechangeandphysicalchangeexcludingtheDaleregion,andthe
valueoftheherdoftheDaleregionasat31May20X2.Ignoretheeffectsoftaxation.Heifersare
youngfemalecows,whilst"cattle"referstobothcowsandheifers. (25marks)

64Coate 49mins
 P212/12amended

Coate, a public limited company, is a producer of ecologically friendly electrical power (green
electricity).

(a) Coate'srevenuecomprisesmainlythesaleofelectricityandgreencertificates.Coateobtains
green certificates under a national government scheme. Green certificates represent the
environmental valueofgreenelectricity. Thenationalgovernment requires supplierswhodo
notproducegreenelectricitytopurchaseacertainnumberofgreencertificates.Supplierswho
donotproducegreenelectricitycanbuygreencertificateseitheronthemarketonwhichthey
aretradedordirectlyfromaproducersuchasCoate.Thenationalgovernmentwishestogive
incentivestoproducerssuchasCoatebyallowingthemtogainextraincomeinthisway.

Coateobtains thecertificates from thenationalgovernmenton satisfactorycompletionofan
audit by an independent organisation,which confirms the origin of production.Coate then
receivesacertainnumberofgreencertificatesfromthenationalgovernmentdependingonthe
volume of green electricity generated. The green certificates are allocated to Coate on a
quarterlybasisbythenationalgovernmentandCoatecantradethegreencertificates.

Coate is uncertain as to the accounting treatment of the green certificates in its financial
statements for theperiodended30November20X2andhow to treat thegreencertificates
whichwerenotsoldattheendofthereportingperiod. (8marks)

(b) During theyearended30November20X2,Coateacquiredanoverseas subsidiarywhose
financialstatementsarepreparedinadifferentcurrencytoCoate.Theamountsreportedinthe
consolidatedstatementofcashflowsincludedtheeffectofchangesinforeignexchangerates
arisingon theretranslationof itsoverseasoperations.Additionally, thegroup'sconsolidated
statementofcashflowsreportedasalosstheeffectofforeignexchangeratechangesoncash
andcashequivalentsasCoateheldsomeforeigncurrencyofitsowndenominatedincash.

  (5marks)

(c) Coatealsosold50%ofapreviouslywhollyownedsubsidiary,Patten,toathirdparty,Manis.
ManisisinthesameindustryasCoate.Coatehascontinuedtoaccountfortheinvestmentin
Patten as a subsidiary in its consolidated financial statements. The main reason for this
accountingtreatmentwastheagreementthathadbeenmadewithManis,underwhichCoate
would exercise general control over Patten's operating and financial policies. Coate has
appointed three out of four directors to the board. The agreement also stated that certain
decisionsrequiredconsensusbythetwoshareholders.

Undertheshareholderagreement,consensusisrequiredwithrespectto:

(i) Significantchangesinthecompany'sactivities

(ii) Plansorbudgetsthatdeviatefromthebusinessplan

(iii) Accounting policies; acquisition of assets above a certain value; employment or
dismissalofsenioremployees;distributionofdividendsorestablishmentofloanfacilities
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Coatefeelsthattheconsensusrequiredabovedoesnotconstituteahindrancetothepowerto
control Patten, as it is customary within the industry to require shareholder consensus for
decisionsofthetypeslistedintheshareholders'agreement. (7marks)

(d) In thenotes toCoate's financial statements for theyearended30November20X2, the tax
expenseincludedanamountinrespectof'Adjustmentstocurrenttaxinrespectofprioryears'
and this expense had been treated as a prior year adjustment. These items related to
adjustmentsarisingfromtaxauditsbytheauthoritiesinrelationtopreviousreportingperiods.

The issues thatresulted in the taxauditadjustmentwerenotabreachof tax lawbutrelated
predominantlytotransferpricingissues,forwhichtherewasarangeofpossibleoutcomesthat
werenegotiatedduring20X2with the taxationauthorities. Further,at30November20X1,
Coate had accounted for all known issues arising from the audits to that date and the tax
adjustmentcouldnothavebeenforeseenasat30November20X1,as theauditauthorities
changed the scopeof theaudit.Nopenaltieswereexpected tobeappliedby the taxation
authorities. (5marks)

Required

Discuss how the above events should be accounted for in the individual or, as appropriate, the
consolidatedfinancialstatementsofCoate.

Note.Themarkallocationisshownagainsteachofthefoureventsabove.

 (Total=25marks)
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PARTD:Preparethefinancialstatementsofgroupsofentities

65Marrgrett 49mins
 P212/08,amended

Marrgrett, a public limited company, is considering purchasing additional shares in its associate,
Josey,apublic limitedcompany,whichwill increase its holding from30% to70%.Marrgrettwill
offertheshareholdersofJoseycashandsharesinMarrgrettasconsideration.

Marrgrettanticipates that itwill pay$5million in transactioncosts to lawyersandbankers. Josey
had previously been the subject of a management buyout. In order that the current management
shareholdersmay remain in the business,Marrgrett is going to offer them share options in Josey
subjecttothemremaininginemploymentfortwoyearsaftertheacquisitionoftheadditionalshares.
Additionally,Marrgrettwillalsooffer thesameshareholdersshares in theholdingcompanywhich
arecontingentuponacertain levelofprofitabilitybeingachievedby Josey.Eachshareholderwill
receivesharesoftheholdingcompanyuptoavalueof$50,000,ifJoseyachievesapre-determined
returnoncapitalemployedforthenexttwoyears.

Joseyhasseveralintangibleassetsthatareusedprimarilyinmarketingorpromotionofitsproducts.
Theseincludetradenames, internetdomainnamesandnon-competitionagreements.Thesearenot
currentlyrecognisedinJosey'sfinancialstatements.

Marrgrett wishes to use the 'full goodwill' method on the acquisition. Marrgrett is unsure as to
whetherthismethodismandatory,orwhattheeffectsareofrecognising'fullgoodwill'.Additionally,
thecompanyisunsureastowhetherthenatureoftheconsiderationwouldaffect thecalculationof
goodwill.

To finance the acquisition of Josey, Marrgrett intends to partially dispose of an interest in two
subsidiaries.Marrgrettwillretaincontrolofthefirstsubsidiarybutwillsellthecontrollinginterestin
thesecondsubsidiary,whichwillbecomeanassociate.Becauseof itsplans tochange theoverall
structureofthebusiness,Marrgrettwishestorecogniseare-organisationprovisionatthedateofthe
businesscombination.

Marrgrett hasanew financial controllerwhoseknowledgeofgroupaccounting isnot up todate.
ShehasaskedyouforadviceonhowtoapplytheIFRSsrelevanttogroupaccountinginthelightof
theproposedacquisitionandpartialdisposals.

Required

Explain the principles and the nature of the accounting treatment of the above plans under
InternationalFinancialReportingStandards. (25marks)

66Marchant 59mins

P26/14,amended

The following information is relevant to the preparation of the group financial statements of
Marchant,apubliclimitedcompany,fortheyearended30April20X4:

(i) On1May20X2,Marchantacquired60%oftheequityinterestsofNathan,apubliclimited
company, forcashof$80million.The fairvalueof the identifiablenetassetsacquiredwas
$110millionat thatdate.The fairvalueof thenon-controlling interest (NCI) inNathanwas
$45millionon1May20X2.Marchantusesthe'fullgoodwill'methodforallacquisitions.The
sharecapitalandretainedearningsofNathanwere$25millionand$65millionrespectively
andothercomponentsofequitywere$6millionatthedateofacquisition.Theexcessofthe
fairvalueoftheidentifiablenetassetsatacquisitionwasduetonon-depreciableland.

Goodwillhasbeen testedfor impairmentannuallyandasat30April20X3hadreduced in
value by 20%.However, at 30April 20X4, the impairment of goodwill had reversed and
goodwillwasvaluedat$2millionaboveitsoriginalvalue.Thisupwardchangeinvaluehas
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alreadybeenincludedinabovedraftfinancialstatementsofMarchantpriortothepreparation
ofthegroupaccounts.

(ii) Marchant disposed of an 8% equity interest in Nathan on 30 April 20X4 for a cash
considerationof$18millionandaccountedforthegainorlossondisposalinprofitorloss.
Thecarryingamountof thenetassetsofNathanat30April20X4was$120millionbefore
anyadjustmentsonconsolidation.Marchantaccountsforinvestmentsinitsindividualfinancial
statementsusing IFRS9Financial Instruments,andhasmadeanelection toshowgainsand
lossesinothercomprehensiveincome.ThecarryingamountoftheinvestmentinNathanwas
$90millionat30April20X3and$95millionat30April20X4before thedisposalof the
equityinterest.

(iii) Marchant acquired 60% of the equity interests of Option, a public limited company, on
30April 20X2 for cash of $70million.Option's identifiable net assets had a fair value of
$86million and the NCI had a fair value of $28 million at the date of acquisition. On
1November 20X3, Marchant disposed of a 40% equity interest in Option for a cash
considerationof$50million.Option'sidentifiablenetassetswere$90millionandthevalue
of theNCIwas$34millionat thedateofdisposal.Theremainingequity interesthadafair
value of $40million. After the disposal,Marchant exerts significant influence overOption.
Any increase in net assets since acquisition has been reported in profit or loss and the
carryingvalueof the investment inOptionhadnotchangedsinceacquisition.Goodwillhas
notbeenimpaired.NoentrieshavebeenmadeinthefinancialstatementsofMarchantforthis
transactionotherthantorecordthecashreceived.

(iv) MarchantsoldinventorytoNathanatitsfairvalueof$12million.Marchantmadealosson
thetransactionof$2millionandNathanstillholds$8millionininventoryattheyearend.


(v) Ignorethetaxationeffectsoftheaboveadjustments.

Required

(a) (i) Explain,includingrelevantcalculations,howgoodwillshouldhavebeencalculatedon
the acquisition of Nathan and Option and subsequently treated in the consolidated
financialstatementsofMarchant. (8marks)

(ii) Explain,withsupportingworkings,theadjustmentsneededtotheconsolidatedfinancial
statementstocorrectlyreflectintergrouptrading. (3marks)

(iii) Discuss, with suitable workings, how the disposal of Option and the resulting gain
shouldhavebeentreatedinMarchant'sconsolidatedfinancialstatements. (4marks)

(iv) Advise, with suitable calculations, how the gain on the investment in Nathan under
IFRS9 and the gain on the disposal of the equity interest in Nathan, included in
Marchant's separate financial statements, should be adjusted for in preparation for
incorporationintotheconsolidatedfinancialstatements. (9marks)

(b) Explain,withsuitablecalculations,howthesaleofthe8%interestinNathanshouldbedealt
withintheconsolidatedstatementoffinancialpositionat30April20X4. (6marks)

(Total=30marks)
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67Traveler 59mins

P212/11,amended

Traveler, a public limited company, operates in the manufacturing sector. The draft statements of
financialpositionofthegroupcompaniesareasfollowsat30November20X1.

 Traveler Data Captive
 $m $m $m
Assets 
Non-currentassets 
 Property,plantandequipment 439 810 620
 Investmentinsubsidiaries: 
 Data 820 
 Captive 541 
 Financialassets  108  10 20
  1,908 820 640
Currentassets 1,067  781 350
Totalassets 2,975 1,601 990
Equityandliabilities 
Sharecapital 1,120 600 390
Retainedearnings 1,066 442 169
Othercomponentsofequity  60  37 45
Totalequity 2,246 1,079 604
Totalliabilities  729  522 386
Totalequityandliabilities 2,975 1,601 990

Thefollowinginformationisrelevanttothepreparationoftheconsolidatedfinancialstatements:

(i) On1December20X0,Traveleracquired60%oftheequityinterestsofData,apubliclimited
companyforcashof$600million.Atacquisition,thefairvalueofthenon-controllinginterest
inDatawas$395million.Travelerwishestousethe'fullgoodwill'methodforrecognisingthe
goodwillofData.On1December20X0,thefairvalueoftheidentifiablenetassetsacquired
was $935million, retained earnings of Data were $299million and other components of
equitywere$26million.Theexcessinfairvalueoftheidentifiableassetsisduetolandwhich
isnotdepreciated.

On 30 November 20X1, Traveler acquired a further 20% interest in Data for a cash
considerationof$220million.

(ii) On 1 December 20X0, Traveler acquired 80% of the equity interests of Captive for a
consideration of $541million. The consideration comprised cash of $477 million and the
transferofnon-depreciablelandwithafairvalueof$64million.Thecarryingamountofthe
landattheacquisitiondatewas$56million.Attheyearend,thisassetwasstillincludedin
thenon-currentassetsofTravelerandthesaleproceedshadbeencreditedtoprofitorloss.

At the date of acquisition, the identifiable net assets of Captive had a fair value of
$526million, retained earnings were $90 million and other components of equity were
$24million. The excess in fair value is due to non-depreciable land. The acquisition of
Captivewasaccountedforusingthe'partialgoodwill'method.

(iii) GoodwillwastestedforimpairmentaftertheadditionalacquisitioninDataon30November
20X1. The recoverable amount of Data was $1,099 million and that of Captive was
$700million.
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(iv) Included in the financial assets of Traveler is a ten-year 7% loan provided to a company
external to the group. Traveler's business model is to collect the contractual cash flows
associated the loan.Travelerhasadopted IFRS9Financial Instrumentsand the loanasset is
currently held at an amortised cost of $31 million. This is net of an allowance, including
interest, at 30 November 20X0 for 12 months' expected credit losses of $2 million. At
30November20X1,theborrowerwasinfinancialdifficultiesanditscreditratinghadbeen
downgradedsuchthattheloanmaybeconsideredtobeinStage2accordingtotheIFRS9
expectedcredit lossmodel. Lifetimeexpectedcredit lossesare$9.9million.This reflects the
difference between the carrying amount and the revised expected receipts of three annual
amounts of $8 million, starting in one year's time and discounted at the original effective
interest rate of 6.7%. Rather than recognise lifetime expected credit losses, Traveler now
wishestovaluetheloanatfairvalueusingcurrentmarketinterestrates.Currentmarketinterest
ratesare8%.

Required

(a) (i) Advise the directors of Traveler, with suitable workings, how the loan should be
accountedforinTraveler'sfinancialstatements30November20X1. (5marks)

(ii) ExplaintothedirectorsofTraveler,withappropriatecalculations,howgoodwillshould
becalculatedontheacquisitionofDataandCaptive,showinganyadjustmentswhich
needtobemadetothefinancialstatementstocorrectanyerrorsmade. (10marks)

(iii) Calculatetheretainedearningsforinclusionintheconsolidatedfinancialstatementsof
theTravelerGroupat30November20X1. (3marks)

(iv) Calculate the non-controlling interests for inclusion in the consolidated statement of
financialpositionoftheTravelerGroupasat30November20X1. (4marks)

(b) CaptivesoldgoodstoTravelerduringtheyearata60%mark-up.Similargoodsareusually
sold to other parties at amark-up of 20%. The directors of Traveler believe that no ethical
issues arise as such transactions will be eliminated within the consolidated financial
statements.On31March20X2, Traveler announced its intention to sell its shareholding in
Captivetothehighestbidder.

Required

Identifytheaccountingprincipleswhichshouldbeconsideredwhenaccountingforintra-group
transactionsintheconsolidatedfinancialstatementsandidentifyanyethicalissueswhichmay
arisefromthescenario. (8marks)

(Total=30marks)

68Angel 59mins

P212/13,amended

ThefollowingdraftconsolidatedfinancialstatementsrelatetoAngel,apubliclimitedcompany.

Angel'snewfinancedirectorhasexplainedthatheisusedtopreparingcashflowstatementsusing
thedirectmethodandrequiressomeadviceontheindirectmethodasusedbyhispredecessorfor
theAngelGroup.
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ANGELGROUP:EXTRACTSFROMSTATEMENTOFFINANCIALPOSITION
ASAT30NOVEMBER20X3

 30Nov
20X3

30Nov
20X2

 $m $m
Assets 
Non-currentassets 
Property,plantandequipment 475 465
Investmentinassociate 80 –
Financialassets 215 180
 
Currentassets 
Inventories 155 190
Tradereceivables 125 180
Cashandcashequivalents 465 355
  745 725
Currentliabilities: 
Tradepayables 155 361
Currenttaxpayable  49 138
Totalcurrentliabilities  204 499

ANGELGROUP:EXTRACTFROMSTATEMENTOFPROFITORLOSSANDOTHER
COMPREHENSIVEINCOMEFORTHEYEARENDED30NOVEMBER20X3
  $m
Revenue  1,238
Costofsales  (986)
Grossprofit  252
Otherincome  30
Administrativeexpenses  (45)
Otherexpenses  (54)
Operatingprofit  183
Financecosts  (11)
Shareofprofitofassociates  12
Profitbeforetax  184

ThefollowinginformationrelatestothefinancialstatementsoftheAngelGroup:

(i) Angeldecided to renovateabuildingwhichhadacarryingamountof$nilat1December
20X2.Asaresult,$3millionwasspentduringtheyearonitsrenovation.On30November
20X3,Angel receivedacashgrantof$2million from thegovernment tocoversomeof the
renovationcostandthecreationofnewjobswhichhadresultedfromtheuseofthebuilding.
Thegrantrelatedequallytobothjobcreationandrenovation.Theonlyelementsrecordedin
the financialstatementswereacharge torevenuefor therenovationof thebuildingand the
receipt of the cash grant, which has been credited to additions of property, plant and
equipment(PPE).

Angeltreatsgrantincomeoncapital-basedprojectsasdeferredincome.

(ii) On 1 December 20X2, Angel acquired all of the share capital of Sweety for cash of
$30million.The fairvaluesof the identifiableassetsand liabilitiesofSweetyat thedateof
acquisitionaresetoutbelow.Therewerenootheracquisitionsintheperiod.Thefairvaluesin
thetablebelowhavebeenreflectedintheyearendbalancesoftheAngelGroup.
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 Fairvalues
 $m
Property,plantandequipment 14
Inventories 6
Tradereceivables 3
Cashandcashequivalents 2
Totalassets 25
Tradepayables (5)
Netassetsatacquisition 20

(iii) Angel'sproperty,plantandequipment(PPE)comprisesthefollowing.
 $m
Carryingamount at1December20X2 465
Additionsatcost includingassetsacquiredonthepurchaseof
subsidiary


80

Gainsonpropertyrevaluation 8
Disposals (49)
Depreciation (29)
Carryingamount at30November20X3 475

Angelhasconstructedamachinewhich isaqualifyingassetunder IAS23BorrowingCosts
and has paid construction costs of $4million,which has been charged to other expenses.
Angel Group paid $11 million in interest in the year, recorded as a finance cost, which
includes$1millionof interestwhichAngelwishes tocapitaliseunder IAS23.Therewasno
deferredtaximplicationregardingthistransaction.

The proceeds on disposal of PPE were $63 million. The gain on disposal is included in
administrativeexpenses.

Note.Ignoretheeffectsofanydepreciationrequiredontheconstructioncosts.

(iv) Angelpurchaseda30%interestinanassociateforcashon1December20X2.Theassociate
reportedaprofitfortheyearof$40millionandpaidadividendof$10millionoutofthese
profitsintheyearended30November20X3.

(v) An impairment test carried out at 30 November 20X3 showed that goodwill and other
intangible assets were impaired by $26.5 million and $90 million, respectively. The
impairmentofgoodwillrelatesto100%ownedsubsidiaries.

(vi) Thefinancecostswereallpaidincashintheperiod.

Required

(a) (i) Explain to the finance director why the building renovation has been incorrectly
recorded,settingoutthecorrectingentries. (4marks)

(ii) Explain, showing supporting calculations, the adjustments that need to be made to
calculatethecorrectprofitbeforetaxfigureforinclusioninaconsolidatedstatementof
cashflowsfortheAngelGroupfortheyearended30November20X3,preparedusing
theindirectmethod. (4marks)

(iii) Prepare the cash generated from operations figure for inclusion in a consolidated
statementofcash flows for theAngelGroupfor theyearended30November20X3,
using the indirectmethod, inaccordancewith the requirementsof IAS7Statementof
Cash Flows. For each line item, explain to the finance director of Angel Group the
reasonforitsinclusioninthereconciliation. (14marks)
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(b) ThedirectorsofAngelareconfusedover several issues relating to IAS7StatementofCash
Flows. They wish to know the principles utilised by the International Accounting Standards
Board in determining how cash flows are classified, including how entities determine the
natureofthecashflowsbeinganalysed.

Angel decidedafter the year end todeposit some fundswith thebank in two termdeposit
accountsasfollows:

(i) $3 million into a 12-month term account, earning 3.5% interest. The cash can be
withdrawnbygiving14days'noticetothebank,butAngelwillincurapenalty,being
thelossofallinterestearned.

(ii) $7 million into a 12-month term account earning 3% interest. The cash can be
withdrawnbygiving21days'notice.Interestwillbepaidfortheperiodofthedeposit
butifmoneyiswithdrawn,theinterestwillbeattherateof2%,whichisequivalentto
thebank'sstatedrateforshort-termdeposits.

Angel is confident that itwillnotneed towithdraw the$3millioncash from thehigher-rate
depositwithin the term,butwants tokeepeasyaccess to the remaining$7million tocover
anyworkingcapitalshortfallswhichmightarise.

Required

Discusstheprinciplesbehindtheclassificationsinthestatementofcashflowswhilstadvising
Angelonhowtotreatthetwotransactionsabove. (8marks)

(Total=30marks)

69Weston 59mins

P2Mar/Jun16,amended

WestonGroup,apubliclimitedcompany,operatesachainofpizzarestaurantsandhasafactory
whichsuppliesitsrestaurantswithpizzabases.Ithasgrownbyacquiringandrebrandinganumber
of competitor businesses, operating in different regions. The following information relates to the
financialstatementsoftheWestonGroup.

WESTONGROUP
EXTRACTFROMSTATEMENTOFFINANCIALPOSITIONASAT31JANUARY

 20X6 20X5
 $m $m
Assets 
Non-currentassets 
Othernon-currentassets 393 432
Investmentinassociate 102 –
Totalnon-currentassets 495 432
Totalcurrentassets 253 312
Totalassets 748 744
Equityandliabilities 
Totalequity 565 476
Totalnon-currentliabilities 100 135
Totalcurrentliabilities 83 133
Totalliabilities 183 268
Totalequityandliabilities 748 744
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WESTONGROUP
EXTRACTFROMSTATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME
FORTHEYEARENDED31JANUARY20X6
 $m
Operatingprofit 190
Financecosts (23)
Shareofprofitofassociate  16
Profitbeforetax 183
Incometaxexpense (40)
Profitfortheyearfromcontinuingoperations  143
Discontinuedoperations 
Lossfortheyearfromdiscontinuedoperations(Note(i)) (25)
Profitfortheyear 118

ThefollowinginformationrelatestothefinancialstatementsofWeston:

(i) On31July20X5,Westondisposedofitsentire80%equityholdinginNorthernforcash.The
shareshadbeenacquiredon31July20X1foraconsiderationof$132millionwhenthefair
valueofthenetassetswas$124million.Thisincludedanincreaseof$16millioninthefair
valueoflandwhichhadaremainingusefullifeofeightyears.Deferredtaxat25%onthefair
valueadjustmentwasalsocorrectlyprovidedforintheconsolidatedaccountsandisincluded
within the fairvalueofnetassets.The fairvalueof thenon-controlling interestatacquisition
was$28million.Goodwill,calculatedunderthefullfairvaluemethod,wasimpairedby75%
at31January20X5.TherehasbeennofurtherimpairmentofNortherninthecurrentyear.

ThecarryingamountsofassetsandliabilitiesintheindividualaccountsofNorthernatdisposal
arelistedbelow.

 Carryingamount
 $m
Property,plantandequipment 80
Inventory 38
Tradereceivables 23
Tradeandotherpayables (10)
Deferredtaxliability (6)
Bankoverdraft (2)

(ii) Thelossfortheperiodfromdiscontinuedoperationsintheconsolidatedstatementofprofitor
lossandothercomprehensiveincomerelatestoNorthernandcanbeanalysedasfollows:

 $m
Profitbeforetax 6
Incometaxexpense (2)
Lossondisposal (29)
 (25)

Thedirectorshavestatedthattheyexpectthelossondisposaltobedisclosedinthestatement
ofcashflowsasanon-cashadjustmenttocashgeneratedfromoperations.Theyareoptimistic
thatthiswilldisplaytheresultsofthecontinuinggroupinamorepositivelight,increasingthe
cashgeneratedfromoperations.

(iii) Westonpurchaseda40%interestinanassociate,Southland,forcashon1February20X5.
Southlandpaidadividendof$10millionintheyearended31January20X6.Westondoes
nothaveaninterestinanyotherassociates.

(iv) WestonGrouppreparesitsstatementofcashflowsusingtheindirectmethod.
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Required

(a) (i) Explain to the directors the effect of the disposal of Northern on the consolidated
statementof cash flows for theWestonGroup for the year ended31 January20X6.
You should prepare the relevant extracts and workings to support your explanation.
 (16marks)

(ii) Explain to the directors the effect of the acquisition of Southlandon the consolidated
statementof cash flows for theWestonGroup for the year ended31 January20X6.
You should prepare the relevant extracts and workings to support your explanation.
 (8marks)

Note.Markswillbeallocatedin(a)forasuitablediscussionoftheprinciplesinvolvedaswellasthe
accountingtreatment.

(b) Weston'sdirectorsareplanningtodisposeofsomesurplusmachineryandsmall investments
(not subsidiaries) that are no longer considered core to the business. Theywant to include
proceedsof the saleofproperty,plantandequipmentand thesaleof investments inequity
instruments in 'cash generated from operations'. The directors are concerned about the
importanceofmeetingtargetsinordertoensurejobsecurityandfeelthatthistreatmentforthe
proceedswouldenhancethe'cashhealth'ofthebusiness.

Required

 Discuss the ethical responsibility of Weston's company accountant in ensuring that
manipulationofthestatementofcashflows,suchasthatsuggestedbythedirectors,doesnot
occur. (6marks)

 (Total=30marks)

70Kayte 49mins

 P212/14amended

(a) Kayte operates in the shipping industry and owns vessels for transportation. In June 20X4,
Kayte acquired Ceemone whose assets were entirely investments in small companies. The
small companies each owned and operated one or two shipping vessels. There were no
employees in Ceemone or the small companies. At the acquisition date, there were only
limitedactivitiesrelatedtomanagingthesmallcompaniesasmostactivitieswereoutsourced.
All the personnel in Ceemone were employed by a separate management company. The
companiesowningthevesselshadanagreementwiththemanagementcompanyconcerning
assistancewithchartering,purchaseandsaleofvesselsandanytechnicalmanagement.The
managementcompanyusedashipbrokertoassistwithsomeofthesetasks.

Kayte accounted for the investment in Ceemone as an asset acquisition. The consideration
paidandrelatedtransactioncostswerecapitalisedasanon-currentasset.Kaytearguedthat
thevesselswereonlypassiveinvestmentsandthatCeemonedidnotownabusiness,sinceall
activities regarding commercial and technical management were outsourced to the
managementcompany.Asaresult, theacquisitionwasaccounted foras if thevesselswere
acquiredasassetsonastand-alonebasis.

Additionally, Kayte had borrowed heavily to purchase some vessels andwas struggling to
meet itsdebtobligations.Kaytehadsoldsomeof thesevesselsbut insomecases, thebank
didnotwishKaytetosellthevessel.Inthesecases,thevesselwastransferredtoanewentity,
in which the bank retained a variable interest based upon the level of the indebtedness.
Kayte's directors felt that the entity was a subsidiary of the bank and are uncertain as to
whether they have complied with the requirements of IFRS 3 Business Combinations and
IFRS10ConsolidatedFinancialStatementsasregardstheabovetransactions. (13marks)
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(b) Kayte'svesselsconstituteamaterialpartofitstotalassets.Theeconomiclifeofthevesselsis
estimatedtobe30years,but theuseful lifeofsomeof thevessels isonly10yearsbecause
Kayte'spolicyistosellthesevesselswhentheyare10yearsold.Kayteestimatedtheresidual
valueofthesevesselsatsaletobehalfofacquisitioncostandthisvaluewasassumedtobe
constantduring theiruseful life.Kayteargued that theestimatesof residualvalueusedwere
conservativeinviewofanimmaturemarketwithahighdegreeofuncertaintyandpresented
documentationwhichindicatedsomevesselswerebeingsoldforapriceconsiderablyabove
carryingamount.Brokervaluationsoftheresidualvaluewereconsiderablyhigherthanthose
usedbyKayte.Kaytearguedagainstbrokervaluationsonthegroundsthatitwouldresultin
greatervolatilityinreporting.

Kayte keeps some of the vessels for thewhole 30 years and these vessels are required to
undergo an engine overhaul in dry dock every 10 years to restore their service potential,
hencethereasonwhysomeofthevesselsaresold.Theresidualvalueofthevesselskeptfor
30yearsisbaseduponthesteelvalueofthevesselattheendofitseconomiclife.Atthetime
ofpurchase,theservicepotentialwhichwillberequiredtoberestoredbytheengineoverhaul
ismeasuredbasedonthecostasifithadbeenperformedatthetimeofthepurchaseofthe
vessel. Normally, engines last for the 30-year total life if overhauled every 10 years.
Additionally,onetypeofvesselwashavingitsfunnelsreplacedafter15years,butthefunnels
hadnotbeendepreciatedseparately. (12marks)

Required

DiscusstheaccountingtreatmentoftheabovetransactionsinthefinancialstatementsofKayte.

Note.Themarkallocationisshownagainsteachoftheelementsabove.

 (Total=25marks)

71Bubble 59mins

P2Sep/Dec15,amended

Thefollowingdraft financialstatementsrelate toBubbleGroup,apublic limitedcompanyand two
othercompaniesinwhichitownsinvestments.

DRAFTSTATEMENTSOFFINANCIALPOSITIONASAT31OCTOBER20X5

Bubble Salt Tyslar
$m $m Dinarsm

Assets
Non-currentassets:
Property,plantandequipment 280 105 390
InvestmentinSalt 110 –  –
InvestmentinTyslar 46 –  –
Financialassets  12   9 98
 448 114 488
Currentassets
Inventories 20 12 16
Tradeandotherreceivables 30 25 36
Cashandcashequivalents  14  11 90
  64  48 142
Totalassets 512 162 630
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Bubble Salt Tyslar
$m $m Dinarsm

Equity   
Ordinarysharecapital 80 50 210
Retainedearnings 230 74 292
Othercomponentsofequity  40  12 –
Totalequity 350 136 502
Non-currentliabilities 95 7 110
Currentliabilities  67  19 18
 162  26 128
Totalequityandliabilities 512  162 630

ThefollowinginformationisrelevanttotheBubbleGroup.

(a) Bubbleacquired80%oftheequitysharesofSalton1November20X3whenSalt'sretained
earningswere$56millionandothercomponentsofequitywere$8million.Thefairvalueof
the net assets of Saltwere$120millionat thedateof acquisition. This does not includea
contingentliabilitywhichwasdisclosedinSalt'sfinancialstatementsasapossibleobligation
of $5 million. The fair value of the obligation was assessed as $1 million at the date of
acquisitionandremainedunsettledasat31October20X5.Anyremainingdifferenceinthe
fairvalueofthenetassetsatacquisitionrelatestonon-depreciableland.Thefairvalueofthe
non-controllinginterestatacquisitionwasestimatedas$25million.Bubblealwaysadoptsthe
fullgoodwillmethodunderIFRS3BusinessCombinations.

(b) Bubbleowns60%oftheequitysharesofTyslar,acompanylocatedoverseas,whichusesthe
dinarasitsfunctionalcurrency.ThesharesinTyslarwereacquiredon1November20X4ata
cost of 368 million dinars. At the date of acquisition, retained earnings were 258 million
dinarsandTyslarhadnoothercomponentsofequity.Nofairvalueadjustmentsweredeemed
necessary inrelation to theacquisitionofTyslar.Thefairvalueof thenon-controllinginterest
wasestimatedas220milliondinarsatacquisition.Nodividendwaspaidby Tyslar in the
yearended31October20X5.

(c) An impairment reviewofgoodwillwasundertakenasat31October20X5.No impairment
wasnecessaryinrelationtoSalt,butthegoodwillofTyslaristobeimpairedby20%.Neither
Bubble,SaltnorTyslarhasissuedanyequitysharessinceacquisition.

(d) On 1 February 20X5, Bubble gave an interest-free loan to Tyslar for $10 million. Tyslar
recordedthiscorrectlyinitsfinancialstatementsusingthespotrateofexchange.Tyslarrepaid
$5millionon1July20X5whenthespotexchangeratewas$1to10dinars.Tyslartherefore
reduceditsnon-currentliabilitiesby50milliondinars.NofurtherentriesweremadeinTyslar's
financial statements. The outstanding balance remains within the financial assets of Bubble
andthenon-currentliabilitiesofTyslar.

(e) Thefollowingexchangeratesarerelevanttothepreparationofthegroupfinancialstatements:

 Dinarsto$
1November20X4 8
1February20X5 9
31October20X5 9.5
Averageforyearto31October20X5 8.5

Required

(a) (i) Explain,withsupportingcalculations, theentriesTyslarneeds tomakeinits individual
financialstatementsasat31October20X5 inorder tocorrectly reflect the loan from
Bubble. (5marks)
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(ii) Translate Tyslar's statement of financial position at 31October 20X5 into dollars for
inclusion in the consolidated statement of financial position and explain your
calculations to the directors, including how to incorporate the translated figures into
Bubble'sconsolidatedfinancialstatements. (8marks)

(iii) Explain,includingsuitablecalculations,andreferencetotheprinciplesofrelevantIFRSs
howgoodwill shouldhavebeencalculatedon theacquisitionsofSaltandTyslarand
subsequently recorded in the consolidated financial statements of Bubble as at
31October20X5. (8marks)

(b) The directors of Bubble are not fully aware of the requirements of IAS 21 The Effects of
ChangesinForeignExchangeRatesinrelationtoexchangeratedifferences.Theywouldlike
adviceonhowexchangedifferencesshouldberecordedonbothmonetaryandnon-monetary
assetsintheindividualfinancialstatementsandhowthesedifferfromtherequirementsforthe
translationofanoverseasentity.Thedirectorsalsowishtobeadvisedonwhatwouldhappen
to theexchangedifferences ifBubblewere to sellallof itsequity shares inTyslar,andany
practical issues which would arise on monitoring exchange differences if the remaining
balanceontheloanfromBubbletoTyslarwasnotintendedtoberepaid.

Required

Provide a brief memo for the directors of Bubble which identifies the correct accounting
treatmentforthevariousissuesraised. (9marks)

(Total=30marks)

72Aspire 49mins

P26/14amended

Aspire,apubliclimitedcompany,operatesmanyofitsactivitiesoverseas.Thedirectorshaveasked
for adviceon the correct accounting treatment of several aspects ofAspire's overseas operations.
Aspire'sfunctionalcurrencyisthedollar.

(a) Aspirehascreatedanewsubsidiary,whichisincorporatedinthesamecountryasAspire.The
subsidiaryhasissued2milliondinarsofequitycapitaltoAspire,whichpaidfortheseshares
in dinars. The subsidiary has also raised 100,000 dinars of equity capital from external
sourcesandhasdepositedthewholeofthecapitalwithabankinanoverseascountrywhose
currencyisthedinar.Thecapitalistobeinvestedindinardenominatedbonds.Thesubsidiary
hasasmallnumberofstaff,whoarepaidindollars,anditsoperatingexpenses,whichare
low,areincurredindollars.TheprofitsareunderthecontrolofAspire.Anyincomefromthe
investment is either passed on to Aspire in the form of a dividend or reinvested under
instructionfromAspire.Thesubsidiarydoesnotmakeanydecisionsastowheretoplacethe
investments.

Aspire would like advice on how to determine the functional currency of the subsidiary.
 (8marks)

(b) AspirehasaforeignbranchwhichhasthesamefunctionalcurrencyasAspire.Thebranch's
taxableprofitsaredeterminedindinars.On1May20X3,thebranchacquiredapropertyfor
6milliondinars. Thepropertyhadanexpecteduseful lifeof12yearswithazero residual
value. The asset is written off for tax purposes over eight years. The tax rate in Aspire's
jurisdiction is30%and in thebranch's jurisdiction is20%.The foreignbranchuses thecost
modelforvaluingitspropertyandmeasuresthetaxbaseattheexchangerateatthereporting
date.

Aspirewould likeanexplanation (includingacalculation)as towhyadeferred tax charge
relatingtotheassetarisesinthegroupfinancialstatementsfortheyearended30April20X4
andtheimpactonthefinancialstatementsifthetaxbasehadbeentranslatedatthehistorical
rate. (7marks)
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(c) On1May20X3,Aspirepurchased70%ofamulti-nationalgroupwhosefunctionalcurrency
was the dinar. The purchase consideration was $200 million. At acquisition, the carrying
amount of the net assetswere 1,000million dinars. The fair values of the net assetswere
1,100milliondinarsandthefairvalueofthenon-controllinginterestwas250milliondinars.
Aspireusesthefullgoodwillmethod.

Aspirewishes to knowhow toaccount forgoodwill arisingon theaboveacquisition in the
groupfinancialstatementsfortheyearended30April20X4. (5marks)

(d) Aspire tookouta foreigncurrency loanof5milliondinarsata fixed interest rateof8%on
1May20X3.Theinterestispaidattheendofeachyear.Theloanwillberepaidaftertwo
yearson30April20X5.Theinterestrateisthecurrentmarketrateforsimilartwo-yearfixed
interestloans.

Aspirerequiresadviceonhowtoaccountfortheloanandinterestinthefinancialstatements
fortheyearended30April20X4. (5marks)

Aspirehasayearendof30April20X4andtheaveragecurrencyexchangeratefortheyear
isnotmateriallydifferentfromtheactualrate.

EXCHANGERATES 
 $1=dinars
1May20X3 5
30April20X4 6
Averageexchangerateforyearended30April20X4 5.6

Required

AdvisethedirectorsofAspireontheirvariousrequestsabove,showingsuitablecalculationswhere
necessary.

Note.Themarkallocationisshownagainsteachofthefourissuesabove.

 (Total=25marks)

73Plans 29mins
X, a public limited company, owns 100% of companies Y and Z which are both public limited
companies. The X group operates in the telecommunications industry and the directors are
consideringtwodifferentplanstorestructurethegroup.

ThestatementsoffinancialpositionofXanditssubsidiariesYandZat31May20X7areasfollows:

 X Y Z
 $m $m $m
Property,plantandequipment 600 200 45
CostofinvestmentinY 60 
CostofinvestmentinZ 70 
Netcurrentassets 160 100 20
 890 300 65
Sharecapital–ordinarysharesof$1 120 60 40
Retainedearnings 770 240 25
 890 300 65

XacquiredtheinvestmentinZon1June20X1whenthecompany'sretainedearningsbalancewas
$20million.ThefairvalueofthenetassetsofZon1June20X1was$60million.CompanyYwas
incorporatedbyXandhasalwaysbeena100%ownedsubsidiary.Thefairvalueofthenetassets
ofYat31May20X7is$310millionandofZis$80million.Thefairvaluesofthenetcurrentassets
ofbothYandZareapproximatelythesameastheircarryingamounts. 
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Thedirectorsareunsureastotheimpactorimplicationsthatthefollowingplansarelikelytohaveon
theindividualfinancialstatementsofeachcompanyandontheconsolidatedfinancialstatements.

Localcompanies' legislationrequiresthat theamountatwhichsharecapitalisrecordedisdictated
bythenominalvalueofthesharesissuedandifthevalueoftheconsiderationreceivedexceedsthat
amount,theexcessisrecordedinthesharepremiumaccount.Sharescannotbeissuedatadiscount.
Inthecaseofashareforshareexchange,thevalueoftheconsiderationcanbedeemedtobethe
carryingamountoftheinvestmentexchanged.

TheplantorestructurethegroupinvolvesYpurchasingthewholeofX'sinvestmentinZ.Thereare
twoalternativesrelatingtothepurchaseconsideration.

Plan1

Thepurchaseconsiderationwouldbe50million$1ordinarysharesofY.

Plan2

Thepurchaseconsiderationwouldbeacashamountof$75million.

Required

Discussthekeyconsiderationsandtheaccountingimplicationsof theaboveplansfor theXgroup.
Youranswershouldshowthepotential impacton the individual financialstatementsofX,YandZ
andtheconsolidatedfinancialstatementsaftereachplanhasbeenimplemented. (15marks)

74Decany 49mins

P212/11,amended

Decany owns100%of the ordinary share capital ofCeed and Rant.All three entities are public
limitedcompanies.Thegroupoperates in theshipbuilding industry,which iscurrentlyadepressed
market. Rant has made losses for the last three years and its liquidity is poor. The view of the
directors is that Rant needs some cash investment. The directors have decided to put forward a
restructuringplanasat30November20X1.Underthisplan:

(a) CeedistopurchasethewholeofDecany'sinvestmentinRant.Thepurchaseconsiderationis
tobe$98millionpayableincashtoDecany.The$98millionwillthenbeloanedbyDecany
onalong-termunsecuredbasistoRant.

(b) Ceedwillpurchaselandwithacarryingamountof$10millionfromRantforatotalpurchase
considerationof$15million. The landhasamortgageoutstandingon itof$4million. The
total purchase consideration of $15 million comprises both five million $1 nominal value
non-votingshares issuedbyCeed toRantand the$4millionmortgage liabilitywhichCeed
willassume.

(c) A dividend of $25 million will be paid from Ceed to Decany to reduce the accumulated
retainedearningsofCeed.

The statements of financial position of Decany and its subsidiaries at 30 November 20X1 are
summarisedbelow.
 Decany Ceed Rant
 $m $m $m
Non-currentassets 
Property,plantandequipmentatcost/valuation 600 170 45
InvestmentinCeed(atcost) 130 
InvestmentinRant(atcost) 95 
Currentassets 155 130 20
 980 300 65
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 Decany Ceed Rant
 $m $m $m
Equityandreserves 
Sharecapital 140 70 35
Retainedearnings 750 220 5
 890 290 40
Non-currentliabilities 
Long-termloan 5  12
Currentliabilities 
Tradepayables  85 10 13
 980 300 65

Asaresultoftherestructuring,severalofCeed'semployeeswillbemaderedundant.Accordingto
the detailed plan, the costs of redundancy will be spread over two years with $4 million being
payable in one year's time and $6 million in two years' time. The market yield of high quality
corporatebondsis3%.Thedirectorsfeelthattheoverallrestructure,excludingtheredundancycosts,
willcost$2million. 

Required

(a) (i) PreparetheindividualstatementsoffinancialpositionforDecany,CeedandRantafter
theproposedrestructuringplan. (13marks)

(ii) Explain the requirements of IAS 27 Separate Financial Statements as regards the
reorganisation and payment of dividends between group companies, discussing any
implicationsfortherestructuringplan. (6marks)

(b) Discussthekeyimplicationsoftheproposedplansfortherestructuringofthegroup. 
 (6marks)

 (Total=25marks)  
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PARTE:Interpretingfinancialstatementsfordifferentstakeholders

75Moorland 49mins
(a) Moorlandisalistedentitywithseveralsubsidiaries.ThedirectorsofMoorlandarereviewing

their annual report and wish to understand more about the changing nature of financial
reporting.

Required

Discuss the importance of published financial statements as a source of information for the
investor,givingexamplesof thechangingnatureof theperformancemeasuresbeingutilised
byinvestors. (11marks)

(b) Tybull isMoorland'sonlyoverseassubsidiaryandMoorlandhasalwaysdisclosedTybullas
anoperatingsegmentwithintheconsolidatedfinancialstatements.ThedirectorsofMoorland
are considering how the company identifies its operating segments and the rationale for
disclosingsegmentalinformation.Inparticular,theyareinterestedinwhetheritispossibleto
reclassify their operating segments and whether this may impact on the usefulness of
segmental reporting for thebusiness.Therehavebeenno internalorganisationalchangesat
Moorlandforthepastfiveyears.

TheCEOofMoorlandhasproposed to report 'underlyingearningsper share' in itsannual
report, calculated by adjusting earnings for various items that are considered to be non-
recurring,dividedbytheweightedaveragenumberofordinarysharesoutstandingduringthe
period.Asimilarperformancemeasureisdisclosedbyseveralcompaniesinthesameindustry
as Moorland. The CEO believes that presenting underlying earnings per share will aid
investors in their analysis ofMoorland's performance, and therefore it should be presented
prominently.Incalculatingunderlyingearningspershare,oneitemtheCEOwishestoexclude
fromearningsisalargeimpairmentlossrelatingtothegoodwillofasubsidiary.Hebelieves
thatthiscostcanbeexcludedasitisunlikelytoreoccur. 

Required

(i) Advisethedirectorsastohowoperatingsegmentsareidentifiedandwhethertheycan
be reclassified. Include in your discussion whether Tybull should be treated as a
separate segment and how it may impact on the usefulness of the information if its
resultswerenot separatelydisclosed inaccordancewith IFRS8OperatingSegments.
 (8marks)

(ii) DiscusstheusefulnesstoinvestorsofMoorland'splantoreportunderlyingearningsper
share,andsuggestwaysinwhichthedirectorscouldimproveitsusefulnesstoinvestors.
 (6marks)

 (Total=25marks)

76Tufnell 49mins
Tufnell, a public limited company, operates in the fashion sector and has undertaken a group re-
organisation during the current financial year to 30 September 20X7. As a result, the following
eventsoccurred.

(a) (i) Tufnell identified twomanufacturing units,North and South,which it had decided to
disposeofinasingletransaction.Theseunitscomprisednon-currentassetsonly.Oneof
the units, North, had been impaired prior to 30 September 20X7 and it had been
written down to its recoverable amount of $35 million. The criteria in IFRS 5Non-
currentAssetsHeldforSaleandDiscontinuedOperations,forclassificationasheldfor
sale had been met for North and South at 30 September 20X7. The following
informationrelatedtotheassetsofthecashgeneratingunitsat30September20X7:
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  Fairvalueless
costsofdisposal
andrecoverable

amount



 Depreciated
historicalcost

Carryingamount
underIFRS5

$m $m $m
North  50  35 35
South  70  90 70
 120  125 105

Thefairvaluelesscostsofdisposalhadrisenattheyearendto$40millionforNorth
and$95millionforSouth.Theincreaseinthefairvaluelesscostsofdisposalhadnot
beentakenintoaccountbyTufnell. (7marks)

(ii) Asaconsequenceof there-organisation,andachangeingovernment legislation, the
tax authorities have allowed a revaluation of the non-current assets of the holding
companyfortaxpurposestomarketvalueat30September20X7.Therehasbeenno
changeinthecarryingamountsofthenon-currentassetsinthefinancialstatements.The
taxbaseandthecarryingamountsaftertherevaluationareasfollows:


Carryingamount
at30September

20X7

Taxbaseat
30September

20X7
afterrevaluation

Taxbaseat
30September

20X7
beforerevaluation

 $m $m $m
Property 50 65 48
Vehicles 30 35 28

Other taxable temporarydifferencesamounted to$5millionat30September20X7.
Assumeincometaxispaidat30%.Thedeferredtaxprovisionat30September20X7
hadbeencalculatedusingthetaxvaluesbeforerevaluation. (6marks)

(iii) A subsidiary company had purchased computerised equipment for $4 million on
30September 20X6 to improve the manufacturing process.Whilst re-organising the
group,Tufnellhaddiscoveredthatthemanufacturerofthecomputerisedequipmentwas
now selling the same system for $2.5 million. The projected cash flows from the
equipmentare:

 Cashflows
 $
Yearended30September20X8 1.3
 20X9 2.2
 20Y0 2.3
The residual value of the equipment is assumed to be zero. The company uses a
discountrateof10%.Thedirectorsthinkthatthefairvaluelesscostsofdisposalofthe
equipmentis$2million.ThedirectorsofTufnellproposetowritedownthenon-current
assettothenewsellingpriceof$2.5million.Thecompany'spolicyistodepreciateits
computerequipmentby25%perannumonthestraightlinebasis. (5marks)

(iv) The directors areworried about the impact that the above changeswill have on the
value of its non-current assets and its key performance indicator which is 'Return on
Capital Employed' (ROCE). ROCE is defined as net profit before interest and tax
divided by share capital, other reserves and retained earnings. The directors have
calculated ROCE as $30 million divided by $220 million, ie 13.6% before any
adjustmentsrequiredbytheabove. (2marks)
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Required

(a) Discuss theaccounting treatmentof theabove transactionsand the impact that the resulting
adjustmentstothefinancialstatementswouldhaveonROCE.

Note.Youranswershouldincludeappropriatecalculationswherenecessaryandadiscussion
oftheaccountingprinciplesinvolved.

(b) The directors are considering alternative methods for measuring the performance of its
subsidiaries,includingresidualincome.

Required

Explainwhat ismeantbyalternativeperformancemeasuresandhowresidual incomecould
beusedtomeasuretherelativeperformanceofeachsubsidiaryfromthepointofviewofthe
shareholders. (3marks)

Professionalmarkswillbeawardedinthisquestionforclarityandqualityofpresentation.
 (2marks)

 (Total=25marks)

77Cloud 49mins
P26/15amended

(a) IAS 1 Presentation of Financial Statements defines profit or loss and other comprehensive
income.Thepurposeof thestatementofprofitor lossandothercomprehensiveincomeis to
showanentity'sfinancialperformanceinawaywhichisuseful toawiderangeofusersso
thattheymayattempttoassessthefuturenetcashinflowsofanentity.Thestatementshouldbe
classified and aggregated in a manner which makes it understandable and comparable.
However,theInternationalIntegratedReportingCouncil(IIRC)iscallingforashiftinthinking
more to the long term, to thinkbeyondwhat canbemeasured inquantitative termsand to
think about how the entity creates value for its owners. Historical financial statements are
essential in corporate reporting, particularly for compliancepurposes, but it canbeargued
thattheydonotprovidemeaningfulinformation.Preparersoffinancialstatementsseemtobe
unclear about the interactionbetweenprofit or loss andother comprehensive income (OCI)
especiallyregardingthenotionofreclassification,butareequallyuncertainaboutwhetherthe
IIRC's IntegratedReportingFrameworkconstitutessuitablecriteriaforreportpreparation.The
International Accounting Standards Board (IASB) has tried to clarify what distinguishes
recognised itemsof incomeandexpensewhicharepresented inprofitor loss from itemsof
incomeandexpensepresentedinOCI.

Required

(i) Describethecurrentpresentationrequirementsrelatingtothestatementofprofitorloss
andothercomprehensiveincome. (4marks)

(ii) Discuss,withexamples, thenatureofa reclassificationadjustmentand thearguments
forandagainstallowingreclassificationofitemstoprofitorloss.

Note.Abriefreferenceshouldbemadeinyouranswer to the IASB'sExposureDraft
ontheConceptualFramework. (5marks)

(iii) Discuss the principles and key components of the IIRC's Integrated Reporting
Framework, and any concerns which could question the Framework's suitability for
assessingtheprospectsofanentity. (8marks)

Professionalmarkswillbeawardedinthequestionforclarityandqualityofpresentation. 
 (2marks)
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(b) Cloud, a public limited company, regularly purchases steel from a foreign supplier and
designatesafuturepurchaseofsteelasahedgediteminacashflowhedge.Thesteelwas
purchasedon1May20X4andatthatdate,acumulativegainonthehedginginstrumentof
$3million had been credited to other comprehensive income.At the year end of 30April
20X5, the carrying amount of the steel was $8 million and its net realisable value was
$6million.Thesteelwasfinallysoldon3June20X5for$6.2million.Onaseparateissue,
Cloudpurchasedanitemofproperty,plantandequipmentfor$10millionon1May20X3.
Theasset isdepreciatedover fiveyearson the straight-linebasiswithno residual value.At
30April20X4,theassetwasrevaluedto$12million.At30April20X5,theasset'svaluehas
fallento$4million.Theentitymakesatransferfromrevaluationsurplustoretainedearnings
forexcessdepreciation,astheassetisused.

Required 

Showhow the above transactionswould be dealtwith in the financial statements ofCloud
fromthedateofthepurchaseoftheassets.

Note.Ignoreanydeferredtaxationeffects. (6marks)

 (Total=25marks)

78Amster 49mins

P2Sep/Dec17

Whenanentityissuesafinancialinstrument,ithastodetermineitsclassificationeitherasdebtoras
equity.Theresultoftheclassificationcanhaveasignificanteffectontheentity'sreportedresultsand
financialposition.Anunderstandingofwhatanentityviewsascapitaland its strategy forcapital
management is important to all companies andnot just banksand insurance companies. There is
diversityinpracticeastowhatdifferentcompaniesseeascapitalandhowitismanaged.

Required

(a) (i) Discusswhy the informationabout thecapitalofacompany is important to investors,
setting out the nature of the published information available to investors about a
company'scapital.

Note.Youranswer shouldbriefly setout thenatureof financial capital in integrated
reports. (8marks)

(ii) Discuss the importanceof theclassificationofequityand liabilitiesunder International
Financial Reporting Standards and how this classification has an impact on the
informationdisclosedtousersinthestatementofprofitorlossandothercomprehensive
incomeandthestatementoffinancialposition. (6marks)

(b) Amsterhasissuedtwoclassesofpreferenceshares.Thefirstclasswasissuedatafairvalueof
$50 million on 30 November 20X7. These shares give the holder the right to a fixed
cumulative cashdividendof8%per annumof the issueprice of eachpreferred share. The
companymaypayall,partornoneofthedividendinrespectofeachpreferenceshare.Ifthe
company does not pay the dividend after six months from the due date, then the unpaid
amount carries interest at twice the prescribed rate subject to approval of themanagement
committee. The preference shares can be redeemed but only on the approval of the
managementcommittee.

Thesecondclassofpreferenceshareswasissuedatafairvalueof$25millionandisanon-
redeemablepreferenceshare.Thesharehasadiscretionaryannualdividendwhichiscapped
atamaximumamount.Ifthedividendisnotpaid,thennodividendispayabletotheordinary
shareholders.Amsteriscurrentlyshowingbothclassesofpreferencesharesasliabilities.

On1December20X6,Amstergranted250cash-settledshareawards toeachof its1,500
employees on the condition that the employees remain in its employment for the next three
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years.Cashispayableattheendofthreeyearsbasedonthesharepriceoftheentity'sshares
on thatdate.During the year to30November20X7,65employees left and,at thatdate,
Amsterestimatesthatanadditional115employeeswillleaveduringthefollowingtwoyears.
Thesharepriceat30November20X7is$35pershareanditisanticipatedthatitwillriseto
$46pershareby30November20X9.Amsterhaschargedtheexpensetoprofitorlossand
creditedequitywiththesameamount.

ThecapitalisationtableofAmsterissetoutbelow:

AmsterGroup–capitalisationtable

 30November20X7
 $m
Long-termliabilities 81
Pensionplandeficit 30
Cumulativepreferenceshares 75
Totallong-termliabilities 186
Non-controllinginterest 10
Shareholdersequity 150
Totalgroupequity 160
Totalcapitalisation 346

Required

Discuss whether the accounting treatment of the above transactions is acceptable under
InternationalFinancialReportingStandardsincludinganyadjustmentwhichisrequiredtothe
capitalisation tableand theeffecton thegearingand thereturnoncapitalemployedratios.
 (9marks)

Professionalmarkswillbeawardedinthisquestionforclarityandqualityofpresentation.
 (2marks)

 (Total=25marks)

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



QuestionBank

 99

Part F: Communicate the impact of changes and potential changes in accounting
regulationonfinancialreporting

79Sanchera 49mins

P2Sep/Dec16,amended

The International Accounting Standards Board (IASB) has been undertaking number of projects to
explore how disclosures in IFRS financial reporting can be improved. The Disclosure Initiative is
madeupofanumberofimplementationandresearchprojects.Oneprojectcentresonadiscussion
on whether the definition of materiality should be changed and whether IAS 1 Presentation of
Financial Statements should include additional guidance which clarifies the key characteristics of
materiality. The IASB issued an Exposure Draft ED/2015/8 of a proposed practice statement to
provide guidance on the application of materiality to financial statements.Materiality is a matter
which has been debated extensively in the context of many forms of reporting, including the
International Integrated Reporting Framework. There are difficulties in applying the concept of
materialityinpracticewhenpreparingthefinancialstatementsanditisthoughtthatthesedifficulties
contribute to a disclosure problem, namely, that there is both too much irrelevant information in
financial statements and not enough relevant information. Further, the IASB has published
amendments to IAS 7 Statement of Cash Flows to improve information provided to the users of
financialstatementsregardinganentitiesfinancingactivities.

Required

(a) (i) Discuss thecurrentdefinitionofmateriality,howthecurrentapplicationof theconcept
of materiality has led to concerns regarding the clarity and understandability of
financial statements and comment on the proposed guidance under ED/2015/8.
 (9marks)

(ii) Discuss how the concept of materiality would be used in applying the International
IntegratedReportingFramework. (4marks)

(iii) Discuss the issueswith IAS7Statement ofCash Flowsprior to theamendmentsasa
result of the Disclosure Initiative and briefly outline the improvements following the
amendments. (7marks)

(b) Sanchera, a listed company, has prepared a statement of cash flows for the year ended
31August20X6.At1September20X5,Sancherahadshowninitsfinancialstatementslong-
termborrowingsof$50millionand the capital elementof lease liabilitiesat$5million.At
31August 20X6, the long-term borrowings had increased to $140million and the capital
elementofleaseliabilitiesto$17million.Duringthefinancialyear,Sancherahadtakenouta
long-term loanwitha financial institutionof$55millionandhadacquiredPecuna,a listed
company, for$150millionon1 July20X6.Pecunahada long-term loanof$35millionat
acquisition. Further, Sanchera had entered into new lease arrangements with liabilities
totalling$15millionandhadpaid$3millionoff thecapitalelementof the lease liabilities.
Sanchera showed interest paid on lease liabilities of $5 million in the operating activities
sectionof the statement of cash flows. Finally, Sancherahadanoverdraftwith thebankof
$2million.

Required

Prepare a note to the Statement of Cash Flows, which reconciles opening and closing
balancesrelatingtoliabilitiesarisingfromfinancingactivities. (5marks)

 (Total=25marks)
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Section1–Preparationquestions 

1Financialinstruments
(a) STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME

 $
Financeincome
(441,014(W1)8%) 35,281

STATEMENTOFFINANCIALPOSITION


Non-currentassets
Financialasset(441,014+35,281) 476,295

Working:Effectiveinterestrate

600,000
441,014

=1.3605∴fromtablesinterestrateis8%
(b) Compoundinstrument

 $
Presentation 
Non-currentliabilities
Financialliabilitycomponentofconvertiblebond(Working) 1,797,467
Equity
Equitycomponentofconvertiblebond(2,000,000– (Working)1,797,467) 202,533

Working:Fairvalueofequivalentnon-convertibledebt

 $
Presentvalueofprincipalpayableatendof3years 1,544,367

(4,000$500=$2m
3

1

(1.09)
)

Presentvalueofinterestannuitypayableannuallyinarrears
for3years[(5%$2m)2.531] 253,100
 1,797,467

2Leases
(a) Interestrateimplicitinthelease

PV=annuitycumulativediscountfactor(CDF)

250,000 =78,864CDF∴CDF = 250,000
78,864



 =3.170∴Interestrateis10%
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(b) Attheinceptionofthelease,SugarCorecognisesaright-of-useassetandaleaseliability.The
right-of-useassetismeasuredattheamountoftheleaseliability,whichisthepresentvalueof
the future lease payments discounted at the rate of interest implicit in the lease, here
$250,000. At 31 December, the right-of-use asset is measured at cost less accumulated
depreciation: $250,000 – $(250,000/4) = $187,500. The lease liability is measured by
increasing the carrying amount to reflect interest on the lease liability and reducing the
carryingamounttoreflecttheleasepaymentsmade.

STATEMENTOFFINANCIALPOSITIONASAT31DECEMBER20X1(EXTRACT)

Property,plantandequipment $

Right-of-useasset 187,500

Non-currentliabilities
Leaseliabilities(W) 136,886

Currentliabilities
Leaseliabilities(W)(196,136–136,886) 59,250

STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME
FORTHEYEARENDED31DECEMBER20X1(EXTRACT)(PROFITORLOSSSECTION)

Depreciationonright-of-useasset 62,500
Financecharges 25,000

Working:Leaseliability
  $
Yearended31December20X1:
1.1.X1 Liabilityb/d 250,000
1.1.X1–31.12.X1 Interestat10% 25,000
31.12.X1 Instalmentinarrears (78,864)
31.12.X1 Liabilityc/d 196,136

Yearended31December20X2:
1.1.X2–31.12.X2 Interestat10% 19,614
31.12.X2 Instalmentinarrears (78,864)
31.12.X2 Liabilityc/d 136,886

3Definedbenefitplan
NOTESTOTHESTATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME

Definedbenefitexpenserecognisedinprofitorloss
 $m
Currentservicecost 11
Pastservicecost 10
Netinterestonthenetdefinedbenefitasset(10% (110+10))– (10%  150) (3)
 18

Othercomprehensiveincome(itemsthatwillnotbereclassifiedtoprofitorloss)
Remeasurementofdefinedbenefitplans
 $m
Remeasurementgainondefinedbenefitobligation 17
Remeasurementlossonplanassets (22)
 (5)
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NOTESTOTHESTATEMENTOFFINANCIALPOSITION

Netdefinedbenefitassetrecognisedinthestatementoffinancialposition

 31December
20X1

31December
20X0

 $m $m
Presentvalueofpensionobligation 116 110
Fairvalueofplanassets (140) (150)
Netasset (24) (40)

Changesinthepresentvalueofthedefinedbenefitobligation
 $m
Openingdefinedbenefitobligation 110
Interestonobligation(10%(110+10)) 12
Currentservicecost 11
Pastservicecost 10
Benefitspaid (10)
GainonremeasurementthroughOCI(balancingfigure)  (17)
Closingdefinedbenefitobligation 116

Changesinthefairvalueofplanassets
 $m
Openingfairvalueofplanassets 150
Interestonplanassets(10%150) 15
Contributions  7
Benefitspaid (10)
LossonremeasurementthroughOCI(balancingfigure)  (22)
Closingfairvalueofplanassets 140


Tutorialnote.

Theinterestonthedefinedbenefitobligationiscalculatedonthebalanceatthestartoftheyear
($110million)plustheincreaseinobligationof$10millionduetopastservicecosts.Interestis
chargedontheincreaseinobligationduetopastservicecostsbecausethe$10milliongiveninthe
questionisthepresentvalueatthestartoftheyear(ifitwerethepresentvalueattheendoftheyear,
nointerestwouldberequired).
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4Sundrystandards

Workbookreference.EmployeebenefitsarecoveredinChapter4oftheSBRWorkbook,
embeddedderivativesincoveredinChapter7.

(a) NOTESTOTHESTATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME

Definedbenefitexpenserecognisedinprofitorloss
 $'000
Currentservicecost 275
Netinterestonthenetdefinedbenefitliability(318– 306) 12
Curtailmentcost 58
 345

Othercomprehensiveincome(itemsthatwillnotbereclassifiedtoprofitorloss)
Remeasurementofdefinedbenefitplans
 $'000
Remeasurementlossondefinedbenefitobligation (19)
Remeasurementgainonplanassets  89
 70
NOTESTOTHESTATEMENTOFFINANCIALPOSITION

Netdefinedbenefitliabilityrecognisedinthestatementoffinancialposition

 31January20X8 31January20X7
 $m $'000
Presentvalueofpensionobligation 4,640 4,300
Fairvalueofplanassets (4,215) (3,600)
Netliability 425 700

Changesinthepresentvalueofthedefinedbenefitobligation
 $'000
Openingdefinedbenefitobligation 4,300
Benefitspaid (330)
Interestonobligation(4,300–330) 8% 318
Curtailment 58
Currentservicecost 275
LossonremeasurementthroughOCI(balancingfigure)   19
Closingdefinedbenefitobligation 4,640

Changesinthefairvalueofplanassets
 $'000
Openingfairvalueofplanassets 3,600
Contributions 550
Benefitspaid  (330)
Interestonplanassets((3,600+550– 330) 8%) 306
GainonremeasurementthroughOCI(balancingfigure)  89
Closingfairvalueofplanassets 4,215
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(b) Settlement

(i) Calculationofnetdefinedbenefitliability

Changesinthepresentvalueofthedefinedbenefitobligation

20X8
 $'000
Openingdefinedbenefitobligation(1.1.X8) 40,000
Interestonobligation(40,000 8%) 3,200
Currentservicecost 2,500
Pastservicecost 2,000
Benefitspaid  (1,974)
 45,726
LossonremeasurementthroughOCI(bal.fig.) 274
Closingdefinedbenefitobligation(31.12.X8) 46,000

20X9
 $'000
Openingdefinedbenefitobligation(1.1.X9) 46,000
Interestonobligation(46,000 9%) 4,140
Currentservicecost 2,860
Settlement  (11,400)
Benefitspaid (2,200)
 39,400
LossonremeasurementthroughOCI(bal.fig.) 1,400
Closingdefinedbenefitobligation(31.12.X9) 40,800



Changesinthefairvalueofplanassets 

20X8 
 $'000
Openingfairvalueofplanassets(1.1.X8) 40,000
Interestonplanassets(40,0008%) 3,200
Benefitspaid (1,974)
Contributionspaid 2,000
 43,226
LossonremeasurementthroughOCI(bal.fig.) (226)
Closingfairvalueofplanassets(31.12.X8) 43,000
 
 $'000
Openingfairvalueofplantassets(1.1.X9) 43,000
Interestonplanassets(43,0009%) 3,870
Settlement (10,800)
Benefitspaid (2,200)
Contributionspaidin 2,200
 36,070
LossonremeasurementthroughOCI(bal.fig.) (390)
Closingfairvalueofplanassets(31.12.X9) 35,680
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 During20X8, thereisanimprovement in thefuturebenefitsavailableunder the
planandasaresultthereisapastservicecostof$2million,beingtheincrease
inthepresentvalueoftheobligationasaresultofthechange.

 During20X9,Sion sellspartof itsoperationsand transfers the relevantpartof
the pension plan to the purchaser. This is a settlement. The overall gain on
settlementiscalculatedas:

 $'000
Presentvalueofobligationsettled 11,400
Fairvalueofplanassetstransferredonsettlement (10,800)
Cashtransferredonsettlement (400)
Gain 200

(ii) Financialstatementsextracts

STATEMENTOFFINANCIALPOSITION

 20X8 20X9
 $'000 $'000
Netdefinedbenefitliability:
(46,000–43,000)/(40,800–35,680) 3,000


5,120

STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME

 20X8 20X9
 $'000 $'000
Profitorloss 
Currentservicecost 2,500 2,860
Pastservicecost 2,000 –
Gainonsettlement – (200)
Netinterest:(3,200–3,200)/(4,140– 3,870) – 270

Othercomprehensiveincome
Remeasurementlossondefinedbenefitpensionplan:
(274+226)/(1,400+390)


500 1,790

(c) Classificationoffinancialassets

Bed's deposit is a financial asset. According to IFRS 9 Financial Instruments, financial
assetsareclassifiedasmeasuredateitheramortisedcostorfairvalue.

Afinancialassetismeasuredatamortisedcostwhere:

(i) Theasset is heldwithinabusinessmodelwhere theobjective is to hold financial
assetsinordertocollectcontractualcashflows;and

(ii) Thecontractualtermsofthefinancialassetgiveriseonspecifieddatestocashflows
that are solely payments of principal and interest on theprincipalamount
outstanding.

Allotherfinancialassetsaremeasuredatfairvalue.

DepositwithEmBank

Atfirstglance,itappears that thisdepositmaymeet thecriteria tobemeasuredat
amortised cost because Bed will receive cash flows comprising the principal amount
($10million) and interest (2.5%). However, IFRS 9 requires the cash flows to be
consistentwith a basic lending arrangement,where the time value ofmoney
andcreditriskaretypicallythemostsignificantelementsofinterest.Contractualterms
thatintroduceexposuretoriskorvolatilityinthecontractualcashflowsthatis
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unrelatedtoabasiclendingarrangement,suchasexposuretochangesinexchangerates,
do not give rise to contractual cash flows that are solely payments of
principalandinterest.

The additional 3% interest Bed will receive if the exchange rate target is reached,
exposes Bed to risk in cash flows that are unrelated to a basic lending
arrangement(movementinexchangerates).Therefore,thecontractwithEmBankdoesnot
giverisetocontractualcashflowsthatarepurelypaymentsofprincipalandinterestandasa
result, it shouldnotbemeasuredatamortisedcost. This typeof contract is referred toasa
'hybridcontract'.

This additional 3% dependent on exchange rates is an embedded derivative.
DerivativesembeddedwithinahostwhichisafinancialassetwithinthescopeofIFRS9
are not separated out for accounting purposes. Instead the usual IFRS 9
measurementrequirementsshouldbeappliedtotheentirehybridcontract.

Since the contract with Em Bank does not meet the criteria to be measured at
amortisedcost,theentirecontract(includingthetermentitlingBedtoanadditional3%if
theexchangeratetarget ismet)shouldbemeasuredat fairvalue throughprofitor
loss.

5Control

(a) IFRS10statesthataninvestorcontrolsaninvesteeifandonlyifithasallofthefollowing.

(1) Powerovertheinvestee

(2) Exposure,orrights,tovariablereturnsfromitsinvolvementwiththeinvestee,and

(3) Theabilitytouseitspowerovertheinvesteetoaffecttheamountoftheinvestor's
returns.

Power is defined as existing rights that give the current ability to direct the
relevantactivitiesoftheinvestee.Thereisnorequirementforthatpowertohavebeen
exercised.

Relevantactivitiesmayinclude:

 Sellingandpurchasinggoodsorservices
 Managingfinancialassets
 Selecting,acquiringanddisposingofassets
 Researchinganddevelopingnewproductsandprocesses
 Determiningafundingstructureorobtainingfunding

In some cases assessing power is straightforward, for example, where power is obtained
directlyandsolelyfromhavingthemajorityofvotingrightsorpotentialvotingrights,andasa
resulttheabilitytodirectrelevantactivities.

(b) 



Twist

40%

12others×5%=60%

Oliver

Shareholder
agreement
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TheabsolutesizeofTwist'sholdingandtherelativesizeoftheothershareholdingsaloneare
not conclusive in determining whether the investor has rights sufficient to give it power.
However,thefactthatTwisthasacontractualrighttoappoint,removeandsetthe
remuneration of management is sufficient to conclude that it has power over
Oliver. The fact that Twist has not exercised this right is not a determining factor when
assessing whether Twist has power. In conclusion, Twist does control Oliver, and should
consolidateit.

(c) 


In this case, the size of Copperfield's voting interest and its size relative to the other
shareholdingsaresufficienttoconcludethatCopperfielddoesnothavepower.Onlytwo
other investors,Murdstone and Steerforth, would need to co-operate to be able to prevent
CopperfieldfromdirectingtherelevantactivitiesofSpenlow.

(d)


ScroogeholdsamajorityofthecurrentvotingrightsofCratchett,soislikelytomeetthepower
criterionbecauseitappearstohavethecurrentabilitytodirecttherelevantactivities.Although
Marley has currently exercisable options to purchase additional voting rights (that, if
exercised,wouldgiveitamajorityofthevotingrightsinCratchett),thetermsandconditions
associatedwiththoseoptionsaresuchthattheoptionsarenotconsideredsubstantive.

Thusvotingrights,evencombinedwithpotentialvotingrights,maynotbethedecidingfactor.
ScroogeshouldconsolidateCratchett.

Copperfield Steerforth

Spenlow

Murdstone 3others×1%
=3%

45% 26% 26%

35% + 35%

= 70% 30%

??

Option

MarleyScrooge

Cratchett
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6Associate
JGROUPCONSOLIDATEDSTATEMENTOFFINANCIALPOSITIONASAT31DECEMBER20X5

Assets $'000
Non-currentassets 
 Freeholdproperty(1,950+1,250+370(W7)) 3,570
 Plantandequipment(795+375) 1,170
 Investmentinassociate(W3) 480
 5,220
Currentassets 
 Inventories(575+300–20(W6)) 855
 Tradereceivables(330+290))   620
 Cashatbankandinhand(50+120) 170
 1,645
 6,865
Equityandliabilities 
Equityattributabletoownersoftheparent 
 Issuedsharecapital 2,000
 Retainedearnings 1,785
 3,785
Non-controllinginterests(W5) 890
Totalequity 4,675
Non-currentliabilities 
 12%debentures(500+100) 600
Currentliabilities 
Bankoverdraft 560
Tradepayables(680+350) 1,030
 1,590
Totalliabilities 2,190
 6,865

Workings

1 Groupstructure

 J



 600/100 60%  30% 225/750





  P  S

Pre-acquisition
profits $200k $150k
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2 Goodwill
 $'000 $'000
Considerationtransferred  1,000
NCI(at'full'FV:400$1.65)  660
  
Netassetsacquired:  
Sharecapital 1,000 
Retainedearningsatacquisition 200 
Fairvalueadjustment(W7) 400 
  (1,600)
  60
Impairmentstodate  (60)
Year-endvalue  –

3 Investmentinassociate
 $'000
Costofassociate 500.0
Shareofpost-acquisitionretainedreserves(W4) 72.0
Lessimpairmentofinvestmentinassociate  (92.0)
 480.0

4 Retainedearnings
 JCo PCo SCo
 $'000 $'000 $'000
Retainedearningsperquestion 1,460 885 390
Unrealisedprofit(W6) (20)
Fairvalueadjustment 
movement(W6) (30)
Retainedearningsatacquisition (200) (150)
 635 240
PCo:shareofpost-acquisitionretainedearnings 
60%635 381 

SCo:shareofpost-acquisitionretainedearnings 
30%240 72 

Goodwillimpairmentstodate 
PCo:60(W2) 60% (36) 
SCo (92) 
 1,785 

5 Non-controllinginterests
 $'000
NCIatacquisition(W2) 660
NCIshareofpost-acquisitionretained earnings((W4)635 40%) 254
NCIshareofimpairmentlosses((W2)60 40%)  (24)
 890

6 Unrealisedprofitoninventories

PCo JCo $100k25/125= $20,000
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7 Fairvalueadjustmenttable
 Atreporting
 Atacquisition Movement date
 $'000 $'000 $'000
Land 200 – 200
Buildings 200 (30) 170(20034/40)
 400 (30) 370

7Partdisposal
(a) ANGELGROUP
 CONSOLIDATEDSTATEMENTOFFINANCIALPOSITIONASAT31DECEMBER20X8

 $'000
Non-currentassets
Property,plantandequipment 200.00
InvestmentinShane(W3) 133.15
 333.15

Currentassets(890+120(cashonsale)) 1,010.00
 1,343.15

Equityattributabletoownersoftheparent 
Sharecapital 500.00
Retainedreserves(W4) 533.15
 1,033.15

Currentliabilities 310.00
 1,343.15

ANGELGROUP
CONSOLIDATEDSTATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME
FORTHEYEARENDED31DECEMBER20X8

 $'000
Profitbeforeinterestandtax[100+(20 6/12)] 110.00
Profitondisposalofsharesinsubsidiary(W6) 80.30
Shareofprofitofassociate(12 35% 6/12) 2.10
Profitbeforetax 192.40
Incometaxexpense[40+(86/12)] (44.00)
Profitfortheyear 148.40
Othercomprehensiveincome(notreclassifiedtoP/L)netoftax[10+(66/12)] 13.00
Shareofothercomprehensiveincomeofassociate(6 35% 6/12) 1.05
Othercomprehensiveincomefortheyear 14.05
Totalcomprehensiveincomefortheyear 162.45
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 $'000
Profitattributableto:
 Ownersoftheparent 146.60
 Non-controllinginterests(12 6/12 30%) 1.80
 148.40
Totalcomprehensiveincomeattributableto:
 Ownersoftheparents 159.75
 Non-controllinginterests(18 6/12 30%)  2.70
 162.45

ANGELGROUP
CONSOLIDATEDRECONCILIATIONOFMOVEMENTINRETAINEDRESERVES

 $'000
Balanceat31December20X7(W5) 373.40
Totalcomprehensiveincomefortheyear 159.75
Balanceat31December20X8(W4) 533.15

Workings

1 Timeline















2 Goodwill–Shane
 $'000 $'000
Considerationtransferred 120.0
Non-controllinginterests(FV) 51.4
Less:
Sharecapital 100
Retainedreserves  10
 (110.0)
   61.4

3 Investmentinassociate
 $'000
Fairvalueatdatecontrollost 130.00
Shareofpost'acquisition'retainedreserves(W4) 3.15
 133.15

1.1.20X8 31.12.20X8

Subsidiary–6/12

Groupgain
ondisposal

Equityaccountin
SOFP

30.6.20X8

SOCI

Associate–6/12
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4 Groupretainedreserves
 Angel Shane Shane
 70% 35%retained
Perquestion/dateofdisposal
(90–(186/12)) 400.00 81 90
Groupprofitondisposal(W4) 80.30 
Lessretainedreservesat
acquisition/dateofdisposal


(10)


(81)

  71 9
Shane:70%71 49.70 
Shane:35%9  3.15 
 533.15 

5 Retainedreservesb/f
 Angel Shane
 $'000 $'000
Perquestion 330.0 72
Lesspre-acquisitionretainedreserves   (10)
 330.0 62
Shane–Shareofpost-acquisitionret'dreserves(62 70%)  43.4
 373.4

6 GroupprofitondisposalofShane
 $'000 $'000
Fairvalueofconsiderationreceived  120.0
Fairvalueof35%investmentretained  130.0
Lessshareofcarryingamount whencontrollost 
Netassets190–(186/12) 181.0
Goodwill(W2) 61.4
Lessnon-controllinginterests(W7) (72.7)
  (169.7)
  80.3

7 Non-controllinginterestsatdateofdisposal
 $'000 $'000
Non-controllinginterestatacquisition(FV)  51.4
NCIshareofpost-acq'nretainedearnings(30% 71(W4))  21.3
  72.7

(b) Angeldisposesof10%ofitsholding

IfAngeldisposesof10%ofitsholdinginShane,Shanegoesfrombeinga70%subsidiaryto
a60%subsidiary.Inotherwordscontrol isretained.Noaccountingboundaryhasbeen
crossed,andtheeventistreatedasatransactionbetweenowners.

Theaccountingtreatmentisasfollows:

Statementofprofitorlossandothercomprehensiveincome

(i) Thesubsidiaryisconsolidatedinfullforthewholeperiod.

(ii) Thenon-controlling interest in the statementofprofit or lossandother
comprehensive incomewillbebasedonpercentagebeforeandafterdisposal, ie
timeapportion.

(iii) Thereisnoprofitorlossondisposal.
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Statementoffinancialposition

(i) Thechange(increase)innon-controllinginterestsisshownasanadjustment
totheparent'sequity.

(ii) Goodwill on acquisition is unchanged in the consolidated statement of financial
position.

In thecaseofAngelandShaneyouwould timeapportion thenon-controlling interest in the
statementofprofitor lossandothercomprehensive income,giving30%for the firsthalf the
yearand40% for the secondhalf. Youwouldalso calculate theadjustment to theparent's
equityasfollows:
 $'000
Fairvalueofconsiderationreceived X
IncreaseinNCIinnetassetsandgoodwillatdisposal (X)
Adjustmenttoparent'sequity X

8Stepacquisition

(a) Prior to theacquisitionof20%on1March20X1,SDalreadycontrolsKLwith its60%
investment,soKLisalreadyasubsidiaryandwouldbefullyconsolidated.Insubstance,
this isnot anacquisition. Instead, it is treated in thegroupaccountsasa transaction
betweenthegroupshareholdersietheparenthaspurchaseda20%shareholdingfrom
thenon-controllinginterests(NCI).Nogoodwilliscalculatedontheadditionalinvestment.

ThevalueoftheNCIneedstobeworkedoutatthedateoftheadditionalinvestment(1March
20X1),andtheproportionpurchasedbytheparentneedstoberemovedfrom
NCI.Thedifferencebetweentheconsiderationtransferredandtheamountofthereductionin
theNCIisincludedasanadjustmenttoequity.

KL must be consolidated in the group statement of profit or loss and other
comprehensiveincomeforthefullyearbutNCIwillbepro-ratedwith40%forthe
firsteightmonthsand20%forthefollowingfourmonths.Intheconsolidatedstatementof
financialposition,KLwillbeconsolidatedwitha20%NCI.

(b) (i) Goodwill$1,450,000(W2)
(ii) Groupretainedearnings$9,843,999(W3)
(iii) Non-controllinginterests$1,096,001(W4)

Workings

1 Groupstructure

SD

 1.7.X0 60%
 1.3.X1 20%

  80%
KL Pre-acquisitionretainedearnings$2,760,000
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Timeline















2 Goodwill(calculatedatdatewhencontrolwasoriginallyobtained)
 $ $
Considerationtransferred 3,250,000
NCIatfairvalue 1,960,000
Lessnetassetsatacquisition: 
Sharecapital 1,000,000 
Pre-acquisitionretainedearnings(W1) 2,760,000 
 (3,760,000)
Goodwill 1,450,000

3 Consolidatedretainedearnings
 SD KL KL
 60% 80%
 $ $ $
Atyearend/stepacquisition 9,400,000 3,186,667 3,400,000
Unrealisedprofit(W5)  (60,000)
Atacquisition/stepacquisition (2,760,000) (3,186,667)
 426,667 153,333
Groupshare(60%426,667) 256,000 
 (80%153,333) 122,666 
Adjustmenttoparent'sequityW6) 65,333 
 9,843,999 

KL'sretainedearningsfortheyearto30June20X1(3,400,000–2,760,000)=$640,000
KL'sretainedearningsforthe8monthsto28February20X1(640,0008/12)=$426,667
KL'sretainedearningsasat28February20X1(2,760,000+426,667=$3,186,667

4 Non-controllinginterest
 $
NCIatacquisition 1,960,000
NCIshareofpost-acquisitionretainedearningsto28.2.X1
(40%426,667(W3))


170,667

 2,130,667
DecreaseinNCIonfurtheracquisition(20%/40% 2,130,667) (1,065,333)
NCIshareofpost-acquisitionretainedearningsto30.6.X1
(20%153,333(W3))


30,667

 1,096,001

1.7.X0 30.6.X11.3.X1

Consolidateforfullyear

Acquired20%
60%+20%

=80%Subsidiary

Consolin
SOFPwith
20%NCI

Acquired60%
subsidiary

NCI40%8/12 NCI 20% 

SPLOCI
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5 Provisionforunrealisedprofit

IntragroupsalesbyKL$750,000

Mark-up($750,000 25
125

)40%=$60,000

(adjustinKL'sretainedearningsfortheperiodafter1March20X1)

6 Adjustmenttoequityonacquisitionoffurther20%ofKL
 $
Fairvalueofconsiderationpaid (1,000,000)
DecreaseinNCI(W4) 1,065,333
Adjustmenttoequity 65,333
Adjustmentwouldbe:

 $ $
DEBIT(↓)Non-controllinginterest 1,065,333 
CREDIT(↑)Group equity 65,333
CREDIT(↓)Cash(consideration) 1,000,000

9Foreignoperation
CONSOLIDATEDSTATEMENTOFFINANCIALPOSITION

 $'000
Property,plantandequipment(1,285+543(W2)) 1,828
Goodwill(W4) 240
 2,068

Currentassets(410+247(W2)) 657
 2,725

Sharecapital 500
Retainedearnings(W5) 1,260
Othercomponentsofequity–translationreserve(W8) 98
 1,858
Non-controllinginterest(W6) 131
 1,989
Loans(200+37(W2)) 237
Currentliabilities(400+99(W2)) 499
 736
 2,725
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CONSOLIDATEDSTATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME

 $'000
Revenue(1,125+619(W3)) 1,744
Costofsales(410+274(W3)) (684)
Grossprofit 1,060
Otherexpenses(180+108(W3)) (288)
Goodwillimpairmentloss(W4) (18)
Profitbeforetax 754
Incometaxexpense(180+76(W3)) (256)
Profitfortheyear 498
Othercomprehensiveincome
Itemsthatmaysubsequentlybereclassifiedtoprofitorloss



Exchangedifferenceontranslatingforeignoperations(W9) 69
Totalcomprehensiveincomefortheyear 567
 
Profitattributableto: 
Ownersoftheparent(balancingfigure) 466
Non-controllinginterests(W7) 32
 498
 
Totalcomprehensiveincomeattributableto: 
Ownersoftheparent 525
Non-controllinginterests(W7) 42
 567

Workings

1 Groupstructure

  Standard



1.1.20X5   80%

 

  Odense  Pre-acquisitionretainedearnings=2,500,000krone

2 TranslationofOdense–Statementoffinancialposition

 Kr'000 Rate $'000
Property,plantandequipment 4,400 8.1 543
Currentassets 2,000 8.1 247
 6,400 790

Sharecapital 1,000 9.4 106
Pre-acquisitionretainedearnings 2,500 9.4 22266
Post-acquisitionretainedearnings:

 20X5profit 1,200 9.1 132
 20X5dividend (345) 8.8 (39)
 20X6profit 1,350 8.4 161
 20X6dividend (405) 8.1 (50)

Exchangedifferenceonnetassets   Balfig 78
 5,300 654
Loans 300 8.1 37
Currentliabilities  800 8.1  99
 1,100 136
 6,400 790

470
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3 TranslationofOdense–statementofprofitorlossandothercomprehensiveincome

 Odense Rate Odense
 Kr'000 $'000
Revenue 5,200 8.4 619
Costofsales (2,300) 8.4 (274)
Grossprofit 2,900 345
Otherexpenses  (910) 8.4 (108)
Profitbeforetax 1,990 237
Incometaxexpense  (640) 8.4 (76)
Profit/Totalcomprehensiveincomefortheyear 1,350 161

4 Goodwill
 Kr'000 Kr'000 Rate $'000
Considerationtransferred(520 9.4) 4,888  520
Non-controllinginterests(3,500 20%) 700  74

Sharecapital 1,000 9.4
Retainedearnings 2,500 
 (3,500)  (372)
 2,088  222
Exchangedifferences20X5 –  15
At31.12.X5 2,088 8.8 237
Impairmentlosses20X6 (148) 8.1 (18)
Exchangedifferences20X6  –  21
At31.12.X6 1,940 8.1 240

5 Consolidatedretainedearnings
 Standard Odense
 $'000 $'000
Atyearend 1,115 470
Atacquisition  (266)
  204
Groupshareofpost-acquisitionretainedearnings(204 80%) 163
Less:impairmentlossestodate(W4) (18)
 1,260
 

6 Non-controllinginterests(statementoffinancialposition)

 $'000
NCIatacquisition(W4) 74
NCIshareofpost-acquisitionretainedearningsofOdense(204(W5) 20%) 41
NCIshareofexchangedifferencesonnetassets(78(W2) 20%)  16
 131


7 Non-controllinginterests(statementofprofitorlossandothercomprehensiveincome)

 PFY TCI
 $'000 $'000
Profit/Totalcomprehensiveincomefortheyear(W3) 161 161
Othercomprehensiveincome:exchangedifferencesonnetassets(W9) – 48
 161 209
NCIshare 20% 20%
 =32 =42
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8 Consolidatedtranslationreserve
 $'000
Exchangedifferencesonnetassets(78(W2)80%) 62
Exchangedifferencesongoodwill(15+21(W4)) 36
 98

9 Exchangedifferences
 $'000
Ontranslationofnetassets: 
ClosingNA@CR(W2) 654
OpeningNA@OR(1,000+3,355=4,355*@8.8) (495)
Lessretainedprofitastranslated(PFY– dividends)(161(W3)– 405@8.1) (111)
 48
Ongoodwill(W4) 21
 69

*Theopeningnetassetshavebeencalculatedassharecapital(fromOdense'sstatementoffinancial
position)plusopeningretainedearnings(fromOdense'sstatementofchangesinequityextract).
Alternatively,theycouldhavebeencalculatedasclosingnetassetslesstotalcomprehensiveincome
fortheyearplusdividends:Kr(5,300,000–1,350,000+405,000).

Tutorialnote.

AsStandardchosetomeasurethenon-controllinginterestinOdenseattheproportionateshareofnet
assetsatacquisition,thepartialgoodwillmethodhasbeenadopted.Thismeansthatonlygroup
goodwillisrecognisedintheconsolidatedstatementoffinancialpositionandtherefore,nogoodwill
isrecognisedforthenon-controllinginterests(NCI).Therefore,therearenoexchangedifferenceson
goodwillrelatingtoNCI.Thisiswhyonlytheexchangedifferencesonnetassets(andnotthe
exchangedifferencesongoodwill)areincludedintheNCIworkings((W6)and(W7)).Sinceallthe
recognisedgoodwillrelatestothegroup,intheconsolidatedtranslationreserveworking(W8),the
exchangedifferencesongoodwillarenotmultipliedbythegroupshare.

IfStandardhadmeasuredNCIatfairvalueatacquisition(thefullgoodwillmethod),bothgroup
goodwillandgoodwillrelatingtotheNCIwouldhavebeenrecognised.Therefore,intheNCI
workings,theexchangedifferencesongoodwillwouldbeincluded.Intheconsolidatedtranslation
reserveworking,theexchangedifferencesongoodwillwouldbemultipliedbythegroupshare(in
thesamewayastheexchangedifferencesonnetassetshavebeentreated).

Itmighthelpifyouthinkaboutthetreatmentofexchangedifferencesongoodwillasbeingthesame
asthetreatmentforimpairmentlossesongoodwill.Sounderthepartialgoodwillmethod,asallof
therecognisedgoodwillrelatestothegroup,alloftheimpairmentlossesandexchangedifferences
ongoodwillbelongtothegroupsotheyshouldberecognisedinfullintheconsolidatedretained
earningsandtranslationreserveworkingsrespectivelyandneitherwouldbeincludedinNCI
workings.Whereasforthefullgoodwillmethod,impairmentlossesandexchangedifferenceson
goodwillareapportionedbetweenthegroup(intheretainedearningsandtranslationreserve
workings)andtheNCI(intheNCIworkings).
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10Consolidatedstatementofcashflows
STATEMENTOFCASHFLOWSFORTHEYEARENDED31DECEMBER20X5

 $'000 $'000
Cashflowsfromoperatingactivities 
Profitbeforetax 16,500
Adjustmentsfor: 
 Depreciation  5,800
 Impairmentlosses(W1)  240
 22,540
 Increaseintradereceivables(W4)  (1,700)
 Increaseininventories(W4)  (4,400)
 Increaseintradepayables(W4)  1,200
Cashgeneratedfromoperations 17,640
Incometaxespaid(W3)  (4,200)
Netcashfromoperatingactivities  13,440

Cashflowsfrominvestingactivities  
Acquisitionofsubsidiarynetofcashacquired  (600)
Purchaseofproperty,plantandequipment(W1)  (13,100)
Netcashusedininvestingactivities  (13,700)
Cashflowsfromfinancingactivities 
Proceedsfromissueofsharecapital(W2) 2,100
Dividendspaid(W2)  (900)
Dividendspaidtonon-controllinginterest(W2)   (40)
Netcashfromfinancingactivities  1,160
Netincreaseincashandcashequivalents  900
Cashandcashequivalentsatthebeginningoftheperiod  1,500
Cashandcashequivalentsattheendoftheperiod  2,400

Workings

1 Assets
 Property,plant

andequipment Goodwill
 $'000 $'000
b/d 25,000 –
OCI(revaluation) 500
Depreciation/Impairment (5,800) (240)
Acquisitionofsub/associate 2,700 1,640(W5)
Cashpaid/(rec'd) 13,100   –
c/d 35,500  1,400

2 Equity
 Share

capital
Share

premium
Retained
earnings

Non-controlling
interest

 $'000 $'000 $'000 $'000
b/d  10,000 2,000 21,900 –-

SPLOCI 11,100 350
Acquisitionofsubsidiary 1,500 2,500 1,440(W5)
Cash(paid)/rec'dβ 800 1,300 (900)* (40)
c/d  12,300 5,800 32,100 1,750
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*Dividendpaidisgiveninquestionbutworkingshownforclarity.

3 Liabilities


Taxpayable
 $'000
b/d  4,000
P/L 5,200
Acquisitionofsubsidiary 200
Cash(paid)/rec'd (4,200) β
c/d 5,200

4 Workingcapitalchanges
 Inventories

$'000
Receivables
$'000

Payables
$'000

Balanceb/d 10,000 7,500 6,100
Acquisitionofsubsidiary  1,600  600 300
 11,600 8,100 6,400
Increase/(decrease)(balancingfigure) 4,400 1,700 1,200
Balancec/d 16,000 9,800 7,600

5 Purchaseofsubsidiary
 $'000
Cashreceivedonacquisitionofsubsidiary 400
Lesscashconsideration (1,000)
Cashoutflow (600)

Note.Onlythecashconsiderationisincludedinthefigurereportedinthestatementofcash
flows. The shares issued as part of the consideration are reflected in the share capital
working(W2)above.

Goodwillonacquisition(beforeimpairment):

 $'000
Consideration:55+695(W3)+120(W2)+216 5,000
Non-controllinginterest:4,800 30% 1,440
Netassetsacquired (4,800)
Goodwill 1,640

11Currentissues

Toptips.Thisisamulti-partquestioncoveringanumberofaspectsofcurrentissuesinfinancial
reporting.Ensureyousplityourtimesothatyouspendadequatetimeoneachparttomaximise
marks.

Easymarks.ThereareelementssuchasinPart(a)onleases,Part(e)ontheDisclosureInitiative
andmaterialityExposureDraftandPart(f)ontheConceptualFrameworkExposureDraftwhere
straightforwardknowledgeisrequired.
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(a) (i) KeychangesinIFRS16Leases

(1) Themostimportantchangefromitspredecessor,IAS17Leases,isthatnearlyall
leasesmustbereported in thestatementof financialposition.The
distinctionbetween financeandoperating leasesno longerapplies for lessees,
where a single lessee accounting modem now applies, although it does for
lessors.

(2) Thereareexceptionsfor leasesof lowvalueandleasesofunder twelvemonths
duration.

(3) A lesseemustmeasure the lease liability similarly toother financial liabilities
andrecogniseinterestontheliability.

(4) Lease assets (right-of-use assets) and liabilities are initially measured on a
presentvaluebasis.Generally,assetsmustsubsequentlybedepreciatedunder
thecostmodelinIAS16Property,PlantandEquipment.

(5) Requirementsforlessorsareessentiallyunchanged.

(6) Thereareextensivedisclosurerequirementsforbothlesseesandlessors.

(ii) KeylikelyeffectsofIFRS16

(1) Companies will be required to report larger amounts of assets and
liabilities in their statements of financial position. This will particularly affect
companiesthatcurrentlyhavemuchoftheirleasingcommitmentoff-balancesheet
intheformofoperatingleases.Anexampleofthisisairlines,manyofwhichdo
not show any asset or liability in respect of their aircraft. Under IFRS 16, an
airlineenteringintoaleaseforanaircraftwouldshowanassetforthe'rightto
use' the aircraft andan equal liability based on the current value of the lease
paymentsithaspromisedtomake.

(2) As a result of bringing lease liabilities onto the statement of financial position,
loancovenantsmaybebreachedandneedtoberenegotiated.

(3) For companies that currently hold material operating leases, the pattern of
expenseswill change. Specifically, the lease expensewill be 'front-
loaded'. This is because IFRS 16 replaces the IAS 17 straight-line operating
lease expense with a depreciation charge for leased assets, included within
operating costs and an interest expense on lease liabilities included within
financingcostswhich isusuallyhigher in theearlyyearsof the lease.The total
expensewillgenerallybethesamebuttherewillbeadifferenceinexpense
profilebetweenIFRS16andIAS17,withaconsequenteffectonEBITDAand
operatingprofit.

(4) With regard to the statement of cash flows, IFRS16will generally change the
presentationofcashflows inrespectofleasespreviouslyaccountedforas
operatingleases.

Operating cash outflows, which is where operating lease payments are
reported under IAS 17, will reduce. However, there will be a corresponding
increase in financing cash outflows. This is because repayments of the
capitalcomponentofaleaseliabilityareincludedwithinfinancingactivities.

(b) IFRS16Leasesrequiresentitiestoaccount for the leasecomponentof thecontract
separately from the non-lease component. The entitymust split the rental or lease
paymentand:

 AccountfortheleasecomponentunderIFRS16;and
 Accountfortheserviceelementseparately,generallyasanexpenseinprofitorloss.
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Theconsiderationinthecontractisallocatedonthebasisofthestand-aloneprices
oftheleasecomponent(s)andthenon-leasecomponent(s).

On-IceCoshouldallocate$25,313,($30,000$27,000÷$(27,000+5,000)tothelease
elementandaccountforthatasaleaseunderIFRS16.

On-IceCoshouldallocate$4,687($30,000$5,000÷$(27,000+5,000)totheservicing
elementandrecogniseitinprofitorlossasanexpense.

(c) Classification of liabilities under the proposed amendments to IAS 1
PresentationofFinancialStatements

ExposuredraftED2015/1aimstoclarifythattheclassificationofliabilitiesascurrentornon-
currentshouldbebasedontheentity'srightsattheendofthereportingperiod.Itprovides
criteriaastowhenaliabilityshouldbeclassifiedascurrentandallliabilitiesnotmeetingthis
criteriashouldbeclassifiedasnon-current.Thekeychangeundertheproposalsisthatpriorto
theED,anentityneededtohaveanunconditionalrighttodefersettlementofanobligationfor
at least 12 months in order to classify a liability as non-current. The ED removes the term
'unconditional'.ThisisseenasapositivestepbytheIASBasintherealworldrightsarerarely
unconditionalbecausetheyoftendependoncomplianceinthefuturewithloancovenants.

The Exposure Draft also clarifies that 'settlement' of a liability refers to 'the transfer to the
counterparty of cash, equity instruments, other assets or services that results in the
extinguishmentoftheliability.'

(d) Additionalperformancemeasures

Additional performancemeasures (APMs) can take the form of additional key performance
indicators or providing more information on the individual items within the financial
statements.UsershavedriventhedemandforAPMsbecausefinancialstatements,preparedin
accordancewithapplicablefinancialreportingstandards,havebeenrestrictedintheamount
ofinformationthatcanbeprovided.

Preparers of financial statements may wish to report 'sustainable' (or 'underlying')
earnings. This means, in effect, that certain items of income and expense are excluded
becausetheyareconsideredirrelevantasregardstheirimpactonfutureyears'performance.
Examplesofsuchitemsincludefairvaluegainsorlossesonfinancialinstruments.

CommonAPMsincludethefollowing:

(i) Normalisedprofit.Thismaybedefinedinvariousways,butprincipallymeansprofit
perIFRS(orotherapplicablestandards)excludingnon-recurringitemssuchasdisposals
ofbusinesses,andotheritemssuchasamortisationofintangibles.

(ii) EBIT.Thismeansearningsbeforeinterestandtax.

(iii) EBITDA.Thisstandsforearningsbeforeinterest,tax,depreciationandamortisation.

(iv) Net financialdebt.This isgrossfinancialdebt lesscashandcashequivalentsand
otherfinancialassets,andisausefulindicatorofanentity'sabilitytomeetitsfinancial
obligations.

Ingeneral,APMsareanymeasuresof financialperformancenot specificallydefinedby the
applicablefinancialreportingframework.

TheproblematicnatureofsomeAPMsmaybeseeninthecaseofEBITDA.Thisisaproxy
foroperatingcash flows,although it isnot the same. It takesoperatingprofitandstripsout
depreciation,amortisationand (normally)anyseparately-disclosed itemssuchasexceptional
items.

EBITDA is not a cash flow ratio as such, but it is a widely used, and sometimes misused,
approximation.Particularreservationsinclude:
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(i) EBITDAisnotacashflowmeasureand,whileitexcludescertainsubjectiveaccounting
practices, it is still subject toaccountingmanipulation inaway thatcash flowswould
notbe.Exampleswouldincluderevenuerecognitionpracticesanditemsthathavesome
unusualaspectsbutarenotdisclosedseparatelyand,therefore,notaddedback.

(ii) EBITDAisnotasustainablefigureasthereisnochargeforcapitalreplacementsuchas
depreciation in traditional profit measures or CAPEX (capital expenditure) as in free
cashflow.

More generally, APMs are sometimes used by issuers to present an overly
favourablepictureofanentity'sfinancialperformancebystrippingoutthenegative
aspects.

(e) (i) TheIASB'sDisclosureInitiativeisabroad-basedundertakingexploringhowdisclosures
inIFRSfinancialreportingcanbeimproved.Itismadeupofanumberofprojects,the
secondofwhichwascompletedinJanuary2016.

TheDisclosureInitiativewasformallybegunin2012.SubsequentlytheIASBundertook
a constituent survey on disclosure and held a disclosure forum designed to bring
togethersecuritiesregulators,auditors,investorsandpreparers.Thisledtotheissueof
FeedbackStatementDiscussionForum–FinancialReportingDisclosure inMay2013,
whichoutlinedtheIASB'sintentiontoconsideranumberoffurtherinitiatives,including
short-termandresearchprojects.

Thedisclosureinitiativeisintendedtocomplementtheworkbeingdoneonthe
ConceptualFrameworkproject.

(ii) In October 2015, a Draft Practice Statement was issued as part of the Disclosure
Initiative. The Statement was developed in response to concerns with the level of
uncertainty over the application of the concept of materiality, which can result in
excessive disclosure of immaterial information while important information can be
obscured or even missed out of the financial statements. Its objective was to help
preparers, auditors and regulators use judgement when applying the concept of
materiality in order to make financial reports more meaningful. It provides non-
mandatory guidance to assist with the application of the concept of materiality to
financialstatementspreparedinaccordancewithIFRS.TheStatementisdividedintothe
followingthreekeyareas:

(1) Characteristicsofmateriality

(2) Howtoapplytheconceptofmaterialitywhenmakingdecisionsaboutpresenting
anddisclosinginformationinthefinancialstatements

(3) How toassesswhetheromissionsandmisstatementsof information
arematerialtothefinancialstatements.

Note thatwhilst not examinable, it isworth stating that the IASB issued IFRSPractice
StatementMakingMateriality Judgementson14September2017. Itproposesa four-
stepprocessentitiesmayfindusefultoapplywhenmakingmaterialityjudgements.Itis
notmandatoryandmaybeappliedwithimmediateeffect.

(f) In the IASB'sMay 2015 Exposure Draft: Conceptual Framework for Financial Reporting, it
proposes,forthefirsttime,conceptualguidanceonwhethertopresentincomeandexpenses
inprofitandlossorinothercomprehensiveincome(OCI).

TheEDconsidersthepurposeofthestatementofprofitorlossisto:

(a) Depictthereturnthatanentityhasmadeonitseconomicresourcesduringtheperiod;
and

(b) Provide information that is helpful in assessingprospects for future cash flowsand in
assessingmanagement'sstewardshipoftheentity'sresources.
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TheEDdoesnotdefineprofitorloss,althoughitdoesrequireatotal,butstatesthatit is the
primarysourceof informationaboutacompany's financialperformance.TheEDsuggestsa
rebuttablepresumptionthatallincomeandexpensesaretobeincludedinprofitandlossand
thatincomeandexpensesshouldonlybeclassifiedasOCIifitresultsinenhancedrelevance
oftheprofitorloss,or,iftheyrelatetoassetsorliabilitiesremeasuredtocurrentvalue.

ApresumptionthatincomeandexpensesincludedinOCIinoneperiodwillbesubsequently
reclassifiedtoprofitorloss(sometimesknownasrecycling)isalsointroduced,againwiththe
requirementthattheirinclusionwillenhancetherelevanceoftheinformationinthestatement
ofprofitor lossfor theperiod.Thepresumptionthatafuturereclassificationwilloccurcould
berebuttedifthereisnoclearbasisforidentifyingtheperiodinwhichreclassificationwould
enhancetherelevanceoftheinformationinthestatementofprofitorloss.Ifnosuchbasiscan
beidentified,thismayindicatethattheincomeorexpensesshouldnotbeincludedinOCI.
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Section2–Groupspreparationquestions 

12Ejoy

Workbookreferences.DiscontinuedoperationsarecoveredinChapter13ofyourWorkbook.
JointarrangementsarecoveredinChapter14.FinancialinstrumentsarecoveredinChapter7.

Toptips.Thisquestionrequiredtheproductionofaconsolidatedstatementofprofitorlossand
othercomprehensiveincome(SPLOCI)ofagroup.Youwereexpectedtocalculateandimpairment
testtheinvestmentinasubsidiary,toaccountforajointventure,todealwithimpairmentand
hedgingoffinancialassets,andaccountforadiscontinuedoperation.Makesureyoudrawupthe
groupstructurebeforeyoustartdetailedworkonyouranswer.AsthisisaconsolidatedSPLOCIand
bothacquisitionsoccurredpartwaythroughtheyear,youmightfindithelpfultoalsodrawupa
timeline.Thenextstepshouldbetoaggregatetheparentandsubsidiariesincomeandexpenseson
thefaceofyourproformabeforegoingontotackletheadjustments.Onceyouhavecompletedyour
answer,makesurethatyoucarefullyreviewtheapproachtocalculatingtheimpairmentlossunder
thepartialgoodwillmethodwhenyouaregiventherecoverableamountofthesubsidiary–itis
complexbutislikelytoberegularlytested.Youshouldalsoreviewthefinancialinstruments
adjustmentsasitcanbetrickyapplyingyourknowledgetoascenario.

Easymarks.Donotspendtoolongonthediscontinuedoperation.Youwouldnotbepenalised
tooheavilyifyougotthiswrongandthereareeasymarkstobegainedforaddingacrossandother
basicconsolidationaspects.

Markingscheme 

 Marks

Goodwill 7
Jointventure 2
Financialassets 7
Statementofprofitorlossandothercomprehensiveincome 8
Tbay 4
Non-controllinginterest 2

Maximum 30

 

EJOY:CONSOLIDATEDSTATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME
FORTHEYEARENDED31MAY20X6

 $m
Continuingoperations
Revenue(2,500+1,500) 4,000
Costofsales(1,800+1,200+34(W8)) (3,034)
Grossprofit 966
Otherincome(70+10–3(W11) 77
Distributioncosts(130+120) (250)
Administrativeexpenses(100+90) (190)
Financeincome(W6) 9
Financecosts(W7) (137)
Profitbeforetax 475
Incometaxexpense(200+26) (226)
Profitforperiodfromcontinuingoperations 249
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 $m
Discontinuedoperations

Profitfortheyearfromdiscontinuedoperations((30 612 )–2(W8)) 13

Profitfortheyear 262

Othercomprehensiveincomefortheyear(notreclassifiedtoP/L):

Gainonpropertyrevaluationnetoftax:80+10+(8 612 ) 94

Totalcomprehensiveincomefortheyear 356

Profitattributableto:
Ownersoftheparent 257
Non-controllinginterest(W2) 5
 262
Totalcomprehensiveincomefortheyearattributableto:
Ownersoftheparent(bal.fig.) 348
Non-controllinginterest(W2) 8
 356

Workings

1 Groupstructure

 Ejoy



 160
= 80%

200
 72

= 60%
120

(ownedforsixmonths)



 Zbay Tbay

Tbayisadiscontinuedoperation(IFRS5).


2 Non-controllinginterest

 Profitfortheyear Totalcompincome
 Zbay Tbay Zbay Tbay
 $m $m $m $m
PFY/TCIperquestion  34.0  44
(306/12)/(386/12) 15  19
InterestincomeonloanassetheldbyZbay(W4) 4.5  4.5 
Interestonlossallowanceduringtheyear(Loan
heldbyZbay)(W4)

(0.1)  (0.1) 

Timeline

1.12.X5

Ejoy

Zbay

Tbay

1.6.X5 31.5.X6
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Lessimpairmentloss(loanasset)(W4) (45.5)   (45.5) 
  (7.1) 15 2.9 19

  20%  40% 20%  40%
 (1.4) 6 0.6 7.6
  
 4.6 8.2

3 Goodwill
 Zbay  Tbay
 $m $m
Considerationtransferred 520 192
Non-controllinginterests (600  20%) 120 (310  40%) 124
Fairvalueofnetassetsat
acquisition (600)


(310)

 40 6

4 LoanheldbyZbay

On 31May 20X5, Zbay will have recognised, in accordance with IFRS 9, an allowance
equivalent to twelvemonths'expectedcredit losses.This is thelifetimeexpectedcredit losses
multipliedbytheprobabilityofdefaultinthenexttwelvemonths:10%$25m=$2.5m.This
isthebroughtdownlossallowanceat1June20X5.

Interestof4%willberecognisedonthisallowanceof$2.5mduringtheyearended31May
20X6,whichistheunwindingofthediscount.Thisinterestwillberecognisedinprofitorloss
fortheyear,andwillincreasethelossallowancebythesameamount:

DEBIT Profitorloss(4%$2.5m) $0.1m
CREDIT Lossallowance  $0.1m

Thelossallowanceat31May20X6istherefore$2.6m.

Interestincomemustalsoberecognisedinprofitorlossfortheyearended31May20X6on
thegrosscarryingamountof$100m:4.5%$100m=$4.5m.

By31May20X6thereisobjectiveevidenceofimpairment.Stage3oftheIFRS9hasbeen
reached,andlifetimeexpectedcredit losses,nowrevisedto$48.1m,mustberecognisedin
full. This means that the loss allowance, including interest, of $2.6mmust be increased to
$48.1m,andthedifferencechargedtoprofitorlossfortheyearended31May20X6:

DEBIT Profitorloss($48.1m–$2.6m) $45.5m
CREDIT Lossallowance  $45.5m

5 Hedgedbond(Ejoy)
 $m
1.6.X5 50.0
Interestincome(5%50) 2.5
Interestreceived (2.5)
Fairvalueloss(balancingfigure) (1.7)
Fairvalueat31.5.X6(perquestion) 48.3

Because the interest rateswapis100%effectiveasa fairvaluehedge, itexactlyoffsets the
lossinvalueof$1.7milliononthebond.Thebondisclassifiedatfairvaluethroughprofitor
loss.Boththegainontheswapandthelossonthebondarerecognisedinprofitor lossas
incomeandexpense.Theneteffectonprofitorlossisnil.
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6 Financeincome
 $m
InterestincomeonloanassetheldbyZbay(W4) 4.5
InterestreceivableonbondheldbyEjoy(W5) 2.5
InterestreceivedoninterestrateswapheldbyEjoy 0.5
Fairvaluegainoninterestrateswap 1.7
 9.2

7 Financecosts
 $m
Perdraftstatementsofprofitorlossandothercomprehensiveincome(50+40) 90.0
Interestonlossallowanceduringtheyear(LoanheldbyZbay)(W4) 0.1
Increaseinlossallowance(LoanheldbyZbay)(W4) 45.5
Fairvaluelossonhedgedbond(W5)  1.7
 137.3

8 Impairmentlosses
 Zbay Tbay
 $m $m
Notionalgoodwill(40100%/80%)(6 100%/60%)(W3) 50.0 10.0
Carryingamountofnetassets(W9)/(W10) 622.9 329.0
 672.9 339.0
Recoverableamount (630.0)

Fairvaluelesscostsofdisposal(344–(5100%/60%))  (335.7)

Impairmentloss:gross 42.9 3.3

Impairmentlossrecognised:allallocatedtogoodwill 
(80%42.9)/(60%3.3) 34.3  2.0

9 Carryingamountofnetassetsat31May20X6(Zbay)
 $m
Fairvalueofidentifiableassetsandliabilitiesacquired(1June20X4) 600.0
TCIforyearto31May20X5 20.0
TCIforyearto31May20X6perdraftstatementofprofitorlossandother
comprehensiveincome

44.0

InterestincomeonloanassetheldbyZbay(W4) 4.5
Interestonlossallowanceduringtheyear(LoanheldbyZbay)(W4) (0.1)
Lessimpairmentloss(loanasset)(W4) (45.5)
 622.9

10 Carryingamountofnetassets(Tbay)
 $m
Carryingamount ofinvestmentinTbayat31May20X6: 
Fairvalueofnetassetsatacquisition(1December20X5)  310
Post-acquisitionTCI(386/12)  19
  329

11 Jointventure
 $m $m
EliminationofEjoy'sshareofgainondisposal(50% 6) 3

DEBITOtherincome 3
CREDITInvestmentinjointventure 3
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13Zippy

Workbookreferences.DisposalsarecoveredinChapter12ofyourWorkbook.Pensionsare
coveredinChapter4andrevenueiscoveredinChapter1.FairvalueiscoveredinChapters3and
10.

Toptips.Thisquestionwasaconsolidatedstatementofprofitorlossandothercomprehensive
incomewithadisposalpart-waythroughtheyearinwhichcontrolislostbutsignificantinfluence
retained.Itisimportanttogetthegroupstructureright.Adjustmentswererequiredforthedisposal
(includinggoodwillandlossondisposalcalculations),fairvalues,investmentproperty,defined
benefitpensionplanandrevenuerecognition.Youalsoneededto'workbackwards'withregardto
thegoodwillontheothersubsidiarytodeterminewhatthenetassetsacquiredwouldhavebeen,and
thenmoveontocalculatewhatgoodwillshouldhavebeen.

Easymarks.Onceyouhaveestablishedthegroupstructure,therearesomeveryeasymarkstobe
hadforaggregatingtheincomeandexpensesofthethreecompaniesonalinebylinebasisandfor
Ginny,multiplyingthenumbersgiveninthequestionby

9
12 .



Markingscheme 

 Marks

Revenue 5
Costofsales 1
Investmentincome 4
Administrativecosts 4
Ginnydisposal 4
Ginnyassociate 2
Booandimpairment 3
Retirementbenefits 4
Non-controllinginterest 2
PresentationofOCIintoreclassified/notreclassifiedtoprofitorloss 1
 30


 

ZIPPY
GROUP STATEMENT OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME
FORTHEYEARENDED30JUNE20X6
 $m
Revenue:420+(132 912 )+90+6.6(W8) 615.60

Costofsales:304+(76 912 )+72+2(W4) (435.00)

Grossprofit 180.60
Investmentincome:36+(19 912 )+5–14(W3)+4.8(W6) 46.05

Administrativecosts:22+(12 912 )+18+1.2(W6)+10(W7) (60.20)

Otherexpenses:31+(18 912 )+15+1.8(W4) (61.30)

Operatingprofit 105.15
Netfinancecosts:2+(6 912 )+9+1.4(W7) (16.90)

Lossondisposalofsubsidiary(W3) (8.00)
Shareofprofitofassociate:32 312 40% 3.20
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 $m
Profitbeforetax 83.45
Incometaxexpense:30+(7 912 )–3 (32.25)

Profitfortheyear 51.20
Othercomprehensiveincome(itemsthatwillnotbereclassifiedtoprofitor
loss)



Gainonpropertyrevaluation:14+(16 912 )+2.4(W6) 28.40
Remeasurementofdefinedbenefitpensionplan (W7) 4.00
Shareofprofitofothercomprehensiveincomeofassociate:16 312 40% 1.60
Othercomprehensiveincomefortheyear 34.00
Totalcomprehensiveincomefortheyear 85.20

Profitattributableto: 
Ownersoftheparent (bal.fig.) 45.60
Non-controllinginterests(W2) 5.60

 51.20
Totalcomprehensiveincomeattributableto: 
Ownersoftheparent 74.80
Non-controllinginterests(W2) 10.40

 85.20
Workings

1 Groupstructure

Zippy





 Boo(subsidiary) Ginny (associatefrom1.4.X6)
 80% 60%40%
Consid.trans. $60m $90m $62m
FVNA $54m $114m
FVNCI $12m $50m

1.7.X5to30.6.X6
80%

1.7.X5 31.3.X6 30.6.X7
60%–20%=40%

Timeline

Zippy


Boo Subsidiarywith20%NCIforwholeyear



Ginny


Subsidiarywith40%NCI 12
9 40%associate 12

3 



 30.6.X61.7.X5 31.3.X6
Sold20%

Gain/lossondisposal
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2 Non-controllinginterests
 Ginny Boo
 Profitforyear TCI Profitforyear TCI
 $m $m $m $m
Perquestion (16.0) (16.0)
32

12
9  24.0 

48
12

9  36.0 

Depreciationoffair
valueadjustment
(W4)

 (2.0)


(2.0)

Impairmentoffull
goodwill(W4) – – (1.8)



(1.8)
 24.0 36.0 (19.8) (19.8)
NCIshare 40% 40% 20% 20%
 9.6 14.4 (4.0) (4.0)
 

 

 

 

 

 $5.6m $10.4m

3 Gain/(loss)ondisposalofGinny(controllost)
 $m $m
Fairvalueofconsiderationreceived  44
Fairvalueof40%investmentretained  62
Lessshareofconsolidatedcarryingamountatdate
controllost



Netassets:$118m+($48m 912 ) 154

Goodwill(W4) 26
Lessnon-controllinginterests(W5) (66)

  (114)
  (8)

Note.ThegainondisposalintheindividualfinancialstatementsofZippywouldhave
been$44m– ($90m20%/60%)=$14m.Thiswas included inZippy's investment
incomeandmustberemovedinarrivingatconsolidatedinvestmentincome.

4 Goodwill
 Ginny Boo
 $m $m
Considerationtransferred 90 60.0
Fairvalueofnon-controllinginterest 50 12.0
Fairvalueofnetassets (114) (44.0)β
 26 28.0(perqu.)
Effectoffinalisationoffairvalueofnetassets:
$54m(perqu.)–$44m* – (10.0)
 – 18.0
Impairmentloss:10%  – (1.8) 
 26 16.2
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*Note. The final fair value of the identifiable net assets is $10m higher than the
carrying amount of net assets that was used in the initial goodwill calculation.
Therefore,goodwillisreducedby$10m.Additionaldepreciationshouldbechargedto
cost of sales of ($10m/5)=$2m.Note that the fair valueswere finalisedwithin the
initialaccountingperiod(amaximumof12monthsfromacquisition)sotheadjustment
is treated retrospectively. Goodwill impairment of $1.8m is to be charged to other
expenses.

5 Non-controllinginterestsofGinny(SOFP)atdisposal
 $m
Non-controllinginterestatacquisition (W4) 50
NCIshareofpostacq'nretainedearningsto31March20X6:
($154m(W3)–$114m)40%



16
 66

6 Investmentproperty:ten-floorofficeblock

 Investment
property

Owner
occupied


Total

 $m $m $m
1July20X5:908/10
  902/10

72.0 18.0 90.0

Depn.$18m/15years – (1.2)(P/L) (1.2)
 72.0 16.8 88.8
Fairvaluegainβ 4.8 (P/L) 2.4 (OCI) 7.2
Fairvalueat30June20X6:
 968/10
 962/10

76.8
19.2




96.0

*Note. Depreciation of $1.2m should be charged to administrative costs. The fair
valuegainoninvestmentpropertyof$4.8mshouldberecordedininvestmentincome.
Thefairvaluegainonowner-occupiedpropertyof$2.4mshouldberecordedinother
comprehensiveincome.

7 Definedbenefitpensionplan
 $m
Netobligationb/d1July20X5 (14.0)
Servicecostsfory/e30June20X6 (10.0)(P/L)
Netinterestonnetdefinedbenefitobligation:1410% (1.4)(P/L)
Contributionstoscheme 8.0
Remeasurementgains 4.0(OCI)
Netobligationc/d30June20X6 (13.4)

Servicecostsandinterestwillbechargedtoprofitorlossfortheyear,servicecoststo
administrativecostsandinteresttofinancecosts.Remeasurementgainswillbecredited
toothercomprehensiveincomefortheyear.

8 Revenuerecognition:Whizoo 

Manufacturingdefects:

The$40 credit per unit is a revision to the transaction price for the first 6,000 units
sold.Therefore,thereshouldbeareductioninrevenueequalto(6,000$40)$0.24m
forthefirst6,000unitssold.

DEBIT Revenue(6,000 $40) $0.24m 
CREDIT Tradereceivables $0.24m
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Further7,000units:

The negotiated price of $950 per unit is dependent on the purchase of the initial
10,000 units. Therefore, it does not meet the conditions to be accounted for as a
separatecontract.Insteaditistreatedasacancellationoftheoldcontracttogetherwith
the creation of a new contract. The revenue attributable to the further 7,000 units
manufacturedwillthereforebecalculatedusingaweightedaveragepricebasedonthe
remaining4,000unitsunder theoriginalcontract(at$1,000perunit)andthe5,000
unitsunderthenewcontract(at$950perunit).Thisiscalculatedasfollows:

 
 (4,000 $1,000)+(5,000 $950)

=$972peritem
4,000+5,000



The additional revenue to be accrued for these 7,000 units is (7,000  $972)
=$6.8m.

DEBIT Receivables(7,000 $972) $6.8m 
CREDIT Revenue $6.8m

Norevenuecanyetbeincludedforthe2,000unitswhichhavenotbeenmanufactured
as at 30 June 20X6 as Zippy has not satisfied its performance obligation. The net
increasetotherevenueofZippyshouldbe($6.8m–$0.24m)$6.6m.

14Bravado

Workbookreferences.StepacquisitionsarecoveredinChapter11.Thefullandpartial
goodwillmethodsarecoveredinChapter10,financialinstrumentsinChapter7andforeign
transactionsinChapter15.

Toptips.Thisquestionrequiredthepreparationofaconsolidatedstatementoffinancialposition
wherethenon-controllinginterestonacquisitionwasatfairvalue.Thisisoftencalledthefull
goodwillmethod.Therewasalsoacalculationandexplanationoftheimpactonthecalculationof
goodwillifthenon-controllinginterestwascalculatedonaproportionatebasis(orthe'partial
goodwill'method).Themainbodyofthequestionrequiresyoutodealwiththecalculationof
goodwillinasimplesituation,thecalculationofgoodwillwheretherewasapriorholdinginthe
subsidiaryandcontingentconsideration,aninvestmentinanassociate,aforeigncurrency
transaction,deferredtaxandimpairmentofinventory.Don'tbeputoffbythefactthatthegoodwill
onMessageisnegative(gainonabargainpurchase).Thisisunusual,andcansometimesmean
yourcalculationiswrong,butyoudon'tlosemanymarksforarithmeticalmistakes.

Easymarks.Inpart(a),easymarksareavailableforaggregatingtheparent'sandsubsidiaries'
assetsandliabilitiesonalinebylinebasis.Ifyou'repushedfortimeyoushouldignoretheforeign
currencyinvestment,asit'sfiddlyandonlycarriestwomarks.

Part(b)hasagenerousmarkallocation,sincethecalculationissimilartothatinpart(a)–youjust
needtheNCIshareofthesubsidiary'snetassets.


Markingscheme 

 Marks

(a) Property,plantandequipment 3
 Goodwill 4
 Investmentinassociate 3
 Investmentinequityinstrument 2
 Currentassets 1
 Retainedearnings 4
 Othercomponentsofequity 3
 Sharecapitalandlong-termborrowings 1
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 Marks
 Deferredtax 1
 Currentliabilities 1
 Non-controllinginterest  2
 25
(b) Message 1
 Mixted 1
 Explanation  3
  5
  30
 

(a) BRAVADOGROUP
CONSOLIDATEDSTATEMENTOFFINANCIALPOSITIONASAT31MAY20X9

 $m
Non-currentassets
Property,plantandequipment:265+230+161+40(W7)+12(W7) 708.0
Goodwill(W2) 25.0
Investmentinassociate(W3) 22.5
Investmentinequityinstruments:51+6+5– 17.4(W8) 44.6
 800.1
Currentassets 
Inventories:135+55+73 263.0
Tradeandotherreceivables:91+45+32 168.0
Cashandcashequivalents:102+100+8 210.0
 641.0
 1,441.1
Equityattributabletoownersoftheparent 
Sharecapital 520.0
Retainedearnings(W4) 284.1
Othercomponentsofequity(W5) (0.4)
 803.7
Non-controllinginterests(W6) 148.8
 952.5
Non-currentliabilities
Long-termborrowings:120+15+5 140.0
Deferredtax:25+9+3+2.6(W7) 39.6
 179.6
Currentliabilities
Tradeandotherpayables:115+30+60+12(W2) 217.0
Currenttax:60+8+24 92.0
 309.0
 1,441.1
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Workings

1 Groupstructure



Bravado


 1.6.20X8 80% 



 Message Mixted
 Retainedearnings:$136m Retainedearnings:  $55m
 OCE:$4m OCE:  $7m

2 Goodwill

 Message Mixted
 $m $m $m $m
Considerationtransferred 
 Cash 300  118
 Contingent(atFV) –  12

 300  130
Non-controllinginterest(atfairvalue) 86  53
Fairvalueofpreviouslyheldequity
interest

 15

 
Lessfairvalueofnetassetsat acquisition 
 Per question/170+6 400 176
 Deferredtaxliability(W7) – (3)

 (400)  (173)
Negativegoodwill(Gainonbargain
purchase)/Goodwill

(14)*  25

*Note.Thisisagainonabargainpurchaseandshouldberecordedinprofitorloss
fortheyearattributabletotheparent(W4).

3 Investmentinassociate

 $m
Cost=fairvalueatdatesignificantinfluenceachieved:$9m+ $11m 20.0
Shareofpost'acquisition'retainedearnings$10m* 25% 2.5
 22.5

*Note.Theprofitfortheyearto31May20X9istherelevantfigure,astheinvestment
onlybecameanassociateatthebeginningofthatyear.

4 Retainedearnings
 Bravado Message Mixted
 $m $m $m
Atyearend 240.0 150 80.0
Fairvaluemovement(W7) (1.6)
Gainonbargainpurchase(W2) 14.0 
Atacquisition (136) (55.0)
 14 23.4

Groupshare

Message:80%14 11.2
Mixted:70%23.4 16.4
Clarity:25%10*  2.5

 284.1

1.6.X7 1.6.X8
10%+15% =25%

Clarity


1.6. 20X7        1.6. 20X8
6%+64%=70%
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 *Note.The$10mprofitfortheyearto31May20X9isthepost-acquisitionfigureas
Claritybecameanassociateon1June20X8.

5 Othercomponentsofequity
 Bravado Message Mixted
 $m $m $m
Atyearend 17.0 4 7
ForeignIEI(W9) (17.4) 
Atacquisition (4) (7)
Groupsharepostacq'n:Message 0.0 0 0
 Mixted 0.0 
 (0.4) 

6 Non-controllinginterests
 Message Mixted
 $m $m
NCIatdateofcontrol(FV/W2) 86.0 53
NCIshareofpost-acquisitionreserves 
 Message:14(W4) 20% 2.8 
 Mixted:23.4(W4) 30%   7

 88.8 60
 
 148.8

Note. TheNCI shareof post-acquisition reserves should includeall relevant reserves
(egretainedearnings,othercomponentsofequity).However,asneithersubsidiaryhas
any post-acquisition other components of equity, the only post-acquisition reserves to
includehereareretainedearnings.

7 Fairvalueadjustments

Message: 
 Atacq'n

1.6.X8
Movement Atyearend

31.5X9
 $m $m $m
Land:400–(220+136+4) 40 – 40
 
Mixted: 
 Atacq'n

1.6.X8
Movement

1
7 

Atyearend
31.5X9

Property,plant&equipment:
170+6–(100+55+7) 14 (2.0) 12.0
Deferredtaxliability:(176– 166) 30% (3) 0.4 (2.6)
 11 (1.6) 9.4

8 Foreigncurrencyinvestmentinequityinstrument

 $m
Valueoninitialrecognition:11m dinars  4.5 49.50
Valueat31May20X8:10mdinars  5.1 51.00
Gain 1.50

At31May20X8,thisgainwouldberecordedinothercomprehensiveincome(not
reclassifiedtoprofitorloss).
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DEBIT Investmentinequityinstrument $1.5m
CREDIT Othercomponentsofequity (viaOCI)  $1.5m

  $m
Valueat31May20X8  51.00
Valueat31May20X9:7mdinars  4.8  (33.60)
Impairment  17.40

Thisisrecordedasfollows 
DEBIT Othercomponentsofequity (viaOCI) $17.4m
CREDIT Investmentinequityinstrument  $17.4m

(b) Goodwillifnon-controllinginterestiscalculatedonaproportionatebasis
 Message Mixted
 $m $m $m $m
Consolidatedtransferred 
Cash 300  118.0
Contingent(atFV) –  12.0

 300  130.0
Non-controllinginterest(20%400)/(30% 173) 80  51.9
Fairvalueofpreviouslyheldequityinterest  15.0
Lessfairvalueof netassetsatacquisition 
Perquestion 400 176
Deferredtaxliability(W7)  – (3)

 (400)  (173.0)
Negativegoodwill(Gainonbargain
purchase)/goodwill

(20)  23.9

Theproportionatebasisresultsinonlytheparent'sshareofgoodwillbeingincorporatedinto
the goodwill calculation. This is sometimes referred to as the 'partial goodwill' method.
Whereasthe'fullgoodwill'orfairvaluemethodincorporatestheparent'sshareandthenon-
controllinginterest'sshareofgoodwillintothecalculation.

InthecaseofMessage,ifnon-controllinginterestisvaluedonaproportionatebasis,the
gain on the bargain purchase is greaterwhichwould increase the reported
income. The reason for this is thatunder the fullgoodwillmethod, thegoodwill relating to
non-controlling interests (calculatedas fair valueofNCI$86m lessNCI shareofnetassets:
20%$400m) ispositivegoodwill of$6mwhichhasbeennettedoff against theparent's
gainonbargainpurchase.Therefore,excludingthispositivegoodwillundertheproportionate
methodresultsinagreatergainonthebargainpurchase.

InthecaseofMixted, thegoodwill is lessundertheproportionatemethodwhichwould
resultinlowernetassetsintheconsolidatedstatementoffinancialpositionwiththeresult
thatimpairmentofgoodwillmaybeless.

15Jocatt

Workbookreferences.GroupstatementsofcashflowarecoveredinChapter16,stepacquisitions
inChapter11,deferredtaxinChapter6,non-currentassetsinChapter3andpensionplansin
Chapter4.

Toptips.Intacklingthisstatementofcashflowsquestion,rememberthattimemanagementisthekey.
Setoutyourproformaandworkingsanddonotspendtoolongonthefiddlybits.Thequestion
requiredyoutounderstandhowastepacquisitionwouldworkunderIFRS3–youneedtoknowthat
thefairvalueofthepreviouslyheldinterestinTigret,andthefairvalueofthenon-controllinginterestin
Tigretasasubsidiary,gointhegoodwillcalculation.Othercomplicationsincludearetirementbenefit
schemeandarightsissue.Becarefultoensurethatthepurchaseofthesubsidiaryisdealtwithin
calculatingcashflowsacrosstherangeofassetsandliabilities.
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Easymarks.Theseareavailableforbasiccashflowaspects–workingcapitalcalculations,non-
controllinginterest,taxandinvestmentpropertyadditions.Followourorderfortheworkings–theeasy
onescomefirst.

Markingscheme 

 Marks
 Netprofitbeforetax 1
 Retirementbenefitexpense 2
 DepreciationonPPE 1
 Depreciationoninvestmentproperty 1
 Amortisationofintangibleassets 1
 Profitonexchangeofland 1
 Lossonreplacementofinvestmentproperty 1
 Associate'sprofit 1
 Impairmentofgoodwill 4
 Gainonrevaluationofinvestmentinequityinstruments(Tigret)priorto

derecognition
1

 Financecosts 1
 Decreaseintradereceivables 1
 Decreaseininventories 1
 Increaseintradepayables 1
 Cashpaidtodefinedbenefitpensionplan 1
 Interestpaid 1
 Incometaxespaid 2
 Purchaseofassociate 1
 PurchaseofPPE 2
 Purchaseofsubsidiary 1
 Additions–investmentproperty 1
 Proceedsfromsaleofland 1
 Intangibleassets 1
 Purchaseofinvestmentsinequityinstruments 1
 Repaymentoflong-termborrowings 1
 RightsissueNCI 1
 Non-controllinginterestdividend 1
 Dividendspaid 1
 Netincreaseincashandcashequivalents 1
 35
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JOCATTGROUP
STATEMENTOFCASHFLOWSFORYEARENDED30NOVEMBER20X2

 $m $m
Cashflowsfromoperatingactivities 
Profitbeforetaxation 59.0 
Adjustmentsfor: 
Depreciation(perquestion) 27.0 
Amortisation(W1) 17.0 
Impairmentofgoodwill(W1) 31.5 
Profitonexchangeofland*:15+4– 10 (9.0) 
Gainoninvestmentproperty*(W1) (1.5) 
Lossonreplacementofinvestmentproperty* 0.5 
Gainonrevaluationofinvestmentinequityinstruments
(Tigret–fairvalueonderecognitionlessfairvalueat
1December20X1:5–4)


(1.0)



Retirementbenefitexpense(W7) 4.0 
Cashpaidtodefinedbenefitpensionplan(W3) (7.0) 
Shareofprofitofassociate(perquestion) (6.0) 
Interestexpense(perquestion) 6.0 
 120.5 
Decreaseintradereceivables(W4) 56.0 
Decreaseininventories(W4) 23.0 
Increaseintradepayables(W4) 89.0 
Cashgeneratedfromoperations 288.5 
Interestpaid(perquestion) (6.0) 
Incometaxespaid(W3)  (16.5) 
Netcashfromoperatingactivities 266
Investingactivities 
Acquisitionofsubsidiary,netofcashacquired:15– 7 (8.0) 
Acquisitionofassociate(W1) (48.0) 
Purchaseofproperty,plantandequipment(W1) (98.0) 
Purchaseofinvestmentproperty(perquestion) (1.0) 
Purchaseofintangibleassets(W6) (12.0) 
Purchaseofinvestmentsinequityinstruments(W1) (5.0) 
Proceedsfromsaleofland  15.0 
Netcashusedininvestingactivities (157)
Financingactivities 
Proceedsfromissueofsharecapital(W2) 0.0 
Repaymentoflong-termborrowings(W3) (4.0) 
Rightsissuetonon-controllingshareholders(fromSOCIE) 2.0 
Dividendspaid(fromSOCIEor(W2)) (5.0) 
Dividendspaidtonon-controllinginterestshareholders
(fromSOCIEor(W2))

(13.0) 

Netcashusedinfinancingactivities (20)
Netincreaseincashandcashequivalents 89
Cashandcashequivalentsatthebeginningoftheyear 143
Cashandcashequivalentsattheendoftheyear 232

*Note.Thestatementofprofitorlossandothercomprehensiveincomeinthequestionshows'gains
onproperty'of$10.5m,whichneedtobeaddedbacktoprofitinarrivingatcashgeneratedfrom
operations. This is made up of $1.5m gain on investment property (W1) and $9m gain on the
exchange of surplus land for cash and plant (Note (vi) of the question). The double entry for the
exchangeis:
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DEBIT Cash $15m
DEBIT Plant $4m
CREDIT Land  $10m
CREDIT Profitorloss  $9m

Separatefromthis,alsoshowninW1,isanimpairmentlossontheoldheatingsystem(Note(v)of
thequestion),forwhichthedoubleentriesare:

DEBIT Profitorloss(oldheatingsystem) $0.5m
CREDIT Investmentproperty(oldheatingsystem)  $0.5m

DEBIT Investmentproperty(newheatingsystem) $1m
CREDIT Cash  $1m

Workings

1 Assets
 PPE Investment

property
Goodwill Other

intangible
assets

Associate Investments
inequity

instruments
 $m $m $m $m $m $m
b/d 254 6.0 68.0 72 0 90
P/L  1.5β 6 1
OCI (7)  3*
Dep'n/Amort'n/ (27)  (31.5)β (17)β  
Impairment      
Acquisitionof      
sub/assoc 15 (W5)11.5 18 48β 
Non-cashadditions 4  
Disposals/ (10) (0.5)  (W5)(5)
derecognition   
Cashpaid/ 98 1.0  0.0 (W6) 12  (0) 5
(rec'd)β   
c/d 327 8.0  48.0  85 54 94

*Grossedupforrelatedtax:$2m+$1m

2 Equity


Sharecapital
Retained
earnings NCI

 $m $m $m
b/d 275 324 36
P/L 38 10
OCI (6) 
Acquisitionofsubsidiary 15 20
Rightsissue(5 40%) 2
Cash(paid)/rec'dβ 0 (5)* (13)*
c/d 290  351  55

*Note.Cashflowgiveninquestion,butworkingshownforclarity.
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3 Liabilities
 Long-term

borrowings Taxpayable
Pension

obligation
 $m $m $m
  (41+30)

b/d  71 71.0 22
P/L 11.0 (W7) 4
OCI 1.0 6
Acquisitionofsubsidiary (W5)1.5 
Cash(paid)/rec'dβ (4) (16.5) (7)
c/d   67  68.0  25
  (35+33)

4 Workingcapitalchanges
 Inventories Trade

receivables
Trade

payables
 $m $m $m
b/d  128 113  55
Acquisitionofsubsidiary 5
∴Increase/(decrease) (23) (56) 89
c/d   105  62  144

5 GoodwillonacquisitionofTigret
 $m $m
Considerationtransferred:$15m+$15m 30.0
Fairvalueofnon-controllinginterests 20.0
Fairvalueofpreviouslyheldinvestment 5.0
 55.0
Identifiablenetassets:
($15m+$18m+$5m+$7m) 45.0
Deferredtax:($45m–$40m)30% (1.5)
 (43.5)
  11.5

6 Intangibleassets

Theresearchcostsof$2mandthemarketingcostsof$1marechargedtoprofitorlossforthe
year.

The$8mcost of thepatents and the$4mdevelopment costs=$12mare cashoutflows to
acquireintangibleassets.

7 Retirementbenefitexpense

Thetotalnetpensioncostchargedtoprofitorlossis:

  $m
Currentservicecost 10
Pastservicecost(recognisedimmediately) 2
Netinterestincomeonnetplanassets (8)

  4
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16Warrburt

Workbookreferences.GroupstatementsofcashflowarecoveredinChapter16,financial
instrumentsinChapter7,employeebenefitsinChapter4andnon-currentassetsinChapter3.

Toptips.Therearemanystraightforward,non-groupaspectstothisgroupstatementofcashflows,
somakesureyoudon'tgetboggeddowninthedetailedadjustmentsattheexpenseofthese.The
adjustmentstothenetlossbeforetaxincludesomemoreunusualones,suchastheprofitonthe
investmentinequityinstruments.Wehavesetupworkingsforimpairmentongoodwilland
intangibles,eventhoughtheamountsaregiventoyouinthequestion.Itisgoodpracticetosetup
standardworkingsincasethereissomethingmissingfromtheinformationinthequestion,oryou
havetocalculatethefiguresfromscratch.Inpart(b),usetheinformationinthefirstpartofthe
questioninansweringthisparttomakeyouranswerapplied.Don'tjustgivegeneraladvantages
anddisadvantagesofstatementsofcashflows–thiswouldnotscoreapass.Don'tskimponpart(b)
–ithasfivemarks.Ouranswerislongerthanyouwouldneedtoproduceintheexam,andcredit
willbegivenforeachvalidpointeveniftheyarenotincludedinoursuggestedsolution.

Easymarks.Theseareavailableforsettingouttheproformaandworkings,downloadingfigures
fromthefinancialstatementsgiveninthequestionandalsoforvalidpointsmadeinpart(b)on
interpretation.Donotspendtoomuchtimeonthefiddlyworkingsattheexpenseofthesemuch
easiermarks.

Markingscheme 

 Marks

(a) Netlossbeforetax  1
 Investmentinequityinstruments  2

Retirementbenefit  2
 Property,plantandequipment  3
 Profitoninsuranceclaim  1
 Associate  3
 Goodwillandintangibles  1
 Interestexpenseandinterestpaid  2
 Taxation  3
 Workingcapital  3
 Proceedsofshareissue  1
 Repaymentofborrowings  1
 Dividends  1
 Non-controllinginterest  1
  25
(b) Keyissueshighlightedbystatementofcashflows:discussion–

1markpervalidpointwhichmayinclude:


 Statementofcashflowsisindicatorofcompany'sliquidity  1
 Lossbeforetaxcomparedtonetcashfromoperatingactivities  1
 Cashfromsaleofinvestmentsnotsustainableinlongterm  1
 Workingcapitalisbeingusedforinvestingactivities  1
 Discussionofratios(currentratio,quickratio,gearing)  1

 5
 30
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(a) WARRBURTGROUP
STATEMENTOFCASHFLOWSFORTHEYEARENDED30NOVEMBER20X8

 $m $m
Operatingactivities 
Netlossbeforetax (47)
Adjustmentsfor 
Gainonrevaluationofinvestmentinequityinstruments(W1) (7)
Retirementbenefitexpense 10
Depreciation 36
Profitonsaleofpropertyplantandequipment:$63m– $56m (7)
Profitoninsuranceclaim:$3m–$1m (2)
Shareofprofitofassociate (6)
Impairmentlosses:$20m+$12m (W1) 32
Interestexpense 9
 18
Decreaseintradereceivables(W4) 71
Decreaseininventories(W4) 63
Decreaseintradepayables(W4) (85)
Cashgeneratedfromoperations 67
Retirementbenefitcontributions* (10)
Interestpaid(W5) (8)
Incometaxespaid(W3) (39)
Netcashfromoperatingactivities  10

Investingactivities 
Purchaseofproperty,plantandequipment (perqu/(W1)) (60)
Proceedsfromsaleofproperty,plantandequipment 63
Proceedsfromsaleofinvestmentsinequityinstruments(W1) 45
Acquisitionofassociate(W1) (96)
Dividendreceivedfromassociate:(W1) 2
Netcashusedininvestingactivities  (46)

Financingactivities 
Proceedsfromissueofsharecapital (W2) 55
Repaymentoflong-termborrowings (W3) (44)
Dividendspaid (9)
Dividendspaidtonon-controllingshareholders(W3) (5)
Netcashusedinfinancingactivities  (3)
Netdecreaseincashandcashequivalents  (39)
Cashandcashequivalentsatbeginningofyear  323
Cashandcashequivalentsatendofyear  284

*Note.Only the contributionspaidare reported in the cash flow,because this is the only
movementofcash.Theamountspaidby the trusteesarenot included,because theyarenot
paidbythecompany.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 147

Workings

1 Assets



PPE


Goodwill

Intangible
assets




Associate

Investment
inequity

instruments
 $m $m $m $m $m
b/d 360 100 240 0 150
P/L 6
OCI(revaluation) 4  30*
Fairvaluegainon
investmentinAlburt


7**

Dep'n/Impairment/ (36) (20)β (12)β 
Acquisitionofassociate 96β
Assetdestroyed (1) 
Replacementfrominsurance
company(atfairvalue) 3



Disposals (56) 
Non-cashadditions(on
credit)($80m–$60m(W4)) 20




Cashpaid/(rec'd)


60 0 0

825%
(2)


(45)

c/d 354  80  228 100 142

*Thisisthegainonrevaluation,whichisshowninthestatementofprofitorlossand
other comprehensive income net of deferred tax of $3m (W3), that is at $27m. The
grossgainistherefore$30mandistheamountreflectedinthisworking.

**Thisisfairvalueondisposallessfairvalueat1December20X7.

2 Equity
 Sharecapital Retained earnings NCI
 $m $m $m
b/d 595 454 53
P/L (74) (2)
OCI (4)* 
Cash(paid)/rec'd 55  (9)** (5)**
c/d 650 367 46
*Actuarialloss

**Cashflowgiveninquestion,butworkingshownforclarity 

3 Liabilities
 Long-term

borrowings


Taxpayable
Retirementbenefit

obligation
 $m $m $m
b/d 64 (26+42)68 96

P/L 29 10
OCI 3+2(W1)*

5
4

Cash(paid)/rec'd (44)  (39)  (10)**
c/d  20 63

(28+35)
100

 *OnrevaluationgainonPPE+revaluationgainoninvestmentsinequityinterests
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 **Only thecontributionspaidare reported in thecash flow,because this is theonly
movementofcash.Theamountspaidbythetrusteesarenotincluded,becausetheyare
notpaidbythecompany.

4 Workingcapitalchanges


Inventories
Trade

receivables
Trade

payables
 $m $m $m
b/d  198 163  180
PPEoncredit($80m–
$20m(W1))


20

...Increase/(decrease) (63) β (71) β (85) β
c/d  135 92  115

5 Interestpayable
  $m

b/d(short-termprovisions) 4
Profitorlossforyear 9
Cashpaid(balancingfigure) (8)
c/d(short-termprovisions) 5

(b) Keyissuesarisingfromthestatementofcashflows

Thestatementoffinancialpositionandthestatementofprofitorlossandothercomprehensive
income, and the ratios associated with these statements, can provide useful information to
users,butitisthestatementofcashflowswhichgivesthekeyinsightintoacompany's
liquidity.Cash is the lifebloodofbusiness,and lessable tobemanipulated thanprofit. It is
particularly important to lookatwhere the cash has come from. If the cash is from trading
activity,itisahealthysign.

AlthoughWarrburthasmadealossbeforetaxof$47m,netcashfromoperatingactivitiesisa
modestbuthealthy$10m.Beforeworkingcapitalchanges,thecashgeneratedis$18m.The
question arises, however, as to whether this cash generation can continue if
profitabilitydoesnotimprove.

Ofsomeconcernisthefactthatalargeamountofcashhasbeengeneratedbythe
sale of investments in equity instruments. This source of cash generation is not
sustainableinthelongterm.

Operatingcashflowdoesnotcomparefavourablywithtradingliabilities($115m).
In the long-term,operatingcash flowshould finance the repaymentof long-termdebt,but in
thecaseofWarrburt,workingcapitalisbeingusedtoforinvestingactivities,specifically
the purchase of an associate and of property, plant and equipment. It remains to be seen
whether these investmentsgenerate futureprofits thatwill sustainand increase theoperating
cashflow.

Thecompany'scurrentratio(511/155=3.3)andacidtestratio(376/155=2.43)are
sound; it appears that cash is tied up in long-term, rather than short-term investment. An
encouragingsign,however,isthatthecashusedtorepaylong-termloanshasbeenmorethan
replaced by cash raised from the issue of share capital. This means that gearing will
reduce,whichisparticularlyimportantinthelightofpossibleproblemssustainingprofitability
andcashflowsfromtradingactivities.
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Section3–Exam-standardquestions 

17Jarvis

Workbookreferences.EthicsarecoveredinChapter2,non-currentassetsinChapter3and
socialandenvironmentalreportinginChapter17.

Toptips.Part(a)requiresadiscussionofpossiblecapitalisationofinnovationprojectspendasnon-
currentassets.Thisisafundamentaltopicyoushouldbefamiliarwithtechnicallyandableto
demonstratestraightforwardknowledgeaswellasdiscuss.

Part(b)requiresadiscussionofcorporateresponsibilityandinparticularsocialandenvironmental
reporting.Part(c)requiresconsiderationoftheethicalfactorsinvolvedincompaniesdisclosinglarge
amountsofnarrativeinformationintheseareasbutnotviewingcorporateresponsibilityaspartof
corporatestrategy.Bothofthesetopicsarelikelytoappearonarecurringbasissomakesureyouare
comfortablewithansweringdiscussiontypequestions.RevisitSkillsCheckpoint5intheWorkbookfor
arecaponthenecessaryexamtechnique.

Easymarks.Part(a)containssomeeasymarksforknowledgeandyoucangainfurthermarksby
demonstratinganabilitytolinkyouraccountingknowledgetotheparticularscenario.Part(b)is
straightforwardknowledgeandpart(c)allowsscopeforinterpretation–itismoreimportantthatyou
showawarenessoftheissuesthancomeupwitha'correct'answer.

Markingscheme 

 

 Marks
(a) Accountingtreatmentforinnovation initiative – discussion1markper

pointtoamaximumof5marks.Pointsmayinclude:

Definitionofanasset
IAS16orIAS38




1
1



Researchordevelopment 2
Impairmentrisk 1
  5

(b) Corporateresponsibilityandfactorsencouragingdisclosure– discussion
1markperpointtoamaximumof10marks.Pointsmayinclude:

Corporateresponsibility





Tostakeholdersandsociety 2
Widerconsequencesofstrategicdecisions
Disclosure

Factorsencouragingdisclosure
Publicinterest
Shareholdervalue

2
1

2
1

Governmentandprofessionalbodies 1
Publishedguidelines 1
  10
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 Marks

(c) Ethicalissues–discussion1markperpointtoamaximumof5marks.
Pointsmayinclude:



Lackofsupportingquantitativedisclosures 1
Corporateresponsibilitynotastrategicpriority
Riskofjustbeingpublicrelationsexercise/manipulation

1
1

 3
Professionalmarks 2
 20

 

(a) Definitionofanasset

In order to determine the appropriate accounting treatment for Jarvis' innovation initiative,
considerationmustbegivenastothenatureofthespendbythenewteamandwhetherit
meetsthedefinitionofanassetinaccordancewiththeIASB'sConceptualFramework.To
berecogniseditmustbe'aresourcecontrolledbytheentityasaresultofpasteventsand
from which future economic benefits are expected to flow to the entity' (Conceptual
Framework:para.4.4(a),emphasisBPP).Tobeclassifiedasanon-currentasset, Jarvismust
have the intention to use the asset on a continuingbasis and it should not be intended for
resale.

IAS16orIAS38

A review of the type of spend must be completed as well as discussion regarding the
intendedusefortheknowledgecreatedgoingforward.Forexample,ifJarvisistoinventnew
systemsandprocesses,orperhapsnewmachinery,will thepotential technologyberetained
forusewithinthecompanyonly,orwilltheideasbepatentedandmadeavailableforuseby
otherentities?

This will assist in determining whether IAS 16 Property, Plant and Equipment or IAS 38
IntangibleAssetsisrelevant.

Researchordevelopment

Itislikelythat,atleastinitially,theexpenditurewillbecategorisedasresearchunderIAS
38because in theearly stagesof the initiative, thecostsare likely to relate to investigation
ratherthanaspecificproductorprocess.PerIAS38,theresearchcostsmustbeexpensed
toprofitandlossasincurredbecauseatthisstage,Jarviswillbeunabletodemonstratefuture
economic benefits.When Jarvis' innovation team has created some new ideas and is in a
position to move forward with project development (of a specific process or product), an
intangible asset can only be recognised if the appropriate IAS 38 criteria for
capitalisingdevelopmentcostshavebeenmet.

Anexampleofpotentiallycapitalisablecostsistheemployeebenefitexpenseoftheteam.The
element that is directly attributable to an internally generated intangible asset may be
included.

Impairmentrisk

Jarviswillneed tocloselymonitor thenatureand treatmentof thespend it incursonvarious
innovation projects, in order to ensure ongoing treatment remains appropriate. Following
capitalisationtherewillbeariskofimpairmentifthereisachangeinthedirectionofa
projectortheexternalenvironment.

(b) Corporateresponsibility

 Tostakeholdersandsociety

Increasingly, as well as being profitable, businesses are increasingly expected to have a
responsibility to thosegroupsand individuals that theycanaffect, ie, itsstakeholders,
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andtosocietyatlarge.Stakeholdersareusuallydefinedascustomers,suppliers,employees,
communitiesandshareholdersorotherfinanciers.

Widerconsequencesofstrategicdecisions

Strategicdecisionsbybusinesses,especiallyglobalbusinesses,nearlyalwayshavewider
socialandenvironmental consequences. In fact, itcouldbeargued thatacompany
producestwooutputs,thegoodsorservicesthatitprovidesandthesocialandenvironmental
consequences of its activities. These latter aspects are what is meant by corporate
responsibilityandtwoofthemainareasaresocialreportingandenvironmentalreporting.

Disclosure

 Therearenostandardsthatapplywhenmakingsocialorenvironmentaldisclosuresalthough
there are a variety of published guidelines that entities may follow if theywish. Therefore,
socialandenvironmentaldisclosuresarevoluntarywhichmeansthatcompaniesarefreeto
disclose information that they believe is relevant. This is often a criticism of social and
environmentaldisclosuresasthereisariskthatcompaniesonlyreportinformationthat
isfavourable.

Disclosureoftenencompassesareas that canbemonitored:suchas the levelof
the entity's carbon emissions or carbon 'footprint' as it is now often called, the level of
communitysupport,andtheuseofsustainableinputs,suchasbuyingpaperfromsuppliersthat
plantnewtrees.

Factorsencouragingdisclosure

Therearemany factorswhich should encourage companies todisclose informationon their
levels of corporate responsibility in terms of social and environmental reporting in their
financialstatements.

Publicinterest

Probablythemostimportantfactorhoweverispublicinterest,whichisincreasingrapidly.Itis
nowwidelyrecognisedthatalthoughfinancialstatementsareprimarilyproducedforinvestors
there are also many other stakeholders in a company. All of these stakeholders are
potentially interested in theway inwhich thecompany'sbusinessaffects thecommunityand
the environment. Increasingly the end user customer is concernedabout how theproduct is
madeandconcernedabouttheuseofcheaplabourandthepoorworkingconditionsthatare
oftenassociatedwithit.Equally thecustomerwillbeconcernedaboutpackagingandwaste
andtheeffectsofthisontheenvironment.Ifacompanyhasagoodreputationforcareofits
employeesandcarefortheenvironmentthiswillbeanimportantmarketingtool.

Shareholdervalue

As investors become more aware of social and environmental issues affecting society,
companies now appreciate that their attitude to corporate responsibility can have a
direct effect on shareholder value. Their social and environmental policies are an
importantpartof theiroverallperformanceandresponsiblepractices in theseareasand the
provision of information in the annual report on these areas will have a positive effect on
shareholdervalueifthecompanyisperceivedtobeagoodinvestment.

Governmentandprofessionalbodies

A further factor is the increasing influence of governments and professional
bodies in their encouragement of disclosure and sustainable practices. In some
countries there are awards for environmental and social reporting and the disclosures
providedinthefinancialstatements.IntheUK,thePrinceofWalessetupthe'Accountingfor
Sustainability' project which is designed to develop systems that will help both public and
privatesectororganisationsaccountmoreaccurately for thewider socialandenvironmental
costsoftheiractivities.Voluntarydisclosuresoftenencouragegoodpractisewhichcanhelpto
keepcompaniesaheadofthecurvewhennewregulationsareintroducedbygovernment.
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Publishedguidelines

Therearealsoavarietyofpublishedguidelinesand codesof practicedesigned to
encourage the practices of social and environmental reporting, such as the International
IntegratedReporting<IR>FrameworkandGlobalReportingInitiative.

However,whatismissingisanysubstantialamountoflegislationoraccountingrequirements
in this area. The disclosure that is taking place is largely driven by the factors considered
above,butthelevelandtypeofdisclosureisthenatthediscretionofthecompany.

(c) Ethicalissues

 Lackofsupportingquantitativedisclosures

The problem that has been noted with companies' disclosures regarding corporate
responsibilityisthatalthoughthereisnowwidespreadnarrativedisclosureintheannual
report,thistendsnottobebackedupwithquantitativedisclosuresintheformofkey
performanceindicators.Thiscanmakeisdifficultforstakeholderstounderstandtheimpactof
companyactionsandmakecomparisonsbetweencompanies.

Corporateresponsibilitynotastrategicpriority

One of the reasons for this is that few companies identify aspects of corporate
responsibilityasstrategicpriorities.Theethicalproblemhere is that thenarrativereports
areofextensiveamountsofinformationthatarenotnecessarilybeingactivelymanagedwithin
the business, giving perhaps a false impression of the extent of corporate responsibility at
board level. The reporting itself often has no clear links to the business performance and
strategyandisthereforenotnecessarilyaclearreflectionofthecompany'sthinkingonthese
areas.

Riskofjustbeingapublicrelationsexercise

Ifsocialandenvironmentalissuesdonotgenuinelyaffectstrategicandoperationaldecisions
suchasthetypesofproductsdeveloped,supplychainissues,brandpositioningandcorporate
culturethenitcouldbearguedthatthesecorporateresponsibilitydisclosuresarelittlemore
thanapublicrelationsexercise.Thereisariskthatthedisclosuresaremanipulatedby
reportingonly favourable information topresent thecompany in thebestpossible light.This
couldatworstmisleadstakeholdersinthecompany.

18Columbus

Workbookreferences.EthicsarecoveredinChapter2,fairvalueinChapter3andleasesin
Chapter8.

Toptips.Part(a)requiredadiscussionoftheextenttowhichfairvaluesareusedinIFRSandthe
impactofthisontheusefulnessoffinancialstatements.Part(b)containedanethicalissue.Theissue
concernedthetensionbetweenjudgementandconflictofinterest,inthecontextofrecognisinga
leaseinthestatementoffinancialposition.Itisimportanttotailoryouranswertotherequirementsin
discussionpartsofquestions–theACCAexaminingteamhascriticisedcandidatesinthepastfor
failuretoapplytheirknowledge.

Easymarks.Part(a)allowsforflexibilityintheargumentsmade.Thisquestionprovidesan
opportunitytoansweracrossarangeofstandardsandnotjustfocusonIFRS13.Inpart(b),you
mustmakereferencetomorethansimplytherulesbyincludingcommentsonthefactthatsubjectivity
andprofessionaljudgementareinvolved.Therearemarksallocatedfortheethicaldiscussionsobe
carefulnottosolelydiscusstherulesaboutleasingratherthanusingethicalinsight.Selectingthe
threatsandfundamentalprinciplesfromtheACCACodeofEthicsandConductthatarerelevantto
thescenariowillhelpyougeneratepointsforyouranswer.
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Markingscheme 

 

 Marks
(a) UseoffairvalueinIFRS–discussion1markperpointtoamaximumof

10marks.Pointsmayinclude:




TreatmentunderIFRS 2
Advantagesofhistoricalcost 1
Definitionoffairvalue 2
ExamplesofuseoffairvalueinIFRS 4
Financialvalueofanentity 1
  10

(b) Ethicalandaccountingissues–discussion1markperpointtoamaximum
of10marks.Pointsmayinclude:




Accountingissues 
Recognitioninstatementoffinancialposition
IFRS16definitionofalease
Initialrecognitionandmeasurement

1
1
2

Ethicalissues 

Threatstofundamentalprinciples 2
Professionalcompetence 1
Appropriateaction 1
  8
Professionalmarks  2
  20

 

(a) UseoffairvalueinIFRSs

 TreatmentunderIFRS

It isnotentirelyaccurate tosay that IFRS implementa fairvaluemodel.While IFRSuse fair
value (andpresentvalue)more thanotheraccounting frameworks,andmore than they,and
theoldIASdidinthepast,itisnotacompletefairvaluesystem.IFRSareoftenbased
on thebusinessmodel of the entityandon theprobabilityof realising theasset-and
liability-relatedcashflowsthroughoperationsortransfers.

InfacttheIASBfavoursamixedmeasurementsystem,withsomeitemsbeingmeasuredatfair
valueandothersathistoricalcost.

Advantagesofhistoricalcost

Historicalcosthasanumberofadvantagesoverfairvalues,mainlyasregardsreliability.

(i) Itiseasytounderstand.

(ii) It is grounded in real transaction amounts, and is therefore objective and
objectivelyverifiable.

(iii) Thereislessscopeformanipulation.

There are however disadvantages of historical cost accounting such as potentially
understating thevalue of assets and liabilities, particularly in times of risingprices and
costbasesofassetsbeingverydifferentdependingonwhentheassetwaspurchased.
Fairvalueaccountingcanhelptoovercometheseissues.
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Definitionoffairvalue

BeforethepublicationofIFRS13FairValueMeasurement,therewereanumberofdefinitions
offairvalue,andtherewasconsiderableinconsistency.IFRS13wasdevelopedtosolvesome
of theseproblems. IFRS13definesfairvalueas 'theprice thatwouldbereceived to
sellanassetorpaidtotransferaliabilityinanorderlytransactionbetween
marketparticipantsatthemeasurementdate'(IFRS13:AppendixA).Theprice
whichwouldbereceivedtoselltheassetorpaidtotransfer(notsettle)theliabilityisdescribed
asthe'exitprice'.

IFRS 13 has brought consistency to the definition and application of fair value, and this
consistency isappliedacrossother IFRS,whicharegenerally required tomeasure fairvalue
'inaccordancewithIFRS13'.Thisdoesnotmean,however, that IFRSrequiresall
assetsand liabilities tobemeasuredat fairvalue.Onthecontrary,manyentities
measuremost itemsatdepreciatedhistorical cost,anotableexceptionbeing in the caseof
businesscombinations,whereassetsandliabilitiesarerecordedatfairvalueattheacquisition
date.Inothercases,theuseoffairvalueisrestricted.

ExamplesofuseoffairvaluesinIFRS

Examplesinclude:

(i) IAS 16 Property, Plant and Equipment allows revaluation through other
comprehensiveincome,provideditiscarriedoutregularly.

(ii) WhileIAS40InvestmentPropertyallowstheoptionofmeasuringinvestmentproperties
atfairvaluewithcorrespondingchangesinprofitorloss,andthisarguablyreflects
the business model of some property companies, many companies still use
historicalcost.

(iii) IAS 38 Intangible Assetspermits the measurement of intangible assets at
fair value with corresponding changes in equity, but only if the assets can be
measuredreliablythroughtheexistenceofanactivemarketforthem.

(iv) IFRS 9 Financial Instruments requires some financial assets and liabilities to be
measured atamortised cost and others at fair value. Themeasurement basis is
largelydeterminedbythebusinessmodelforthatfinancialinstrument.Forfinancial
instrumentsmeasuredatfairvalue,dependingonthecategoryandthecircumstances,
gainsorlossesarerecognisedeitherinprofitorlossorinothercomprehensiveincome.

Financialvalueofanentity

While IFRS makes some use of fair values in the measurement of assets and liabilities,
financial statements prepared under IFRS are not, as is sometimes believed,
intended to reflect theaggregatevalueofanentity.Onthecontrary, the IASB's
Conceptual Framework for Financial Reporting specifically states that general purpose
financial reportsarenotdesigned toshow the financialvalueofa reportingentity.Suchan
attempt would be incomplete, since IFRS disallows the recognition of certain
internally generated intangibles. Rather, the objective identified by the IASB is to
providefinancialinformationaboutareportingentitywhichisusefultoexistingandpotential
investors, lenders and other creditors inmaking decisions about providing resources to the
entity.

It is onlywhen an entity isacquired by another entity and consolidated in group
accountsthatanentity'snetassetsarereportedatmarketvalue.
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(b) Accountingissues

 Recognitioninstatementoffinancialposition

IFRS16LeasesistheresultofanIASBprojecttoendoff-balancesheetaccountingfor
leasesanditrequiresrecognitionofnearlyallleasesofover12monthsdurationin
thestatementof financialposition,moving toasingle lesseeaccountingmodel. (There isan
exceptionforlowvalueleases,butasthisisapropertylease,itwillnotbeoflowvalue.)

IFRS16definitionofalease

ThearrangementmeetstheIFRS16criteriaforaleaseinthatthereisanidentifiableassetand
thecontractconveystherighttocontroltheuseofthatassetforaperiodoftimeinexchange
forconsideration.

Initialrecognitionandmeasurement

Columbusmust recognisearight-of-useasset representing its right touse thepropertyanda
leaseliabilityrepresentingitsobligationtomakeleasepayments.Atthecommencementdate,
Columbusshouldrecognisetheright-of-useassetatcost.Thiswillinclude:

(a) Theamountoftheinitialmeasurementoftheleaseliability;

(b) Anyleasepaymentsmadeorincentivesreceivedbeforethestartdate;

(c) Anyinitialdirectcosts;and

(d) Anycosts tobe incurred fordismantlingor removing theunderlyingassetor restoring
thesiteattheendoftheleaseterm.

Columbusmustinitiallyrecognisetheliabilityatthepresentvalueofthefutureleasepayments
includinganypaymentsexpectedattheendoftheleasediscountedusingtherateimplicitin
thelease.

Ethicalissues

Ifthemanagingdirectoristryingtocompelthefinancialcontrollertochangewhatwouldbe
the appropriate treatment because of business pressures, then this presents the financial
controller with an ethical dilemma. The pressure will be greater because the financial
controllerisnew.

Threatstofundamentalprinciples

Asthefinancialcontroller'sfuturepositionatColumbushasbeenthreatenedifthemanaging
director's proposed accounting treatment is not adopted, there has been an intimidation
threattothefundamentalprinciplesofobjectivityandintegrityfromtheACCACodeof
EthicsandConduct.

Furthermore,asthemanagingdirectorhasflaggedtheriskthatColumbusmaynotsecureits
future loan finance if the lease is recorded is the statementof financialposition, there isan
advocacythreatbecausethefinancialcontrollermayfeelcompelledtofollowanincorrect
accounting treatment to maximise the changes of obtaining the loan. The pressure will be
greaterbecausethefinancialcontrollerisnew

Professionalcompetence

When preparing the financial statements, the financial controller should adhere to the
fundamentalprincipleofprofessionalcompetencewhichrequirespreparingaccountsthat
complywithIFRS.

Thus,ifthearrangementmeetstheIFRS16criteriaforalease,whichitappearsto,thelease
shouldnotbekeptoutofthestatementoffinancialpositioninordertounderstatetheliabilities
oftheentityforthepurposesofraisingaloanandfuturejobsecurityofthefinancialcontroller.
If the financial controller were to accept the managing director's proposed
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treatment, thiswouldcontravene IFRS16andbreach the fundamentalprincipleof
professionalcompetence.

Appropriateaction

TheACCACodeofEthicsandConductwillbeanessentialpointofreferenceinthissituation,
since it sets out boundaries outside which accountants should not stray. If the managing
director refuses to allow the financial controller to apply the IFRS 16 treatment, then the
financial controller should disclose this to the appropriate internal governance
authority,andthusfeelconfidentthattheiractionswereethical.

Thedifferenceofopinion thathasarisenbetween the financialcontrollerand themanaging
director best resolved by the financial controller seeking professional advice from the
ACCAandlegaladviceifrequired.

19Casino

Workbookreferences.Segmentreportingandcorporatesocialresponsibilityarecoveredin
Chapter17.EthicalissuesarecoveredinChapter2.

Toptips.Rememberthatyoumustapplytheprinciplestothescenario.Thisappliesparticularlyto
parts(a)and(c)butthenarrativeparagraphprecedingthediscussionrequirementinpart(b)is
usefulingeneratingideasforyouranswer.

Easymarks.Allthreepartsofthequestionallowavarietyofvalidpointstobemadeandthereis
scopeformarkstobegainedforhowwellthescenarioisdiscussedratherthansimplystatingthe
'right'answer.

Markingscheme 

 Marks

(a) Allocationofcommoncosts–discussion1markperpointtoamaximumof
7marks.Pointsmayinclude:



Impactonprofit/netassetsofallocation 1
IFRS8guidanceonallocation 1
Suggestedbasisforallocationforeachcostinscenario 3
Differingamountsinsegmentreporttofinancialstatements 2

  7
 
(b) ReconciliationofethicsofCSRdisclosuretoshareholderexpectations– discussion

1markperpointtoamaximumof7marks.Pointsmayinclude:


Expectationforbusinessestobesociallyandenvironmentallyresponsible 1
Responsibilitytoallstakeholders,notjustshareholders 1
Reasonsfornotwantingtodiscloseinformation 1
GoodCSRcanresultinincreasedshareholdervalue 2
ManycompaniesnowprovidingdisclosuresbeyondthoserequiredbyIFRS 2

  7
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(c) Ethicalconflictsandethicalprinciples– discussion1markperpointtoa
maximumof9marks.Pointsmayinclude:



Ethicalconflicts 
Pressuretoobtainfinance 1
Personalcircumstances 1
Dutytoshareholders,employeesandbank 2
 
Ethicalprinciples 
Self-interestthreat 1
Advocacythreat 1
Potentialbreachofobjectivity,integrity,professionalcompetence 

2
Appropriateaction 1

  9
Professionalmarksfor(b)and(c)   2
   25

 

(a) AllocationofcommoncostsunderIFRS8OperatingSegments

If segment reporting is to fulfilauseful function, costsneed tobeappropriatelyassigned to
segments. Centrally incurred expenses and central assets can be significant, and the basis
chosenbyanentitytoallocatesuchcostscanthereforehaveasignificant impacton
the financial statements. In the caseofCasino, headofficemanagement expenses, pension
expenses, the cost of managing properties and interest and related interest-bearing assets
couldbematerialamounts,whosemisallocationcouldmisleadusers.

IFRS8Operating Segmentsdoes not prescribe a basis onwhich to allocate common
costs,butitdoesrequirethatthatbasisshouldbereasonable.Forexample,itwouldnotbe
reasonable toallocate theheadofficemanagementexpenses to themostprofitablebusiness
segment to disguise a potential loss elsewhere.Norwould it be reasonable to allocate the
pensionexpensetoasegmentwithnopensionableemployees.

AreasonablebasisonwhichtoallocatecommoncostsforCasinomightbeasfollows:

(i) Headofficemanagementcosts.Thesecouldbeallocatedonthebasisofrevenue
ornetassets.Anyallocationmightbecriticisedasarbitrary– it isnotnecessarily the
case that a segment with a higher revenue requires more administration from head
office–butthisisafairerbasisthanmost.

(ii) Pensionexpense.Areasonableallocationmightbeon thebasisof thenumberof
employeesorsalaryexpenseofeachsegment.

(iii) Costsofmanagingproperties.Thesecouldbeallocatedonthebasisofthevalue
ofthepropertiesusedbyeachbusinesssegment,orthetypeandageoftheproperties
(olderpropertiesrequiringmoreattentionthannewerones).

(iv) Interest and interest-bearing assets. Theseneednotbeallocated to the same
segment–theinterestreceivablecouldbeallocatedtotheprofitorlossofonesegment
andtherelatedinterest-bearingassettotheassetsandliabilitiesofanother.IFRS8calls
thisasymmetricalallocation.

The amounts reported under IFRS 8 may differ from those reported in the
consolidated financial statements because IFRS 8 requires the information to be
presentedonthesamebasisasitisreportedinternally,eveniftheaccountingpoliciesarenot
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thesameasthoseoftheconsolidatedfinancialstatements.Forexample,segmentinformation
maybereportedonacashbasisratherthananaccrualsbasisordifferentaccountingpolicies
maybeadoptedinthesegmentreportwhenallocatingcentrallyincurredcostsifnecessaryfor
abetterunderstandingofthereportedsegmentinformation.

IFRS8 requiresreconciliations between the segments' reportedamountsand those in the
consolidatedfinancialstatements.Entitiesmustdisclosethenatureofsuchdifferences,andof
thebasisofaccountingfortransactionsbetweenreportablesegments.

(b) Reconciliation of ethics of corporate social responsibility disclosure with
shareholderexpectations

Increasinglybusinessesareexpectedtobesociallyandenvironmentallyresponsible
as well as profitable. Strategic decisions by businesses, particularly global businesses
nearlyalwayshavewidersocialandenvironmentalconsequences.Itcouldbearguedthata
company produces two outputs: goods and services, and the social and environmental
consequencesofitsactivities,suchaspollution.

Therequirement tobeagoodcorporatecitizengoesbeyond thenormaldutyof
ethicalbehaviourinthepreparationoffinancialstatements.Toactethically,thedirectors
must put the interests of the company and its shareholders first, for example they must not
mislead users of financial statements and must exercise competence in their preparation.
Corporatecitizenship,ontheotherhand,isconcernedwithacompany'saccountabilityto
awiderangeofstakeholders,notjustshareholders.Theremaywellbeaconflictof
interestbetweencorporatesocial responsibilityandmaximisingshareholder
wealth; for example it may be cheaper to outsource abroad, but doing somay have an
adverseeffectonthelocaleconomy.

However,thetwogoalsneednotconflict.Itispossiblethatbeingagoodcorporatecitizen
canimprovebusinessperformance.Customersmaybuyfromacompanythat
they perceive as environmentally friendly, or which avoids animal testing, and
employeesmay remain loyal to suchacompany,andboth these factorsare likely to
increase shareholderwealth in the long term. If a companyengages constructivelywith the
country or community in which it is based, it may be seen by shareholders and potential
shareholdersasbeingagoodlong-terminvestmentratherthaninbusinessforshort-term
profits.

Asregardsdisclosure,acompanythatmakesdetaileddisclosures,particularlywhenthese
go beyond what is required by legislation or accounting standards, will be seen as
responsible and a good potential investment, provided they are clear, concise,
relevantandunderstandable.Forexample,manyquotedcompaniesnowpreparesocialand
environmentaldisclosures followingguidelines suchas the International IntegratedReporting
<IR>FrameworkortheGlobalReportingInitiative.TheIASBhavealsoprovidedguidancein
theformofanIFRSPracticeStatementforentitiespreparingamanagementcommentary.

(c) Ethicalconflicts

Inthisscenario,thereisatwofoldconflictofinterest:

(i) Pressuretoobtainfinanceandchiefaccountant'spersonalcircumstances

Thechiefaccountantisunderpressuretoprovidethebankwithaprojectedcashflow
statement thatwillmeet thebank's criteriawhen in fact theactual projectionsdonot
meetthecriteria.Thechiefaccountant'sfinancialcommitmentsmeanthatthathecannot
affordtolosehisjob.Theethicalandprofessionalstandardsrequiredofthe
accountantareatoddswiththepressuresofhispersonalcircumstances.
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(ii) Dutytoshareholders,employeesandbank

Thedirectors have a duty to act in the best interests of the company's
shareholders and employees, and a duty to present fairly any
informationthebankmayrelyon.Althoughtheinjectionofcapitaltomodernise
plantandequipmentmightappear in the shareholders'andemployees'best interests
through generation of future profits, if the new finance is obtained on the basis of
misleadinginformation,itcouldactuallybedetrimentaltothesurvivalofthecompany.

Itcouldbearguedthatthereisaconflictbetweentheshort-termandmedium
term interests of the company (the need to modernise) and its long-term
interests(thedetrimenttothecompany'sreputationifitsdirectorsdonotactethically).

Ethicalprinciplesguidingtheaccountant'sresponse

Specifically here, there is a self-interest threat in the form of the risk of the chief
accountant losing his job and anadvocacy threat in the form of disclosing favourable
informationinordertoobtaintheloanfinance.

Thechiefaccountant's financialcircumstancesandpressurefromthedirectorscouldresult in
himknowinglydisclosingincorrectinformationtothebankwhichmeansthatthefundamental
principlesofobjectivity,integrityandprofessionalcompetencefromACCA'sCode
ofEthicsandConductmaybecompromised.

In the caseofobjectivity, the chiefaccountant is likely tobebiased due to the risk of
losinghisjobifhedoesnotreportafavourablecashflowforecasttothebank.Disclosing
theincorrectinformationknowinglywouldcompromisehisintegrityashewouldnot
be acting in a straightforward and honest manner is his professional and business
relationships.Althoughforecasts,unlikefinancialstatements,donottypicallyspecifythatthey
havebeenprepared inaccordancewith IFRS, theprincipleofprofessional competence
requires theaccountant topreparecash flowprojections to thebestofhisprofessional
judgementwhichwouldnotbethecaseiftheprojectionsshowedamorepositiveposition
thanisactuallyanticipated.

Appropriateaction

Thechiefaccountantisfacedwithanimmediateethicaldilemmaandmustapply
hismoralandethicaljudgement.Asaprofessional,hehasaresponsibilitytopresentthetruth
fairly,andnottoindulgein'creativeaccounting'inresponsetopressure.

The chief accountant should therefore put the interests of the companyand
professionalethicsfirst,andinsistthatthereporttothebankisanhonestreflectionofthe
current financial position. As an advisor to the directors he must not allow a deliberate
misrepresentation to be made to the bank, no matter what the consequences are to him
personally.Theaccountantmustnotallowanyundueinfluencefromthedirectorstooverride
hisprofessional judgementorunderminehis integrity.This is in the long-term interestsof the
companyanditssurvival.

The chief accountant should try to persuade the directors to accept the submission of the
correct projected statement of cash flows to the bank. If they refuse, he should consider
consultingACCAforprofessionaladviceandifnecessary,seeklegalcounsel.
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20Presdon 

Workbookreferences.GroupstatementsofcashflowarecoveredinChapter16.Integrated
ReportingiscoveredinChapter17.EthicsiscoveredinChapter2.

Toptips.Don'tskimponeitherpart(a)ontheusefulnessofstatementsofcashflowsversus
integratedreportingorpart(b)onethics.Youshouldaimtogenerateonepointpermark.Thereare
marksforvalidpointsinbothareasandsomeflexibilitywithinthediscussion.Inadiscussion
questionlikepart(a),itishelpfultoconsiderbothbenefitsandlimitationsthencometoaconclusion
attheendofyouranswer.

Easymarks.Part(a)ontheusefulnessofthestatementofcashflowsandtheintegratedreportisa
goodsourceofmarks.Youshouldbeabletodemonstrateanunderstandingofthelimitationsof
corporatereportingaswellasthenatureofit.Thevariouselementsofcorporatereportingarenot
distinctbutareinterrelated.Thus,theinformationcontentofastatementofcashflowscanbe
comparedtotheinformationcontentofanIntegratedReport,andyoushouldbeabletogiveaview
onthetwo.Inpart(b),becarefulnottofocusononlythereportingissuestothedetrimentofthe
ethicalissues.Itiskeytolinkyourcommentstothescenariopresentedandtheethicalimplications.

Markingscheme 

 Marks

(a) UsefulnessofstatementofcashflowsandtheIntegratedReport
–Discussion1markperpointtoamaximumof10marks.
Pointsmayinclude:

Usefulnessofstatementofcashflows
Liquidity,solvency,financialadaptability 1
IAS7Amendment:additionaldisclosuresonfinancingactivities 1
Comparisonofcashflowsandprofit 1
Predictivevalue 1

Linktorestoffinancialstatements 1

IntegratedReport
Limitationsoffinancialstatements 1
Aimofintegratedreporting 1
Problemswithintegratedreporting 1
Benefitsofintegratedreporting 1


Conclusion  1
 10
(b) Impactondebtcovenantsandethicalimplications
–Discussion1markperpointtoamaximumof8marks.
Pointsmayinclude:



Impactondebtcovenants
Interestcover 1
Gearing 1

Ethicalimplications
Notunusualforgroupcompaniestoprovidefinancialassistance 1
Aimanddisclosureofloan 1
Loanimprovesliquidityandavoidsbreachofgearingcovenant 1
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Responsibilityofaccountantsnottomisleadstakeholders 1
Suspicioustimingandnatureofloan 1

Appropriateaction  1
 8
Professionalmarks 2
 20
 



(a) Usefulnessofstatementsofcashflows

 Liquidity,solvencyandfinancialadaptability

Statementsofcashflowsprovidevaluableinformationtostakeholdersontheentity'sliquidity
(itsabilitytopayitsshort-termobligations),solvency(itsabilitytomeetitslong-termfinancial
commitments) and financial adaptability (its ability to take effective action to alter the
amount and timing of its cash flows to respond to unexpected needs or opportunities).
Information about cash flows helps stakeholders understand the entity's operations and
evaluateitsinvestingandfinancingactivities.

Financingactivities

IAS7StatementofCashFlowswasamendedinJanuary2016aspartoftheIASB'sDisclosure
Initiative to provide additional disclosures to enable users of financial statements to
evaluatechangesinliabilitiesarisingfromfinancingactivities.

This amendment requires entities to disclose the following changes arising from financing
activities(totheextentnecessary):(i)changesfromfinancingcashflows;(ii)changesarising
fromobtainingorlosingcontrolofsubsidiariesorotherbusinesses;(iii)theeffectofchangesin
foreignexchangerates;(iv)changesinfairvalues;and(v)otherchanges.

Thisshouldimprovetheusefulnessofthestatementofcashflowsalthoughthereisariskthat
theincreaseindisclosuresmightoverwhelmstakeholders.

Comparisonofcashflowsandprofit

Cashflowsareobjectiveandverifiableandsoaremoreeasilyunderstoodthanprofits.
Profits can be manipulated through the use of judgement or by the choice of a particular
accounting policy.Operating cash flows are therefore useful at highlighting the differences
betweencashandprofits.Thecashgeneratedfromoperationsisausefulindication
ofthequalityoftheprofitsgeneratedbyabusiness.Goodqualityprofitswillgenerate
cashandincreasethefinancialadaptabilityofanentity.

Predictivevalue

Cashflowinformationwillalsohavesomepredictivevalue.Informationaboutanentity's
cashflowsduringaperiodcanhelpusers toassess theentity'sability togeneratefuturenet
cashinflows.Therefore,itmayassiststakeholdersinmakingjudgementsontheamount,timing
anddegreeofcertaintyoffuturecashflows.

Linktorestofthefinancialstatements

Cashflowinformationshouldbeused in conjunctionwith the restof the financial
statements. The adjustment of non-cash flow items within operating activities may not be
easily understood. The classification of cash flows can bemanipulated between operating,
investing and financing activities. It is important therefore not to examine the cash flow
information in isolation. It is only throughananalysis of the statement of financial position,
statement of comprehensive income and notes, together with the cash flow, that a more
comprehensivepictureoftheentity'spositionandperformancedevelops.
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IntegratedReport

Limitationsoffinancialstatements

It is true that International Financial Reporting Standards are extensive and their required
disclosures very comprehensive. This has led to criticism that the usefulness of financial
statements may be limited where the most relevant information is obscured by
immaterialdisclosures.

Aimofintegratedreporting

Integrated reporting is designed to convey a wider message on organisational
performance,coveringallofanentity'sresourcesandhowitusesthese'capitals'
tocreatevalueovertheshort-,medium-andlong-term,notonlyitsfinancialresources.

Benefitsofintegratedreporting

Integratedreportingwillprovidestakeholderswithvaluable informationwhichwould
notbeimmediatelyaccessiblefromanentity'sfinancialstatements.

Financialstatementsarebasedonhistorical informationandmaylackpredictive
value.Theyareessentialincorporatereporting,particularlyforcompliancepurposesbutdo
notprovidemeaningfulinformationregardingbusinessvalue.

Theprimary purpose of an integrated report is to explain to providers of capital
how the organisation generates value over time. This is summarised through an
examination of the keyactivities andoutputs of the organisationwhether theybe financial,
manufactured,intellectual,human,socialornatural.

An integrated report seeks to examine the external environment which the entity
operates within and to provide an insight into the entity's resources and relationships to
generatevalue. It isprinciplesbasedandshouldbedrivenbymateriality, including
howandtowhatextenttheentityunderstandsandrespondstotheneedsofitsstakeholders.
Thiswouldincludeananalysisofhowtheentityhasperformedwithinitsbusiness
environment,togetherwithadescriptionofprospectsandchallengesforthefuture.
It is thisstrategicdirectionwhich is lackingfroma traditionalsetof financialstatementsand
will be invaluable to stakeholders tomakeamore informedassessment of the organisation
anditsprospects.

Problemswithintegratedreporting

Anintegratedreportingsystemwouldincreasedisclosureaswellasimposingadditional
timeandcostconstraintsonthereportingentity.ItmayrequirechangestoITsystemsin
order tocapture thedata,aswellas the initialuseofanexternalconsultancy todesign the
report.

Conclusion

Arguably,anIntegratedReportmaygiveimprovedinformationtostakeholdersandtherefore
provide a coherent story about the business which goes above and beyond that
provided by the statement of cash flows regarding liquidity, solvency and the
financialadaptabilityofabusiness.Itmayhelptheentitytothinkholisticallyaboutitsstrategy
and manage key risks, as well as make informed decisions and build investor
confidence.

However, the entity must assess whether it believes those benefits outweigh the
potential disadvantagesof theextracostandadministration itmay incuras the report
remainsvoluntary.
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(b) Impactondebtcovenants

 Interestcover

Withregardtodebtcovenants,sincetheloanisinterestfree,itwillhavenoimpacton
theinterestcoverofMielly.Neitherprofitsnorfinancecostswillbeaffected.

Gearing

TheimpactonthegearingratioofMiellyisunclearandwoulddependonhowdebt
was classifiedwithin the termsof the covenants. Should theoverdraft be includedwithin
debt, the loanwould substantially improve the gearing ratio through the elimination of the
Miellyoverdraft.

Inanycase,theclassificationoftheloanwithinthetradeandotherreceivablesandtrade
and other payables balances would bemisleading. The loan is not believed to be for
tradingpurposesandafairer representationwould tobe to include the loanwithin the
current asset investments of Presdon and as a short-term loan within the
current liabilities ofMielly. Thiswould ensure that the loanwould be treated as debt
within the gearing calculation of Mielly and would not be misleading for the bank when
assessingwhetherabreachofthedebtcovenantshadtakenplace.

Ethicalimplications

Itisnotunusualformembersofagrouptoprovidefinancialassistanceintheformofloansor
to act as a guarantor between one another. Provided that the loan was not issued to
manipulatethefinancialstatementsandthattherewasfulldisclosureasarelated
party transaction, thennoethical issuesmayarise.However, thiswouldappear tobe
unlikelyinthisscenario.

Accountants have the responsibility to issue financial statements which do not
mislead the stakeholdersof thebusiness. Itwouldappear that the financial statements
arebeingdeliberatelymisrepresented,whichwouldbedeemedunethical.Thecash
received would improve the liquidity of Mielly and may enable the company to avoid a
breachonthedebtcovenants.AccountantsshouldbeguidedbytheACCA'sCodeofEthics
and Conduct. Deliberate enhancement of the entity's liquidity position would contravene
theprinciplesofintegrity,objectivityandprofessionalbehaviour.

Thetimingandnatureoftheloanmayprovidefurtherevidencethattherationalefor
theloanwastoensurenobreachofthecovenantstookplace.

It isunclearwhat thebusinesspurposeof the loanwas,but thesubstanceof the transaction
appearstobeprimarilytoaltertheappearanceofthestatementoffinancialposition.Theloan
wasforanunusuallyshortperiodgiventhatitwasrepaidwithin30days.Itisunlikely
thatMiellywouldbeinapositiontorepaytheloansoquickly,if,havingused
the cash received for a legitimate reason, itwere to repay it from cash generated from its
operations.

In addition, the timing is very suspicious given that it was issued just prior to the
31January20X6yearend.The loan therebybeing reflected in the financialpositionof the
companyasreportedexternallyconcealstheoverdraftinMielly'sbooks.

Appropriateaction

To avoid the financial statements of Mielly being misleading to stakeholders, the directors
shouldconsiderreclassifyingtheloanreceivableinPresdon'sstatementoffinancialposition
fromtradereceivablestocurrentassetinvestmentsandtheloanpayableinMielly'sstatement
of financial position from trade payables to a short-term loanwithin current liabilities. Both
companiesmustalsoensurethetransactionisdisclosedintheirindividualfinancialstatements
asarelatedpartytransaction.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




164

21Chippin

Workbookreferences.StatementsofcashflowsarecoveredinChapter16.Ethicalissuesare
coveredinChapter2.

Toptips.Makesureyouallowadequatetimeforbothparts(a)and(b).Youcannotexpecttodowell
ifyou'donotanswerthewholequestion.Thereare15marksforthisquestion.

Easymarks.Inpart(a),easymarksareavailableforabriefexplanationofthedirectandindirect
methods.However,'donotbetemptedtowriteallyouknowaboutthetwomethods.Therequirement
isveryspecificandrequiresyoutofocusontheusefulnesstouserssothisshouldformthemainfocusof
youranswer.Part(b)followsonfrompart(a)becauseoneofthekeyproblemswiththeindirectmethod
ismanipulation,andthishasethicalimplications.Easymarksareavailableinpart(b)forapplyingyour
knowledgeofIAS7StatementsofCashFlowsandlinkingtheproposedaccountingtreatmenttothe
threatsandfundamentalprinciplesofACCA'sCodeofEthicsandConduct.

Markingscheme 

 

 Marks
 

(a) Indirectversusdirectmethod–discussion1markperpointto
amaximumof7marks.Pointsmayinclude:




Directmethod 
Explanation  1
Advantagestousers  1
Disadvantagestousers  1
 
Indirectmethod 
Explanation  1
Advantages  1
Disadvantages  1
ApplytocontextofChippin  1
  7

(b) Reportingloanproceedsasanoperatingcashflow –
discussion1markperpointtoamaximumof6marks.Points
mayinclude:




Incentivetoincreaseoperatingcashflowtoreceiveextraincome  1
Motivationforusingindirectmethod– reduceclarityfor users  1
ObjectiveforIAS7'sflexibilityincashflowclassificationisfair
presentation

 
1

Ethicalbehaviourimportantinfinancialstatementspreparation  1
Directorsmustputcompany'sandstakeholder'sinterestsfirst  1
Classifyas'financing'not'operating'  1
  6
Professionalmarks  2
  15
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(a) Preparingstatementsofcashflows:indirectmethodversusdirectmethod

  Directmethod

Thedirect method of preparing cash flow statements reports cash flows from operating
activities asmajor classes of gross cash receipts and gross cash payments. It
showstheitemsthataffectedcashflowandthesizeofthosecashflows.Cashreceivedfrom,
andcashpaidto,specificsourcessuchascustomers,suppliersandemployeesarepresented
separately.Thiscontrastswiththeindirectmethod,whereaccruals-basisnetprofit/(loss)before
taxisconvertedtocashflowinformationbymeansofadd-backsanddeductions.

Animportantadvantageofthedirectmethodisthatitiseasierfortheuserstounderstand
as they can see and understand the actual cash flows, and how they relate to items of
incomeorexpense.Forexample,paymentsofexpensesareshownascashdisbursementsand
arededucted from cash receipts. In thisway, theuser is able to recognise the cash
receiptsandpaymentsfortheperiod.

Fromthepointofviewoftheuser,thedirectmethodispreferable,becauseitdiscloses
information, not available elsewhere in the financial statements, which could be of use in
estimatingfuturecashflow.

However, where the user is an investor, the direct methodmay reduce shareholder returns
becausepreparationof thedirectmethod is typicallymore time-consumingand
expensive than the indirectmethoddue to the extraworkings required toascertaingross
cashreceiptsandpaymentsrelatingtooperatingactivities.

Indirectmethod

Theindirectmethodinvolvesadjustingthenetprofitorlossfortheperiodfor:

(1) Changesduringtheperiodininventories,operatingreceivablesandpayables;

(2) Non-cash items, eg depreciation, movements in provisions, deferred taxes and
unrealisedforeigncurrencygainsandlosses;

(3) Otheritems,thecashflowsfromwhichshouldbeclassifiedunderinvestingorfinancing
activities,egprofitsorlossesonsalesofassets,investmentincome.

Fromthepointofviewofthepreparerofaccounts,theindirectmethodiseasierto
use,andnearlyallcompaniesuseitinpractice.Themainargumentcompanieshave
for using the indirect method is that the direct method is too costly. 'The indirect
method is cheaper for the company to prepare and will result inhigher shareholder
returns.

Thedisadvantageoftheindirectmethodisthatusersfind itdifficult tounderstand
and it is therefore moreopen to manipulation. This is particularly true with regard to
classificationofcash flows.Companiesmaywish toclassifycash inflowsasoperatingcash
flowsandcashoutflowsasnon-operatingcashflows.

The directors' proposal to report the loan proceeds as operating cash flow may be an
exampleofsuchmanipulation.ForChippin,theindirectmethodwouldnot,asisclaimed,be
moreusefulandinformativetousersthanthedirectmethod.IAS7StatementofCash
Flows allows both methods, however, so the indirect method would still be permissible.
Because users find the indirect method less easy to understand, it can be more open to
manipulationbymisclassifyingcashflows.

(b) Reportingtheloanproceedsasoperatingcashflow

ThedirectorsofChippinhaveanincentivetoenhanceoperatingcashflow,because
theyreceiveabonusifoperatingcashflowexceedsapredeterminedtarget.Thisrepresentsa
self-interest threat under ACCA's Code of Ethics and Conduct. Accordingly, their
proposaltoclassifytheloanproceedsasoperatingcashflowshouldcomeunderscrutiny.
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Their proposal should first of all be considered in the light of their claim that the indirect
methodismoreusefultousersthanthedirectmethod.Theoppositeisthecase,sowhileboth
methodsareallowed,thedirectors'motivationforwishingtousethemethodthatis
lesscleartousersshouldbequestioned.

IAS7StatementofCashFlowsallowssome leewayinclassificationofcashflowsunder the
indirectmethod.Forexample,dividendspaidby theentitycanbeshownas financingcash
flows(showingthecostofobtainingfinancialresources)oroperatingcashflows(sothatusers
can assess the entity's ability to pay dividends out of operating cash flows). However, the
purpose of such flexibility is to present the position as fairly as possible.
Classifyingloanproceedsasoperatingcashflowdoesnotdothis.

Ethical behaviour in the preparation of financial statements, and in other areas, is of
paramount importance. Directors act unethically if they use 'creative' accounting in
accounts preparation to make the figures look better, in particular if their presentation is
determinednotbyfindingthebestwaytoapplyInternationalFinancialReportingStandardsin
ordertoreportthecashflowpositionfairlytostakeholders,but,ashere,byself-interest.

Toactethically, thedirectorsmustput theinterestsof thecompanyanditsshareholdersfirst,
andmustalsohaveregardtootherstakeholderssuchastheloanprovider.Accordingly, the
loanproceedsshouldbereportedascashinflowsfromfinancingactivities,not
operatingactivities.

22EginGroup

Workbookreference.RelatedpartiesandethicsarecoveredinChapter2.

Toptips.Inpart(a),makesureyouidentifybothsub-requirements:

(1) Discusswhyitisimportanttodiscloserelatedpartytransactions
(2) Explainthecriteriawhichdeterminearelatedpartyrelationship.

Thesecondsub-requirementisaskingyoutostateIAS24RelatedPartyDisclosures'sdefinitionofa
relatedparty(forbothpersonsandentities).Thefirstsub-requirementrequiresdeeperthoughtasto
whyrelatedpartytransactionsneedtobedisclosed.

Thebestwaytoapproachpart(b)istoprepareaplanonyourquestionpaperbyaddingtothe
groupstructureprovidedanyentitiesorindividualswhoarenotshownaswellasanytransactions
betweentheentitiesandindividualsinvolved.ThenyouneedtoapplytheIAS24relatedparty
definitions.

Easymarks.Easymarksareavailableinpart(a)forlistingasthecriteriafordeterminingarelated
partyrelationshipasthisisbasicknowledge.However,makesureyoudonotoverlookthe
additionalsub-requirementtodiscusswhyitisimportanttodiscloserelatedpartytransactions.Part
(b)istrickierbutlookingforrelationshipsofsignificantinfluenceandcontrolshouldhelpyouto
identifyanyrelatedparties.
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Markingscheme 

 Marks

(a) Reasons 4
 Criteriawhichdeterminearelatedpartyrelationship 3
 
(b) EginGroup 5
 Spade 3

 Atomic 3
 
Professionalmarks 2

 20
 

 

(a) Whyitisimportanttodiscloserelatedpartytransactions

ThedirectorsofEginarecorrecttosaythatrelatedpartytransactionsareanormalfeatureof
business.However,whereentitiesaremembersof thesamegroup, forexampleparentand
subsidiary, the financial performance and position of both entities can be
affectedbythesetransactions.Anobviousinstanceofthisiswhereonegroupcompanysells
goods to another at artificially low prices which can have a detrimental impact on the
stakeholdersofthesellingcompany.

In the absence of other information, users of the financial statements assume that a
company pursues its interests independently and undertakes transactions on an
arm's lengthbasison terms thatcouldhavebeenobtained ina transactionwitha third
party.

Knowledge of related party relationships and transactions affects the way in which users
assessacompany'soperationsandtherisksandopportunitiesthatitfaces.Therefore,details
ofanentity'scontrollingpartyandtransactionswithrelatedpartiesshouldbe
disclosed.Even if thecompany's transactionsandoperationshavenotbeenaffectedbya
related party relationship, disclosure puts users on notice that they may be
affectedinfuture.

Itisessentialtothestakeholders'positiveviewofacompany'smoralandethical
behaviour thatcontrols are inplace tocapture related party disclosures thatare
accurate and complete. This serves tominimise the risk of unethical or fraudulent
behaviour.

Criteriawhichdeterminearelatedpartyrelationship

UnderIAS24RelatedPartyDisclosuresarelatedpartyisapersonorentitythatisrelatedto
theentitythatispreparingitsfinancialstatements(the'reportingentity').

Persons

IAS24statesthatapersonoraclosememberofthatperson'sfamilyisrelatedtoareporting
entityifthatperson:

(1) Hascontrolorjointcontroloverthereportingentity;

(2) Hassignificantinfluenceoverthereportingentity;or

(3) Is amember of thekeymanagement personnel of the reporting entity or of a
parentofthereportingentity.
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Entities

Anentityisrelatedtoareportingentityifanyofthefollowingconditionsapply:

(1) Theentityandthereportingentityaremembersofthesamegroup(whichmeans
thateachparent,subsidiaryandfellowsubsidiaryisrelatedtotheothers).

(2) Oneentityisanassociate*orjointventure*oftheotherentity(oranassociateor
jointventureofamemberofagroupofwhichtheotherentityisamember).

(3) Bothentitiesarejointventures*ofthesamethirdparty.

(4) One entity is a joint venture* of a third entity and the other entity is an
associateofthethirdentity.

(5) Theentityisapost-employmentbenefitplanforthebenefitofemployeesofeither
thereportingentityoranentityrelatedtothereportingentity.

(6) Theentityiscontrolledorjointlycontrolledbyapersonidentifiedinthedefinition
above.

(7) Apersonidentifiedaboveashavingcontrolorjointcontroloverthereportingentityhas
significant influence over the entity or is a member of thekey management
personneloftheentity(orofaparentoftheentity).

(8) Theentity,oranymemberofagroupofwhichitisapart,provideskeymanagement
personnelservicestothereportingentityortotheparentofthereportingentity.

*Includingsubsidiariesoftheassociateorjointventure.

(b) Natureofrelatedpartyrelationships

WithintheEginGroup

Briars and Doye are related parties of Egin because they aremembers of the
samegroup(bothsubsidiariesofEgin).Forthesamereason,asfellowsubsidiaries,Briars
andDoyearealsorelatedpartiesofeachother.Eyeisalsoarelatedpartyof
EginbecauseitisanassociateofEgin.(EginhassignificantinfluenceoverEye.)

BriarsandDoyemayberelatedpartiesofEye.Thereisonlyonedirectorincommon
andIAS24statesthatentitiesarenotnecessarilyrelatedsimplybecausetheyhaveadirector
(or othermemberof keymanagementpersonnel) in common,orbecauseamemberof key
managementpersonnelofoneentityhassignificantinfluenceovertheotherentity.However,
Eye isanassociateofEgin,andthereforeamemberof thegroup thatBriarsand
Doyearemembersof(see(2)under'Entities'above).

Although Tang was sold several months before the year end it was a related party of
Egin,BriarsandDoyeuntilthen.Therefore,therelatedpartyrelationshipbetweenTang
andtheEgingroupshouldbedisclosedeventhoughtherewerenotransactionsbetween
themduringtheperiod.

Blue isa relatedpartyofBriarsasadirectorofBriars controls it.Because the
directorisnotonthemanagementboardofEginitisnotclearwhetherBlueisalsoa
relatedpartyof Egingroup.Thiswoulddependonwhether thedirector isconsidered
key management personnel at a group level. The director's services as a consultant to the
groupmaymeanthatarelatedpartyrelationshipexists.Theissuewoulddependonwhether
this role meant that this person was directing or controlling a major part of the group's
activitiesandresources.
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BetweenSpadeandtheEginGroup

SpadeisarelatedpartyofDoyebecauseitexertssignificantinfluenceoverDoye.
ThismeansthatthesaleofplantandequipmenttoSpademustbedisclosed.Egin is
notnecessarilyarelatedpartyofSpadesimplybecausebothhaveaninvestmentin
Doye. A related party relationship will only exist if one party exercises influence over
anotherinpractice.

Thedirectorshaveproposedthatdisclosuresshouldstatethatpriceschargedtorelatedparties
aresetonanarm's lengthbasis.Becausethetransactiontookplacebetweenrelated
partiesbydefinitionitcannothavetakenplaceonanarm'slengthbasisandthis
description cannot be substantiated and would be misleading. Doye sold plant and
equipment to Spade atnormal selling prices and this is the information that should be
disclosed,providedthetermscanbesubstantiated.

BetweenAtomicandtheEginGroup

AtomicisarelatedpartyofEginbecauseitcanexercisesignificantinfluenceover
it.Atomic'ssignificantinfluenceoverEgingivesitsignificantinfluenceoverBriarsand
DoyeastheyarecontrolledbyEgin.EyeisnotarelatedpartyofAtomicasAtomic
hasnoabilitytoexercisecontrolorsignificantinfluenceoverEye.

23Conceptualframework

Workbookreference.TheIASB'sConceptualFrameworkforFinancialReportingiscoveredin
Chapter1.

Toptips.Althoughthisquestionisrathergeneral,itisagoodideatomentiontheIASBdocuments,
coveredinyourBPPWorkbook.TheIASBseestheconceptualframeworkprojectasbeingakey
currentdevelopment,andtherehasbeenasignificantamountofcoverageintheaccountancypress.
Studentsshouldreadtheaccountancypressinordertogainaninsightintocurrentissues.This
questionandanswerhasbeenamendedsinceitwasset.

Easymarks.Aspart(a)isfairlyopenended,itgivesscopefordifferentapproachesandcredit
willbegivenforvalidpointswellexpressed.Thisdoesnotmeanyoucanwaffle.Youshouldthink
aboutthepracticaluseofaconceptualframeworkandconsiderthereasonsfordifferencesin
accounting.

Markingscheme 

 Marks

(a) Discussion1markperpointtoamaximumof10marks.Pointsmay
include:



Needforaconceptualframework 
Usefulfordecisionmaking  1
Theoreticalinnaturebutpracticalaims  1
Noframeworkresultsinhaphazardapproach  1
Neededforconsistencyinaccountingstandards  1
Rules-basedapproachopentomanipulation  1

Resolvepracticalaccountingissues 

Frameworkcannotprovidealltheanswers  1
Varietyofusersofaccounts  1
Focusonsomeusersatexpenseofotherusers  1
Providesdefinitionsforuseinaccountingstandards  1
ProvidesguidanceinabsenceofarelevantIAS/IFRS   1
  10
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 Marks

(b) Discussion1markperpointtoamaximumof6marks.Pointsmayinclude: 


Derecognitionofassetsandliabilities 
Drivenbyfaithfulrepresentation(ofassets/liabilitiesretainedandchanges
inassets/liabilities)

 1

Derecognisewhentransferred,consumed,collected,fulfilledexpired 
1

Continuetorecogniseanyretainedassets/liabilities  1
Controlapproach  1
 
Thereintroductionofprudence 
Importanceforneutralityandfaithfulrepresentation  1
Worksforbothoverstatementandunderstatementofassetsandliabilities 

1
  6

(c) Discussion1markperpointtoamaximumof9marks.Pointsmayinclude: 

CriticismsofproposedchangesinED 
Objectiveofgeneralpurposefinancialreporting  1
Qualitativecharacteristicsofusefulinformation  1
Financialstatementsandthereportingentity  1
Classifyas'financing'not'operating'  1
Elements  1
Recognition  1
Measurement  1
Presentationanddisclosure   2
  9
 25

 

(a) Theneedforaconceptualframework

Thefinancialreportingprocessisconcernedwithprovidinginformationthatisusefulinthe
businessandeconomicdecision-makingprocess.Therefore,aconceptualframework
willformthetheoreticalbasisfordeterminingwhicheventsshouldbeaccountedfor,howthey
shouldbemeasuredandhowtheyshouldbecommunicatedtotheuser.

Althoughitistheoreticalinnature,aconceptualframeworkforfinancialreportinghashighly
practicalfinalaims.

Thedangerofnothavingaconceptualframeworkisdemonstratedinthewaysome
countries' standardshavedevelopedover recentyears; standards tend tobeproduced ina
haphazard and fire-fighting approach. Where an agreed framework exists, the
standard-setting body act as an architect or designer, rather than a fire-fighter, building
accountingrulesonthefoundationofsound,agreedbasicprinciples.

The lack of a conceptual framework also means that fundamental principles are
tackledmore thanonce indifferentstandards, therebyproducingcontradictions
andinconsistenciesinbasicconcepts,suchasthoseofprudenceandmatching.Thisleads
toambiguityanditaffectsthetrueandfairconceptoffinancialreporting.

Without a conceptual framework, there is a risk that a financial reporting environment
becomes governed by specific rules rather than general principles. A rules-based
approach is much more open to manipulation than a principles-based one. For
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example, a rule requiring an accounting treatment based on a transaction reaching a
percentagethreshold,mightencourageunscrupulousdirectorstosetupatransactioninsucha
waytodeliberatelytoachieveacertainaccountingeffect(egkeepfinanceoffthestatementof
financialposition).

Aconceptualframeworkcanalsobolsterstandardsettersagainstpoliticalpressure
fromvarious'lobbygroups'andinterestedparties.Suchpressurewouldonlyprevailifitwas
acceptableundertheconceptualframework.

Canitresolvepracticalaccountingissues?

A framework cannot provide all the answers for standard setters. It can provide basic
principles which can be used when deciding between alternatives, and can narrow the
rangeofalternativesthatcanbeconsidered.TheIASB'sConceptualFrameworkhasprovided
definitionsthathaveformedthebasisofdefinitionsinaccountingstandardsin
areassuchasfinancialinstrumentsandprovisions.Aframeworkcanalsoprovideguidancein
theabsenceofanaccountingstandard.Forexample,thereisnoIFRSdealingspecificallywith
off balance sheet finance, so the IASB's Conceptual Framework must form the basis for
decisions.

However,aconceptualframeworkisunlikely,onpastform,toprovidealltheanswers
topracticalaccountingproblems.Thereareanumberofreasonsforthis:

(i) Financialstatementsareintendedforavarietyofusers,anditisnotcertainthatasingle
conceptualframeworkcanbedevisedwhichwillsuitallusers.

(ii) Given the diversity of user requirements, there may be a need for a variety of
accounting standards, each produced for a different purpose (and with different
conceptsasabasis).

(iii) It is not clear that a conceptual framework makes the task of preparing and then
implementingstandardsanyeasierthanwithoutaframework.

TheIASB'sConceptualFrameworkforFinancialReportingwascriticisedbytheUKAccounting
Standards Board at least partly on grounds of practical utility – it is thought to be too
theoretical,andalsoforfocusingonsomeusers(decisionmakers)attheexpense
ofothers(shareholders).Perhapsitisnotpossibletosatisfyallusers.

(b) ED/2015/3ConceptualFrameworkforFinancialReporting

(i) Derecognitionofassetsandliabilities

GuidanceonderecognitionisnewtothisproposedversionoftheConceptualFramework.
Theguidance is driven by the requirement of faithful representation. A
faithfulrepresentationmustbeprovidedof:

(1) Theassetsandliabilitiesretainedafteratransactionorothereventthat
ledtoderecognition,and

(2) Thechange in the entity's assets and liabilities as a result of that
transactionorotherevent.

Theseaimsarenormallyachievedby:

(a) Derecognising any assets or liabilities that have been transferred,
consumed, collected or fulfilled, or haveexpired and recognising any
resultingincomeorexpense.

(b) Continuingtorecognisetheassetsorliabilitiesretained,ifany,which
become a separate unit of account. Accordingly, no income or expenses are
recognised on the retained component as a result of the derecognition of the
transferredcomponent.
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Decisionsaboutderecognitionaregenerallystraightforward.Ifanentitydisposesofan
entireassetoranentire liabilityandretainsnoexposuretothatassetor liability, then
normallythereisnoissue.However,insomecasesthetwoaimsdescribedabove
conflictwitheachother,makingthedecisionsmoredifficult.Forexample,ifanentity
disposes of only part of anasset or a liability, theaccounting treatmentmaybe less
apparent.ThediscussionintheExposureDraftfocusesonthesecases.

Inmost cases,anentitywillachieve thebest result if itapplies thecontrolapproach,
thatis,byderecognisinganassetoraliabilitywhenitnolongermeetstherecognition
criteria.

(ii) Prudence

Chapter2TheQualitativeCharacteristicsofUsefulFinancial Informationwasfinalised
in the 2010 version of theConceptual Framework, and so there are generally only
limited changes from that version. However, one change that could be regarded as
important is the introductionofanexplicit reference to the ideaofprudence.
Prudence is described as theexercise of cautionwhenmaking judgements
underconditionsofuncertainty.Itisexplicitlystatedthatprudenceisimportantin
achieving neutrality, and therefore in achieving faithful representation.
PrudencehadbeenremovedfromtheConceptualFramework in2010onthegrounds
thatitconflictedwithneutrality,carryingabiasinfavourofcaution.

The IASB has further clarified that prudence works both ways: assets and liabilities
shouldbeneitheroverstatednorunderstated.

(c) Possiblecriticismsoftheproposals

The IASB has summarised the feedback on its ED/2015/3 Conceptual Framework for
Financial Reporting. As well as positive feedback, the summary includes the following
criticisms:

Objectiveofgeneralpurposefinancialreporting

TheEDhasaddedtotheobjectivetheimportanceofprovidinginformationneededtoassess
management's stewardship of the entity's resources. Some respondents want more
guidanceonstewardship,specifically:

 How'stewardship'relatesto'accountability'

 Theimpactonfuturestandard-settingdecisions

 The link between the discussion of buy, sell and hold decisions and the discussion of
stewardship

Others want stewardship included as anadditional objective in its own right whereas
othersdisagreewithgivingmoreprominencetostewardship.

Therearemixed viewsabout thedescriptionof theprimaryuser group (existing
andpotentiallendersandothercreditors)withsomewantingtoexpanditandotherswanting
tonarrowitdown.

Qualitativecharacteristicsofusefulinformation

(i) Prudence.SomerespondentsbelievethattheEDdoesnotsufficientlyreflectthenotion
of 'asymmetricprudence'– the recognitionof lossesand liabilitiesata lower levelof
likelihood(andhenceoftenearlier) thangainsandassets.Thisnotion ismentioned in
the Basis for Conclusions, but some believe it ought to be part of the Conceptual
Framework itself.Whereasothersbelieve thatprudenceshouldnotbereintroduced in
anyform.
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(ii) Measurement uncertainty. TheED introducesmeasurement uncertainty under the
qualitative characteristic of 'relevance'. There are three alternative views of what
measurementuncertaintyshouldbeanaspectof:

 Faithfulrepresentation;
 Relevantandfaithfulrepresentation;or
 Reliability(reintroducedasaqualitativecharacteristic).

Financialstatementsandthereportingentity

The ED introduces the concept of the boundary of a reporting entity in the form of direct
control ('unconsolidated' financial statements) and both direct and indirect control
('consolidated'financialstatements).

Some respondents are critical of the terms 'direct control' and 'indirect control'
especially since theyarenotusedby IFRS10ConsolidatedFinancialStatementsandmany
disagree that consolidated financial statements are more likely to provide
usefulinformationthanunconsolidatedfinancialstatements.

Theelementsoffinancialstatements

There is someconcern that changes indefinitionand recognitioncriteriawouldmean that
more'lowprobability'assetsandliabilitieswouldberecognised.

Banks broadly disagreewith the proposed new description of a 'present obligation' in the
ED'sexplanationofthedefinitionofaliability.

Recognition

Some respondents disagree with the removal of the 'probability criterion' and
would prefer to keep the existing recognition criteria because the new approach is too
abstract and subjective and could result in recognition of assets and liabilities with low
probabilityofinfloworoutflowoffutureeconomicbenefits.

Measurement

The ED categorisesmeasurement bases into historical cost and current value (including fair
value, value in use forassetsand fulfilment value for liabilities). Some respondents feel that
onlytwomeasurementbasesshouldbeincluded–historicalcostandfairvalue.

Others believe that clear guidance and principles need to be added to the ED as to
whenaparticularmeasurementbasisshouldbeselectedinastandard.

A few user groups feel that a different measurement basis should be used in the
statement of financial position and the statement of profit or loss with the
remainingbalancebeingincludedinothercomprehensiveincome(OCI)butothersbelievethis
wouldbetoocomplicatedandnotunderstoodbyusers.

Presentationanddisclosure

Manywould like further guidance onwhich items to include inprofit or loss (P/L),
which items to include in other comprehensive income (OCI) and the basis for
recycling.

TheEDincludesarebuttablepresumptionthatallitemsincludedinOCIshouldbereclassified
toP/L in futureperiods.Somebelieve thatonlysome itemsshouldbe reclassified to
P/LwhereasothersbelieveOCIitemsshouldneverbereclassified.
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24Lizzer

Workbookreferences.DisclosuresrelatingtofinancialinstrumentsarecoveredinChapter7and
disclosuresrelatingtoeventsafterthereportingperiodinChapter5.Thelatestdevelopmentson
disclosurearecoveredinChapter19.Theuserperspective,whichfeaturesthroughoutthisquestion,
isincludedinChapter17.

Toptips.Part(a)(i)asksforapplicationofdisclosuresinIFRS7relatingtofinancialinstruments,
focusingontheinformationprovidedtothedebt-holdersofLizzer.Part(a)(ii)considersthespecific
requirementsofIAS10relatingtoeventsafterthereportingdatefromtheperspectiveofLizzer's
investors.Bothpartsrequireyoutoapplyyourknowledgeoftherelevantstandardsindetermining
whetherdisclosureshouldbemadeintwoinstanceswherethedirectors'viewwasthatnofurther
informationshouldbedisclosedinthefinancialstatements.Itisimportanttorefertotheuser
perspectivesinyouranswer.YoudonotneedadetailedknowledgeofIFRS7tobeabletoanswer
part(a)(i).Markscouldbegainedforalogicaldiscussionofthescenarioinvolved.Part(b)asksfora
discussionabouttheoptimallevelofdisclosure,andbarrierstoreducingdisclosure.Argumentsboth
forandagainstextensivedisclosurecouldbemade,aswellasthecasethattoomuchdisclosure
meansthatmaterialinformationisobscured.YouranswershouldfocusontheIASB'sDisclosure
Initiative.Youareadvisedtodoaquickanswerplanbeforeyoustart,otherwisethereisadangerof
rambling.

Easymarks.Therearenoobviouseasymarks.However,part(b)isratheropenended,sothe
trickistokeeponwriting,drawingonyourownexperiencesandexamplesandbackingupyour
arguments.

Markingscheme 

 Marks
 


(a) (i) Reasonsfordebt-holdersinterest/advisedirectors– discussion1

markperpointtoamaximumof


6
 

 (ii) Critiqueofdirectors'decision– discussion1markperpointtoa
maximumof


6

 
(b) (i) Optimallevelofdisclosure– discussion1markperpointtoa

maximumof


9
 

 (ii) Barrierstoreducingdisclosure– discussion1markperpointtoa
maximumof


  4

  25
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(a) (i) Disclosureofdebtrisk

Usersoffinancialstatements

It is not for Lizzer alone to determine who the primary users of financial statements
areand what disclosures are necessary. The entity needs to consider the
requirements of IFRS 7 Financial Instruments: Disclosures, and apply themmore
broadly to include debt-holders as well as just shareholders. More generally, IAS 1
PresentationofFinancialStatementsstatesthattheobjectiveoffinancialstatementsisto
provideinformationaboutanentity'sfinancialperformance,financialpositionandcash
flowsthatisusefultoawiderangeofusersinmakingeconomicdecisions.Theseusers
aredefinedbytheConceptualFramework(andtherevisedConceptualFramework)as
'existing and potential investors, lenders and other creditors' (Conceptual
Framework:para.OB1).

Thedebt-holdersof Lizzerarecreditorsof theentity.Theyhaveprovided funds to the
entity from which they expect to receive a return, based on the performance of the
underlying investments. The debt holders ultimately bear the risks and rewards
associatedwiththeinvestmentsLizzerhasmade.Theywillbeinterestedinthefinancial
statements of Lizzer in order to understand the risks associated with the underlying
investmentsandassesstheimpactontheirownriskandreturn.

IFRS7requirements

The objective of IFRS 7 is to require entities to provide disclosures in their financial
statementsthatenableuserstoevaluate:

(1) The significance of financial instruments for the entity's financial position and
performance

(2) Thenatureandextentofrisksarisingfromfinancialinstrumentstowhichtheentity
is exposed during the period and at the reporting date, and how the entity
managesthoserisks

The key requirement of IFRS 7 is to show the extent to which an entity is
exposedtodifferenttypesofrisk,relatingtobothrecognisedandunrecognised
financial instruments. The risk disclosures required by IFRS 7 are given from the
perspective of management which should allow the users of financial statements to
better understand how management perceives, measures and manages the risks
associatedwithfinancialinstruments.

Creditriskisonesuchrisk,definedbytheStandardas:

'Theriskthatonepartytoafinancialinstrumentwillcauseafinanciallossfortheother
partybyfailingtodischargeanobligation'(IFRS7:AppendixA).

Clearlydisclosuresaboutcreditriskareimportanttodebt-holders.Suchdisclosuresare
qualitative(exposuretoriskandobjectives,policiesandprocessesformanagingrisk)
and quantitative, based on the information provided internally to management
personnel,enhancedifthisisinsufficient.

Moreimportantinthiscontextismarketrisk.Thedebt-holdersareexposedtotherisk
oftheunderlyinginvestmentswhosevaluecouldgoupordowndependingonmarket
value.Marketriskisdefinedas:

'The risk that the fairvalueor futurecash flowsofa financial instrumentwill fluctuate
becauseofchangesinmarketprices.Marketriskcomprisesthreetypesofrisk:currency
risk,interestrateriskandotherpricerisk'(IFRS7:AppendixA).

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




176

Disclosuresrequiredinconnectionwithmarketriskare:

(1) Sensitivityanalysis,showingtheeffectsonprofitorlossofchangesineach
marketrisk

(2) If the sensitivityanalysis reflects interdependenciesbetween risk variables, such
as interest rates and exchange rates the method, assumptions and
limitationsmustbedisclosed

(ii) Potentialbreachofloancovenants

TheapplicablestandardshereareIFRS7FinancialInstruments:Disclosures,andIAS10
EventsaftertheReportingPeriod.

The directors of Lizzer are not correct in their decision not to disclosure additional
informationabout thebreachof loancovenantsafter theyearenddate.According to
IFRS 7, Lizzer should have included additional information about the loan
covenants sufficient to enable the users of its financial statements to
evaluate the nature and extent of risks arising from financial
instruments towhich theentity isexposedat theendof the reportingperiod.Such
disclosureisparticularlyimportantinLizzer'scasebecausetherewasconsiderablerisk
at theyearend(31January20X3) that the loancovenantswouldbebreachedin the
near future, as indicated by the directors' and auditors' doubts about the company
continuingasagoingconcern.Althoughthebreachofloancovenantsdoesnotdirectly
impact the investors as they have not provided borrowings to Lizzer, there are
implicationsintermsoftheabilityofLizzertocontinueasagoingconcernasthiswill
havenegativeconsequences for thereturns theyreceiveon their investments.Potential
investors are unlikely to invest in a company that is a going concern risk due to the
uncertaintyarounditsfuture.

Informationshouldhavebeengivenabout theconditionsattached to the loans
andhowclosetheentitywasattheyearendtobreachingthecovenants.
IFRS7requiresdisclosureofadditionalinformationaboutthecovenantsrelatingtoeach
loanorgroupofloans,includingheadroom(thedifferencebetweentheamountofthe
loanfacilityandtheamountrequired).

Theactualbreachof the loan covenantsat31March20X3wasamaterial
eventafterthereportingperiodasdefinedinIAS10.Thebreach,afterthedate
of the financial statements but before those statements were authorised, represents a
materialnon-adjustingevent,whichshouldhavegivenrisetofurtherdisclosuresin
accordancewithIAS10.

Althoughthebreachisanon-adjustingevent,thereappearstobesomeinconsistency
between the information in the directors' and auditor's reports (which express going-
concerndoubts)andtheinformationinthefinancialstatements,whicharepreparedon
agoing-concernbasis.Ifanyofthefiguresinthestatementoffinancialpositionare
affected,thesewillneedtobeadjusted.

(b) (i) Optimallevelofdisclosure

  It is important to ensure the optimal level of disclosure in annual reports because
excessive disclosure can obscure relevant information and make it harder for
userstofindthekeypointsabouttheperformanceofthebusinessanditsprospectsfor
long-termsuccess.Itisimportantthatfinancialstatementsarerelevant,reliableand
canbeunderstood.

However,itisequallyimportantthatusefulinformationispresentedinacoherent
waysothatuserscanfindwhattheyarelookingforandgainanunderstandingofthe
company'sbusinessandtheopportunities,risksandconstraintsthatitfaces.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 177

Therehasbeenagradualincreaseinthelengthofannualreportsovertime.This,often,
has not resulted in better information for the users of financial
statements,butmoreconfusionastothereasonforthedisclosure.

Causesofexcessivedisclosure

Requirementsofdifferentregulatorsandstandard-setters

A significant cause of excessive disclosure in annual reports is the vast array of
requirements imposed by laws, regulations and financial reporting standards.
Regulators and standard setters have a key role to play in reducing
excessivedisclosure,bothbycuttingtherequirementsthattheythemselvesalready
imposeandbyguardingagainsttheimpositionofunnecessarynewdisclosures.Alisted
companymayhave to complywith listing rules, company law, international financial
reportingstandardsand thecorporategovernancecodes.Thus amajor sourceof
excessive disclosure is the fact that different parties require differing
disclosuresforthesamematter.

Furthermore, many disclosure requirements have been introduced in new or revised
internationalfinancialreportingstandardsinpreviousyearswithoutanyreviewoftheir
overallimpactonthelengthorusefulnessoftheresultingfinancialstatements.

Considerationofotherstakeholders

Preparers now have to consider many other stakeholders including
employees, unions, environmentalists, suppliers, customers, etc. The disclosures
required tomeet theneedsof thiswideraudiencehave contributed to
the increasedvolumeofdisclosure.Thegrowthofpreviousinitiativesongoing
concern,sustainability,risk,thebusinessmodelandothersthathavebeenidentifiedby
regulatorsas'key'hasalsoexpandedtheannualreportsize.

Inappropriateuseof'checklists'

A problem that seems to exist is thatdisclosures are beingmade because a
disclosure checklist suggests it may need to be made, without assessing
whether the disclosure is necessary in a company's particular circumstances.
This requires the application of materiality to disclosures and therefore requires
judgement.

ResponseofIASB

TheIASBlaunchedtheDisclosureInitiativein2013inresponsetofeedbackthatthereis
aneedtoimprovetheeffectivenessofdisclosuresinfinancialstatements.Itincludes:

� Materiality implementationprojects. The IASBbelieve thatuncertaintyonbehalf
of the preparers of financial statements as to how the concept of materiality
should be applied has compounded the disclosure issue. An Exposure Draft
(ED/2015/8) on the application of materiality to financial statements has
thereforebeenissued.Inaseparateproject(ED/2017/6)theIASBisproposing
to amend the definition of materiality to make it clearer that information is
material ifomitting,misstatingorobscuring it could reasonablybeexpected to
influence thedecisionsofusersof the financial statements,addressing the issue
that too much information can be just as problematic as the omission of
information.

� Research projects. A Discussion Paper Disclosure Initiative – Principles of
Disclosurehasbeen issuedwith theaimofencouragingentities toapplybetter
judgement and communicatemore effectively inmaking disclosures. Disclosure
principles will also help the IASB improve disclosure requirements. A further
project, theStandards-levelReviewofDisclosures,willconsiderhowto improve
disclosurerequirementsinStandards.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




178

(ii) Barrierstoreducingdisclosure

Entities are sometimes reluctant to reduce the level of disclosure. These barriers are
behaviouralandincludethefollowing:

(1) Theperceptionthatdisclosingeverythingwillsatisfyall interested
parties.Manyofthedisclosureswillnotbeapplicabletotheneedsofanyone
user.

(2) Thethreatofcriticismorlitigation.Preparersoffinancialstatementserron
thesideofcautionratherthanriskfallingfoulofthelawbyomittingarequired
disclosure.Removingdisclosures is seenascreatinga riskofadversecomment
andregulatorychallenge.

(3) Cutandpastementality.Ifitemsweredisclosedinlastyear'sannualreport
andtheissueisstillongoing,thereisatendencytocopythedisclosuresintothis
year'sreport.Itisthoughtthat,ifsuchdisclosuresareremoved,stakeholdersmay
wonderwhetherthefinancialstatementsstillgiveatrueandfairview.Disclosure
isthereforethesafestoptionandthedefaultposition.

(4) Checklist approach.While materiality should determine what is disclosed,
becausewhatismaterialiswhatmayinfluencetheuser,theassessmentofwhat
ismaterialcanbeamatterofjudgement.Thepurposeofchecklistsistoinclude
allpossibledisclosuresthatcouldbematerial.Usersmaynotknowwhichofthe
checklistdisclosuresisactuallymaterialinthecontextoftheirspecificneeds.

25Accountingstandardsanddisclosure

Workbookreferences.IssuescoveredherearecoveredinChapters1,17and19.

Toptips.Thisisanopen-endedquestion.Part(a)askedwhyaccountingstandardshelpthe'market
mechanism'.Youranswer shoulddealwithmattersof consistencyandcomparability,whichmake
theinformationmoretransparentthanwouldbethecaseina'freeforall'.Part(b),onthecostsand
benefitsofdisclosure,continuestobetopicalinthelightoftheIASB'songoingworkonitsDisclosure
Initiative.Arguments both for andagainst disclosure couldbemade, aswell as the case that too
muchdisclosuremeansthattheusercannotseethewoodforthetrees.

Youareadvisedtodoaquickanswerplanbeforeyoustart,otherwisethereisdangeroframbling.
Remember that the Conceptual Framework is always a useful reference point for answers to
discursivequestions.

Easymarks. Therearenoeasymarksas such; the trick is to focusyouransweron the specific
requirements,aimtogenerateonepointpermarkandfullyexplaineverythingyousay,butdonot
betemptedtowaffle.



Markingscheme 

 Marks

(a) Commonunderstanding 2
 Neutral,unbiased 2
 Comparability 1
 Credibility 2
 Consistency  2
  9
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 Marks

(b) Investmentprocess 4
 Risk 2
 Protection 2
 Costs 2
 Competitivedisadvantage 2

 Othercriteria  2
 14


Professionalmarks 2
 25

 

(a) Accountingstandardsandthemarketmechanism

Independently from financial reporting standards, the marketplace for capital encourages
entities to invest timeand thought into thequalityof their reports.Companieshaveavested
interestinprovidingqualityreportstopotentiallendersandinvestors,andifsuchinformation
is not forthcoming, the cost of capital will be higher. However, accounting standards
play a key role in the effective functioning of themarketmechanism in the
followingways:

(i) Consistency.Accounting standardsaregenerallydeveloped inaccordancewithan
agreedconceptualframework.ForexampleInternationalFinancialReportingStandards
use definitions of assets and liabilities that are found in the IASB's Conceptual
Framework for Financial Reporting. In consequence, there is consistency in the
presentationof financial information,anda commonunderstandingof termsused for
the elements of financial statements. This aids efficiency and decision making, since
usersdonotneedtolearnanewsetofconceptsforeachreportingentity.

(ii) Neutrality.While companies have an incentive to provide information in order to
gainaccess tocapital, theydonotnecessarilyhavean incentive tobeunbiased.On
the contrary, theymaywish to portray their financial performance and position in a
misleadingly favourable light.Usersareawareof thepotentialbias,but ifaccounting
standards are in place, compelling a company to present the information fairly, they
canhavemoreconfidenceinthefinancialstatements.Thisincreasedtrusthelpsdecision
makingandefficiency,whiletoomuchscepticismisasbadastoolittle.

(iii) Comprehensiveness. Reports prepared in accordance with, say, International
Financial Reporting Standards are required to contain certain information. As a
minimum, certainprimary financial statementsandaccompanyingnotesare required,
forexampleastatementofcash flows.Potential lendersandcompaniesareawareof
these requirements, and therefore know that reports prepared under accounting
standards will meet certain of their information needs. In the absence of accounting
standards,lenderswouldhavetorequestinformationonanadhocbasis,orspeculate
astowhycertaininformationwasmissing.

(iv) Comparability. If accounting standards are in force, the financial statements of
companies can be compared effectively, which makes the decision-making process
more efficient. Without them, companies could use very different bases for the
preparation of accounts, and the userwould not be comparing likewith like. This is
particularly important in the context of a global economy, where comparisons cross
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national borders, and was one of the main reasons why International Financial
ReportingStandardsweredeveloped.

(v) Verification. Auditors verify that financial statements have been prepared in
accordance with applicable accounting standards. While an audit report is not a
guarantee of a good investment, it lends credibility to the financial statements in a
report.

(b) Costsandbenefitsofincreaseddisclosure

Benefitstousersofdisclosure

Usersoffinancialstatementsneedasmuchrelevantinformationaspossibleinorder
tomakeorretainwiseinvestmentsandtoavoidlessprudentusesofcapital.Companiesalso
benefit from providing this information as it means that they do not take on debt that they
cannotafford.Thereare,then,obviousadvantagestoincreaseddisclosure.

(i) Lendersneedtoknowifacompanyhasliquidityproblems.Disclosureofreasons
for a large bank overdraft, or changes in gearing,may help allay any concerns, or
alternativelymayhelpthelenderavoidabaddecision.

(ii) Users need to know the full extent ofany risk they are taking on in investing in,
tradingwithorlendingtoacompany.Riskisnotautomaticallyabadthing,ifpotential
returns are good, and information on both profitability and gearing can help the
decision-makingprocessalong.Aventurecapitalistmaybemorewillingtotakeonrisk
than a high street bank, but both will need full disclosure of relevant information. A
betterunderstandingofriskmaylowerthecostofcapital.

(iii) Investors and potential investors will need to knowwhich companies are themost
profitable,andwhetherthoseprofitsaresustainable.Theirjobistomaximisereturns.
It isnot in thelong-terminterestsofeithercompaniesorpotential investors towithhold
information.

Effective disclosure is particularly important in times of economic uncertainty
particularly around risk andgoing concern assessments. For example, European (especially
British)companiesarefacinguncertaintyaroundBrexit.TheEYJuly2017reportTheimpactof
Brexitoncorporatereportingstates:

'The consequences of Brexit could have an impact on the significant judgements made in
preparingfinancialstatementsaswellasthesensitivityofkeyaccountingestimates,especially
wheremarketshaveexperiencedhighervolatility.Therefore,companies should focuson the
adequacyof their disclosuresaround judgements, estimatesandassociated sensitivities and
considerwhetheradditionalordifferentinformationshouldbegiven'. (2017:p3)

The key to ensuring disclosure is beneficial is tomake it relevant and targeted to the
needs of users. It is possible to increase disclosures beyond the point of usefulness. In
2013, in response to feedback that there is aneed to improve the effectiveness of
disclosures in financial statements, the IASB launched its 'Disclosure Initiative'. The
project began in response to criticisms about disclosure overload in order to explore
opportunities to see how those applying IFRS can improve and simplify disclosures within
existingdisclosurerequirements.

Therearecurrentlyfourongoingprojects:

(1) DiscussionPaperDisclosureInitiative–PrinciplesofDisclosurewhichsetsouttheIASB's
preliminary views on disclosure principles that should be included in a general
disclosurestandardorinnon-mandatoryguidanceonthetopic.

(2) TheMaterialityPracticeStatementproject– the IASB finalisedaPracticeStatement in
2017 containing non-mandatory guidance to help entities making materiality
judgementswhenpreparingIFRSgeneralpurposefinancialstatements.
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(3) TheDefinitionofMaterialproject–theIASBhasissuedanExposureDraftofproposed
amendments to IAS 1 and IAS 8 to refine the definition ofmateriality and clarify its
application.

(4) TheStandards-levelReviewofDisclosuresproject–thisresearchprojectwillconsidered
howtoimprovedisclosurerequirementsinStandards.

Itistellingthatfortheyears2017to2021,theIASBhaschosen'bettercommunication'
as its central theme. This widens the IASB's remit to refocus their activities in response to
requests frominvestors tomake financial informationmorerelevant to themandimprove the
communicationofthatinformation.

Coststopreparersofdisclosure

Companiesaresometimesreluctanttoincreasethelevelofdisclosure,notbecausetheyhave
anythingtohide,butbecauseoftheassociatedcosts.Theseincludethefollowing:

(i) Costs to collate and prepare the required information. These costs are
principally time costs of senior and junior staff, but may include fees to external
consultants or lawyers. Training of staff – for example, in new methods of data
collection – may be required, or staff may need to be moved from other, revenue-
generatingprojects.

(ii) Costs of disseminating information. This may simply mean a thicker annual
report; for example, increasing printing costs or the cost ofmore time to present the
information on theweb. The annual report and accountsmay not be adequate, and
additionalreportsmaybeused.

(iii) Cost of lost competitive advantage. Extra information onmarketing strategies,
planned products or locations for expansion can give competitors an advantage that
theymight not otherwise havehad. Inparticular, disclosureof problems,weaknesses
andstrategiesforimprovementmaygivethecompetitoranideaofareastotarget.This
disadvantage should not be overstated, however. A company does not need to give
away trade secrets, and if the competitor is, for the benefits outlined above, also
providingincreaseddisclosure,thereisnoadvantagetoeitherparty.

(iv) Potential litigation. Theadditional informationdisclosedneeds tobeaccurate,as
misleadingdisclosurerunstheriskoflitigation.Time–andthereforemoney–needsto
be spent checking the information toavoid this risk. That said, there isalsoa riskof
litigationarisingfromincompleteorinadequatedisclosure,sopotentiallitigationshould
not,initself,beareasontoavoidincreaseddisclosure.

Even in times of economic uncertainty, enhanced disclosures are arguably
worth theextra cost.Even if thenews isbad, it isbetter thatusersknow, rather
than be surprised later when it gets worse. A company with a reputation for full
disclosurewillearnthetrustofpotential investors.Thereareindeedcosts toincreased
disclosure,butthecostofnon-disclosuremaybegreater.

Disclosure now often goes beyond what is required by IFRS and national
legislation.Manycompaniesvoluntarilyproducean integrated reportprepared in
accordance with the guidelines of the International Integrated Reporting Council's
InternationalIntegratedReporting<IR>Framework.Thefocusofanintegratedreportis
on the organisation's ability to create value in the short,mediumand long termand
focuses on capitals beyond the financial (manufactured capital, intellectual capital,
human capital, social and relationship capital and natural capital). A social and
environmentalreportisalsobecomingincreasinglycommonplace.Thereisacost
associatedwiththisextrareportingbutitisoftenconsideredworthitinordertobetter
engagewiththecompany'sstakeholders.
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26Tang

Workbookreference.IFRS15RevenuefromContractswithCustomersiscoveredinChapter1
ofyourWorkbook.

Toptips.Thisquestionfocusesonasingleaccountingstandardwithpart(a)requiringadiscussion
andpart(b),applicationinthecontextoftwodifferenttransactions.Part(a)ismorestraightforward
thanpart(b)soshouldbeansweredfirst.Part(b)(ii)issomewhatchallenging;however,itrepresents
only7ofthe25marks,sodonotletthisputyouoffwhatisotherwiseaveryfairquestion.Readthe
questioncarefullyinpart(a)(i)–itasksforcriteriaforacontract,sodonotlaunchstraightintothe
otherfoursteps,butleavethatuntilpart(a)(ii).Itisimportantthatyoureadwidely,includingreading
StudentAccountant,asarticlesonsuchtopicsasIFRS15appearregularly.

Easymarks.Part(a)(ii)isa'gift',ifyouhavelearnttherevenuerecognitionsteps,whichyou
shouldhave!Youshouldelaborateonthemratherthansimplyrecitethem.

Markingscheme 

 Marks

(a) (i) Definitionofacontract 1
  Contractapprovedandcommittedtoperformobligations 1
  Canidentifyeachparty'srightsandpaymentterms 1
  Contracthascommercialsubstance 1
  Probableconsideration 1
 5

 (ii) Identifyperformanceobligationsinthecontract 2
  Determinethetransactionprice 3
  Allocationthetransactionpricetotheperformanceobligations 2
  Recogniserevenuewhenorasentitysatisfiesperformanceobligations 2
  Competitivedisadvantage 9

(b) (i) Contractcontainssignificantfinancingcomponent 1
  Separateintorevenueandloancomponents 1
  Discussionofcorrectdiscountrate 1
  Contractliabilityandsubsequentinterest 1
  4

 (ii) Bonusisvariableconsideration 1
  Excludebonusfromtransactionpriceatcontractinception/endoffirstyear 1
  Satisfyperformanceobligationovertimesorecogniserevenueovertime 1
  Recognise65%offixedconsiderationasrevenuein firstyear 1
  4December20X5:contractmodified– includebonusintransactionprice 1
  Notanadjustingeventafterreportingperiod– accountforinsecondyear 1
  Updatepercentagecompleteandestimatesofrevenueandcosts 1
  7

 25
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(a) (i) CriteriaforacontractunderIFRS15

  Definitionofacontract

The definition of what constitutes a contract for the purpose of applying IFRS 15 is
critical. A contract exists when an agreement between two or more parties
createsenforceablerightsandobligationsbetweenthoseparties.Theagreement
doesnotneedtobeinwritingtobeacontractbutthedecisionastowhethera
contractualrightorobligationisenforceableisconsideredwithinthecontextofthe
relevantlegalframeworkofajurisdiction.Thus,whetheracontractisenforceable
will vary across jurisdictions. The performance obligation could include promises
whichresult inavalidexpectation that theentitywill transfergoodsorservices to
thecustomereventhoughthosepromisesarenotlegallyenforceable.

AnentityshouldonlyaccountforacontractwithacustomerwithinthescopeofIFRS15
whenallofthefollowingfivecriteriahavebeenmet.

(1) Contractapprovedandcommittedtoperformobligations

Thefirstcriteriasetout in IFRS15is that thepartiesshouldhaveapproved the
contractandarecommitted toperform their respective obligations. It
wouldbequestionablewhetherthatcontractisenforceableifthiswerenotthecase.
In the case of oral or implied contracts, this may be difficult but all
relevant factsandcircumstancesshouldbeconsideredinassessingthe
parties'commitment.

The parties need not always be committed to fulfilling all of the
obligations under a contract. IFRS 15 gives the example where a customer is
requiredtopurchaseaminimumquantityofgoodsbutpastexperienceshowsthat
the customer does not always do this and the other party does not enforce their
contractrights.TheIFRS15criterioncouldstillbesatisfiedinthisexampleifthereis
evidencethatthepartiesaresubstantiallycommittedtothecontract.

(2) Entitycanidentifyeachparty'srights

It isessential thateachparty's rightscanbe identifiedregardingthegoodsor
services to be transferred.Without this criterion, an entity would not be able to
assess the transferofgoodsorservicesand therefore, thepointatwhich revenue
shouldberecognised.

(3) Entitycanidentifyeachparty'spaymentterms

Itisessentialthateachparty'spaymenttermscanbeidentifiedregardingthe
goodsorservices tobe transferred.Thisrequirement is thekey todeterminingthe
transactionprice.

(4) Contracthascommercialsubstance

The contract must have commercial substance before revenue can be
recognised, as without this requirement, entities might artificially inflate their
revenue and it would be questionable whether the transaction has economic
consequences.

Thecontract isdeemedtohavecommercialsubstancewhentherisk, timingor
amountoftheentity'sfuturecashflowsisexpectedtochangeasaresult
ofthecontract.

(5) Probableconsideration

Itshouldbeprobablethattheentitywillcollecttheconsiderationdueunder
the contract. An assessment of a customer's credit risk is an important
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elementindecidingwhetheracontracthasvaliditybutcustomercreditrisk
doesnotaffectthemeasurementorpresentationofrevenue.

The consideration may be different to the contract price because of
discounts and bonus offerings. The entity should assess the ability of the
customertopayandthecustomer'sintentiontopaytheconsideration.

Reassessment

Ifacontractwithacustomerdoesnotmeetthesecriteria,theentitycancontinuallyre-
assessthecontracttodeterminewhetheritsubsequentlymeetsthecriteria.

Combinationofcontracts

Two ormore contractswhich are entered into around thesame timewith the
same customer may be combined and accounted for as a single contract, if
theymeetthespecifiedcriteria.

Contractmodifications

The Standard provides detailed requirements for contract modifications. A
modificationmaybeaccountedforasaseparatecontractoramodificationof
theoriginalcontract,dependinguponthecircumstancesofthecase.

(ii) FourremainingIFRS15steps

 Asexplainedinpart(a)(i),steponeinthefive-stepmodelrequirestheidentificationof
the contract with the customer. After a contract has been determined to fall under
IFRS15,thefollowingstepsarerequiredbeforerevenuecanberecognised.

Step2:Identifytheperformanceobligationsinthecontract

Thissteprequirestheidentificationoftheseparateperformanceobligationsin
thecontract.Thisisoftenreferredtoas'unbundling',andisdoneatthebeginningofa
contract. The key factor in identifying a separate performance obligation is the
distinctiveness of the good or service, or abundle of goods or services. A
good or service is distinct if the customer can benefit from the good or
service on its own or together with other readily available resources and is
separatelyidentifiablefromotherelementsofthecontract.

IFRS15requiresaseriesofdistinctgoodsorserviceswhicharesubstantially
the same with the same pattern of transfer, to be regarded as a single
performanceobligation.Agoodor service,whichhasbeendelivered,may
notbedistinctifitcannotbeusedwithoutanothergoodorservicewhich
hasnotyetbeendelivered.Similarly,goodsorserviceswhicharenotdistinctshould
becombinedwithothergoodsorservicesuntiltheentityidentifiesabundleof
goodsorserviceswhichisdistinct.

IFRS15providesindicatorsratherthancriteriatodeterminewhenagoodorservice
isdistinctwithinthecontextofthecontract.Thisallowsmanagementtoapplyjudgement
to determine the separate performance obligations which best reflect the economic
substanceofatransaction.

Step3:Determinethetransactionprice

This step requires the entity to determine the transaction price, which is the
amount of consideration which an entity expects to be entitled to in
exchangeforthepromisedgoodsorservices.Thisamountexcludesamounts
collected on behalf of a third party, for example, government taxes. An entity must
determine the amount of consideration to which it expects to be entitled in order to
recogniserevenue.
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The transaction price might include variable or contingent consideration.
Variableconsiderationshouldbeestimatedaseithertheexpectedvalueorthe
most likely amount.Management should use the approachwhich it expects will
best predict theamountof considerationand shouldbeapplied consistently
throughoutthecontract.

Anentitycanonlyincludevariableconsiderationinthetransactionpricetothe
extentthatitishighlyprobablethatasubsequentchangeintheestimatedvariable
consideration will not result in a significant revenue reversal. If it is not
appropriate to include all of the variable consideration in the transaction price, the
entity should assess whether it should include part of the variable consideration.
However,thislatteramountstillhastopassthe'revenuereversal'test.

Additionally,anentity shouldestimate the transactionprice taking intoaccountnon-
cash consideration, consideration payable to the customer and the time
value of money if a significant financing component is present. The latter is not
requiredifthetimeperiodbetweenthetransferofgoodsorservicesandpaymentisless
thanoneyear.

Ifanentityanticipates that itmayultimatelyacceptanamount lower thanthat initially
promisedinthecontractdueto,forexample,pastexperienceofdiscountsgiven,then
revenuewould be estimated at the lower amountwith the collectability of that lower
amountbeingassessed.Subsequently,ifrevenuealreadyrecognisedisnotcollectable,
impairmentlossesshouldbetakentoprofitorloss.

Step4:Allocatethetransactionpricetotheperformanceobligationsinthecontract

This step requires the allocation of the transaction price to the separate
performance obligations. When a contract contains more than one distinct
performance obligation, an entity allocates the transaction price to each distinct
performanceobligationonthebasisoftherelativestandalonesellingpricesof
thegoodsorservicespromised.Thisallocationismadeatinceptionofthecontract.Itis
not adjusted to reflect subsequent changes in the standalone selling prices of those
goodsorservices.

Thebest evidence ofstandalone selling price is theobservable price of a
goodorservicewhentheentitysells thatgoodorserviceseparately. If thatis
notavailable,anestimateismadebyusinganapproachwhichmaximisestheuse
of observable inputs. For example, expected cost plus an appropriatemargin or the
assessment of market prices for similar goods or services adjusted for entity-specific
costsandmarginsorinlimitedcircumstancesaresidualapproach.

Where the transaction price includes a variable amount and discounts,
consideration needs to be given as towhether theseamounts relate to all or
only some of the performance obligations in the contract. Discounts and
variable consideration will typically be allocated proportionately to all of the
performance obligations in the contract. However, if certain conditions aremet, they
canbeallocatedtooneormoreseparateperformanceobligations.

Step5:Recogniserevenuewhen(oras)theentitysatisfiesaperformanceobligation

Thisfinalsteprequiresrevenuetoberecognisedaseachperformanceobligation
issatisfied.Anentitysatisfiesaperformanceobligationbytransferringcontrolof
apromisedgoodorservicetothecustomer,whichcouldoccurovertimeorat
apoint in time.Thedefinitionofcontrol includes theability topreventothers from
directingtheuseofandobtainingthebenefitsfromtheasset.

Where an entity satisfies its performance obligation over time, revenue is
recognisedovertimeinlinewiththepatternoftransfer.
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Ifanentitydoesnotsatisfyitsperformanceobligationovertime,itsatisfiesitatapoint
in timeand revenuewillbe recognisedwhen control is passedat thatpoint in
time. Factors which may indicate the passing of control include the present right to
payment for the asset or the customer has legal title to the asset or the entity has
transferredphysicalpossessionoftheasset.

(b) (i) Existingprintingmachine

Thecontractcontainsasignificant financing componentbecauseof the length
oftimebetweenwhenthecustomerpaysfortheassetandwhenTang
transferstheassettothecustomer,aswellastheprevailinginterestrates
inthemarket.ThisisaslightlyunusualsituationinwhichthecustomerispayingTangin
advance(24monthsbeforethefinishedmachineisreadyforuse)buttheprinciplesof
thetreatmentofsignificantfinancingcomponentsprevail.

A contract with a customer which has a significant financing component should be
separated intoa revenue component (for thenotionalcashsalesprice)anda
loan component. Consequently, the accounting for a sale arising from a contract
whichhasasignificant financingcomponentshouldbecomparable to theaccounting
foraloanwiththesamefeatures.

An entity should use the discount rate which would be reflected in a separate
financingtransactionbetweentheentityanditscustomeratcontractinception.
The interest rate implicit in the transactionmaybedifferent fromtherate tobe
used to discount the cash flows, which should be the entity's incremental
borrowingrate.IFRS15wouldthereforedictatethattheratewhichshouldbeused
in adjusting the promised consideration is 5%, which is the entity's incremental
borrowing rate, and not 11.8%. As the customer is paying Tang in advance, in
substance, Tang is borrowing $240,000 from the customer which makes Tang's
incrementalborrowingratethemostappropriateratetouse.

Tangwouldaccountforthesignificantfinancingcomponentasfollows:

Recogniseacontractliabilityforthe$240,000paymentreceivedon1December
20X4atthecontractinception.

Duringthetwoyearsfromcontractinception(1December20X4)untilthetransferofthe
printingmachine, Tangadjusts theamountof considerationandaccretes the contract
liabilitybyrecognisingintereston$240,000at5%fortwoyears.

This would result in interest of $12,000 ($240,000 × 5%) in the year ended
30November20X5.

Contract liabilitywouldstandat$252,000 ($240,000+$12,000)at30November
20X5. Therefore, interest in the year ended30November20X6would be$12,600
($252,000×5%).

Thiswouldbringthecontractliabilityupto$264,600.

Contract revenue would be recognised on the transfer of the printing
machinetothecustomeron30November20X6bydebitingthecontractliability
andcreditingrevenuewith$264,600.

(ii) Constructedprintingmachine

Tangaccountsforthepromisedbundleofgoodsandservicesasasingleperformance
obligation satisfied over time in accordance with IFRS 15. At the inception of the
contract,Tangexpectsthefollowing:

Transactionprice $1,500,000
Expectedcosts $800,000
Expectedprofit(46.7%) $700,000

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 187

The $100,000 bonus constitutes variable consideration under IFRS 15. At
contractinception,Tangexcludesthe$100,000bonusfromthetransactionprice
because it cannot conclude that it is highly probable that a significant
reversalintheamountofcumulativerevenuerecognisedwillnotoccur.
Completionof theprintingmachine is highly susceptible to factorsoutside theentity's
influence.

ThisisacontractwhereTangsatisfied itsperformanceobligationover time.
Therefore, revenue should also be recognised over time by measuring the
progress towardscompletesatisfactionof thatperformanceobligation.Bythe
endof the firstyear, theentityhassatisfied65%of itsperformanceobligationon the
basis of costs incurred to date. Costs incurred to date are therefore $520,000
($800,000×65%)andTangreassessesthevariableconsiderationof$100,000
andconcludesthattheamountisstillconstrainedwhichmeansthatitmaynotyetbe
recognised. Therefore, at 30 November 20X5, only the portion of the fixed
considerationof$1,500,000relatedtoprogresstodatemayberecognisedas
revenue. This results in revenue of $975,000 ($1,500,000 × 65%). The following
amountswouldthereforebeincludedinthestatementofprofitorloss:

Revenue $975,000
Costs $520,000
Grossprofit $455,000

However, on 4 December 20X5, the contract ismodified. As a result, the fixed
consideration and expected costs increase by$110,000and$60,000, respectively.
This increasesthefixedconsiderationto$1,610,000($1,500,000+$110,000)and
theexpectedcoststo$860,000($800,000+$60,000).

The total potential consideration after the modification is $1,710,000 which is
$1,610,000fixedconsideration+$100,000completionbonusasTanghasconcluded
that receipt of the bonus is highly probable and that including the bonus in the
transaction pricewillnot result in a significant reversal in the amount of
cumulative revenue recognised in accordance with IFRS 15. Tang also
concludesthatthecontractremainsasingleperformanceobligation.Thus,Tang
accounts for the contract modification as if it were part of the original
contract.Therefore,Tangupdatesitsestimatesofcostsandrevenueasfollows:

Tanghassatisfied60.5%ofitsperformanceobligation($520,000actualcostsincurred
comparedto$860,000totalexpectedcosts).Theentityrecognisesadditionalrevenue
of$59,550[(60.5%of$1,710,000)–$975,000revenuerecognisedtodate]at the
date of the modification as a cumulative catch-up adjustment. As the contract
amendmenttookplaceaftertheyearend, theadditionalrevenuewouldnotbe
treated as an adjusting event after the reporting period. Therefore, it would be
accounted for in theyearended30November20X6rather thanasanadjustment in
theyearended30November20X5.
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27Blochberger

Workbookreferences.RevenuerecognitioniscoveredinChapter1andnon-currentassetsisin
Chapter3.

Toptips.Thekeyinthistypeofquestionistoidentifyforeachpart,whichIASorIFRSmaybe
relevant.Theword'customer'inparts(a),(b)and(c)shouldpromptyoutoconsiderIFRS15Revenue
fromContractswithCustomers.ThenextstepistotryandidentifywhichrulesorprinciplesfromIFRS
15mightberelevant.NocreditwillbegivenforsimplylistingtheIFRS15accountingtreatment.For
eachitem,youneedtoidentifytherelevantpartofIFRS15thenapplyitthescenario.Themost
importantpointstoconsiderarerecognition(whentherevenueshouldberecorded)and
measurement(theamountofrevenuetoberecorded).Donotworryifyoudidnotpickupallthe
technicaldetailinparts–applyingthekeyprincipleswillgiveyouenoughmarkstopass.

Theword'machine'inpart(d)shouldhelpyoutoidentifythatIAS16Property,PlantandEquipment
isapplicablehere.Thisisdefinitelytheeasiestpartofthequestionasitprimarilytestsassumed
knowledgefromyourearlierstudiessogoodtechniquewouldbetotacklethispartofthequestion
first.Theapproachshouldbetoconsidereachcostmentionedandwhetheritshouldbecapitalised
asanon-currentassetortreatedasanexpenseinprofitorloss.

Easymarks.Youshouldhavebeenabletoscoreclosetofullmarksforpart(d).Parts(a),(b)and
(c)weremorechallengingbuteasiermarkswereavailableforidentifyingwhentherevenueshould
berecognised(basedonsatisfactionofperformanceobligation).Measurementofrevenuewas
trickierbutasensiblesuggestionwillbegivensomecredit.

Markingscheme 

 Marks

(a) $3misnotinexchangefordistinctgoodorservice 1
 Treat$3masareductionofthetransactionprice 1
 Recogniserevenueontransferofcontrol– deliveryinDecember20X7 1
 Recognisecontractassetonpaymenton$3million 1
 Compensationis10%oftransactionprice 1
 Ondelivery,recogniserevenueof$3.5m($4millioninvoicedless10%) 1
 6

(b) Salespricedependsonvolumeofsales– elementofvariableconsideration 1
 Recogniseifhighlyprobablethatsignificantreversalwillnotoccur 1
 Quarterended30September20X7:usefullsalespriceof$200asvolume

discounttargetunlikelytobemet
2

Quarterended31December20X7:usediscountedsalespriceof$180as
volumediscounttargetlikelytobemet

2

 Alsorecognise$20discountretrospectivelyonunitssoldinpreviousquarter 1
 7

(c) Norevenueontransferofproduct– rightofreturn;lackofevidence 1
 Recogniserevenueinfollowingyearwhenrightofreturnlapses 1

Ontransferofgoods,recogniseassetforrighttorecovertheproductand
reduceinventory 1

 Recognisereceivable/revenueinsubsequentyearwhenrightofreturnlapses 1
 Recordcostofsalesandderecogniseassetforrighttorecoverproduct 1
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 Marks
 Contractcontainsconsiderablefinancingcomponent 1

Recogniseinterestonreceivableovercontractperiodoncerightofreturn
lapses 1

  7

(d) Capitalisedirectlyattributablecosts 1
 Capitalisecostsoftestinglessnetproceedsfromsamples 1
 Donotcapitalisetrainingcosts– recogniseasanexpense 1
 Donotcapitaliseadvertisingcosts– recogniseasanexpense 1
 Begindepreciationwhenassetisavailableforuse 1
  5

 25

 

(a) One-yearcontract

IFRS 15 Revenue from Contracts with Customers is relevant here. The $3 million
compensation thatBlochbergermustpay its customerunder the contract is referred toas
'consideration payable to a customer' by IFRS 15 (para. 48). Blochberger must
assess whether the payment is in exchange for a distinct good or service that
transferstoBlochberger.AsBlochbergerwillnotobtaincontrolofanyrightstothecustomer's
shelves, the payment is not in exchange for a distinct good or service that transfers to
Blochberger. Consequently, IFRS 15 requires the $3 million payment to be treated as a
reductionofthetransactionpriceratherthanapurchasefromasupplier.

The revenue from the sale of the goodswould be treated as satisfaction of a performance
obligationatapointintimewhichmeansthatBlochbergershouldrecogniserevenuewhenit
transfers control of the goods to the customer whichwill be at the point of delivery in
December20X7.

The$3millioncompensationpayablebyBlochbergershouldnotberecordedasa
reductioninthetransactionpriceuntilBlochbergerrecognisesrevenuefromthesaleof
thegoods.

Therefore,on30November20X7,Blochbergershouldtreatthe$3millioncompensationpaid
asacontractassetwithincurrentassets(sinceitisaoneyearcontract)withthefollowing
accountingentry:

DEBIT Contractasset $3m
CREDIT Cash     $3m

This compensation amounts to 10% ($3 million/$30 million) of the contract price.
Consequently,asBlochbergertransfersgoodstothecustomer,thetransactionprice
mustbereducedby10%.Therefore,inDecember20X7,Blochbergershouldrecognise
$3.6 million of revenue being the $4 million invoiced less $0.4 million of the
considerationpayabletothecustomer.Theaccountingentrywouldbeasfollows:

DEBIT Tradereceivable $4m
CREDIT Revenue    $3.6m
CREDIT Contractasset   $0.4m
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(b) ContracttosellProductA

As thesalespricecouldeitherbe$200or$180perunitdependingon thevolumeofunits
sold,thereisanelementofvariableconsiderationinthiscontract.Thisisreferredtoasa
volume discount incentive by IFRS 15 whereby Blochberger's customer will receive a
discountof$20perunit($200–$180)ofProductAifitpurchasesmorethan1,000unitsin
a12monthperiod.Thistypeofvariableconsiderationshouldbemeasuredatitsmostlikely
amount,namely$200perunitifthe1,000-unitthresholdisunlikelytobemetand$180per
unitifitishighlyprobablethatthe1,000-unitthresholdwillbemet.

Someorallofthevariableconsiderationshouldonlybeincludedinthetransaction
price to the extent that it is highly probable that a significant reversal in the
cumulative revenue recognisedwillnotoccurwhen theuncertaintyassociatedwith
the variable consideration is subsequently resolved (ie when the total amount of units
purchased is known). This means that revenue should be recognised at the undiscounted
amountof$200perunitunlessitishighlyprobablethatthe1,000-unittargetwillbereached.

Forthequarterended30September20X7,Blochbergerusesthepurchasingpatternof
thecustomertoconcludethatthe1,000-unit target isunlikelytobereached.Thisis
becausewhenextrapolated, thecustomerwouldonlypurchase300units in theyear rather
thanthe1,000requiredforthediscount.Therefore,thevolumediscountincentiveshould
notberecognisedandrevenueshouldberecognisedatthefullsalespriceof$200,
resultingintotalrevenueof$15,000(75unitssold×$200perunit)asatthispointintime,it
ishighlyunlikelythatanyofthe$200revenueperunitwillreverse.

Forthequarterended31December20X8,duethecustomer'sacquisition,therehasa
significant increase in demandwith a sale of 500 units for the quarter, implying that it is
highly probable that the1,000-unit thresholdwill be reached and thediscounted
price earned. Therefore, the $20 volume discount incentive should now be
recognised,bothforthe500unitssoldinthecurrentquarterandforthe75unitssoldinthe
previous quarter. Consequently, revenue of $88,500 should be recognised for the quarter
ended31December20X7being$90,000for thesaleof500units (500units×$180per
unit) less thechangein transactionpriceof$1,500(75units×$20pricereduction) for the
reductionofrevenuerelatingtounitssoldforthequarterended30September20X7.

(c) ContracttosellProductB

Blochbergershouldnot recognise revenueon transferof theproduct to thecustomeron
31December20X7.This isbecause theexistenceof therightof return (within90days)
and the lackofhistoricalevidence (since this isanewproduct)mean thatBlochberger
cannotconcludethatitishighlyprobablethatasignificantreversalintheamount
of cumulative revenue recognisedwill not occur. Consequently, revenue may only be
recognised in the next accounting period (the year ended31December 20X8), after three
monthswhentherightofreturnlapses(providedthecustomerhasnotreturnedthegoods).

Therefore,ontransferofthegoodson31December20X7,anassetshouldberecordedfor
therighttorecovertheproductandtheitemshouldberemovedfrominventoryat
theamountof$8,000(thecostoftheinventory):

DEBIT Assetforrighttorecoverproducttobereturned $8,000
CREDIT Inventory         $8,000

Areceivableandrevenueof$10,000willberecognisedin thefollowingaccounting
periodwhen theright of return lapseson31March20X8provided theproduct isnot
returned. The 'asset for right to recover product to be returned' will also be
transferredtocostofsales.Thiswillresultinthefollowingaccountingentries:
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DEBIT Receivable       $10,000
CREDIT Revenue         $10,000

DEBIT Costofsales      $8,000
CREDIT Assetforrighttorecoverproducttobereturned   $8,000

The contract also includes a significant financing component since there is a
difference between the amount of the promised consideration of $12,100 and the
cashsellingpriceof$10,000atthedatethegoodsaretransferredtothecustomer.

During the three-month right of return period (1 January 20X8 – 31March20X8)no
interestisrecognisedbecausenocontractassetorliabilityisrecognised.

Interest revenueon the receivable should thenbe recognisedat theeffective interest
rate (based on the remaining contractual term of 21 months) in accordance with IFRS 9
FinancialInstruments.

(d) Newmachine

IAS 16 Property, Plant and Equipment requires capitalisation of any costs directly
attributable to bringing the asset to the location and condition necessary for it to be
capable of operating in the manner intended by management. Testing of the machine to
ensurethatitisfunctioningproperlyisrequiredbeforethemachinecanbeusedincommercial
production. Therefore, under IAS 16, Blochberger should capitalise $325,000 being the
$400,000costsof testing theasset's functionality less thenetproceedsof$75,000
fromsellingitemsproducedwhilebringingtheassettoitsrequiredlocationandcondition.

However,thetrainingcostsof$300,000mustbeexpensedinprofitorlossastheyare
notconsideredadirectcost.Equally the$1millionadvertising costsof thenewproduct
(ProductC)manufacturedbythenewmachinemustalsobetreatedasanexpense.IAS16
specificallyprohibitscapitalisationofthecostsofintroducinganewproductorservice.

Under IAS 16,depreciation should beginwhen the asset is available for use ie
when it is in the location and condition necessary for it to be capable of operating in the
mannerintendedbymanagement.Therefore,depreciationonthenewmachineshouldbegin
on31October20X7whenthefunctionality testingiscompletedandcommercialproduction
begins.

28Minco

Workbookreferences.Revenuerecognitionandinterimfinancialreportingarecoveredin
Chapter1.Intangibleassets,property,plantandequipment,andimpairmentarecoveredin
Chapter3.IFRS5Non-currentAssetsHeldforSaleandDiscontinuedOperationsiscoveredin
Chapter13.

Toptips.Thequestioncoveredanumberofstandardsandissues(revenue,interimreporting,asset
heldforsale,provisions,intangiblesandthetreatmentofanannualretainer).Thebestapproachto
thistypeofquestionistoallowtimeforplanning–onceyouhaveidentifiedandinterpretedthe
requirement,youshouldactivelyreadthroughthequestionscenario,tryingtoidentifytherelevant
accountingstandard(s)foreachofitems(a),(b),(c)an(d).Youshouldaimtodrawupaplaneither
byannotatingthequestionpaperorcreatingyourownmindmaporlistofbullet-points–thekey
hereistodrawouttherelevantrulesorprinciplesfromtheIASorIFRSandapplythemtothe
scenario.Withoutdiscussionoftheprinciplesandapplication,youwillnotscoreenoughmarksto
passthequestion.

Easymarks.Therearesomeeasymarkstobehadinpart(a)forshowingknowledgeofthe
criteriaforidentifyingthecontractwithacustomerbutyoumustapplythisknowledgetothescenario
toscoreenoughmarkstopass.Part(b)ismorechallengingbuteasiermarksaretobehadfor
applyingtheaccrualsconceptwhendeterminingthecorrectpointatwhichtorecognisetheexpense.
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Theeasiermarksinpart(c)relatedtotryingtoidentifywhetheranobligationexistedandwhethera
provisionshouldberecognised.Inpart(d),youshouldhavebeenabletoapplytheIFRS5
accountingtreatmentfornon-currentassetsheldforsaleevenifyouwereunfamiliarwithIAS34.

Markingscheme 

 Marks

(a) DiscussionofIFRS15criteriaforidentifyingthecontract 2
 Probabilityofcollectionofconsiderationindoubt 1
 Evidencethatprobabilityofcollectionindoubt 1
 Mincohasnotsubstantiallytransferredconsiderationnorterminatedcontract 1
 Donotrecogniserevenue 1
 Accountfornon-refundablepaymentasadepositliability 1
 ContinuetoreassessIFRS15criteria 1
 8

(b) Signingbonus 2
 Annualretainer 2
 Performancebonus 1
 5

(c) Additionalfloor 2
 Generaldisrepairofbuilding 2
 Roofrepair 1
  5

(d) Followsameaccountingpoliciesasforannualfinancialstatements 1
 Measureassetatlowerofcarryingamountandfairvaluelesscoststosell 1
 1.10.20X3:recogniseimpairmentlossof$100,000 1

1.12.20X4:reverseimpairmentlossof$120,000aslessthancumulative
impairmentlossestodateof$45,000 1

31.5.20X4:canonlyrecognise$330,000ofthe$430,000increaseinfair
valuelesscoststosell(uptoremainingcumulativeimpairmentlossestodate)


1

 5.6.20X4:recognisegainondisposal 1
 Gainondisposalisnon-adjustingeventafterthereportingperiod 1
  7

 25

 

(a) Contractforsaleofthebuilding

Revenue from a contract may be recognised in accordance with IFRS 15 Revenue from
ContractswithCustomerswhenallofthefollowingcriteria(IFRS15:para.9)aremet.

(i) Thepartiestothecontracthaveapprovedthecontract.

(ii) Each party's rights in relation to the goods or services to be transferred can be
identified.

(iii) Thepaymenttermsandconditionsforthegoodsorservicestobetransferredcan
beidentified.

(iv) Thecontracthascommercialsubstance.

(v) Thecollectionofanamountofconsiderationtowhichtheentityisentitledtoin
exchangeforthegoodsorservicesisprobable.
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Criteria(i)to(iv)havebeenmet,butcriterion(v),relatingtoHolisticHealthco'sabilityand
intentiontopay,isindoubt.Thefollowingfactorsneedtobetakenintoconsideration.

(i) Holistic Healthco's liability under the loan is limited because the loan is non-
recourse. If the customer defaultsMinco is not entitled to full compensation for the
amountowed,butonlyhastherighttorepossessthebuilding.

(ii) Holistic Healthco intends to repay the loan (which has a significant balance
outstanding)primarilyfromincomederivedfromitsfitnessandleisurecentre.Thisisa
businessfacingsignificantrisksbecauseofhighcompetitionintheindustryand
becauseofthecustomer'slimitedexperience.

(iii) HolisticHealthcohasnoother incomeorassets thatcouldbeused torepay the
loan.

It is thereforenotprobable thatMincowill collect the consideration towhich it is
entitledinexchangeforthetransferofthebuildingandsotheIFRS15(Paragraph9)criteria
have not been met. Minco must then consider whether either of the criteria in IFRS 15
Paragraph15havebeenmet,thatis:

(a) HasMincohasreceivedsubstantiallyalloftheconsideration?
(b) HasMincoterminatedthecontract?

The answer to both of these is no, therefore, in accordance with Paragraph 16 of the
standard,Mincomustaccountforthenon-refundable$150,000paymentasa
depositliability.Mincomustcontinuetoaccountfortheinitialdeposit,aswellasanyfuture
payments of principal and interest, as a deposit liability, until such time that the company
concludes that the criteria in Paragraph 9 are met, specifically that it will recover the
considerationowing,oruntil ithasreceivedsubstantiallyallofit,orterminatedthecontract.
Mincomustcontinuetoassessthesituationtoseeifthesechangeshaveoccurred.

(b) Promotionalexpenditure

There are three types of payment involved in the arrangement with the tennis player. The
questionstatesthatthepaymentsarenotinterrelated,sotheinteractionsbetweenthemdonot
needtobeexaminedandtheexpenserecognitionpatternmaybedifferentforeach.

Signingbonus

ThecontractisforadvertisingandpromotionalexpendituretoimproveMinco'sbrandimage.
IAS 38 Intangible Assets requires that these costs must be expensed when the
services are received. The signing bonus is paid in advance of the services being
received, those services beingwearingMinco's logo, taking part in a specified number of
tournamentsandattendingphoto/filmsessionsforadvertising.Thesigningbonusof$20,000
ispaidtotheplayeratthestartofthecontract,butrelatestothefullthree-yearcontractterm.It
must therefore be treated as a prepayment at the start of the contract and
expensedonastraight-linebasisoverthethree-yearcontractperiod.

If the contract is terminated before the end of the three-year period, Minco should
expenseimmediatelyanyamountnotrecoveredfromtheplayer.

It has been assumed in specifying the above treatment that separate services cannot be
identified. However, if the terms of the contract allow separate services to be
identifiedandmeasuredreliably,thenMincoshouldrecognisetheexpenseonce
theseparateserviceisrendered.

Annualretainer

Mincohasalsocontractedtopaytheplayeranannualretainerof$50,000providedshehas
competedinall thespecifiedtournamentsfor thatyear. IFRS9Financial Instrumentsrequires
thisarrangementtobetreatedasafinancial liabilitybecauseMincohasacontractual
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obligation to deliver cash to the player. The financial liability is recognised at the
presentvalueoftheexpectedcashflows.

Minco incurs this obligation on the datewhen the player has competed in all the
specifiedtournamentsanditisatthispointthattheliabilityshouldberecognised.

Performancebonus

Mincomust also payaperformancebonus to the playerwhenever shewins a tournament.
These payments are related to specific events, and therefore they are treated as
executorycontracts.(Anexecutorycontractisacontractinwhichsomethingremainstobe
donebyoneorbothparties.)Theyareaccruedandexpensedwhentheplayerhas
wonatournament.

(c) Headoffice

Additionalfloor

IAS16Property,PlantandEquipmentistherelevantstandardhere.Thestandardrequiresthat
Mincoshouldcapitalisethecostsoftheextrafloor,whichisanimprovementtothebuilding,
andamortisethesecostsoverthesix-yearleaseperiod.

IAS16statesthattheinitialcostofanassetshouldincludetheinitialestimateofthecosts
ofdismantlingandremovingtheitemandrestoringthesitewheretheentityhas
anobligationtodoso.Thisisthecasehere:Mincohasanobligationtoremovethefloorat
theendoftheleasebecauseoftheclauseintheleaserequiringthebuilding'sconditiontobe
identical at the end of the lease to its condition at the beginning of the lease. Apresent
obligation exists,asdefinedby IAS37Provisions,Contingent LiabilitiesandContingent
Assets and therefore the entity should also recognise a provision for that amount. The
provisionshouldbediscounted to itspresentvalueandtheunwindingof thediscount
recognisedinprofitorloss.

Thisarrangementis, insubstance,adecommissioningliability.Theassetrecognisedfor the
costof removalshouldbeamortisedover thesix-yearperiodof the lease.Minco
mayrecoverthecostfromthebenefitsgeneratedbythenewfloorovertheremainderof the
lease.

Generaldisrepairofthebuilding

ApresentobligationarisesfortherepaircostsunderIAS37becausetheleaseagreement
states that the landlordcan re-charge thesecosts toMinco. Theobligating event is the
wear and tear to the building, which arises gradually over the period of the lease and
which will result in an outflow of economic benefits. The estimated costs should be
spreadover thesix-year leaseperiod.Areliableestimateof theyearlyobligation
can be made, although this may not necessarily be one sixth per year, for example if
exceptionalwearandteararisesinanygivenyear.

Roofrepair

The lease states clearly that the landlord can re-charge any costs of repairing the roof
immediately.Accordingly,anobligationexistsandaprovisionneeds tobemade
for the whole of the roof repair work on the date on which the requirement was
identified.

(d) Property

IAS34requirement

In accordance with IAS 34 Interim Financial Reporting, an entity must apply the same
accounting policies in its interim financial statements as in its annual financial statements.
Measurementsshouldbemadeona'yeartodate'basis.Minco'sinterimfinancialstatements
areforthesixmonthsto30November20X3.
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MincomustapplytheprovisionsofIFRS5Non-CurrentAssetsHeldforSaleandDiscontinued
Operationstothevaluationoftheproperty.

ApplicationofIFRS5

Inaccordancewith IFRS5,anasset held for sale shouldbemeasuredat the lower of its
carryingamountandfairvaluelesscoststosell.Immediatelybeforeclassificationof
theassetasheldforsale,theentitymustrecogniseimpairmentinaccordancewithapplicable
IFRS.Any impairment loss isgenerally recognised inprofitor loss,but if theassethasbeen
measuredatarevaluedamountunderIAS16orIAS38theimpairmentwillbetreatedasa
revaluation decrease.Once the asset has been classified as held for sale, any
impairment losswill bebasedon thedifference between the adjusted carrying
amounts and the fair value less cost to sell. The impairment loss (if any) will be
recognisedinprofitorloss.

Asubsequentincreaseinfairvaluelesscoststosellmayberecognisedinprofitorloss
onlytotheextentofanyimpairmentpreviouslyrecognised.Tosummarise:

Step1 Calculate carrying amount under the applicable accounting standard, here
IAS16:

Depreciationof$500,000peryearimpliesausefullifeof10years,ofwhich8
yearsareremainingat1June20X3.Depreciationmustthenbechargedforthe
four months to 1 October 20X3, the date of classification as held for sale is
calculated on the carrying amount net of the impairment loss incurred on
31May20X3,overtheremainingusefullifeofeightyears:'

$5mcost–$1maccumulateddepreciation–$0.35mimpairment×4/12
8-yearremainingusefullife

=$152,083(roundedto$0.15million)

Sothecarryingamountat1October20X3is$5m–$1m–$0.35m–$0.15m=
$3.5million

Step2 Classifiedasheldforsale.Comparethecarryingamount($3.5million)withfair
value lesscosts to sell ($3.4million).Measureat the lowerof carryingamount
andfairvaluelesscoststosell,here$3.4million,givinganinitialwrite-downof
$100,000.Ceasedepreciation.

Step3 Determine fair value less costs to sell at the date of the interim financial
statements,1December20X3,heregivenas$3.52millionandcomparewith
carryingamountof$3.4million.Thisgivesagainof$120,000.

Theimpairmentpreviouslyrecognisedis:$350,000+$100,000=$450,000.
Thegainof$120,000islessthanthis,andmaythereforebecreditedtoprofitor
loss,andthepropertyiscarriedat$3.52million.

Step4 On31May20X4,fairvaluelesscoststosellis$3.95million.Thechangeinfair
value lesscost tosell is recognisedbut thegainrecognisedcannotexceedany
impairmentlossestodate.Impairmentlossestodateare$350,000+$100,000
–$120,000=$330,000,andthisislessthanthechangeinfairvaluelesscosts
to sell of $430,000 ($3.95m – $3.52m). This restricted gain of $330,000 is
recognised,andthepropertyiscarriedat$3.85million($3.52m+$330,000).

Step5 On5 June20X4, theproperty is sold for$4million,atwhichpointagainof
$150,000 is recognised. If material, this sale would be a non-adjusting event
underIAS10EventsAftertheReportingPeriod.
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29Havanna

Workbookreferences.RevenuerecognitioniscoveredinChapter1,IFRS5Non-currentAssets
HeldforSaleandDiscontinuedOperationsinChapter13andsaleandleasebackinChapter8.

Toptips.Revenuerecognitionisanareainwhichpreparersofaccountsmaywishtobendthe
existingrulestopresenttheresultsinafavourablelight.Inpart(a)(i),youneedtoexplainwhythe
proposedtreatmentisunacceptable,notjuststatethatitis.Youcanalsobringintheethicalaspect
herethatnotcomplyingwithIFRS15isabreachofthefundamentalprincipleofprofessional
behaviour.

Part(b)(i)whichtestsIFRS5requiresclear,logicalthinking:therearetwopotentialimpairments,the
firstincalculatingtheadjustedcarryingamountofthedisposalgroupatthetimeofclassificationas
heldforsale,andthenagainoncomparisonofthisadjustedcarryingamountwithfairvalueless
coststosell.Thefocusinpart(b)shouldbeonmeasurementratherthanclassificationofthedisposal
group.Youarenotgivenanyfiguresfortheprovisionsincorrectlychargedtocontinuedoperations,
butbeawarethattheadjustedcarryingamountandfairvaluelesscoststosellwouldneedtobe
furtheradjustedoncetheseweretreatedcorrectly.Part(b)(ii)examinesyourabilitytodemonstrate
knowledgeofacurrentissueinfinancialreporting.YoushouldrefertotheexistingConceptual
FrameworkandtheproposedrevisedConceptualFrameworkunderED/2015/3.

Forpart(c)(i),thedifficultywithsaleandleasebackoftenlieswithidentifyingwhetherthetransferof
theassetconstitutesasalebutherethequestionactuallystatesthatthetransactionconstitutesasale
soyoujustneedtoexplainwhythedirectors'understandingisincorrectandadviseonthecorrect
accountingtreatmentinthecontextofthescenario.Part(c)(ii)requiresyoutodemonstratewider
readingontheimpactofIFRS16asregardsbankcovenantsand(iii)requiresknowledgeofACCA's
ethicalprinciples.

Easymarks.Easiermarksincludedidentifyingthefive-stepapproachtorevenuerecognitionin
part(a)(butyoumustapplyittothescenarioinordertopassthispartofthequestion)andinpart(c)
usingthepointersinthequestion(thetransferconstitutesasaleandthedifferentsalesprices)tohelp
structureyouranswer.

Markingscheme 

 Marks

(a) Revenuerecognition–1markperpointtoamaximum 10
(b) IFRS5explanation–1markperpointtoamaximum 5
(c) (i) Saleandleaseback–1markperpointtoamaximum  5
 (ii) Impactoninterestcoverandcovenants– 1markperpointtoamaximum 3
 (iii) Ethicalissues 2
 25
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(a) Contractswithsportsorganisations

The applicable standard relating to the contracts is IFRS 15 Revenue from Contracts with
Customers.ThecoreprincipleofIFRS15isthattheamountofrevenuerecognisedreflects the
amountofconsiderationanentityexpectstoreceiveinexchangeforthedeliveryofpromised
goodsorservices. IFRS15hasa five-stepprocess thatcanbeused forall typesof revenue
transaction and all industries, which gives preparers of financial information a process to
undertakeinordertoachievethiscoreprinciple.

 Five-stepprocess

(i) Identifythecontractwiththecustomer

(ii) Identify the separateperformanceobligations – this helps thepreparer to identify the
promisedgoodsorservices

(iii) Determine the transaction price – this helps the preparer to determine the amount of
considerationreceivable

(iv) Allocatethetransactionpricetotheperformanceobligations

(v) Recogniserevenuewhen(oras)aperformanceobligationissatisfied

Inthiscase,itisassumedthat(i)and(iii)aresatisfied–thecontractsarebinding,andthereis
noindicationinthequestionthatthetransactionpriceisundetermined.

Identifytheseparateperformanceobligations

Step (ii) 'identify the separate performance obligations' needs to be considered.
Havanna has treated the services provided under the contracts as a single performance
obligationsatisfiedatapointintime,whenthecustomersignsthecontract.

However,therearepotentiallyatleastthreeseparateperformanceobligationsin
theformofthedifferentservicesprovidedbyHavannatothesportsorganisations.Theseare
access to Havanna's database of members, admission to health clubs and provision of
coaching(andotherbenefits).

Atcontractinception,IFRS15requiresentitiestoassessthegoodsorservicespromisedina
contractwithacustomer to identifyasaperformanceobligationeachpromise to transfer to
thecustomereither:

(1) Agoodorservicethatisdistinct;or

(2) Aseriesofdistinct goodsor services thataresubstantially the sameand
havethesamepatternoftransfertothecustomer.

Aseriesofdistinctgoodsorserviceshavethesamepatternoftransfertothecustomerifboth
ofthefollowingcriteriaaremet:

(1) Each distinct good or service in the series that the entity promises to transfer to the
customerwouldmeet thecriteria tobeaperformanceobligationsatisfied
overtime;and

(2) Thesamemethodwouldbeusedtomeasuretheentity'sprogresstowards
completesatisfactionof theperformanceobligation totransfereachdistinct
goodorserviceintheseriestothecustomer.

According to IFRS15, aperformanceobligation is satisfiedover timewhen thecustomer
simultaneously receives and consumes the benefits provided by the entity's
performanceas theentityperforms.This is thecasewithall threeof the servicesofferedby
Havannatothesportsorganisations.Furthermore,thesamemethodwouldbeusedtomeasure
Havanna's progress to towards complete satisfaction over time – the most appropriate
measure would be a time-based measure as Havanna has an obligation to provide their
servicesonacontinuousbasisoverthe9to18monthcontract.
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Therefore,Havanna's services qualify as a series of distinct goods and services
that are substantially the same which should be grouped together as a single
performanceobligation.Thisissuethenistoidentifywhenthisperformanceobligationis
satisfiedtodeterminethepointofrevenuerecognition.

Satisfactionoftheperformanceobligation

Havanna'saccountingpolicytreatstheperformanceobligationasbeingsatisfiedatapointin
time(whenthecustomersignsthecontract).However,asexplainedabove,becausethesports
organisationssimultaneouslyreceiveandconsumethebenefitsprovidedbyHavanna,perIFRS
15,theperformanceobligationissatisfiedovertime.

Foreachperformanceobligationsatisfiedover time, IFRS15requiresanentity to recognise
revenueover timebymeasuringprogress towardscomplete satisfactionof thatperformance
obligation.

As the sportsorganisationwillbenefit fromaccess toHavanna'sdatabase,access tohealth
clubsandprovisionofcoachingevenlythroughoutthecontract,thebestmeasureofprogress
towards complete satisfaction of the performance obligation over time is a time-based
measure and Havanna should recognise revenue on a straight-line basis over the
periodofthecontractratherthanwhenthecustomersignsthecontract.

 ItisimportantthatIFRS15isappropriatelyappliedtothesecontractsbecausefailingtodoso
would not be in line with applicable accounting standards. The fundamental principle of
professionalbehaviourinACCA'sCodeofEthicsandConductincludescompliancewithlaw
andregulations.ThusnotapplyingIFRS15wouldbeabreachofthisfundamentalprinciple.

(b) (i) Saleofdivision

Impairmentloss

ThedivisiontobesoldmeetsthecriteriainIFRS5Non-currentAssetsHeldforSaleand
DiscontinuedOperationstobeclassifiedasheldforsale,andhasbeenclassifiedasa
disposalgroupunderIFRS5.

A disposal group that is held for sale should be measured at the lower of its
carrying amount and fair value less costs to sell. Immediately before
classificationofadisposalgroupasheldforsale,theentitymustrecogniseimpairment
in accordance with applicable IFRS. Any impairment loss is generally recognised in
profitor loss,but if theassethasbeenmeasuredatarevaluedamountunder IAS16
Property, Plant and Equipment or IAS 38 Intangible Assets, the impairment will be
treatedasarevaluationdecrease.

Once the disposal group has been classified as held for sale, any further
impairment loss will be based on the difference between the adjusted
carryingamountsandthefairvaluelesscosttosell.Theimpairmentloss(if
any)willberecognised inprofitor loss.Forassetscarriedat fairvalueprior to
initialclassification,therequirementtodeductcosts tosell fromfairvaluewillresult in
animmediatechargetoprofitorloss.

Havanna has calculated the impairment as $30m, being the difference between the
carrying amount at initial classification and the value of the assets measured in
accordancewithIFRS.However,applyingthetreatmentdescribedabove:

Step1 CalculatecarryingamountunderapplicableIFRS:$90m–$30m=$60m

Step2 Classifiedasheldforsale.Measureattheloweroftheadjustedcarrying
amount underapplicable IFRS ($60m)and fair value less costs to sell of
$38.5m ($40m expected sales prices less expected costs of $1.5m).
Therefore,anadditionalimpairmentlossof$21.5misrequired
towritedownthecarryingamountof$60mtothefairvaluelesscoststo
sellof$38.5m.
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(c) Saleandleaseback

(i) Thisisasaleandleasebacktransactionwhichshouldbeaccountedforinaccordance
withIFRS16Leases. IFRS16requiresaninitialassessment tobemaderegarding
whetherornotthetransferconstitutesasale.Thisisdonebydeterminingwhen
theperformanceobligationissatisfied inaccordancewith IFRS15Revenuefrom
ContractswithCustomers(IFRS16:para.99).

Inthiscase,wearetoldinthequestionthattheIFRS15criteriahavebeenmet.
IFRS16thereforerequiresthatHavannashouldderecognisethecarryingamount
of theasset ($4.2m)andrecognisea right-of-useassetat theproportionof the
previouscarryingamountthatrelatestotheright-of-useassetretained.Againorloss
should thenbe recognised in relation to the rights transferred to thebuyer-lessor.
Although there is a gain to be recognised in profit or loss, this will not be the
$0.8million (being sales price of $5m – carrying amount of $4.2m) the CEO has
calculated.Havanna shouldalso recognisea lease liabilityat thepresent valueof
leasepaymentsof$3.85m.

Theright-of-useassetatthestartoftheleasebackshouldbecalculatedas:

Carryingamountpresentvalueofleasepayments/Fairvalue
=$4.2m$3.85m/$5m=$3,234,000.

Havannashouldonlyrecognisetheamountofgainthatrelatestotherightstransferred.
Thegainonsaleofthebuildingis$800,000($5,000,000–$4,200,000),ofwhich:

($800,000$3.85m/$5m)=$616,000relatestotherightsretained.

Thebalance,$184,000($800,000–$616,000),relatestotherightstransferredtothe
buyerandshouldberecognisedasagain.

AtthestartoftheleaseHavannashouldaccountforthetransactionasfollows:

 Debit Credit
 $ $
Cash 5,000,000
Right-of-useasset 3,234,000
Building 4,200,000
Leaseliability 3,850,000
Gainonrightstransferred 184,000
 8,234,000 8,234,000

Theright-of-useassetshouldbedepreciatedovertenyears(beingtheshorter
of the lease term and the remaining useful life of the asset). The gain will be
recognisedinprofitorlossandtheleaseliabilitywillbeincreasedeachyear
bytheinterestchargeandreducedbytheleasepayments.

(ii) Interestcoverandeffectoncovenants

Theinterestcoverratioinitsmostsimpleformisanentity'searningsbeforeinterestand
taxdividedbyitsinterestexpensefortheperiod.Instatingthatthetransactionwillhelp
toensure that the interestcovercovenantwillbemet, theCEOhas failed to take into
account the additional finance cost that will arise as a result of the lease liability.
Furthermore, earnings will be increased by the gain on the rights transferred of
$0.184m, but this is far less than the $0.8m gain expected by the CEO. More
information would be required as to the interest payable on the lease in order to
quantify whether the interest cover will indeed improve as a result of the sale and
leaseback.

Themove from IAS17 Leases to IFRS16 Leaseshashada significant impacton the
reportedprofits,assetsand liabilitiesof companiesandhas thereforehada resultant
impactoncovenants.Companiesandtheirlendershavehadtoreconsiderwhetherthey
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will be able to meet their covenants when IFRS 16 is applied and have had to
renegotiatethetermsonwhichborrowingshavebeenprovided.Thisisparticularlythe
caseforcompanieswhichreportsignificantlyincreasedliabilitiesbecauseIFRS16has
broughtall leaseobligationson to the statementof financialposition.Thishashada
significantcommercialimplicationfortheborrowersandlenders.

(iii) Notesfordiscussionwithwhistleblowinghelpline

Professionalcompetenceandduecare–reportingtheprofitof$0.8mwouldnotbein
keepingwith the requiredaccounting treatmentunder IFRS16. Iwouldnotbeacting
withprofessionalcompetenceandduecareifIrecordedtheprofitas$0.8m. 

Intimidation–theCEOisplacingmeunderunduepressurebystatingthattherewould
bebenefittothecompanyandto'myfuturesuccess'byrecordingtheprofitof$0.8m.I
imply from this that he is expecting me to report $0.8m as profit, whether or not I
believeittobecorrect.IamfearfulofwhethermyjobisatriskifIdonotdoashehas
asked. I, as a professional accountant, should beable to operate objectivelywithout
undueactualorperceivedpressure.

 Self-interest–theCEOhasstatedthatrecordingthe$0.8mprofitwouldbeofpersonal
benefit tomy future success. This concernsmeas it putsme in a situationwheremy
objectivity is compromised by a self-interest threat. As a professional accountant, my
behaviour shouldnotbe influencedbyperceived financialorotherbenefitsoffered. I
believeappropriatesafeguardstocombatthisthreatarenotinplaceatHavanna.

30Alexandra

Workbookreferences.IAS1PresentationofFinancialStatementsandIFRS15Revenuefrom
ContractswithCustomersarecoveredinChapter1.IAS8AccountingPolicies,Changesin
AccountingEstimatesandErrorsandrelatedpartiesandethicsarecoveredinChapter2.

Toptips.Part(a)wasonreclassificationoflong-termdebtascurrent–makesureyouarefamiliar
withIAS1asitisnotadifficultstandardbutisoftenoverlookedbystudents–IAS1requiresa
liabilitytobeclassifiedascurrentifitisduetobesettledwithin12monthsafterthedateofthe
statementoffinancialposition.Part(b)hadacorrectionofanerror(IAS8)arisingfromanincorrect
applicationofIFRS15.Thusyouhavetheinteractionoftwostandards,sodon'tjustconcentrateon
one.Part(c)wasonrelatedpartydisclosuresforkeymanagementpersonnel,whichneededtobe
brokendownbycategory.

Easymarks.Part(c)hassomeeasymarksforreproducingdefinitionsfromIAS24althoughthese
mustthenbeappliedtothescenariotopassthispartofthequestion.

Markingscheme 

  Marks

(a) (i) Loan–accountingtreatment– 1markperpoint upto  5
 (ii) Ethicalimplications  2
 (iii) Impactoninvestorsanalysis  3
  10
 
(b) Correctionofrevenueerror  5
 
(c) (i) Directorsremunerationaccountingtreatment– 1markperpoint upto 5
  Importanceofdisclosuretoinvestors– 1markperpointupto  2
 (ii) Ethicalimplications–1markpointupto  3
  10
  25
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(a) Defaultonloan

Under IAS1PresentationofFinancialStatements,a long-termfinancial liabilitydueto
be settledwithin 12months of the year end date should be classified as a current
liability. Furthermore, a long-term financial liability that is payable on demand
because the entitybreached a condition of its loan agreement should be classified as
currentattheyearendevenifthelenderhasagreedaftertheyearend,andbefore
the financial statements are authorised for issue, not to demand payment as a
consequenceofthebreach.






November20X0

Conditionofloan
agreementbreached.
Long-termliability
becomespayableon

demand

30April20X1

Yearend

17May20X1

Lenderagreesnotto
enforcepayment

resultingfrombreach

Datefinancial
statementsapproved

forissue

However, if the lender hasagreed by theyear end to provide aperiod of grace
endingat leasttwelvemonthsaftertheyearendwithinwhichtheentitycanrectify
thebreachandduringthattimethelendercannotdemandimmediaterepayment,theliability
isclassifiedasnon-current.

InthecaseofAlexandra,thewaiverwasgivenbeforetheyearend,butonlyfortheloanto
berepaidamonthaftertheyearend,thenafurtherwaiverwasagreed,butagainonlyfora
fewweeks. Itwouldnot therefore beappropriate forAlexandra to classify the
bondaslong-termdebtinthestatementoffinancialpositionasat30April20X1.

The fact that Alexandra has defaulted and sought two loanwaiversmay cast doubt on its
abilitytocontinueasagoingconcern,especiallyastheloanwaiversmaynotberenewed.If
thereisuncertaintyregardingAlexandra'sgoingconcernstatus,IAS1requiresAlexandrato
disclose these uncertainties. If Alexandra ceases to be a going concern, then the financial
statementswouldneedtobepreparedonabreak-upbasis.

Ethicalimplications

Presentation of the loan as non-current is unethical as it does not faithfully represent the
financialpositionofAlexandraattheyearend.

Themotivationof thedirectors inpresenting the loanasnon-currentshouldbequestioned. It
may be that they have presented the loan as such to deliberately mislead their investors,
lendersandothercreditorsastotheprecariousfinancialpositiontheyfindthemselvesin.This
representsathreattoACCA'sCodeofEthicsandConductfundamentalprincipleofintegrity,
whichrequiresprofessionalaccountantstobehonest.

Impactoninvestors'analysis

Alexandra's incorrect presentation of this loan could have a serious impact on investors as
theyseek toanalyse the financial statements. Investorsneed information tohelp themassess
the prospects for future net cash inflows to an entity. Given that the bond obligation may
become repayable immediately in this case, Alexandra's ability to continue as a going
concernandbeabletogenerateanyfuturecashflowsisclearlyatrisk.

According to theConceptual Framework, the objective of financial reporting is to provide
financialinformationabouttheentitythatisusefultoinvestors(andcertainotherstakeholders)
inmakingdecisionsaboutprovidingresourcestotheentity.InAlexandra'scase,reportingthe
loanasnon-currentisnotusefultoinvestors,itismisleading.Infact,itismateriallymisleading
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asitcouldquitefeasiblyinfluencetheeconomicdecisionsAlexandra'sinvestorsmakeonthe
basisofitsfinancialstatements.

(b) Maintenancecontracts

Therearetwoaspectstoconsider:

(i) Whatisthecorrectwaytorecognisetherevenuefromthemaintenancecontracts?

(ii) What adjustments does Alexandra need to make, having changed its method of
recognition?

CorrectIFRS15treatment

IFRS 15 Revenue from Contracts with Customers has a five-stage process for recognising
revenue:

(i) Identifythecontractwiththecustomer.
(ii) Identifytheseparateperformanceobligations.
(iii) Determinethetransactionprice.
(iv) Allocatethetransactionpricetotheperformanceobligations.
(v) Recogniserevenuewhen(oras)aperformanceobligationissatisfied

Step(ii)wouldclassifytheperformanceobligationsinAlexandra'scontractswithcustomersas
thepromisetotransfermaintenanceservicestoitscustomers.

Step (v) of the IFRS 15 process requires the entity to recognise revenue when or as a
performance obligation is satisfied. IFRS 15 would treat the maintenance services as a
performance obligation satisfied over time because the customer simultaneously
receives and consumes the benefits as the performance takes place. Therefore, IFRS 15
requires Alexandra to recognise revenue over time by measuring the progress towards
completesatisfactionof thatperformanceobligation.Thismeans thatrevenue shouldbe
recognisedastheservicesareprovided(step(v)).

IFRS15mentionsvariousmethodsofmeasuringprogressincludingoutputandinputmethods.
In the case of the maintenance contracts, the best measure of progress towards complete
satisfaction of the performance obligation over time is a time-based measure and
Alexandra should recognise revenue on a straight-line basis over the specified
period.

Accordingly,thenewtreatment,andtheoneusedtodatebyXavierCo,is thecorrect
accounting treatment under IFRS 15, and the previous treatment, of recognising the
revenueoninvoicingatthebeginningofthecontract,wasincorrect.

AdjustmentsunderIAS8

The accounting treatment previously used by Alexandra was incorrect because it did not
complywithIFRS15RevenuefromContractswithCustomers.Consequently,thechangetothe
new, correct policy is the correction of an error rather than a change of
accountingpolicy.

IAS8AccountingPolicies,ChangesinAccountingEstimatesandErrorsstatesthatchangesin
accounting estimates result from changes in circumstances, new information or more
experience, which is not the case here. This is a prior period error, which must be
corrected retrospectively. This involves restating the opening balances for that
periodsothatthefinancialstatementsarepresentedasiftheerrorhadneveroccurred.

In the opening balance of retained earnings, the maintenance contract income that was
recognisedinfullintheyearended30April20X0mustbesplitbetweentherevenueduefor
that year (on an IFRS 15 basis as described above) and thatwhich should be deferred to
subsequenceperiods. Therewillbe less revenue recognised in theprioryear, resulting ina
netdebittoopeningretainedearnings.
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Intheyearended30April20X1,thecorrectaccountingpolicyhasbeenapplied.Sincethe
maintenance contracts typically run for two years, it is likely that most of the income
deferredfromtheprioryearrelatingtothisperiodwillalsoberecognisedin
thecurrentperiod.Theeffectofthisfortheyearended30April20X1isthatthereductionin
profitsof$6mwillbemitigatedbytherecognitionofincomedeferredfromlastyear.

(c) Directors'remuneration

Thedisclosures thatAlexandra hasprovidedare insufficient to complywith IAS24Related
PartyDisclosuresontwocounts:

(i) Nobreakdownofdirectors'remuneration
(ii) Exclusionofremunerationofnon-executivedirectors

Breakdownofdirectors'remuneration

IAS 24 Related Party Disclosures requires that entities should disclose key management
personnel compensation not only in total but also for each of the following
categories:

 Short-termemployeebenefits
 Post-employmentbenefits
 Otherlong-termbenefits
 Terminationbenefits
 Share-basedpayment

TheremunerationforthedirectorsofAlexandrafitsintothecategoriesof'short-termbenefits'
(iesalaryandbonus)and'share-basedpayment'(ieshareoptions),andshouldbedisclosed
accordingly.Onlytotalsforeachcategoryneedtobedisclosed,nottheearningsofindividual
board members, so no cultural protocol will be breached by these disclosures. However,
Alexandra is a public limited company, and so local legislation and corporate governance
rulesmayrequiremoredetaileddisclosure.

Non-executivedirectors

Byexcludingthenon-executivedirectorsfromtheremunerationdisclosures,Alexandraisin
breachofIAS24.

IAS 24 defines key management personnel as those persons having authority and
responsibility for planning, directing and controlling the activities of the entity, directly or
indirectly, including any director (whether executive or otherwise) of that entity.
Transactionswithdirectorsarematerialbytheirverynature,not theirsize,sothiscannotbe
usedasanexcusenottodisclosetherequiredinformation.

Thus, the remuneration of the non-executive directors,who are keymanagement personnel,
shouldhavebeendisclosedalongwiththatoftheexecutivedirectors.

Importanceofdisclosuretoinvestors

Disclosures about related parties are necessary to draw attention to the possibility that the
entity'sfinancialpositionandprofitorlossmayhavebeenaffectedbytheexistenceofrelated
partiesandbytransactionsandoutstandingbalanceswithsuchparties.

Director's remuneration disclosures are particularly contentious. Public concern about
excessivedirectorremunerationhasexistedforsometime.Investorswanttoknowhowmuch
ofanentity'sincomeisbeingspentonitsdirectorsandwhetherthisrepresentsgoodvaluefor
money.Giventhedefaultonthebondandwaiverstopostponeinterestpayments,it is likely
that the company would come under criticism if payments to directors were considered
particularlyhigh.
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The disclosure of individual components of remuneration is important because it could
influencetheperformanceofadirector–egahighearlyterminationpaymentmaybeseento
berewardingpoorperformance.

Ethicalissues

A fundamental principle of ACCA's Code of Ethics and Conduct is that of professional
behaviour,whichincludescompliancewithrelevantregulation.Itwouldthereforebeunethical
nottodisclosealltheinformationrequiredbyIAS24.

The finance director should be fully aware of the requirements of IAS 24 and whether
informationismaterial.Ifheisnotawareoftheserequirements,thenthisisaseriousthreatto
the fundamentalprincipleofprofessional competenceanddue care,as the knowledgeand
skillofthefinancedirectorisquestionable.

If the finance director is aware of these requirements, his motivation as to why adequate
disclosurewasnotprovidedshouldbe investigatedfurther. Itmaybe thathisobjectivityhas
been compromised by pressure from the other board members to report the directors'
remunerationinthisway.

31Verge

Workbookreferences.SegmentreportingiscoveredinChapter17,andbothIAS1Presentation
ofFinancialStatementsandrevenuerecognitionarecoveredinChapter1.Provisionsand
contingenciesarecoveredinChapter5andgovernmentgrantsinChapter3.

Toptips.Part(a)requiresyoutoapplythecriteriainIFRS8todeterminewhetherthecompanywas
correctinaggregatingtworeportablesegments.Thereisplentyofinformationinthescenarioto
suggestotherwise.Part(b)needssomethoughtaspossibleconfusionmayariseaboutthe$1m
paymentinadvance,whichisalsoincludedinaninvoice.However,evenifyoumissedthis,you
couldstillgetgoodmarksforseeingthatthepaymentsneededtobediscountedinorderthat
revenueshouldberecognisedatfairvalue,andforseeingthattheincorrectaccountingtreatment
appliedneededtobecorrectedretrospectivelyfollowingIAS8.Youhavemetprovisions(Part(c))in
yourearlierstudies,butinSBR,questionsarelikelytogointomoredepth.Theinformationyou
requireisinthescenario,butyouneedtothinkaboutapplyingthestandard.Part(d)asksyouto
considertheinteractionoftwoproperty-relatedstandardsyouhavemetbeforeinyourprevious
studies,butagaininalessstraightforwardcontext.

Inthistypeofquestion,aswellasprovidingawrittenexplanationofthecorrectaccounting
treatment,youshouldalsoshowtheaccountingentrieswherethisispossible(parts(c)and(d)inthis
question).

Easymarks.Theseareavailableforidentifyingwhichstandardsapplyandoutliningtheprinciples
applicable,andyouwillgainthesemarkswhetherornotyoucometothecorrectconclusionabout
theaccountingtreatment.Therearealsosomeeasymarksfordefinitionsinparts(a)and(c).

Markingscheme 

 Marks

(a) Segmentexplanationupto 6
(b) IFRS15explanationandcalculation 6
(c) IAS37explanationandcalculation 6
(d) IAS1/16/20explanationandcalculation  7
  25
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(a) Operatingsegments

IFRS 8Operating Segments requires operating segments as defined in the standard to be
reportedseparatelyif theyexceedatleastoneofcertainqualitativethresholds.Twoormore
operating segments below the thresholds may be aggregated to produce a reportable
segment if the segments have similar economic characteristics, and the segments are
similarinamajorityofthefollowingaggregationcriteria:

(i) Thenatureoftheproductsandservices
(ii) Thenatureoftheproductionprocess
(iii) Thetypeorclassofcustomerfortheirproductsorservices
(iv) Themethodsusedtodistributetheirproductsorprovidetheirservices
(v) Ifapplicable,thenatureoftheregulatoryenvironment

Vergehasaggregatedsegments1and2,butthisaggregationmaynotbepermissibleunder
IFRS8.While theproductsandservicesare similar, thecustomers for thoseproducts
andservicesaredifferent.Thereforethefourthaggregationcriteriahasnotbeenmet.

In the localmarket, thedecision toaward thecontract is in thehandsof the localauthority,
which also sets prices and pays for the services. The company is not exposed to
passenger revenue risk, sinceacontract isawardedbycompetitive tender. Itcouldbe
arguedthatthelocalauthorityisthemajorcustomerinthelocalmarket.

Bycontrast,intheinter-citytrainmarket,thecustomerultimatelydetermineswhether
a train route iseconomicallyviablebychoosingwhetherornot tobuytickets.Verge
sets the ticket prices, but will be influenced by customer behaviour or feedback. The
company is exposed to passenger revenue risk,as it setspriceswhichcustomers
mayormaynotchoosetopay.

Itispossiblethatthefifthcriteria,regulatoryenvironment,isnotmet,sincethelocalauthorityis
imposingadifferentsetofrulestothatwhichappliesintheinter-citymarket.

In conclusion, the two segments havedifferent economic characteristicsand soshould be
reportedasseparatesegmentsratherthanaggregated.

(b) Maintenancecontract

TheapplicablestandardshereareIFRS15RevenuefromContractswithCustomersandIAS8
AccountingPolicies,ChangesinAccountingEstimatesandErrors.

Recognitionofrevenuefromthemaintenancecontract

IFRS15statesthattheentitymustdeterminethetransactionprice (Step(iii)oftheIFRS
15 five-step process for revenue recognition). The transaction price is the amount of
consideration a company expects to be entitled to from the customer in exchange for
transferringgoodsorservicesandmusttakeaccountofthetimevalueofmoney,ifmaterial.

UnderIFRS15,anentitymustadjustthepromisedamountofconsiderationforthe
effectsof the timevalueofmoney if the timingofpaymentsagreed toby the
partiestothecontract(eitherexplicitlyorimplicitly)providesthecustomerortheentity
withasignificantbenefitoffinancingthetransferofgoodsorservicestothecustomer.
In those circumstances, the contract contains a significant financing component. A
significant financingcomponentmayexist regardlessofwhether thepromiseof financing is
explicitlystatedinthecontractorimpliedbythepaymenttermsagreedtobythepartiestothe
contract.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




206

Wheretheinflowofcashorcashequivalentsisdeferred,theamountoftheinflowmustbe
discountedbecausethefairvalueislessthanthenominalamount.Ineffect,thisispartlya
financing transaction, with Verge providing interest-free credit to the government body.
IFRS15 requires the use of thediscount rate which would be reflected in a separate
financing transaction between the entity (Verge) and its customer (the government
agency).Thisratehasbeenprovidedinthequestionas6%.This6%mustbeusedtocalculate
the discounted amount, and the difference between this and the cash eventually received
recognisedasinterestincome.

IFRS 15 revenue recognition process (Step (v)) would treat this as a performance
obligation satisfied over time because the customer simultaneously receives and
consumes the benefits as the performance takes place. Verge must therefore recognise
revenue from the contract as the services are provided, that is as work is
performedthroughoutthecontract'slife,andnotasthecashisreceived.Theinvoicessent
byVergereflect theworkperformedineachyear,but theamountsmustbediscounted in
ordertoreporttherevenueatfairvalue.Theexceptionisthe$1millionpaidatthe
beginning of the contract. This is paid in advance and therefore not discounted, but it is
invoicedand recognised in the year ended31March20X2. The remainder of theamount
invoicedintheyearended31March20X2($2.8m–$1m=$1.8m)isdiscountedat6%for
twoyears.

Intheyearended31March20X3,theinvoicedamountof$1.2mwillbediscountedat6%
foronlyoneyear.Therewillalsobeinterestincomeof$96,000,whichistheunwindingof
thediscountin20X2.

Recognisediny/e31March20X2
 $m
Initialpayment(notdiscounted) 1.0

Remainderinvoicedat31March20X2:1.8 2

1.06

1


 1.6

Revenuerecognised 2.6

Recognisediny/e31March20X3

Revenue:$1.2m×
1.06
1
=$1.13m

Unwindingofthediscountonrevenuerecognisedin20X2$1.6m×6%=$96,000

Correctionofpriorperioderror

Theaccounting treatmentpreviouslyusedbyVergewas incorrectbecause itdidnotcomply
with IFRS15Revenue fromcontractswith customers.Consequently, the change to thenew,
correctpolicy is the correctionof an error rather thana changeof accounting
policy.

Prior period errors, under IAS8Accounting Policies,Changes inAccounting Estimates and
Errors,resultfromfailuretouseormisuseofinformationthat:

(i) Wasavailablewhen financial information for theperiod(s) inquestionwasavailable
forissue;and

(ii) Could reasonably be expected to have been obtainedand taken into account in the
preparationandpresentationofthosefinancialstatements.

IAS8includestheeffectsofmistakesinapplyingaccountingpolicies,mathematicalmistakes
andoversights.Onlyincluding$1mofrevenueinthefinancialstatementsfortheyearended
31March20X2isclearlyamistakeonthepartofVerge.Asapriorperioderror,itmustbe
corrected retrospectively. This involves restating the comparative figures in the
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financialstatementsfor20X3(ie,the20X2figures)andrestatingtheopeningbalances
for20X3sothatthefinancialstatementsarepresentedasiftheerrorhadneveroccurred.

(c) Legalclaim

AprovisionisdefinedbyIAS37Provisions,ContingentLiabilitiesandContingentAssetsas
aliabilityofuncertaintimingoramount.IAS37statesthataprovisionshouldonlybe
recognisedif:

 Thereisapresentobligationastheresultofapastevent
 Anoutflowofresourcesembodyingeconomicbenefitsisprobable;and
 Areliableestimateoftheamountcanbemade.

Iftheseconditionsapply,aprovisionmustberecognised.

The past event that gives rise, under IAS 37, to a present obligation, is known as the
obligatingevent.  Theobligationmaybe legal,or itmaybeconstructive (aswhenpast
practice creates a valid expectation on the part of a third party). The entitymust haveno
realisticalternativebuttosettletheobligation.

Yearended31March20X2

Inthiscase,theobligatingeventisthedamagetothebuilding,andittookplaceintheyear
ended 31March 20X2. As at that date, no legal proceedings had been started, and the
damage appeared to be superficial. While Verge should recognise an obligation to pay
damages,at31March20X2theamountofanyprovisionwouldbeimmaterial.It
wouldabestestimateoftheamountrequiredtosettletheobligationatthatdate,takinginto
accountallrelevantrisksanduncertainties,andattheyearendtheamountdoesnotlookasif
itwillbesubstantial.

Yearended31March20X3

IAS37requiresthatprovisionsshouldbereviewedattheendofeachaccounting
periodforanymaterialchanges tothebestestimatepreviouslymade.Thelegalaction
willcausesuchamaterialchange,andVergewillberequiredtoreassesstheestimateoflikely
damages.While the localcompany isclaimingdamagesof$1.2m,Verge isnotobliged to
make a provision for this amount, but rather should base its estimate on the legal
advice it has received and the opinion of the expert, both of which put the value of the
buildingat$800,000.Thisamountshouldbeprovidedforasfollows.

DEBIT Profitorlossfortheyear $800,000
CREDIT Provisionfordamages $800,000

Someoralloftheexpenditureneededtosettleaprovisionmaybeexpectedtoberecovered
forma thirdparty, in thiscase the insurancecompany. Ifso, thereimbursementshould
be recognised only when it is virtually certain that reimbursement will be
receivediftheentitysettlestheobligation.

 The reimbursement should be treated as a separate asset, and the amount
recognisedshouldnotbegreaterthantheprovisionitself.

 Theprovisionandtheamountrecognisedforreimbursementmaybenettedoff in
profitorlossfortheyear.

Thereisnoreasontobelievethattheinsurancecompanywillnotsettletheclaimforthefirst
$200,000ofdamages,andsothecompanyshouldaccrueforthereimbursementas
follows.

DEBIT Receivables $200,000
CREDIT Profitorlossfortheyear $200,000

Verge lost the court case and is required to pay $300,000. This was after the financial
statements were authorised, however, and so it isnot an adjusting event per IAS 10
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Events after the reporting period.Accordingly the amount of the provision as at 31March
20X3doesnotneedtobeadjusted.

(d) Giftofbuilding

The applicable standards here are IAS 16 Property, Plant and Equipment, and IAS 20
Accounting for Government Grants and Disclosure of Government Assistance, within the
framework of IAS 1 Presentation of Financial Statements. IAS 1 requires that all items of
incomeandexpenserecognisedinaperiodshouldbeincludedinprofitorlossfortheperiod
unlessastandardorinterpretationrequiresorpermitsadifferenttreatment.

IAS16:recognitionofbuilding

IAS 16 states that the cost of an item of property, plant and equipment should be
recognisedwhentwoconditionshavebeenfulfilled:

 It is probable that future economic benefits associated with the item will flow to the
entity.

 Thecostoftheitemcanbemeasuredreliably.

These conditions are normally fulfilled when the risks and rewards have transferred to the
entity,and theymaybeassumed to transferwhen the contract isunconditionaland
irrevocable.Asat31March20X2,theconditionofusehasnotbeencompliedwithand
Vergehasnottakenpossessionofthebuilding.

The building may, however, be recognised in the year ended 31 March 20X3, as the
conditionsofdonationweremetinFebruary20X3.Thefairvalueofthebuildingof$1.5m
must be recognised as income in profit or loss for the year, as it was a gift. The
refurbishmentandadaptationcostmustalsobeincludedaspartofthecostofthe
asset in the statementof financialposition,because,according to IAS16, thecost includes
directlyattributablecostsofbringing theasset to the locationandcondition
necessary for it to be capable of operating in a manner intended by management. The
transactionsshouldberecordedasfollows.

DEBIT Property,plantandequipment $2.5m
CREDIT Profitorlossfortheyear $1.5m
CREDIT Cash/payables $1m

In addition, the building would be depreciated in accordance with the entity's accounting
policy, which could (depending on the policy) involve time-apportioning over one or two
months(FebruaryandMarch20X3),dependingonwheninFebruarythebuildingcameinto
useasamuseum.

IAS20:Governmentgrant

TheprinciplebehindIAS20isthatofaccrualsormatching:thegrantreceivedmustbe
matched with the related costs on a systematic basis. Grants receivable as
compensation for costs already incurred, or for immediate financial support with no future
relatedcosts,shouldberecognisedasincomeintheperiodinwhichtheyarereceivable.

Governmentgrantsareassistancebygovernment in the formof transfersof resources toan
entity inreturnforpastor futurecompliancewithcertainconditionsrelating to theoperating
activitiesoftheentity.

Therearetwomaintypesofgrants:

(i) Grantsrelatedtoassets:grantswhoseprimaryconditionisthatanentityqualifying
forthemshouldpurchase,constructorotherwiseacquirelong-termassets.

(ii) Grantsrelatedtoincome:Thesearegovernmentgrantsotherthangrantsrelatedto
assets.
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It isnotalwayseasytomatchcostsandrevenues,butinthiscasethetermsofthegrantare
explicit about the expense towhich the grant ismeant to contribute. Part of the grant
relates to the creation of jobs and this amount (20 × $5,000 = $100,000) should be
takentoincome.

The rest of the grant ($250,000 – $100,000 = $150,000) should be recognised as
capital-basedgrant(grantrelatingtoassets).IAS20wouldtwopossibleapproaches
forthecapital-basedportionofthegrant.

(i) Matchagainstthedepreciationofthebuildingusingadeferredincomeapproach.

(ii) Deduct from the carryingamount of thebuilding, resulting in a reduceddepreciation
charge.

Thedoubleentrywouldbe:

DEBIT Cash $250,000
CREDIT Profitorloss $100,000
CREDIT Deferredincome/PPE(dependingontheaccountingpolicy) $150,000

If a deferred income approach is adopted, thedeferred incomewould be released
overthelifeofthebuildingandmatchedagainstdepreciation.Dependingonthe
policy,bothmaybetime-apportionedbecauseconditionswereonlymetinFebruary20X3.

32Formatt

Workbookreferences.TheConceptualFrameworkandrelatedExposureDraftarecoveredin
Chapter1.FinancialinstrumentsarecoveredinChapter7.ImpairmentsarecoveredinChapter3.

Toptips.Inpart(a)youareaskedtorelateyouranswertobothIFRSsandpronouncementsonthe
ConceptualFramework.Beingabletorelateand/orcritiqueanaccountingtreatmentinthelightof
theConceptualFrameworkisakeyskillrequiredforSBR.Youmustensureyourknowledgeofthe
ConceptualFrameworkandrelatedExposureDraftisuptodate.Inpart(b),youmustmakesurethat
youexplainthecalculationsyouprovideandtheprinciplesoftheaccountingstandardonwhichthey
arebased.Donotmakethemistakeofexpectingthecalculationstospeakforthemselves.SBRis
preparationfortheaccountant'sroleasadvisor–andexplanationswillbejustasimportantinthis
roleascomputationssoensurethekeyissuesarediscussedinsufficientdepth.

Easymarks.Theseareavailableforthecalculationofvalueinuseandrecoverableamountin
part(b).

Markingscheme 

 Marks

(a) Financialasset– discussion1markperpointupto 8
 
(b) Non-currentassetatcost 8

Non-currentassetatvaluation 6
Non-currentassetheldforsale 3

 25

 

(a) TheConceptualFrameworkdefinesanassetas'aresourcecontrolledbytheentityasaresult
of past events and fromwhich future economic benefits are expected to flow to the entity'
(ConceptualFramework:para.4.4(a))'.TheexistingConceptualFrameworkdoesnotdefine
control.TheED/2015/3ConceptualFrameworkforFinancialReportingdefinesanassetas'a
present economic resource controlledby the entity as a result of past events' (ED/2015/3:
para.4.4). It goeson to say that control links the economic resource to the entityand that
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assessingcontrolhelps to identifywhateconomicresource theentityshouldaccount for.For
example, if an entity has a proportionate share in a propertywithout controlling the entire
property,theentity'sassetisitsshareintheproperty,whichitcontrols,notthepropertyitself,
whichitdoesnot.Anentitycontrolsaneconomicresourceifithasthepresentabilitytodirect
the use of the economic resource and obtain the economic benefits which flow from it.
However,risksandrewardscanbeahelpfulfactortoconsiderwhendeterminingthetransfer
ofcontrol.

Theentityshouldconsiderwhetherthecontractualrightstothecashflowsfromtheassethave
expiredas, ifso, theassetshouldbederecognised.Secondly, if thecontractualrights to the
cashflowshavenotexpired,asisthecasewithFormatt,theentityshouldconsiderwhetherit
has transferred the financial asset. When an entity transfers a financial asset, it should
evaluate the extent to which it retains the risks and rewards. IFRS 9 Financial Instruments
provides three examples of when an entity has transferred substantially all the risks and
rewardsofownership,theseare:anunconditionalsaleofafinancialasset,saleofafinancial
assetwithanoptiontorepurchasethefinancialassetatitsfairvalueandsaleofafinancial
assetwhichisdeeply'outofthemoney'.Thusinthiscase,eventhoughmostofthecashflows
whicharederivedfromtheloanarepassedontoWindow(uptoamaximumof$7million),
Formatt is essentially still in 'control' of the asset as the risks and rewards have not been
transferred because of the subordinated retained interest. Formatt's residual interest also
absorbsthepotentialcreditlosses.

If Formatt has neither retained nor transferred substantially all of the risks and rewards of
ownership, the assessment of control is important. If control has been retained, the entity
wouldcontinuetorecognisetheassettotheextentofitscontinuinginvolvement.

However,asFormatthasretainedtherisksandrewards,itshouldrecognisethefinancialasset
inthestatementoffinancialpositionandthe12-monthexpectedcreditlosses.

(b) PrinciplesofIAS36ImpairmentofAssets

The basic principle of IAS 36 is that an asset should be carried at no more than its
recoverableamount,thatis,thegreaterofamounttoberecoveredthroughuseorsaleofthe
asset. If anasset's carrying amount ishigher than its recoverable amount, an
impairmentlosshasoccurred.Theimpairmentlossshouldbewrittenoffagainstprofitor
lossfortheyear.

Anasset'srecoverableamountisdefinedasthehigherof:

(1) Theasset's fair value less costs of disposal. This is the price that would be
received to sell theasset inanorderly transactionbetweenmarketparticipantsat the
measurementdateundercurrentmarketconditions,netofcostsofdisposal.

(2) The asset's value in use. This is the present value of estimated future cash flows
(inflows minus outflows) generated by the asset, including its estimated net disposal
value(ifany)at theendof itsuseful life.Anumberof factorsmustbereflected in the
calculationofvalueinuse(variations,estimatesofcashflows,uncertainty),butthemost
importantisthetimevalueofmoneyasvalueinuseisbasedonpresentvalue
calculations.

(i) Impairmentlossat31May20X4

The carrying amount of the non-current assets of Key at 31 May 20X4 is cost less
accumulateddepreciation:

$3m–($3m/5)=$2.4m.

Thisneeds tobecomparedtovalueinuseat31May20X4,which,usingadiscount
rateof5%,iscalculatedas:

Yearended 31May
20X5

31May
20X6

31May
20X7

31May
20X8

Total

Cashflows ($'000) 280 450 500 550 
Discountfactors 0.9524 0.9070 0.8638 0.8227 
Discountedcashflows($'000) 267 408 432 452 1,559
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Thevalueinuseof$1,559,000isbelowthecarryingamount,sothecarryingamount
mustbewrittendown,givingrisetoanimpairmentloss:

$2,400,000–$1,559,000=$841,000

Valueinuseat30November20X4

Thedirectorswishtoreversetheimpairmentlosscalculatedasat31May20X4,onthe
grounds that, using the samecash flows, the value in useof thenon-currentassets is
now above the carrying amount. However, while IAS 36 requires an assessment at
eachreportingdateofwhetheranimpairmentlosshasdecreased,thisdoesnotapply
totheunwindingofthediscount(orgoodwill).Sincethesamecashflowshavebeen
used,theincreaseinvalueinuseisduetotheunwindingofthediscount,and
socannotbereversed.

Governmentreimbursement

The treatmentofcompensationreceived in the formof reimbursements isgovernedby
IAS37 Provisions,Contingent Liabilities andContingentAssets.Reimbursements from
governmental indemnitiesarerecordedasanassetandinprofitor loss for theyear
when,andonlywhen,itisvirtuallycertainthatreimbursementwillbereceivedifthe
entity settles the obligation. In practice, this will be when the compensation
becomes receivable, and the receipt is treated as a separate economic
eventfromtheitemitwasintendedtocompensatefor.Inthisparticularcase,receiptis
by no means certain, since the government has merely indicated that it may
compensate.

Thus,nocreditcanbetakenforcompensationof20%oftheimpairmentloss.

 (ii) Revaluedasset

Whenanimpairment lossoccurs forarevaluedasset,theimpairment loss
should be first be charged to other comprehensive income (that is, treated as a
revaluationdecrease).Anyexcessisthenchargedtoprofitorloss.

Therevaluationgainandimpairmentlosswillbeaccountedforasfollows:

 Revaluedcarryingamount
 $m
1December20X1 10.0
Depreciation(10×2/10) (2.0)
Revaluation(bal.fig.) 0.8
1December20X3 8.8
Depreciation(1year)(8.8× 1/8) (1.1)
Impairmentloss(bal.fig.) (2.2)
Recoverableamountat30November20X4 5.5

Theimpairmentlossof$2.2mischargedtoothercomprehensiveincomeuntilthe
revaluation surplus has been eliminated, and the rest is charged to profit or loss.
Therefore,theimpairmentlosschargedtoothercomprehensiveincomewillbe
$0.8m.Theremainder,$2.2m–$0.8m=$1.4mwillbecharged toprofitor
loss.

It is possible that the company would have transferred an amount from revaluation
surplus to retained earnings to cover the excess depreciation of $0.1m. If so, the
impairmentlosschargedtoOCIwouldbe$(0.8–0.1m)=$0.7m.

 (iii) Propertytobesold

The fact thatmanagementplans to sell thepropertybecause it isbeingunder-utilised
maybeanindicatorofimpairment.Suchassets(orcash-generatingunits)mustbe
testedforimpairmentwhenthedecisiontosellismade.
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IFRS 5Non-current Assets Held for Sale and Discontinued Operationsmay apply in
suchcases,but thedecision tosell theasset isgenerallymadewellbefore the IFRS5
criteriaaremet. IFRS requiresanassetordisposalgroup tobeclassifiedasheld for
salewhere it isavailable for immediate sale in itspresent condition subject
onlytotermsthatareusualandcustomaryandthesaleishighlyprobable.For
asaletobehighlyprobable:

 Managementmustbecommittedtothesale;

 Anactiveprogrammetolocateabuyermusthavebeeninitiated;

 Themarket pricemust be reasonable in relation to theasset's current fair
value;and

 The salemust beexpected to be completedwithin one year from the
dateofclassification.

Anasset(ordisposalgroup)thatisheldforsaleshouldbemeasuredatthelowerof
its carrying amount and fair value less costs to sell. Immediately before
classificationof theassetasheld for sale, theentitymust updateany impairment test
carried out. Once the asset has been classified as held for sale, any
impairment loss will be based on the difference between the adjusted
carryingamountsandthefairvaluelesscosttosell.Theimpairmentloss(if
any)willberecognisedinprofitorloss.

Asubsequent increase in fairvalue lesscostsofdisposalmayberecognised in
profitorlossonlytotheextentofanyimpairmentpreviouslyrecognised.

In the caseof theproperty heldbyKey, it is likely that IFRS 5would not apply
because not all the criteria for a highly probable sale have been met.
Management is committed to the sale,and there isanactiveprogramme to locatea
buyer.However,Key has not reduced the price of the asset,which is in
excessofitsmarketvalue–oneoftheIFRS5criteriaisthatthemarketpricemust
be reasonable in relation to the asset's current fair value. In addition, the asset has
remained unsold for a year, so it cannot be assumed that the sale will be
completedwithinoneyearofclassification.

ThepropertydoesnotmeettheIFRS5criteria,soitcannotbeclassifiedasheld
for sale.However,an impairmenthas takenplaceand, in thecircumstances, the
recoverableamountwouldbefairvaluelesscoststosell.
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33Emcee  

Workbookreferences.IAS38IntangibleAssets,IAS23BorrowingCostsandIFRS13Fair
ValueMeasurementarecoveredinChapter3.IFRS5Non-currentAssetsHeldforSaleand
DiscontinuedOperationsiscoveredinChapter13andIAS24RelatedPartyDisclosuresin
Chapter2.

Toptips.Thisisamulti-standardquestioninwhichthethreepartsareindependent.Youshould
scanreadallpartsofthequestionandattemptthepartyoufeelmostcomfortablewithfirst.The
issuescoveredareborrowingcosts(part(a)),intangibleassets,non-currentassetsheldforsaleand
impairmentofassets(part(b))andfairvaluemeasurementandrelatedpartytransactions(part(c)).
Therecommendedapproachistodiscussthegeneralprinciplesoftherelevantstandardsandthen
applythemtothescenario.Part(b)isbrokendownintofourelementssoensureyouprovidean
answertoeach.

Easymarks.Nopartsofthisquestionareparticularlyeasy–themainwaytogetthemarksisto
breakdownthescenariointoitsconstituentpartsandmakesureyoudealwitheachrelevant
standard.

Markingscheme 

 Marks

(a) DiscussionofIAS23requirementsandcalculationofcapitalisedinterest–
1markperpointtoamaximum

6

(b) DiscussionofIAS38recognitionrequirements,applicabilityofIFRS5and
impairmentunderIAS26–1markperpointtoamaximum

11

(c) DiscussionofIFRS13andIAS24– 1markperpointtoamaximum 8
 25

 

(a) Borrowingcosts

IAS 23Borrowing Costs requires borrowing costs incurred on acquiring or constructing an
asset tobecapitalised if theasset takesasubstantialperiodof timetobepreparedforits
intendeduseor sale.Borrowingcosts shouldbecapitalisedduringconstructionand include
the costs of general borrowingswhichwould have been avoided if the expenditure on the
assethadnotoccurred.Thegeneralborrowingcostsaredeterminedbyapplyingtheweighted
averageoftheborrowingcostsapplicabletothegeneralpool

Theweighted-averagecarryingamountofthestadiumduringtheperiodis:

$(20+70+120+170)m/4,thatis$95m.

ThecapitalisationrateoftheborrowingsofEmceeduringtheperiodofconstructionis9%per
annum,thereforethetotalamountofborrowingcoststobecapitalisedistheweighted-average
carryingamountofthestadiummultipliedbythecapitalisationrate.

Thatis($95m×9%×4/12)$2.85m.

(b) Players'registrations

Acquisition

IAS38 IntangibleAssetsstatesthatanentityshouldrecogniseanintangibleassetwhereitis
probablethatfutureeconomicbenefitswillflowtotheentityandthecostoftheassetcanbe
measured reliably. Therefore, the costs associated with the acquisition of players'
registrationsshouldbecapitalisedatthefairvalueoftheconsiderationpayable.
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Costswouldincludetransferfees,leaguelevyfees,agents'feesincurredbytheclubandother
directly attributable costs. Costs also include the fair value of any contingent
consideration,whichisprimarilypayabletotheplayer'sformerclubwithassociatedleague
levy fees, once payment becomes probable. Subsequent reassessments of the amount of
contingent consideration payable would be also included in the cost of the player's
registration. The estimate of the fair value of the contingent consideration payable requires
management to assess the likelihood of specific performance conditions being met, which
wouldtriggerthepaymentofthecontingentconsideration.Thisassessmentwouldbecarried
out on an individual player basis. The additional amount of contingent consideration
potentially payable, in excess of the amounts included in the cost of players' registrations,
wouldbedisclosed.Amountscapitalisedwouldbefullyamortisedovertheperiodcoveredby
theplayer'scontract.

Extension

Where a playing contract is extended, any costs associated with securing the
extension are added to the unamortised carrying amount at the date of the
extensionand the revised carryingamount isamortisedover the remaining revised contract
life.

Saleofregistrations

PlayerregistrationswouldbeclassifiedasassetsheldforsaleunderIFRS5Non-
CurrentAssetsHeldforSaleandDiscontinuedOperationswhentheircarryingamount is
expected to be recovered principally through a sale transaction and a sale is
consideredtobehighlyprobable.Additionally, theregistrationsshouldbeactivelymarketed
by Emcee,which it appears that theyare. Itwouldappear that in these circumstances that
management is committed to a plan to sell the registration, that the asset is available for
immediatesale, thatanactiveprogrammeto locateabuyer is initiatedbycirculatingclubs.
IFRS 5 requires that it is unlikely that the plan to sell the registrations will be significantly
changedorwithdrawn. Inorder tofulfil the lastcriteriaof IFRS5, itmaybeprudent toonly
classtheseregistrationsasheldforsalewhereunconditionaloffershavebeenreceivedprior
toaperiodend.

However,becauseofthesubjectivityinvolved,inthecaseofplayerregistrationstheseassets
wouldbestatedat the lowerof thecarryingamountand fairvalue lesscosts to sell,as the
carryingamountwillalreadybestatedinaccordancewithIFRSs.

Gainsandlossesondisposalofplayers'registrationswouldbedeterminedbycomparingthe
fair value of the consideration receivable, net of any transaction costs, with the carrying
amount and would be recognised in profit or loss within profit on disposal of players'
registrations. Where a part of the consideration receivable is contingent on specified
performance conditions, this amount is recognised in profit or losswhen the conditions are
met.

The player registrations disposed of, subsequent to the year end, for $25m, with an
associatednetbookvalueof$7m,wouldbedisclosedaseventsafterthereportingdate.

Impairmentreview

IAS 36 Impairment of Assets states that entities should annually test their assets for
impairment. An asset is impaired if its carrying amount exceeds its recoverable amount
which is the higher of the asset's fair value less costs of disposal and its value in use. It is
difficulttodeterminethevalueinuseofanindividualplayerinisolationasthatplayer(unless
via a sale or insurance recovery) cannot generate cash flows on his own. Whilst any
individual player cannot really be separated from the single cash generating unit (CGU),
being thebasketballor football team, theremaybecertaincircumstanceswhereaplayer is
takenoutoftheCGU,whenitbecomesclearthattheywillnotplayfortheclubagain.Ifsuch
circumstancesarise,thecarryingamountoftheplayershouldbeassessedagainst
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the best estimate of the player's fair value less any costs to sell and an
impairmentchargemadeinprofitorloss,whichreflectsanylossarising.

(c) Valuationofstadiums

IFRS13FairValueMeasurementwouldvaluethestadiumsat thepricewhichwouldbe
received to sell the asset in an orderly transaction between market
participantsatthemeasurementdate.Thepricewouldbetheonewhichmaximisesthe
valueof theassetor thegroupofassetsusingtheprincipalof thehighestandbestuse.
ThepricewouldessentiallyuseLevel2inputswhichareinputsotherthanquotedmarketprices
included within Level 1 which are observable for the asset or liability, either directly or
indirectly.Propertynamingrightspresentcomplicationswhenvaluingproperty.Thestatusof
thepropertydictatesitssuitabilityforinvitingsponsorshipattachedtoitsname.Ithasnothing
to dowith the property itself but this can beworth a significant amount. Therefore, Emcee
couldincludethepropertynamingrightsinthevaluationofthestadiumsandwrite
itoffoverthreeyears.

IAS24RelatedPartyDisclosuressetsout thecriteria for twoentities tobe treatedasrelated
parties.Suchcriteriaincludebeingmembersofthesamegrouporwhereapersonoraclose
memberofthatperson'sfamilyisrelatedtoareportingentityifthatpersonhascontrolorjoint
controloverthereportingentity.IAS24deemsthatpartiesarenotrelatedsimplybecausethey
have a director or key manager in common. In this case, there are two directors in
commonanditappearsasthoughtheentitiesarenotrelated.However,theregulator
will need to establishwhether thesponsorship deal is a related party transaction
(RPT)forthepurposeofthefinancialcontrolprovisions.Therewouldneedtobedemonstrated
thattheairlinemaybeexpectedtoinfluence,orbeinfluencedby,thecluborarelatedparty
of the club. If the deal is deemed to be an RPT, the regulator will consider whether the
sponsorshipisatfairvalue.

34Scramble

Workbookreferences.IntangibleassetsandimpairmentarecoveredinChapter3.IFRS9
FinancialInstrumentsiscoveredinChapter7.

Toptips.Parts(a)and(b)wereonimpairmenttesting.Youmayhavefoundpart(b),requiring
determinationofthediscountratetobeused,ratherdifficult,andyoumayhaveneededtodrawon
yourfinancialmanagementstudies.Part(c)wasonintangibleassets(agents'feesontransferof
playerstotheclubandextensionofplayers'contracts)andanIFRS9financialasset(rightstoticket
salesofanotherfootballclub).

Easymarks.Therearenoobviouseasymarksinthisquestion.

Markingscheme 

 Marks

(a) Intangibleassets– subjectiveassessment 7
(b) Cashgeneratingunits–subjectiveassessment 8
(c) Intangibleassets– subjectiveassessment 10
 25
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(a) Internallydevelopedintangibles

IAS38IntangibleAssetsallowsinternallydevelopedintangiblestobecapitalised
providedcertaincriteria(technologicalfeasibility,probablefuturebenefits,intentandabilityto
useorsell thesoftware,resourcestocompletethesoftware,andability tomeasurecost)are
met.It isassumed,intheabsenceofinformationtothecontrary,thattheyhave;accordingly
Scramble'streatmentiscorrectinthisrespect.

Scrambleisalsocorrectinexpensingthemaintenancecosts.Theseshouldnotbecapitalised
astheydonotenhancethevalueoftheassetoverandabovetheoriginalbenefits.

Asregardssubsequentmeasurement,IAS38requiresthatanentitymustchooseeither
the costmodelor the revaluationmodel foreachclassof intangibleasset.Scramble
haschosencost,andthisisacceptableasanaccountingpolicy.

Intangibleassetsmayhaveafiniteoranindefiniteusefullife.IAS38statesthatan
entitymaytreatanintangibleassetashavinganindefiniteusefullife,when,havingregardto
allrelevantfactorsthereisnoforeseeablelimittotheperiodoverwhichtheassetisexpected
togeneratenetcashinflowsfortheentity.

'Indefinite' is not the same as 'infinite'. Computer software is mentioned in IAS 38 as an
intangiblethatispronetotechnologicalobsolescenceandwhoselifemaythereforebeshort.
Itsusefullifeshouldbereviewedeachreportingperiodtodeterminewhetherevents
andcircumstancescontinuetosupportanindefiniteusefullifeassessmentforthatasset.Ifthey
donot,thechangeintheusefullifeassessmentfromindefinitetofiniteshouldbeaccountedfor
asachangeinanaccountingestimate.

The asset should also be assessed for impairment in accordance with IAS 36
Impairment of Assets. Specifically, the entity must test the intangible asset for impairment
annually, andwhenever there isan indication that theassetmaybe impaired. Theasset is
testedbycomparingitsrecoverableamountwithitscarryingamount.

ThecashflowsusedbyScrambletodeterminevalueinuseforthepurposesofimpairment
testing do not comply with IAS 36. Scramble does not analyse or investigate the
differencesbetweenexpectedandactualcashflows,butthisisanimportantwayoftestingthe
reasonableness of assumptions about expected cash flows, and IAS 36 requires such
assumptionstobereasonableandsupportedbyevidence.

Scrambleisalsoincorrecttoincludeinitsestimateoffuturecashflowsthoseexpectedto
be incurred in improving the games and the expected increase in revenue
resultingfromthatexpense.IAS36requirescashflowprojectionstorelatetotheassetinits
currentcondition.Norshouldcashflowestimatesincludetaxpaymentsorreceiptsashere.

(b) Discountrateforimpairment

Whilethecashflowsusedintestingforimpairmentarespecifictotheentity,thediscountrate
issupposedtoappropriatelyreflectthecurrentmarketassessmentofthetime
valueofmoneyandtherisksspecifictotheassetorcashgeneratingunit.When
a specific rate for an asset or cash generating unit is not directly available from themarket,
whichisusuallythecase,anestimateddiscountratemaybeusedinstead.Anestimateshould
bemadeofapre-taxratethatreflectsthecurrentmarketassessmentofthetime
valueofmoneyandtherisksspecifictotheassetthathavenotbeenadjustedfor
intheestimateoffuturecashflows.AccordingtoIAS36,thisrateisthereturnthattheinvestors
wouldrequireiftheychoseaninvestmentthatwouldgeneratecashflowsofamounts,timingand
riskprofileequivalenttothosethattheentityexpectstoderivefromtheassets.

Ratesthatshouldbeconsideredaretheentity'sweightedaveragecostofcapital,theentity's
incrementalborrowingrateorothermarketrates.Theobjectivemustbetoobtainaratewhich
issensibleandjustifiable.Scrambleshouldnotusetherisk-freerateadjustedbythecompany
specific average credit spreadof outstandingdebt raised twoyearsago. Instead the credit
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spread inputappliedshould reflect the currentmarket assessment of the credit
spread at the time of impairment testing, even though Scramble does not intend
raisinganymorefinance.

Disclosures

Withregardtotheimpairmentlossrecognisedinrespectofeachcashgeneratingunit,IAS36
requiresdisclosureof:

 Theamountoftheloss
 Theeventsandcircumstancesthatledtotheloss
 Adescriptionoftheimpairmentlossbyclassofasset

It is no defence to maintain that this information was common knowledge in the
market.Thedisclosuresarestillneeded.ItshouldbenotedthatIAS1requiresdisclosureof
material items, so this information needs to be disclosed if the loses arematerial, with
materialitydeterminedusingasuitablemeasuresuchaspercentageofprofitbeforetax.

(c) Recognitionofintangibleassets

Registrationrightsandagents'fees

The relevant standard here is IAS 38 Intangible Assets. An intangible asset may be
recognised if it iscontrolledby theentity (itgives theentity thepower tobenefit from the
asset), if itmeets the identifiability criteria in IAS 38, if it is probable that future economic
benefitsattributable to theassetwill flow to theentityand if its fair valuecanbemeasured
reliably.Foranintangibleassettobeidentifiabletheassetmustbeseparableoritmustarise
fromcontractualorotherlegalrights.Itappearsthatthesecriteriahavebeenmet:

(i) Theregistrationrightsarecontractual.

(ii) Scramblehascontrol,becauseitmaytransferorextendtherights.

(iii) Economicbenefitswill flow toScramble in the formof income it canearnwhen fans
cometoseetheplayerplay.

IAS38specifiestheitemsthatmakeupthecostofseparatelyacquiredassets:

(i) Its purchase price, including import duties and non-refundable purchase taxes, after
deductingtradediscountsandrebates;and

(ii) Anydirectlyattributablecostofpreparingtheassetforitsintendeduse.

IAS38 specificallymentions,asanexampleofdirectlyattributable costs, 'professional fees
arising directly from bringing the asset to its working condition'. In this business, the
players'registrationrightsmeetthedefinitionof intangibleassets.Inaddition,
Scramble is incorrect in believing that theagents' fees paid on extension of players'
contractsdonotmeetthecriteriatoberecognisedasintangibleassets.Thefeesareincurred
to service the player registration rights, and should therefore be capitalised as
intangibleassets.

Rightstorevenuefromticketsales

WhetherRashingcanshowtheserightsasintangibleassetsdependsonwhethertheIAS38
criteria have beenmet. Since Rashing has no discretion over the pricing of the tickets and
cannot sell them, it cannotbe said to control theasset.Accordingly, the rightscannot be
treatedasanintangibleasset.

The entity is only entitled to cash generated from ticket sales, so the issue is one of a
contractual right to receive cash.Theapplicablestandard is thereforenot IAS38but
IFRS9Financial Instruments,underwhich the rights to ticket revenue representa financial
asset.
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IFRS 9 has two classifications for financial assets: amortised cost and fair value. Financial
assetsareclassifiedasbeingatamortisedcostifbothofthefollowingapply.

(i) Theassetisheldwithinabusinessmodelwhoseobjectiveistoholdtheassetstocollect
thecontractualcashflows.

(ii) Thecontractual termsof thefinancialassetgiverise,onspecifieddates, tocashflows
thataresolelypaymentsofprincipalandinterestontheprincipaloutstanding.

Allotherfinancialassetsaremeasuredatfairvalue.

Rashing's receiptsare regular cash flows,but theyarebasedon ticket revenues,whichare
determined bymatch attendance. Therefore, they are not solely payments of principal and
interest, and do not meet the criteria for classification at amortised cost.
Consequently,thefinancialassetshouldbeclassifiedasbeingatfairvalueunderIFRS9.

35Estoil

Workbookreference.ImpairmentiscoveredinChapter3ofyourWorkbook.

Toptips.Thisquestiondealtwithaproblematicissueratherthanacurrentissue.WhileIAS36is
broughtforwardknowledgefromearlierstudies,thedepthofdiscussionrequiredisgreater,andthe
scenariorequiresmorethought.Part(a)requiredadiscussionoffactorstotakeaccountofin
conductinganimpairmenttest.Therearefivefactorsprovidedinthequestionandyoushoulduse
theseasheadingsunderwhichtostructureyouranswer.Thediscussionrequireddrewonyour
financialmanagementknowledge(egWACC).

Easymarks.Therearenoobviouseasymarksinthisquestion.

Markingscheme 

 Marks

(a) Changesincircumstances 3
 Marketcapitalisation 2
 Allocatinggoodwill 2
 Valuationissues 6
 Disclosures 2
 15
 
(b) Discountrate 5
 Cashflowforecast 5
 10
 25

 

(a) Entitiesmust determine,at each reporting date,whether there are any indications that
impairmenthasoccurred.Indicatorsofimpairmentmaybeinternalorexternal.Thefollowing
factorsneedtobeconsideredwhenconductinganimpairmenttestunderIAS36Impairment
ofAssets.

(i) Changesincircumstancesinthereportingperiod

Circumstances may change due to internal factors, for example matters as physical
damage,adversechangestothemethodsofuseoftheasset,managementrestructuring
andover-estimationofcashflows,andexternalfactors,suchasadversechangesin
themarkets or business in which the asset is used, or adverse changes to the
technological,economicorlegalenvironmentofthebusiness.
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Ifsuchindicatorscometolightbetweenthedateoftheimpairmenttestandtheendof
thenextreportingperiod,morethanoneimpairmenttestmayberequiredin
the accounting period. In addition, tests for impairment of goodwill and some other
intangibleassetsmaybeperformedatanytimeduringtheaccountingperiod,provided
itisperformedatthesametimeeachyear.Notallgoodwillistestedattheyearend–
someentities test it at an interimperiod. Should impairment indicators ariseafter the
annual impairment test hasbeenperformed, itmaybe necessary to test goodwill for
impairmentagainattheyearend.

A possible indicator of impairment is volatility in the market, for example, sharp
changesincommoditypricesmaycausetheassetsofminingandenergycompaniesto
beimpaired.Insuchcases,theassetsaffectedshouldbetestedintheinterimperiod.

(ii) Marketcapitalisation

Astrongindicatorof impairment iswhenthecarryingamountofanentity'sassets
exceedstheentity'smarketcapitalisation,suggestingthattheentityisovervalued.
However,theremaynotbeadirectcorrelationbetweenthemarketcapitalisation
andtheimpairmentlossarisingfromalowerreturngeneratedontheentity'sassets–the
market may have taken other factors into account. The discrepancy does, however,
highlight the need for the entity to examine its cash-generating units,
andpossiblytotestgoodwillforimpairment.Thereasonfortheshortfallmust
be examined and understood, even though IAS 36 does not require a formal
reconciliationbetweenanentity'smarket capitalisation, its fair value less costs to sell
anditsvalueinuse.

(iii) Allocatinggoodwilltocash-generatingunits

Goodwillarisingonanacquisitionisrequiredtobeallocatedtoeachoftheacquirer's
cash-generatingunits(CGUs),ortoagroupofCGUs,thatareexpectedtobenefitfrom
the synergies of the combination. If CGUs are subsequently revised or
operations disposed of, IAS 36 requires goodwill to be reallocated,
basedonrelativevalues,totheunitsaffected.

The difficulty with this is that IAS 36does not give guidance as to what is
meantbyrelativevalue.Whilefairvaluelesscoststosell(FVLCS)couldbe
used,thisisnotmandatedbythestandard.However,theentitymaystillneedtocarry
outavaluationprocessonthepartretained.Value inuse (VIU)isapossibility,but
themeasureneedstobeonethatcanbeappliedequallytoboththepartretainedand
the part disposed of. VIU has the obvious problem that it will bemuch the same as
FVLCSfortheoperationsdisposedof,buttherecouldbesignificantdifferencesbetween
VIUandFVLCSforthepartretained.Alternatively,therecouldbereasonablewaysof
estimating relative value by using an appropriate industry or business
surrogate,forexamplerevenue,profits,industryKPIs.

(iv) Valuationissues

The basic principle of IAS36 is that an asset should be carried at nomore than its
recoverableamount,thatistheamounttoberecoveredthroughuseorsaleoftheasset.
If anasset's value ishigher than its recoverable amount, an impairment
losshasoccurred.Theimpairmentlossshouldbewrittenoffagainstprofitorlossfor
theyear.

The recoverable amount isdefined as thehigher of theasset's fair value
less costs of disposal and the asset's value in use.Measuring both of these
requires the use of estimates and assumptions, some of which may be
problematic.
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(1) Fair value less costs of disposal is defined as the price that would be
receivedtoselltheassetinanorderlytransactionbetweenmarketparticipantsat
themeasurementdateundercurrentmarketconditions,netofcostsofdisposal.
IAS 36 gives a 'hierarchy of evidence' for this, with 'price in a binding sale
agreement'atthetop,onlylikelytobeavailableiftheassetisheldforsale,and
allowing, in the absence of any active market, estimates based on a
discountedcashflow(DCF)model,whichmaynotbereliable.

(2) Determiningthetypesoffuturecashflowswhichshouldbeincludedin
themeasurementofVIUcanalsobedifficult.UnderIAS36anassetor
CGUmustbetestedinitscurrentstatus,notthestatusthatmanagementwishesit
wasinorhopestogetitintointhenearfuture.Therefore,thestandardrequires
VIU tobemeasuredat the net present valueof the future cash flows the entity
expectstoderivefromtheassetorCGUinitscurrentconditionoveritsremaining
useful life.Thismeans that it isnotappropriate to takeaccountofmanagement
plans for enhancing the performance of the asset or CGU, even though these
maybringaboutanincreaseinvalue.

(3) Whilethecashflowsusedintestingforimpairmentarespecifictotheentity,the
discount rate is supposed to appropriately reflect the current
market assessment of the time value of money and the risks
specifictotheassetorcashgeneratingunit.Whenaspecificrateforan
assetorcashgeneratingunit isnotdirectlyavailable from themarket,which is
usuallythecase,thediscountratetobeusedisasurrogate.Anestimateshould
bemadeofapre-taxratethatreflectsthecurrentmarketassessment
of the timevalueofmoneyand the risksspecific to theasset that
havenotbeenadjustedforintheestimateoffuturecashflows.Accordingto
IAS36, this rate is the return that the investorswould require if they chosean
investment that would generate cash flows of amounts, timing and risk profile
equivalenttothosethattheentityexpectstoderivefromtheassets.

Ratesthatshouldbeconsideredaretheentity'sweightedaveragecostofcapital
(WACC), the entity's incremental borrowing rate or other market rates. The
objectivemustbetoobtainaratewhichissensibleandjustifiable.

(4) Thetestisfurthercomplicatedbytheimpactoftaxation.IAS36requiresthat
VIU be measured using pre-tax cash flows and a pre-tax discount rate, but
WACCisapost-taxrate,asaremostobservableequityratesusedbyvaluers.

(5) Thereisaneedforconsistencyindeterminingtherecoverableamount
andcarryingamountwhicharebeingcompared.Forexample,inthe
caseofpensions, therecanbesignificantdifferencesbetweenthemeasurement
basisofthepensionassetor(morelikely)liabilityandthecashflowsthatrelateto
pensions.

(6) IAS36requiresthatcorporateassetsmustbeallocatedtoacash-generating
unitona'reasonableandconsistentbasis,butdoesnotexpandonthis.

(v) Disclosures

Withregardtotheimpairmentlossrecognisedinrespectofeachcashgeneratingunit,
IAS36woulddisclosureof:

(1) Theamountoftheloss
(2) Theeventsandcircumstancesthatledtotheloss
(3) Adescriptionoftheimpairmentlossbyclassofasset

Itisnodefencetomaintainthatthisinformationwascommonknowledgeinthe
market.Thedisclosuresarestillneeded.
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(b) (i) Discountrate

EstoilhasnotcompliedwithIAS36ImpairmentofAssetsinitsuseofonediscount
rate for all cash-generating units (CGUs) regardless of the currency of the country in
which thecashflowsaregenerated. IAS36requires thatfuturecash flowsmust
be estimated in the currency inwhich theywill be generated and then
discountedusingadiscount rateappropriate for thatcurrency.Thepresentvalue thus
calculatedmustbetranslatedusing thespotexchange rateat thedateof
thevalueinusecalculation.

The currency in which the estimated cash flows are denominated has an impact on
many of the inputs to the weighted average cost of capital (WACC) calculation,
including the risk-free interest rate.Estoilwas incorrect in using the ten-year
government bond rate for its own jurisdiction as the risk-free rate because
government bond rates differ between countries due to different expectations about
future inflation, and so there may be a discrepancy between the expected inflation
reflectedintheestimatedcashflowsandtherisk-freerate.

IAS 36 requires that the discount rate should appropriately reflect the
current market assessment of the time value of money and the risks
specifictotheassetorcashgeneratingunit.Applyingonediscountrateforall
theCGUsdoesnotachievethis.TheWACCof theCGUorof thecompanyofwhich
theCGUiscurrentlypartshouldgenerallybeusedtodeterminethediscountrate.The
company's WACC may only be used for all CGUs if the risks associated with the
individualCGUsdonotmateriallydivergefromtheremainderofthegroup,andthisis
notevidentinthecaseofEstoil.

(ii) Cashflowforecasts

IAS 36 requires that any cash flow projections are based upon reasonable and
supportable assumptions over amaximumperiod of five years unless it can be
proven that longer estimates are reliable. The assumptions should represent
management's best estimate of the range of economic conditions
expected to obtain over the remaining useful life of the asset.
Managementmustalsoassessthereasonablenessoftheassumptionsbyexaminingthe
reasonsforanydifferencesbetweenpastforecastedcashflowsandactualcashflows.
The assumptions that form the basis for current cash flow projections
mustbeconsistentwithpastactualoutcomes.

FariolehasfailedtocomplywiththerequirementsofIAS36inthepreparationofits
cash flow forecasts. Although the realised cash flow forecasts for 20X4 were
negative and well below projected cash flows, the directors significantly
increased budgeted cash flows for 20X5. This increasewas not justified,
andcastsdoubtsonFariole'sabilitytobudgetrealistically.

IAS36requiresestimatesoffuturecashflowstoinclude:

(1) Projectionsofcashinflowsfromthecontinuinguseoftheasset

(2) Projectionsofcashoutflowswhicharenecessarilyincurredtogeneratethecash
inflowsfromcontinuinguseoftheasset

(3) Netcashflowstobereceived(orpaid)forthedisposaloftheassetattheendof
itsusefullife.

Forecast cash outflows must include those relating to the day-to-day servicing of the
asset.Thiswillincludefuturecashoutflowsneededtomaintainthelevelof
economicbenefits expected tobegeneratedby theasset in its current
condition. Fariole has not taken into account expected changes in working capital
and capital expenditure, but it is very likely that investments in working capital and
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capital expenditure would be necessary to maintain the assets of the CGUs in their
currentcondition.

Inconclusion,thecashflowforecastsusedbyFariolearenotinaccordance
withIAS36.

36Evolve

Workbookreferences.IAS32FinancialInstruments:PresentationandIFRS9Financial
InstrumentsarecoveredinChapter7.IFRS5Non-currentAssetsHeldforSaleandDiscontinued
OperationsiscoveredinChapter13.IAS16Property,PlantandEquipmentandIAS40Investment
PropertyarecoveredinChapter3andIAS12IncomeTaxesinChapter6.

Toptips.Part(a)istricky.Itaskshowthepotentialpaymentofcashinthefuturetoequity
shareholdersshouldbeclassified.Ithadtobeclassifiedasafinancialliabilityastherewasa
contractualobligationtodelivercashasaresultofaputoptiontoselltherightsbacktothe
company.Aneventafterthereportingperiodprovidedadditionalevidenceofthevaluationand
shouldthereforebetreatedasanadjustingevent.Part(b)ismoremainstream.Thedirectorshadnot
classifiedtheassetsofasubsidiaryasheldforsale,eventhoughtheIFRS5criteriaweremet,onthe
groundsthattheydidnothaveabindingagreementtosell.However,thisisnotrequiredforasale
tobeconsidered'highlyprobable'underIFRS5,andsotheassetsshouldhavebeenclassifiedas
heldforsale.Part(c)requiredconsiderationofthreeissues.First,againarisingwhereasubsidiary
whichwaspurchasedatlessthanthemarketvalueofitssoleassetshouldnotbetreatedasa
bargainpurchasebecausethistreatmentisonlyavailableforabusinesscombination,andthe
substanceofthetransactionwasthepurchaseofanassetratherthanabusinesscombination.
Second,thecompanywishestousethecostmodel,theassetshouldhavebeenrecordedatcost,
evenifthisislessthanmarketvalue,sothepotentialgainshouldnothavebeenrecordedinprofitor
lossoraddedtothecostoftheasset.Third,thedeferredtaxliabilityarisingonthedifferencefrom
marketvalueshouldnotbecapitalisedasitisnotlinkedtobringingtheassettothecondition
necessaryforitsoperations,

Easymarks.Therearenoeasymarksinthisquestion.Marksarenotasdifficulttoearninpart(b),
asopposedtoparts(a)or(c).



Markingscheme 

 Marks

(a) 1markperpointuptomaximum 9
(b) 1markperpointuptomaximum 10
(c) 1markperpointuptomaximum  6
 25

 

(a) Obligationtopurchaseownequityinstruments

A financial liability for the present value of the maximum amount payable to shareholders
shouldberecognisedinthefinancialstatementsasof31August20X6.At31August20X6,
therightsareequivalenttoawrittenputoptionbecausetheyrepresentforEvolveapurchase
obligationwhichgivesshareholders the right tosell theentity'sownequity instruments fora
fixedprice.The fundamentalprincipleof IAS32Financial Instruments:Presentation is thata
financial instrumentshouldbeclassifiedaseithera financial liabilityoranequity instrument
accordingto thesubstanceof thecontract,not its legal form,andthedefinitionsof financial
liability and equity instrument. IAS 32 states that a contract which contains an entity's
obligation to purchase its own equity instruments gives rise to a financial liability, which
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shouldberecognisedatthepresentvalueofitsredemptionamount.IAS32alsostatesthata
contractual obligation for an entity to purchase its own equity instruments gives rise to a
financial liability for the present value of the redemption amount even if the obligation is
conditionalonthecounterpartyexercisingarighttoredeem,asisthecasewiththescripissue
ofEvolve.

EvolvehadsetuptheconditionsforthesharecapitalincreaseinAugust20X6and,therefore,
thecontractgaverisetofinancialliabilitiesfromthatdateandEvolveshouldhaverecognised
afinancialliabilityforthepresentvalueofthemaximumamountpayabletoshareholdersinits
financialstatementsfortheyearended31August20X6.Anon-adjustingeventunderIAS10
EventsAftertheReportingPeriodisaneventafterthereportingperiodwhichisindicativeofa
conditionwhicharoseaftertheendofthereportingperiod.However,itcouldbearguedthat
thetransferringofthefreeallocationrightsbacktoEvolveisinfactanadjustingeventasitis
aneventafterthereportingperiodwhichprovidesfurtherevidenceofconditionswhichexisted
attheendofthereportingperiod.

(b) Classificationasheldforsale

Thenon-currentassetsofResourceshouldhavebeenpresentedasheldforsaleinthefinancial
statements, in accordance with IFRS 5Non-Current Assets Held for Sale and Discontinued
Operations,asat31August20X6. IFRS5 states that theappropriate levelofmanagement
mustbecommittedtoaplantoselltheassetforthesaletobeprobable.Evolve'sacceptance
of a binding offer inAugust 20X6and the publication of this information indicated a high
probability of sale. Despite the uncertainties surrounding the sale, the transaction remained
highlyprobableat31August20X6.IFRS5requiresanentitytoclassifyanon-currentassetas
held for sale if its carrying amount will be recovered principally through sale rather than
throughcontinuinguse.

IFRS5doesnotrequiretheexistenceofabindingsalesagreementinordertoclassifyanon-
currentassetasheldforsalebutonlyahighprobabilityofitsoccurrence.Theacceptanceof
anofferbyEvolveindicatesthatthetransactionmetthecriteriatobeclassifiedasheldforsale
at31August20X6.Thefinalisationoftheagreementon20September20X6onlyconfirmed
the situationexistingat31August20X6. Further, Evolve cannotapply IFRS5measurement
criteria without classifying the item as held for sale in its statement of financial position
particularlyasaprofitor impairmentmayarisewhenusingsuchcriteria. IFRS5also states
that immediately before the initial classification of the asset as held for sale, the carrying
amount of the asset should be measured in accordance with applicable IFRSs. This was
alreadythecaseasregardsthenon-currentassetsofResource.

Other criteria which indicate that the non-current assets should be shown as held for sale
includethefactthatabuyerforthenon-currentassetshasbeenfound,thesaleoccurredwithin
12monthsofclassificationasheldforsale,theassetwasactivelymarketedforsaleatasales
pricewhichhasbeenaccepted,anddespitetheuncertaintiesat31August20X6,eventsafter
thereportingperiodindicatethatthecontractwasnotsignificantlychangedorwithdrawn.The
factthattheinformationregardingtheuncertaintieswasnotpubliclydisclosedisirrelevant.

Thus as the non-current assetsmet the criteria to be classified as held for sale, they should
havebeenmeasuredandpresentedas such in the financial statements.Assets classifiedas
heldforsalemustbepresentedseparatelyonthefaceofthestatementoffinancialposition.

(c) Investmentproperty

IFRS3BusinessCombinationsmustbeappliedwhenaccounting forbusiness combinations,
butdoesnotapplywheretheacquisitionisnotofabusiness.Inthiscase,theacquisitionwas
essentially thatofanassetand therefore themeasurement requirementsof IFRS3wouldnot
apply.

IAS 40 Investment Property states that the cost of an investment property comprises its
purchasepriceandanydirectlyattributableexpenditure, suchasprofessional fees for legal
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services.IAS16Property,PlantandEquipmentstatesthatthecostofanitemofPPEcomprises
any cost directly attributable to bringing the asset to the condition necessary for it to be
capableofoperatinginthemannerintendedbymanagement.HenceifEvolvewishestouse
thecostbasis foraccounting for the investmentproperty, thepotentialgain shouldnothave
beenrecordedinprofitorlossoraddedtothecostoftheasset.

Evolveshouldhaverecognisedthetaxpaymentasanexpenseinthestatementofprofitorloss
and other comprehensive income. Administrative and other general overhead costs are not
costsofan itemofPPEaccording to IAS16.Thespecific fiscal treatmentand the tax tobe
paidwerenotlinkedtobringingtheassettotheconditionnecessaryforitsoperations,asthe
assetwould havebeenoperationalwithout the tax.As such, the tax is a cost linked to the
activity of Evolve and should be accounted for as an expense in accordancewith IAS 12
IncomeTaxesand included in theprofitor loss for theperiod,unless that taxarises froma
transactionrecognisedoutsideprofitorloss.

37Gasnature

Workbookreferences.IFRS9FinancialInstrumentsiscoveredinChapter7,IFRS11Joint
ArrangementsinChapter14andIAS10EventsaftertheReportingPeriodinChapter5.

Toptips.Part(a)isagoodexampleofapplyingmainstreamsyllabustopics(IAS16)toanunusual
situation('irrecoverablegas').Part(b)on'ownuse'contractshascomeupbefore,andthecase
couldbearguedeitherway.Thereweremarksavailablefordealingwithfundamentalprinciplesof
whetherthecontractisafinancialcontractoranexecutorycontract.Iftheargumentsseemcomplex,
thegoodnewsisthatthereareonlysixmarksforthispartofthequestion,andyoucanmakeupthe
marksinpart(c),whichismoremainstream.

Easymarks.Part(c)isrelativelystraightforward,andyoushouldbynowbefamiliarwiththe
IFRS11criteriafordistinguishingjointventuresfromjointoperations.

Markingscheme 

 Marks

(a) 1markperpointuptomaximum 9
(b) 1markperpointuptomaximum 6
(c) (i) 1markperpointuptomaximum 5
 (ii) 1markperpointuptomaximum 5
 25

 

(a) Jointarrangement

Theclassificationofajointarrangementasajointoperationorajointventuredependsupon
the rightsandobligationsof theparties to thearrangement (IFRS11 JointArrangements).A
joint arrangement occurs where two or more parties have joint control. The contractually
agreed sharing of control of an arrangement exists onlywhen decisions about the relevant
activitiesrequiretheunanimousconsentofthepartiessharingcontrol.Thestructureandform
of the arrangement determines the nature of the relationship. However, regardless of the
purpose,structureorformofthearrangement,theclassificationofjointarrangementsdepends
upon the parties' rights and obligations arising from the arrangement. A joint arrangement
which is not structured through a separate vehicle is a joint operation. In such cases, the
contractual arrangement establishes the parties' rights and obligations. A joint operator
accountsfortheassets,liabilities,revenuesandexpensesrelatingtoitsinvolvementinajoint
operation in accordance with the relevant IFRSs. The arrangement with Gogas is a joint
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operationasthereisnoseparatevehicleinvolvedandtheyhaveagreedtoshareservicesand
costs with decisions regarding the platform requiring unanimous agreement of the parties.
Gasnatureshouldrecogniseitsshareoftheassetasproperty,plantandequipment.

UnderIAS16Property,PlantandEquipment(PPE),thecostofanitemofproperty,plantand
equipment includes the initialestimateof thepresent valueofdismantlingand removing the
itemandrestoringthesiteonwhichitislocated.IAS37Provisions,ContingentLiabilitiesand
ContingentAssetscontainsrequirementsonhowtomeasuredecommissioning,restorationand
similar liabilities.Where the effect of the time value ofmoney ismaterial, the amount of a
provisionshouldbethepresentvalueoftheexpendituresexpectedtoberequiredtosettlethe
obligation.Thuscostsincurredbyanentityinrespectofobligationsfordismantling,removing
and restoring the site on which an item of property, plant and equipment is located are
recognised and measured in accordance with IAS 16 and IAS 37. Gasnature should
recognise 55% of the cost of decommissioning the underground storage facility. However,
because Gasnature is a joint operator, there is also a contingent liability for 45% of the
decommissioning costs and there is a possible obligation for the remainder of the costs
dependingonwhethersomeuncertainfutureeventoccurs,thatisGogasgoesintoliquidation
and cannot fund the decommissioning costs. Therefore Gasnature, should also disclose a
contingent liability relating to the Gogas's share of the obligation to the extent that it is
contingentlyliableforGogas'sshare.

IAS16statesthatproperty,plantandequipmentaretangibleitemswhich:

(i) Areheldforuseintheproductionorsupplyofgoodsorservices,forrentaltoothers,or
foradministrativepurposes;and

(ii) Areexpectedtobeusedduringmorethanoneperiod.

ThusGasnatureshouldclassifyandaccountforitsshareoftheirrecoverablegasasPPE.The
irrecoverablegasisnecessaryforthestoragefacilitytoperformitsfunction.Itisthereforepart
ofthestoragefacilityandshouldbecapitalisedasacomponentofthestoragefacilityasset.
Theirrecoverablegasshouldbedepreciatedto itsresidualvalueover the lifeof thestorage
facility.However,ifthegasisrecoverableinfullwhenthestoragefacilityisdecommissioned,
then depreciation will be recorded against the irrecoverable gas component only if the
estimatedresidualvalueofthegasdecreasesbelowcostduringthelifeofthefacility.When
thestoragefacilityisdecommissionedandthecushiongasextractedandsold,thesaleofthe
irrecoverable gas is accounted for as the disposal of an item of PPE in accordance with
IAS16 and the gain or loss recognised in profit or loss. The natural gas in excess of the
irrecoverable gas which is injected into the facility should be treated as inventory in
accordancewithIAS2Inventories.

(b) ContractwithAgas

IFRS9FinancialInstrumentsappliestothosecontractstobuyorsellanon-financialitemwhich
canbesettlednetincashwiththeexceptionofcontractswhichareheldforthepurposeofthe
receiptordeliveryofanon-financialiteminaccordancewiththeentity'sexpectedpurchase,
saleorusagerequirements(ownusecontract).Inotherwords,itwillresultinphysicaldelivery
ofthecommodity,inthiscasetheextragas.Contractswhichareforanentity's'ownuse'are
exempt from the requirements of IFRS9. Sucha contract canbe irrevocably designatedas
measuredatfairvaluethroughprofitorlossevenifitwasenteredintofortheabovepurpose.
This designation is available only at inception of the contract and only if it eliminates or
significantly reduces a recognition inconsistency (sometimes referred to as an 'accounting
mismatch') which would otherwise arise from not recognising that contract because it is
excludedfromthescopeofIFRS9.Therearevariouswaysinwhichacontracttobuyorsella
non-financialitemcanbesettlednetincashoranotherfinancialinstrumentorbyexchanging
financialinstruments.Theseincludethefollowing:

(i) Whenthetermsofthecontractpermiteitherpartytosettleitnetincash.
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(ii) Whentheabilitytosettlenetincashisnotexplicitinthetermsofthecontract,butthe
entityhasapracticeofsettlingsimilarcontractsnetincash.

(iii) When,forsimilarcontracts,theentityhasapracticeoftakingdeliveryoftheunderlying
andsellingitwithinashortperiodafterdelivery,forthepurposeofgeneratingaprofit.

(iv) Whenthenon-financialitemwhichisthesubjectofthecontractisreadilyconvertibleto
cash.

Awrittenoptiontobuyorsellanon-financialitemwhichcanbesettlednetincashiswithin
thescopeofIFRS9.Suchacontractcannotbeenteredintoforthepurposeofthereceiptor
deliveryof thenon-financial item inaccordancewith theentitiesexpectedpurchase, saleor
usagerequirements.Contractstobuyorsellanon-financialitem,suchasacommodity,which
can be settled net in cash or another financial instrument, or by exchanging financial
instruments,arewithinthescopeofIFRS9.Theyareaccountedforasderivatives.Alevelof
judgementwill be required in this areaas net settlements causedby unique events beyond
management's control may not necessarily prevent the entity from applying the 'own use'
exemptiontoallsimilarcontracts.

ThecontractenteredintobyGasnaturewithAgasseemstobeanownusecontractwhichfalls
outsideIFRS9andthereforewouldbetreatedasanexecutorycontract.However,itcouldbe
argued that the contract is net settled because the penalty mechanism requires Agas to
compensateGasnatureatthecurrentprevailingmarketprice.Further,ifnaturalgasisreadily
convertible into cash in the location where the delivery takes place, the contract could be
considered net settled.Additionally, if there is volume flexibility, then the contract could be
regardedasawrittenoption,whichfallswithinthescopeofIFRS9.

However, thecontractwillprobablystillqualifyas'ownuse'as longas ithasbeenentered
into and continues to be held for the expected counterparties' sales/usage requirements.
Additionally,theentityhasnotirrevocablydesignatedthecontractasmeasuredatfairvalue
throughprofitorloss,thusaddingweighttothe'ownuse'designation.

(c) (i) It is not acceptable to accrue the costs of the overhaul. The entity does not have a
constructive obligation to undertake the overhaul. Under IFRS, costs related to major
inspection and overhaul are recognised as part of the carrying amount of property,
plantandequipmentiftheymeettheassetrecognitioncriteriainIAS16Property,Plant
andEquipment.Themajoroverhaulcomponentwill thenbedepreciatedonastraight-
linebasisoveritsusefullife(ieovertheperiodtothenextoverhaul)andanyremaining
carryingamountwillbederecognisedwhenthenextoverhaulisperformed.Costsofthe
day-to-day servicing of the asset (ie routine maintenance) are expensed as incurred.
Thereforethecostoftheoverhaulshouldhavebeenidentifiedasaseparatecomponent
of the refineryat initial recognitionanddepreciatedoveraperiodof twoyears. This
will result in the sameamount of expensebeing recognised inprofit or loss over the
sameperiodastheproposaltocreateaprovision.

(ii) Sincetherewerenoindicatorsofimpairmentattheperiodend,allcostsincurredupto
31August20X5amountingto$5millionshouldremaincapitalisedbytheentityinthe
financial statements for the year endedon thatdate.However, ifmaterial, disclosure
should be provided in the financial statements of the additional activity during the
subsequent period which determined the exploratory drilling was unsuccessful. This
representsanon-adjustingeventasdefinedbyIAS10EventsAftertheReportingPeriod
asaneventwhichisindicativeofaconditionwhicharoseaftertheendofthereporting
period. The asset of $5 million and additional drilling costs of $2 million incurred
subsequentlywouldbeexpensedinthefollowingyear'sfinancialstatements.
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38Blackcutt

Workbookreferences.InvestmentpropertyandimpairmentarecoveredinChapter3,leasesare
coveredinChapter8andprovisionsinChapter5.

Toptips.Thefactthatthisisalocalgovernmentorganisationaffectstheusetowhichtheproperties
areputinparts(a)and(d).Part(a)requiresabasicunderstandingofIAS16andIAS40and
requiresapplicationratherthanjustknowledge,buttheissuesareuncontroversial.Part(b)requires
knowledgeandapplicationofIFRS16Leases,focusingonwhetheranarrangementisorcontainsa
lease.Part(c)dealtwithascenariothatmanyaccountantsfaceinpracticeandshouldhavebeen
fairlystraightforward.Therewerethreeelementstopart(d)ofthequestion.

Knowledgeofthestandard,applicationofthestandardandcompletionofthecalculations.The
applicationofknowledgewithreferencetothequestionisessential.

Easymarks.Part(a)oninvestmentpropertyshouldbefamiliartoyoufromyourearlierstudies,
andpart(c)isaverystraightforwardtestofIAS37.

 

Markingscheme 

 Marks

(a) 1markperpointuptomaximum 8
(b) 1markperpointuptomaximum 6
(c) 1markperpointuptomaximum 4
(d) 1markperpointuptomaximum 7
 25

 

(a) Investmentproperty

IAS 40 Investment Property applies to the accounting for property (land and/or buildings)
held to earn rentals or for capital appreciation or both. Examplesof investment
propertygiveninthestandardinclude,butarenotlimitedto:

(i) Landheldforlong-termcapitalappreciation
(ii) Landheldforundeterminedfutureuse

Assets which IAS 40 states are not investment property, and which are therefore not
coveredbythestandardinclude:

(i) Propertyheld foruse in theproductionor supplyofgoodsor servicesor for
administrativepurposes

(ii) Propertyheld forsale in theordinary courseof businessor in theprocessof
constructionofdevelopmentforsuchsale

Owner-occupiedproperty,propertybeingconstructedonbehalfofthirdparties
andpropertyleasedtoathirdpartyunderafinanceleasearealsospecificallyexcluded
bytheIAS40definition.(Notethatfinanceleasesstillexistforlessors,thoughnotforlessees.)

Iftheentityprovidesancillaryservicestotheoccupantsofapropertyheldbytheentity,the
appropriatenessof classificationas investmentproperty isdeterminedby the significanceof
the services provided. If those services are a relatively insignificant component of the
arrangementasawhole(forinstance,thebuildingownersuppliessecurityandmaintenance
servicestothelessees),thentheentitymaytreatthepropertyasinvestmentproperty.Where
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theservicesprovidedaremoresignificant(suchasinthecaseofanowner-managed
hotel),thepropertyshouldbeclassifiedasowner-occupied.

Applying IAS40 to Blackcutt's properties, the land owned for capital appreciation
andwhichmay be sold any time in the futurewill qualify as investment property.
Likewise, the landwhoseusehasnotyetbeendetermined isalsocoveredby the
IAS40definitionofinvestmentproperty:asithasnocurrentpurposeitisdeemedtobeheld
forcapitalappreciation.

Investment property should be recognised as an asset where it is probable that the future
economicbenefits associatedwith thepropertywill flow to the entity and the value canbe
measured reliably. IAS40permitsanentity to choosebetween the costmodeland the fair
valuemodel.Wherethefairvaluemodelapplies, thepropertyisvaluedinaccordancewith
IFRS13FairValueMeasurement.Gainsor lossesarising fromchanges in the fair valueof
investmentpropertyarerecognisedinprofitorlossfortheyear.

The houses routinely bought and sold by Blackcutt in the ordinary course of its
operationswillnot qualify as investment property, but will be treated under IAS 2
Inventories.

Thepartofthehousinginventorynotheldforsalebutusedtoprovidehousingto
low-income employees does not qualify as investment property either. The
properties are not held for capital appreciation, and because the rent is below
marketrateandonlycoversthemaintenancecosts,theycannotbesaidtobeheld
for rentals. Therental income is incidental to thepurposes forwhich theproperty is
held,whichistoprovidehousingservices.Aswiththeexampleoftheowner-managedhotel
above, the services are significant, and the property should be classified as owner
occupied.Furtherindicationthatitisowneroccupiedisprovidedbythefactthatitisrented
out toemployeesof theorganisation. Itwillbeaccountedforunder IAS16Property,
PlantandEquipment.

(b) Lease

TheissuehereiswhetherthearrangementwiththeprivatesectorproviderWasteandCois,
orcontains,alease,evenifitdoesnottakethelegalformofalease.Thesubstanceofthe
arrangementshouldbeconsideredinconnectionwiththeIFRS16Leases.Keyfactors
toconsiderareasfollows.

(i) Isthereanidentifiableasset?

(ii) Does the customer have the right to obtain substantially all the economic
benefitsfromuseoftheassetthroughouttheperiodofuse?

(iii) Whohastherighttodirecthowandforwhatpurposetheassetisused?

(iv) Doesthecustomerhavetherighttooperatetheassetthroughouttheperiod
ofusewithoutthesupplierhavingtherighttochangethoseoperatinginstructions?

Theanswerineachcaseisyes.

(i) The vans are an identifiable asset. Although Waste and Co can substitute another
vehicle if one of the existing vehicles needs repairing or no longer works, this
substitutionrightisnotsubstantivebecauseofthesignificantcostsinvolvedinfittingout
thevehicleforusebyBlackcutt.

(ii) Blackcuttcanusethevehiclesandusesthemexclusivelyforwastecollectionfornearly
alltheirlife.Itthereforehasarighttoobtainsubstantiallyalltheeconomicbenefitsfrom
theuseoftheasset.

(iii) Blackcuttcontrols thevehicles,since it stipulateshow theyarepainted,andostensibly
owns them because theymust be paintedwith Blackcutt's name. It therefore has the
righttodirecthowandforwhatpurposetheassetisused.
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(iv) As indicated in (ii) above, Blackcutt has the right to operate theasset throughout the
periodofuse,althoughithasoutsourcedthedrivingtoWasteandCo.

The arrangement is a lease. A right-of-use asset should be recorded, and a lease
liability set up, equal to the present value of the future lease payments. The service
element relating to thewaste collectionmustbe consideredasaseparate component
andchargedtoprofitorloss.

(c) Provision

Under IAS 37 Provisions, Contingent Liabilities and Contingent Assets, provisions must be
recognisedinthefollowingcircumstances,andmustnotberecognisediftheydonotapply.

(i) Thereisalegalorconstructiveobligation totransferbenefitsasaresultofpast
events.

(ii) It isprobably thatanoutflowofeconomic resourceswillberequired tosettle
theobligation.

(iii) Areliableestimateoftheamountrequiredtosettletheobligationcanbemade.

A legal or constructive obligation is one created by an obligating event. Here the
obligating event is the contamination of the land, because of the virtual certainty of
legislation requiring the clean-up. As Blackcutt has no recourse against Chemco or its
insurance company this past event will certainly give rise to a transfer of economic
benefitsfromBlackcutt.

Consequently,Blackcuttmustrecogniseaprovisionforthebestestimateoftheclean-up
costs.Itshouldnotsetupacorrespondingreceivable,sincenoreimbursementmaybe
obtainedfromChemcooritsinsurancecompany.

(d) Impairmentofbuilding

Thebasicprincipleof IAS36 ImpairmentofAssets is thatanasset shouldbecarriedatno
morethanitsrecoverableamount,thatis, theamounttoberecoveredthroughuseorsaleof
theasset.Ifanasset'svalueishigherthanitsrecoverableamount,animpairment
losshasoccurred.Theimpairment lossshouldbewrittenoffagainstprofitor loss for the
year.

Entities must determine, at each reporting date, whether there are any indications that
impairmenthasoccurred.Inthiscase,impairmentisindicatedbecausetheusetowhich
the building is to be put has changed significantly (from a school to a library), a situation
whichwillcontinuefortheforeseeablefuture.

The recoverable amount isdefined as thehigher of theasset's fair value less
coststosellandtheasset'svalueinuse.However,thesevaluesareunavailablebecause
of the specialised nature of the asset, and the only information available is depreciated
replacement cost. Using adepreciated replacement cost approach, the impairment
losswouldbecalculatedasfollows.




Asset
Cost/replacement

cost
Accumulated

depreciation6/25

Carrying
amount/

replacementcost
 $'000 $'000 $'000

School 5,000  (1,200) 3,800
Library 2,100  (504) (1,596)
Impairmentloss  2,204

Blackcuttshouldthereforerecognisean impairment lossof$2.204million inprofitor
lossfortheyear.
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39Lockfine

Workbookreferences.IFRS1First-timeAdoptionofInternationalFinancialReportingStandards
iscoveredinChapter19,IFRS13FairValueMeasurementinChapter3,andIFRS3Business
CombinationsiscoveredinChapter10.

Toptips.Thiswasascenarioquestion,setinthefishingindustry.Thequestionwasbrokendown
intofouralmostequalparts.Parts(a)and(b)coveredIFRS1First-timeAdoptionofInternational
FinancialReportingStandardsinrespectoffairvaluemeasurementandtransitiontoIFRS3Business
Combinations.ThekeypointhereisthatthedecisiontoapplyIFRS3retrospectivelycannotbemade
selectively.

Easymarks.TherearesomerelativelyeasymarksinPart(d)forlistingouttheIAS37criteriafora
constructiveobligationtorestructure.

Markingscheme 

 Marks

(a) 1markperquestionuptomaximum 6
(b) 1markperquestionuptomaximum 6
(c) 1markperquestionuptomaximum 7
(d) 1markperquestionuptomaximum 6
Maximum 25

 

(a) IFRS1anddeemedcost

IFRS1First-tmeAdoptionof International FinancialReportingStandards states thatanentity
mayelecttomeasureanitemofproperty,plantandequipmentatthedateoftransitionto
IFRSatfairvalueandusethatfairvalueasitsdeemedcostatthatdate.Fairvalue
isdefinedinIFRS1asamendedbyIFRS13FairValueMeasurementas:

'Thepricethatwouldbereceivedtosellanassetorpaidtotransferaliability inanorderly
transactionbetweenmarketparticipantsatthemeasurementdate.'(IFRS13;para9)

AnentityadoptingIFRSforthefirsttimemay,underIFRS1asamendedbyIFRS13,electto
use a previousGAAP revaluation ofan itemofproperty,plantandequipmentat or
before thedateof transition to IFRSasdeemedcostat thedateof therevaluationunder the
followingconditions.

(i) Therevaluationwasbroadlycomparabletofairvalue.

(ii) Therevaluationwasbroadlycomparabletocostordepreciatedcostinaccordancewith
IFRS,adjustedtoreflect,forexample,changesinageneralorspecificpriceindex.

In addition, IFRS 1 does not give detailed rules about determining fair value, and first-time
adopterswhousefairvalueasdeemedcostmustonlyprovidelimiteddisclosures,not
afulldescriptionofthemethodsandassumptionsused.

InthecaseofLockfine,thequestiontobedecidediswhetherthesellingagents'estimatescan
beusedasthefairvaluetobeused,inturn,asdeemedcostunderIFRS1.

Thesellingagents'estimatesprovideonlylimitedinformationaboutthevaluationmethodsand
assumptions, and it is doubtful that they can be relied upon for determining fair value in
accordancewithIAS16Property,PlantandEquipmentandIFRS13FairValueMeasurement.
Under IAS 16 measurement of fair value must be reliable. While it is correct to use
independent valuers, IAS16 requires that the reporting entity know theassumptions that
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havebeenmadeinassessingreliability.Inaddition,usingtheaverageofthehighestamounts
maynotbeprudent.

IFRS1allowsmorelatitudethanIAS16.LockfineisnotinbreachofIFRS1whichdoes
not specify detailed rules for this particular case, and allows fair value as
determined on the basis of selling agents' estimates. This is a cost effective approach for
entitiesthatdonotperformafullretrospectiveapplicationoftherequirementsofIAS16.

(b) Fishingrights

IFRS 1 requires that if an entitywhich is in the process of adopting IFRS decides to apply
IFRS3 retrospectively to a business combination, it cannot do so selectively, but must
applyIFRS3consistentlytoallbusinesscombinationsthatoccurbetweenthedateon
which it decides to adopt IFRS3 and the date of transition.An entitymust have regard to
similartransactionsintheperiod.Whenallocatingvaluestotheassetsandliabilitiesof
theacquiredcompany, theentityneeds tohavedocumentation tosupport itspurchaseprice
allocation.Without this, useof othermethodsofpriceallocation is notpermittedunless the
methodsarestrictlyinaccordancewithIFRS.

Lockfine was unable to recognise the fishing rights of the business combination as
separatelyidentifiablebecauseitcouldnotobtainareliablevaluefortherights,soit
includedtherightswithingoodwill.

IAS38has twocriteria,bothofwhichmustbemet foranentity to recognisean intangible
asset,whetherpurchasedorinternallygenerated:

(i) It isprobablythat thefutureeconomicbenefitsattributabletotheassetwill flowtothe
entity.

(ii) Thecostoftheassetcanbemeasuredreliably.

Thefishingrightssatisfythefirst,butnotthesecondofthesecriteria.Accordingly
the fishing rightswerecorrectly subsumedwithin goodwill.As longas thegoodwill
presentedunderthefirstIFRSfinancialstatementsdidnotrequireawritedownforimpairment,
itshouldbethenetcarryingamountatthedateoftransition.

Although the fishing rights have a finite life, they will not be amortised over the
period specified by the rights, because they are included within goodwill. Instead, the
goodwill is reviewed annually for impairment in accordance with IAS 36
ImpairmentofAssets.

(c) Electronicmapdata

ThestandardthatapplieshereisIAS38IntangibleAssets.UnderIAS38,anintangibleasset
isanassetwiththefollowingcharacteristics.

(i) Itmeets the standard's identifiability criteria. Thismeans itmust be separable or
mustarisefromcontractualorotherlegalrights

(ii) Itisprobablethatfutureeconomicbenefitsattributabletotheassetwillflowtothe
entity.Thesecouldbeintheformofincreasedrevenuesorcostsavings.

(iii) Theentityhascontrol,thatis,thepowertoobtainbenefitsfromtheasset.

(iv) Itscostcanbemeasuredreliably.

It appears that the capitalised expenses of the acquisition and production of the electronic
mapdatameetthesecriteria.

(i) Theelectronicmapsareidentifiablebecausetheyarecapableofbeingseparatedfrom
the entity asawholeand sold (or transferredor licensed), regardless ofwhether the
entityintendstodothis.

(ii) TheyarecontrolledbyLockfine.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




232

(iii) It isprobable thatbenefitsattributable to themapswill flow to theentitybecause the
electronicmapswillgeneraterevenuewhenusedbythefishingfleet.

(iv) Theirvaluecanbemeasuredreliably–Lockfinehasarecordofthecosts.

Theelectronicmapswill thereforebe recognised as an intangible asset at cost.
Generally they will subsequently be carried at cost less any amortisation and impairment
losses.

Regarding the database, Lockfine believes that this has an indefinite useful life and, by
implication, should not be amortised but should be tested annually for impairment. IAS 38
regardsanintangibleassetashavinganindefiniteusefullifewhen,basedonanalysisofall
therelevantfactors,thereisnoforeseeablelimittotheperiodoverwhichtheassetisexpected
togeneratenetcashinflowsfortheentity.

Indefinite does not mean the same as infinite and in the context of IAS 38 has specific
implications. In particular, the indefinite useful life should not depend on future planned
expenditure in excess of that required to maintain the asset. In this respect, Lockfine
complieswithIAS38.

Inaddition,IAS38identifiescertainfactorsthatmayaffecttheusefullife,changingitinthis
instancefromindefinitetofinite.Theseincludetechnologicalorcommercialobsolescenceand
actionsbycompetitors.

ThereisnospecificrequirementforanentitytodisclosetheIAS38criteriaforrecognitionof
an intangible asset arising from development, although it does require disclosure of assets
whichhaveanindefiniteusefullife(thecarryingamountandreasonsforassessingtheuseful
lifeas indefinite).However,under IAS1Presentationof FinancialStatements,entitiesmust
disclose accounting policies that are relevant for an understanding of their
financialstatements.Theelectronicmapsandthedatabaseconstituteamaterialamount
of total assets, so the accounting policies, including the IAS 38 criteria for development
expenditure,needtobedisclosed.

(d) Restructuringplans

IAS37criteria

IAS 37 Provisions, Contingent Liabilities and Contingent Assets contains specific
requirements relating to restructuring provisions. The general recognition criteria
applyandIAS37alsostatesthataprovisionshouldberecognisedifanentityhasa
constructiveobligationtocarryoutarestructuring.Aconstructiveobligationexistswhere
management has a detailed formal plan for the restructuring, identifying as a
minimum:

(i) Thebusinessorpartofthebusinessbeingrestructured

(ii) Theprincipallocationsaffectedbytherestructuring

(iii) Thelocation,functionandapproximatenumberofemployeeswhowillbecompensated
fortheterminationoftheiremployment

(iv) Thedateofimplementationoftheplan

(v) Theexpenditurethatwillbeundertaken

Inaddition,theplanmusthaveraisedavalidexpectationinthoseaffectedthattheentity
will carry out the restructuring. To give rise to such an expectation and, therefore, a
constructiveobligation,theimplementationmustbeplannedtotakeplaceassoon
aspossible,andthetimeframemustbesuchastomakechangestotheplanunlikely.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 233

PlanA

Lockfineproposes recognisingaprovision in respect of theplan to sell50%of its off-shore
fleetinayear'stimeandtomake40%oftheseamenredundant.However,althoughtheplan
has been communicated to the public, the above criteria are not met. The plan is
insufficientlydetailed,andvariousaspectsarenotfinalised.Thefigureof40%istentative
asyet,thefleetsandemployeesaffectedhavenotbeenidentified,andadecision
hasnotbeenmadeonwhether theoff-shore fleetwillbe restructured in the future.Someof
theseissuesawaitfurtheranalysis.

Theproposaldoesnot,therefore,meettheIAS37criteriaforadetailedformalplanandan
announcementoftheplantothoseaffectedbyit.Lockfinecannotbesaidtobecommittedto
thisrestructuringandsoaprovisionshouldnotberecognised.

PlanB

Lockfinehasnotproposedrecognisingaprovisionfortheplantoreorganiseitsheadquarters
and make 20% of the headquarters' workforce redundant. However, it is likely that this
treatmentisincorrect,becausetheplanappearstomeettheIAS37criteriaabove:

(i) Thelocationsandemployeesaffectedhavebeenidentified.

(ii) Anannouncementhasbeenmadeandemployeerepresentativesnotified–it isnot
necessarytonotifyindividualemployeesastheirrepresentativeshavebeentold.

(iii) The conclusion of the three month consultation period indicates that the above
announcement is sufficiently detailed to give rise to a valid expectation that the
restructuringwilltakeplace,particularlyifthediscussionshavebeenaboutthetermsof
theredundancy.

It will be necessary to consider the above negotiations – provided these are about
detailssuchasthetermsofredundancyratherthanaboutchangingtheplan,thentheIAS37
criteriahavebeenmet.Accordingly,aprovisionneedstoberecognised.

40Coatmin

Workbookreferences.RelatedpartiesarecoveredinChapter2andfinancialinstrumentsare
coveredinChapter7.

Toptips.Part(a)testedanexemptionfromIAS24(forgovernment-relatedactivities),ratherthan
themoremainstreamaspect.CreditisavailablefordiscussionoftheprinciplesofIAS24soitwas
possibletoscorewellevenifyoudidnotknowthespecificanswer.Part(b)alsotestedanexemption
fromthemainstream–financialguaranteecontracts,whicharenotrequiredtobeclassifiedas
subsequentlymeasuredatamortisedcost.Payattentionto'clues'inthequestion–thefactthatthe
guaranteeisbeingmeasuredatFVTPLsuggeststhatitisafinancialinstrumentratherthana
provision.Part(c)ontheeffectivenessoftheinterestrateswapischallengingalthoughcreditwas
awardedfortextbookknowledgeofhedgingingeneral.Part(d)oncreditriskistopicalandagain,
markswereavailablefordiscussingprinciples.

Easymarks.Therearemarksfortextbookexplanationsonhedginginpart(c),butingeneralthis
isatrickyquestion.
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Markingscheme 

 Marks

(a) IAS24 5
(b) IFRS9explanation 4
 Guaranteecalculations 4
(c) Hedgingdiscussion 4
 Effectivenessdiscussion 4
(d) Creditriskentries 4
 25

 

(a) Relatedparties

The applicable standard relating to the activities is IAS 24 Related Party Disclosures. The
standard requires disclosure of transactions with related parties. The definition of related
partiesisverydetailedandincludesparents,subsidiaries,andkeymanagementpersonnelof
theentityorofaparentoftheentity.Post-employmentbenefitplansarealsoincluded.

Whererelatedpartytransactionshavetakenplace,managementmustdisclosethefollowing:

(i) Thenameofitsparentand,ifdifferent,theultimatecontrollingpartyirrespective
ofwhethertherehavebeenanytransactions.

(ii) Totalkeymanagementpersonnelcompensation(brokendownbycategory)

(iii) Iftheentityhashadrelatedpartytransactions:

(1) Natureoftherelatedpartyrelationship

(2) Informationaboutthetransactionsandoutstandingbalances,including
commitments and bad and doubtful debts necessary for users to
understandthepotentialeffectoftherelationshiponthefinancialstatements.

Nodisclosureisrequiredofintragrouprelatedpartytransactionsintheconsolidatedfinancial
statements (since they are eliminated). Items of a similar nature may be disclosed in
aggregateexceptwhereseparatedisclosureisnecessaryforunderstandingpurposes.

A government-related entity is an entity over which a government has control, joint
control or significant influence. In principle, a government-controlled bank such asCoatmin
couldberequired todiscloseddetailsof its transactions,depositsandcommitmentswith the
centralbankandwithothergovernment-controlledbanks.

However, an exemption is available from full disclosure of transactions, outstanding
balances and commitments with the government or with other entities related to the same
government.

Iftheexemptionisapplied,IAS24requiresdisclosureof:

(a) Thenameofthegovernmentandnatureoftherelationship;and

(b) The nature and amount of each individually significant transaction (plus a
qualitative or quantitative indication of the extent of other transactions which are
collectively,butnotindividually,significant).

These disclosures provide more meaningful information about the nature of the entity's
relationshipandtransactionswithgovernmentthandotheusualIAS24disclosures.
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(b) Financialguaranteecontract

IFRS9FinancialInstrumentsrequiresentitiestoclassifyallfinancialliabilitiesassubsequently
measuredatamortisedcostusingtheeffectiveinterestmethod,withthefollowingexceptions.

(i) Financialliabilitiesatfairvaluethroughprofitorloss.Suchliabilities,including
derivativesthatareliabilities,mustbesubsequentlymeasuredatfairvalue.

(ii) Financial liabilities that arisewhen a transfer of a financial asset does not
qualifyforderecognitionorwhenthecontinuinginvolvementapproachapplies

(iii) Financial guarantee contracts. After initial recognition, an issuer of such a
contractmustsubsequentlymeasureitatthehigherof:

(1) TheamountofthelossallowancedeterminedinaccordancewiththeIFRS9rules
onexpectedcreditlosses;and

(2) Theamountinitiallyrecognisedless,whenappropriate,thecumulativeamountof
income recognised in accordancewith the principles of IFRS15Revenue from
ContractswithCustomers.

Ifanentitychooses tomeasurea financialguaranteecontract (or loancommitment)at fair
value through profit or loss, as here, all fair value movements go through
profitorlosswithnotransfertoothercomprehensiveincome.Changesinthecreditriskof
liabilities relating to financial guarantee contracts are not required tobepresented inother
comprehensiveincomeunderIFRS9.

Assumingthatdiscountingisnotmaterial,theaccountingentrieswillbeasfollows.

At1December20X2

DEBIT Profitorloss $1.2m
CREDIT Financialliabilities  $1.2m

Torecordthelossincurredingivingtheguarantee

At30November20X3

DEBIT Financialliabilities $0.4m
CREDIT Profitorloss  $0.4m

Toamortisetheinitialfairvalueoverthelifeoftheguarantee

This reflects thereduction inexposurearising from the fact that thesubsidiaryhasmade the
firstrepayment.

At30November20X4

DEBIT Profitorloss($40m–($1.2m–$0.4m)) $39.2m
CREDIT Financialliabilities  $39.2m

Toprovideforthecallingoftheguarantee

DEBIT Financialliabilities($40m–$0.4m) $39.6m
CREDIT Profitorloss  $39.6m

Torecordmovementfromexpectedcredit lossallowancetomeasurementatamortisedinitial
value

Theabovechangewasmadeinthelightofthesubsidiary'sreceiptofthedonationenablingit
tomakethesecondrepayment,whichmeansachangeinprobabilitythattheguaranteewill
be called. This is an event after the reporting period which provides further evidence of
conditionsexistingattheendofthereportingperiod,andsoisanadjustingevent.
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(c) Hedging

IFRS 9 Financial Instruments allows hedge accounting but only if all of the following
conditionsaremet.

(i) The hedging relationship consists only of eligible hedging instruments and
eligiblehedgeditems.

(ii) Theremustbeformaldocumentation (including identificationof thehedged item,
thehedging instrument, thenatureof the risk that is tobehedgedandhow theentity
willassessthehedginginstrument'seffectivenessinoffsettingtheexposuretochangesin
thehedgeditem'sfairvalueorcashflowsattributabletothehedgedrisk).

(iii) ThehedgingrelationshipmeetsalloftheIFRS9hedgeeffectivenesscriteria.

IFRS9defineshedge effectiveness as thedegree towhich changes in the fair valueor
cashflowsof thehedgeditemattributabletoahedgedriskareoffsetbychangesin thefair
valueorcashflowsof thehedginginstrument.ThedirectorsofCoatminhaveaskedwhether
hedgeeffectivenesscanbecalculated. IFRS9usesanobjective-basedassessment for
hedgeeffectiveness,underwhichthefollowingcriteriamustbemet.

(i) There is an economic relationship between the hedged item and the hedging
instrument, ie thehedging instrumentand thehedged itemhavevalues thatgenerally
moveintheoppositedirectionbecauseofthesamerisk,whichisthehedgedrisk;

(ii) Theeffectofcreditriskdoesnotdominatethevaluechangesthatresultfrom
that economic relationship, ie the gain or loss from credit risk does not frustrate the
effectofchanges in theunderlying itemon thevalueof thehedging instrumentor the
hedgeditem,evenifthosechangesweresignificant;and

(iii) Thehedgeratioof thehedgingrelationship(quantityofhedginginstrumentvs
quantityofhedgeditem) is thesameas that resulting fromthequantityof thehedged
item that theentityactuallyhedgesand thequantityof thehedging instrument that
theentityactuallyusestohedgethatquantityofhedgeditem.

(d) Liability

IFRS 9 Financial Instruments requires that financial liabilities which are designated as
measuredatfairvaluethroughprofitorlossaretreateddifferently.Inthiscase
thegainorlossinaperiodmustbeclassifiedinto:

 Gainorlossresultingfromcreditrisk;and
 Othergainorloss.

ThisprovisionofIFRS9wasinresponsetoananomalyregardingchangesinthecreditriskof
afinancialliability.

Changes in a financial liability's credit risk affect the fair value of that
financial liability. Thismeans thatwhenanentity's creditworthinessdeteriorates, the fair
valueof its issueddebtwilldecrease (andviceversa). IFRS9requires thegainor lossasa
result of credit risk to be recognised in other comprehensive income, unless it creates or
enlarges anaccountingmismatch, in which case it is recognised in profit or loss. The
othergainorloss(nottheresultofcreditrisk)isrecognisedinprofitorloss.

On derecognition any gains or losses recognised in other comprehensive income arenot
transferredtoprofitorloss,althoughthecumulativegainorlossmaybetransferredwithin
equity.

Thisisadecreaseinthefairvalueof theliability,whichisafairvaluegaininthebooksof
Coatmin.Coatminshouldsplitthefairvaluedecreaseasfollows:
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STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME(EXTRACT)
FORTHEYEARENDED30NOVEMBER20X4 

Profitorlossfortheyear 

Liabilitiesatfairvalue $'000
Fairvaluegainnotattributabletochangeincreditrisk 45
Profit(loss)fortheyear 45

Othercomprehensiveincome(notreclassifiedtoprofitorloss)

Fairvaluegainonfinancialliabilityattributabletochangeincreditrisk 5
Totalcomprehensiveincome 50

41Avco

Workbookreference.ThedistinctionbetweendebtandequityiscoveredinChapter7.

Toptips.Whilethisquestiononthedistinctionbetweendebtandequitywasquitenarrowinfocus,
thetopicisfeaturedinanarticlebytheexaminingteamandthereforehasbeenflaggedbythe
examiningteamastopical.Thedistinctionbetweendebtandequityisfundamentaltoanysetof
financialstatements,anditisessentialthatyoucanexplainitwithreferencetosuchmattersasdebt
beingdeterminedwhereredemptionisattheoptionoftheinstrumentholder,wherethereisalimited
lifetotheinstrumentanddividendsbeingnon-discretionary.Part(b)requiredyoutoapplythe
principlesinpart(a)totwoscenarios,discussingwhethertheinstrumentsweredebtorequity.Itwas
notpossible,therefore,todopart(b)ifyoucouldnotdopart(a),becauseyouneedtounderstand
theprinciplesinordertoapplythem.

Easymarks.Itisdifficulttofindmuchinthewayofeasymarksinthischallengingquestion.

Markingscheme 

 Marks

(a) (i) 1markperpointuptomaximum 10
 (ii) Effects 5
 
(b) 1markperpointuptomaximum 10
 25

 

(a) (i) Classificationdifferencesbetweendebtandequity

It isnotalwayseasy todistinguishbetweendebt and equity in an entity's
statementoffinancialposition,partlybecausemanyfinancialinstrumentshaveelements
ofboth.

IAS32FinancialInstruments:Presentationbringsclarityandconsistencytothismatter,
sothattheclassificationisbasedonprinciplesratherthandrivenbyperceptions
ofusers.

IAS 32 defines an equity instrument as: 'any contract that evidences a residual
interestintheassetsofanentityafterdeductingallofitsliabilities(IAS32:para.11).It
mustfirstbeestablishedthataninstrumentisnotafinancialliability,before
itcanbeclassifiedasequity.

A key feature of the IAS 32 definition of a financial liability is that it is a
contractual obligation to deliver cash or another financial asset to
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another entity. The contractual obligation may arise from a requirement to make
paymentsofprincipal,interestordividends.Thecontractualobligationmaybeexplicit,
but it may be implied indirectly in the terms of the contract. An example of a debt
instrument isabondwhich requires the issuer tomake interestpaymentsand redeem
thebondforcash.

Afinancialinstrumentisanequityinstrumentonlyifthereisnoobligationtodeliver
cash or other financial assets to another entity and if the instrument will or may be
settled in the issuer's own equity instruments. An example of an equity instrument is
ordinaryshares,onwhichdividendsarepayableatthediscretionofthe
issuer.A lessobviousexample ispreference shares required tobeconverted intoa
fixednumberofordinarysharesonafixeddateorontheoccurrenceofaneventwhich
iscertaintooccur.

An instrumentmay be classified as an equity instrument if it contains a contingent
settlementprovisionrequiringsettlementincashoravariablenumberoftheentity's
ownsharesonlyon theoccurrenceofaneventwhich isveryunlikely to
occur – such a provision isnot considered to be genuine. If the contingent
paymentconditionisbeyondthecontrolofboththeentityandtheholderofthe
instrument,thentheinstrumentisclassifiedasafinancialliability.

Acontractresultinginthereceiptordeliveryofanentity'sownsharesis
notautomaticallyanequity instrument. Theclassificationdependson the so-
called'fixedtest'inIAS32.Acontractwhichwillbesettledbytheentityreceivingor
deliveringafixednumberofitsownequityinstrumentsinexchangefora
fixedamountofcashisanequityinstrument.Thereasoningbehindthisisthat
byfixingupfrontthenumberofsharestobereceivedordeliveredonsettlementofthe
instrument in concern, the holder is exposed to the upside and downside risk of
movementsintheentity'sshareprice.

Incontrast,iftheamountofcashorownequitysharestobedeliveredor
received is variable, then the contract is a financial liability or asset. The
reasoningbehindthisisthatusingavariablenumberofownequityinstrumentstosettle
acontractcanbesimilartousingownsharesas'currency'tosettlewhatinsubstanceis
afinancialliability.Suchacontractdoesnotevidencearesidualinterestintheentity's
netassets.Equityclassificationisthereforeinappropriate.

IAS32givestwoexamplesofcontractswherethenumberofownequityinstruments
to be received or delivered varies so that their fair value equals the amount of the
contractualrightorobligation.

(1) Acontracttodeliveravariablenumberofownequityinstrumentsequalinvalue
to a fixed monetary amount on the settlement date is classified as a financial
liability.

(2) Acontracttodeliverasmanyoftheentity'sownequityinstrumentsasareequal
in value to the value of 100 ounces of a commodity results in liability
classificationoftheinstrument.

There are other factors which might result in an instrument being classified as
debt.

(1) Dividendsarenon-discretionary.

(2) Redemptionisattheoptionoftheinstrumentholder.

(3) Theinstrumenthasalimitedlife.

(4) Redemptionis triggeredbyafutureuncertaineventwhichisbeyondthecontrol
ofboththeissuerandtheholderoftheinstrument.
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Other factors which might result in an instrument being classified as equity
includethefollowing.

(1) Dividendsarediscretionary.
(2) Thesharesarenon-redeemable.
(3) Thereisnoliquidationdate.

(ii) Significanceofdebt/equityclassificationforthefinancialstatements

Thedistinctionbetweendebtandequity isvery important,since theclassificationofa
financialinstrumentaseitherdebtorequitycanhaveasignificantimpactonthe
entity's reported earnings and gearing ratio, which in turn can affect debt
covenants.Companiesmaywishtoclassifyafinancialinstrumentasequity, inorder
to give a favourable impression of gearing, but this may in turn have a
negativeeffectontheperceptionsofexistingshareholdersifitisseenasdiluting
existingequityinterests.

Thedistinction isalsorelevant in thecontextofabusiness combinationwherean
entityissuesfinancialinstrumentsaspartconsideration,ortoraisefunds
tosettleabusinesscombination incash.Managementisoftencalleduponto
evaluatedifferent financingoptions,and inorder todosomustunderstand
the classification rules and their potential effects. For example,
classification as a liability generally means that payments are treated as
interest and charged to profit or loss, and this may, in turn, affect the entity's
abilitytopaydividendsonequityshares.

(b) (i) Cavor

Bshares

The classification of Cavor's B shares will be made by applying the principles-
based definitions of equity and liability in IAS 32, and considering the
substance,ratherthanthelegalformof theinstrument.'Substance'hererelatesonly
to consideration of the contractual terms of the instrument. Factors outside the
contractualtermsarenotrelevanttotheclassification.Thefollowingfactorsdemonstrate
thatCavor'sBsharesareequityinstruments.

(1) DividendsarediscretionaryinthattheyneedonlybepaidifpaidontheA
shares, on which there is no obligation to pay dividends. Dividends on the B
shareswillbepaidatthesamerateasontheAshares,whichwillbevariable.

(2) CavorhasnoobligationtoredeemtheBshares.

Shareoptions

The 'fixed test' must be applied. If the amount of cash or own equity shares to be
deliveredisvariable,thenthecontractisadebtinstrument.Here,however,thecontract
istobesettledbyCavorissuingafixednumberofitsownequityinstrumentsforafixed
amountofcash.Accordinglythereisnovariability,andtheshareoptionsare
classifiedasanequityinstrument.

(ii) Lidan

AfinancialliabilityunderIAS32isacontractualobligationtodelivercashor
anotherfinancialassettoanotherentity.Thecontractualobligationmayarise
fromarequirementtomakepaymentsofprincipal,interestordividends.Thecontractual
obligationmaybeexplicit,butitmaybeimpliedindirectlyinthetermsofthecontract.

In thecaseofLidan, thecontractualobligation isnotexplicit.At firstglance it
looksasifLidanhasachoiceastohowmuchitpaystoredeemtheBshares.However,
theconditionsofthefinancialinstrumentaresuchthatthevalueofthesettlement in
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ownsharesisconsiderablygreaterthanthecashsettlementobligation.
TheeffectofthisisthatLidanisimplicitlyobligedtoredeemtheBsharesat
for a cash amount of $1 per share. The own-share settlement alternative is
uneconomicincomparisontothecashsettlementalternative,andcannotthereforeserve
asameansofavoidingclassificationasaliability.

IAS32statesfurtherthatwhereaderivativecontracthassettlementoptions,allofthe
settlement alternatives must result in it being classified as an equity
instrument,otherwiseitisafinancialassetorliability.

Inconclusion,Lidan'sBsharesmustbeclassifiedasaliability.

42Complexity

Workbookreferences.FinancialinstrumentsarecoveredinChapter7,IFRS13iscoveredin
Chapter3.

Toptips.Thisisalargelydiscursivequestionrelatingtofinancialinstruments,focusingonthe
perceivedproblemswithaccountingforfinancialinstruments.ItrequiresunderstandingofIFRS9and
IFRS13,aswellasanawarenessofcurrentissuesaroundfinancialinstruments.

Easymarks.Thecalculationisagoodsourceofeasymarksasitisstraightforward.Andthereare
marksforbookwork–listingtheproblemsofcomplexityandadvantagesoffairvalue.

Markingscheme 

 Marks

(a) (i) 1markperpointuptomaximum 10
 (ii) 1markperpointuptomaximum 10

(b) Identicalpayment 2
 Carryingamount 1
 Fairvalue 2

 25

 

(a) (i) Many users and preparers of accounts have found financial instruments to be
complex.

The main reason for complexity in accounting for financial instruments is themany
different ways in which they can be measured. The measurement method
dependson:

(1) Theapplicable financial reporting standard.Avarietyof IFRSand IAS
apply to themeasurementof financial instruments.Forexample, financialassets
may be measured using consolidation for subsidiaries (IFRS 10), the equity
methodforassociatesandjointventures(IAS28andIFRS11)orIFRS9formost
otherfinancialassets.

(2) Thecategorisationofthefinancialinstrument.

While IFRS9classifies financialassetsasmeasuredatamortised cost, fair
value through profit or loss or fair value through other
comprehensiveincomeAfinancialassetmayonlybeclassifiedasmeasured
atamortisedcostiftheobjectofthebusinessmodelinwhichitisheldistocollect
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contracted cash flows and its contractual terms give rise on specified dates to
cashflowsthataresolelypaymentsofprincipalandinterest.

(3) Whether hedge accounting has been applied. Hedge accounting is
complex, for examplewhen cash flow hedge accounting is used, gains and
lossesmaybesplitbetweenprofitor lossfor theyearandothercomprehensive
income(itemsthatmaysubsequentlybereclassifiedtoprofitorloss).Inaddition,
there may be mismatches when hedge accounting applies reflecting the
underlyingmismatchesunderthenon-hedgingrules.

Some measurement methods use an estimate of current value, and others use
historicalcost.Someincludeimpairmentlosses,othersdonot.

The different measurement methods for financial instruments creates a number of
problemsforpreparersandusersofaccounts:

(1) The treatment of a particular instrumentmay not be the best, butmay be
determinedbyotherfactors.

(2) Gainsorlossesresultingfromdifferentmeasurementmethodsmaybecombined
in thesame line itemin thestatementofprofitor lossandothercomprehensive
income.Comparabilityisthereforecompromised.

(3) Comparability isalsoaffectedwhen it isnot clearwhatmeasurementmethod
hasbeenused.

(4) It isdifficult to apply the criteria for deciding which instrument is to be
measured in whichway. As new types of instruments are created, the criteria
maybeappliedinwaysthatarenotconsistent.

(ii) A single fair value model would be much simpler to apply than the current mixed
model.Asinglemeasurementmethodwould,itisargued:

(1) Significantlyreducecomplexity inclassification.Therewouldbenoneed
toclassifyfinancialinstrumentsintothefourcategoriesoffairvaluethroughprofit
or loss, available for sale financial assets, loans and receivables and held to
maturity.ThissimplificationhasalreadybeenpartiallyachievedbyIFRS9.

(2) Reducecomplexityinaccounting.Therewouldbenoneedtoaccountfor
transfersbetweentheabovecategories,ortoreporthowimpairmentlosseshave
beenquantified.

(3) Eliminatedmeasurementmismatches between financial instruments and
reducetheneedforfairvaluehedgeaccounting.

(4) Eliminatetheneedtoidentifyandseparateembeddedderivatives.

(5) Betterreflectthecashflowsthatwouldbepaidifliabilitiesweretransferred
atthere-measurementdate.

(6) Makereportedinformationeasiertounderstand.

(7) Improve the comparability of reported information between entities and
betweenperiods.

However, while fair value has some obvious advantages, it has problems too.
Uncertaintymaybeanissueforthefollowingreasons

(1) Marketsarenotallliquidandtransparent.

(2) Many assets and liabilities do not have an active market, and methods for
estimatingtheirvaluearemoresubjective.

(3) Managementmustexercisejudgementinthevaluationprocess,andmaynotbe
entirelyobjectiveindoingso.
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(4) Because fair value, in theabsenceofanactivemarket, representsanestimate,
additional disclosures are needed to explain and justify the estimates. These
disclosuresmaythemselvesbesubjective.

(5) Independent verification of fair value estimates is difficult for all the above
reasons.

(b) Different valuationmethods bring comparability problems, as indicated in Part (a), and this
canbeseenwiththeexamplesinthispartofthequestion.

Amortisedcost

Usingamortisedcost,boththeinitialloanandthenewloanresultinsinglepaymentsthat
arealmostidenticalon30November20X9:

Initialloan:$47m×1.05for5years=$59.98m

Newloan:$45m×1.074for4years=$59.89m

However,thecarryingamountsat30November20X5willbedifferent:

Initialloan:$47m+($47m×5%)=$49.35m

Newloan:$45m

Fairvalue

If the two loans were carried at fair value, both the initial loan and the new loan
wouldhave the samevalue,andbecarriedat$45m.Therewouldbeanetprofitof
$2m,madeupof theinterestexpenseof$47m×5%=$2.35mandtheunrealisedgainof
$49.35m–$45m=$4.35m.

Arguably, since theobligationon30November20X9willbe the same forboth loans, fair
valueisamoreappropriatemeasurethanamortisedcost.

43Seltec

Workbookreferences.FinancialinstrumentsarecoveredinChapter7,intangibleassetsin
Chapter3,andbusinesscombinationsinChapters10to16.

Toptips.Embeddedderivativesthatarefinancialassetsdonotneedtobeseparatedfromtheir
hostcontractandinsteadthewholecontractisaccountedforatfairvaluethroughprofitorloss.
However,themorecomplexrulesstillapplytoembeddedderivativesthatarenotassets.Inpart(b),
youneedtothinkcarefullyaboutwhatconstitutesabusinesscombination–substanceismore
importantthanform.

Easymarks.Theseareavailableforthedefinitionofembeddedderivativesandbasicprinciplesof
intangibleassets.
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Markingscheme 

 Marks

Hedgeaccounting 5
Futures 5
Embeddedderivative 5
Brands 5
Businesscombinations 5
 25

 

(a) Financialinstruments

Derivatives

IAS 32 Financial Instruments: Presentation and IFRS 9 Financial Instruments define a
derivative as a financial instrument or other contract that has all three of the following
characteristics.

(i) Its value changes in response to the change in a specified interest rate, financial
instrument price, commodity price, foreign exchange rate, index of prices or rates,
creditratingorcreditindex,orothervariable(sometimescalledthe'underlying').

(ii) Itrequiresnoinitialnetinvestmentoraninitialnetinvestmentthatissmallerthanwould
be required for other types of contracts that would be expected to have a similar
responsetochangesinmarketfactors.

(iii) Itissettledatafuturedate.

A contract isnot considered to be a derivative where its purpose is to take
physical delivery in the normal course of business, unless the entity has a practice of
settlingthecontractsonanetbasis.

InthecaseofSeltec,whilethecompanyoftentakesphysicaldeliveryoftheedibleoil,itdoes
soonlytosellshortlyafterwards,andusuallysettlesonanetbasis.Thusthecontractswill
beconsideredtobederivativecontractsratherthancontractsforpurchaseofinventory.
Derivatives are accounted for at fair value through profit or loss, unless hedge accounting
applies.

Hedgeaccounting

Therulesonhedgeaccountingaresetout in IFRS9.Beforeahedgingrelationshipqualifies
forhedgeaccounting,allofthefollowingconditionsmustbemet.

(i) The hedging relationship consists only of eligible hedging instruments and
eligiblehedgeditems.

(ii) Theremustbeformaldocumentation (including identificationof thehedged item,
thehedging instrument, thenatureof the risk that is tobehedgedandhow theentity
willassessthehedginginstrument'seffectivenessinoffsettingtheexposuretochangesin
thehedgeditem'sfairvalueorcashflowsattributabletothehedgedrisk).

(iii) Thehedgingrelationshipmeetsallofthefollowinghedgeeffectivenesscriteria

(1) Thereisaneconomicrelationshipbetweenthehedgeditemandthehedging
instrument, ie the hedging instrument and the hedged item have values that
generallymove in theoppositedirectionbecauseof thesamerisk,which is the
hedgedrisk;
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(2) Theeffectofcreditriskdoesnotdominatethevaluechangesthatresult
from that economic relationship, ie the gain or loss from credit risk does not
frustrate the effect of changes in the underlyings on the value of the hedging
instrumentorthehedgeditem,evenifthosechangesweresignificant;and

(3) The hedge ratio of the hedging relationship (quantity of hedging
instrument vs quantity of hedged item) is the same as that resulting from the
quantityofthehedgeditemthattheentityactuallyhedgesandthequantityof
thehedging instrument that theentityactually uses tohedge thatquantityof
hedgeditem.

Thereare twokindsofhedging thatSeltecmayconsider: fairvaluehedgingandcash flow
hedging.

Afairvaluehedgeisahedgeoftheexposuretochangesinthefairvalueofarecognised
assetor liability,oranidentifiedportionofsuchanassetor liability, thatisattributabletoa
particularriskandcouldaffectprofitorloss.Thegainorlossresultingfromre-measuring
thehedginginstrumentatfairvalueisrecognisedinprofitorloss.Thegainorlossonthe
hedgeditemattributabletothehedgedriskshouldadjustthecarryingamountofthe
hedgeditemandberecognisedinprofitorloss.

Acashflowhedge:ahedgeoftheexposuretovariabilityincashflowsthat:

(i) Isattributabletoaparticularriskassociatedwitharecognisedassetorliability(suchas
allorsomefutureinterestpaymentsonvariableratedebt)orahighlyprobableforecast
transaction(suchasananticipatedpurchaseorsale);andthat

(ii) Couldaffectprofitorloss.

The portion of the gain or loss on the hedging instrument that is determined to be an
effectivehedgemustbeaccounted for inacash flowreserveandrecognised inother
comprehensive income(itemsthatmaysubsequentlybereclassifiedtoprofit
orloss)andtransferredtoprofitorlosswhenthehedgeditemisrecognisedinprofitorloss.
Theineffectiveportionofthegainorlossonthehedginginstrumentmustberecognised
inprofitorloss.

Therules forcashflowhedgesareparticularlyrestrictivebecauseit isdifficult to isolateand
measurethecashflowsattributabletothespecificrisksforthenon-financialitems.Cashflow
hedging results in higher volatility in earnings, so, provided the documentation and other
requirementsaremet,Seltecmayprefertousefairvaluehedging.Seltecmusttake
intoaccountallchangesinthepriceofedibleoilofalltypesandgeographicallocationsthat
itprocessesandsellsandthesemustbecomparedwiththechangesinthevalueofthefuture.
Thehedgewillbeineffectiveifthecontractshavedifferentprices.However,ahedgedoesnot
needtobefullyeffective,andhedgeaccountingmaystillbeusedprovidedthecriteriaabove
aremet.

Embeddedderivative

Certain contracts that are not themselves derivatives (andmay not be financial instruments)
includederivativecontractsthatare'embedded'withinthem.Thesenon-derivativesarecalled
host contracts IFRS 9 defines an embedded derivative as a derivative instrument that is
combinedwithanon-derivativehostcontracttoformasinglehybridinstrument.Someofthe
cashflowsoftheinstrumentvaryinawaythatissimilartoastand-alonederivative.

Ordinaryderivativesmustbeaccountedforatfairvalueinthestatementoffinancialposition
withchangesrecognisedthroughprofitorloss.

IFRS9treatment

Where thehostcontract isa financialassetwithin thescopeof the IFRS9, theclassification
and measurement rules of the standard are applied to the entire hybrid
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contract.However,inthiscasethecontractisafinancialliability,notafinancialassetwithin
thescopeofIFRS9.Accordingly,thefollowingrulesapply:

Theembeddedderivativemustbeseparatedfromitshostcontractandaccountedforas
aderivative,providedthefollowingconditionsaremet.

(i) The economic characteristics and risks of the embedded derivative are not closely
relatedtotheeconomiccharacteristicsandrisksofthehostcontract.

(ii) Aseparateinstrumentwiththesametermsastheembeddedderivativewouldmeetthe
definitionofaderivative.

(iii) The hybrid (combined) instrument is not measured at fair value with changes in fair
value recognised in the profit or loss (a derivative embedded in a financial asset or
financialliabilityneednotbeseparatedoutiftheentityholdsthecombinedinstrument
atfairvaluethroughprofitorloss).

If the embedded derivative is separated from its host contract, the host contract is
accounted for under the applicable IFRS. A contract denominated in a foreign
currencycontainsanembeddedderivativeunless:

(i) Theforeigncurrencydenominatedinthecontractisthecurrencyofoneofthepartiesto
thecontract.

(ii) The foreign currency is that commonly used in themarket inwhich such transactions
takeplace.

(iii) Theforeigncurrencyisthatinwhichtherelatedgoodsorservicesaredenominatedin
routinecommercialtransactions.

In the case of Seltec,none of the above three exceptions apply. Seltec's trade in
edibleoilisgenerallyindollars,notpoundssterling,thepoundisnotthefunctionalcurrency
of either party, and it is not the currency normally used in transactions in the business
environment inwhich Seltec operates. Finally, the economic characteristics and risks of the
embeddedderivativearenotclosely related to theeconomiccharacteristicsand risksof the
hostcontract,sincechangesinthepriceofoilandcurrencyfluctuationshavedifferentrisks.

Inconclusion,IFRS9wouldtreatSeltec'scontractsascontaininganembeddedderivative.The
currencyderivativemustbeaccountedforatfairvaluethroughprofitorloss.

(b) Intangibleassets

An entity should assess the useful life of an intangible asset, which may be finite or
indefinite.Anintangibleassethasan indefiniteuseful lifewhen there isno foreseeable
limittotheperiodoverwhichtheassetisexpectedtogeneratenetcashinflowsfortheentity.

Seltecwishestotreatbothbrandsashavingindefiniteusefullives.However,thismaynotbe
appropriate,andtherearecertainfactorsthatneedtobeconsidered:

(i) Doesthebrandhavelong-termpotential?Thefirstbrandhasaproventrackrecord,but
the second, named after a famous film star, may last only as long as the film star's
popularity,whichwillnotbeindefinite.

(ii) IsSelteccommittedtosupportingthebrand?Inthecaseofthefirst,itis,butthesecond
isarelativelynewproduct,anditisnotclearthatSeltecisinforthelonghaul.

If,asislikely,theusefullifeofthesecondbrandisconsideredtobefinite,itscost
less residual value should be amortised on a systematic basis over its useful life, using the
straight-line method as an approximation if the pattern of benefits cannot be determined
reliably.

Thefirstbrand,whichiscorrectlysaid tohavean indefiniteuseful life,shouldnotbe
amortised.Itsusefullifeshouldbereviewedateachreportingperiodtodeterminewhetherthe
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assessmentoftheusefullifeasindefiniteisstillapplicable.Ifnot,thechange,fromindefiniteto
finitewouldbeaccounted forasachange inaccountingestimateasper IAS8Accounting
Policies,ChangesinAccountingEstimatesandErrors.Itshouldalsobetestedforimpairment
annually inaccordancewith IAS36 ImpairmentofAssets,andotherwiseaccounted for like
thesecondbrand.

Purchaseofentities

IFRS 3Business Combinationsdefines a business combination as 'a transaction or event in
which an acquirer obtains control of one or more businesses. A business is defined as an
integratedsetofactivitiesandassetsthatiscapableofbeingconductedandmanagedforthe
purposeofprovidingareturndirectlytoinvestorsorotherowners,membersorparticipants'.
Suchareturnmaybeintheformofcash,dividendsorlowercosts.

ThetwolimitedliabilitycompaniesdonotmeettheIFRS3definitionofabusiness
becausetheyarenotself-sustaininganddonotgeneraterevenueindependentlyofSeltec.The
acquisitionshouldbetreatedasapurchaseofproperty.

44Carsoon

Workbookreferences.LeasesarecoveredinChapter8,financialinstrumentsinChapter7and
revenueinChapter1.FairvalueiscoveredinChapter3.

Toptips.Allocateyourtimeappropriatelyacrossthisthree-partquestion.Thepartsareindependent
ofeachothersoyoushouldscanreadallpartsandattempttheoneyoufeelmostcomfortablewith
first.Thekeytopart(a)istounderstandthatCarsoonisthelessor,notthelesseeandthereforethe
distinction between finance leases and operating leases applies. Part (b) asks you to advise on
measurement issues for a financial instrument. The calculation is straightforward if you have
understoodtheprinciples;ifnot,youwouldbeadvisedtobrieflystatethemeasurementprinciplesof
IFRS 13 as far as you can and move on quickly to another part of the question. Part (c) of the
question,oncontractualrevenue,ischallengingasitgetsintothespecificdetailofIFRS15,butitis
a topical area you should be familiar with. Ensure you breakdown your response to cover each
element.

Easymarks.Part(a)containsgenerousmarksforusingtheinformationinthequestiontoexplain
how to classify Carsoon's vehicle leases in the context of IFRS 16. Parts (b) and (c) are more
challengingbutpart(c)containssomeeasymarksifyouknowthatthegeneraladministrationcosts
andthewastedmaterialscostsshouldbeexpensed.

Markingscheme 

 Marks

(a) Classificationofleaseasoperating leasenot financelease,accounting
 requirementsforleasepaymentsandassetsandcashflowimplications–
 1markperpointuptomaximum 


9

(b) Typeoffinancialasset,IFRS13requirements,accountforfinancialasset–
 1markperpointuptomaximum 8

(c) Discusseachofpenalties,counter claim and additional costs 1markperpoint
 uptomaximum  8

 25
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(a) UnderIFRS16Leases,Carsoonisalessorandmustclassifyeachleaseasanoperatingor
financelease.Aleaseisclassifiedasafinanceleaseifittransferssubstantiallyalloftherisks
andrewardsincidentaltoownershipoftheunderlyingasset.Allotherleasesareclassifiedas
operating leases.Classification ismadeat the inceptionof the lease.Whethera lease isa
financeleaseoranoperatingleasedependsonthesubstanceofthetransactionrather
thantheform. 

Inthiscase,theleasesareoperatingleases.Theleaseisunlikelytotransferownershipof
thevehicletothelesseebytheendoftheleasetermastheoptiontopurchasethevehicleisat
apricewhichishigherthanfairvalueattheendoftheleaseterm.Theleasetermisnotfor
themajorpartof theeconomic lifeof theassetasvehiclesnormallyhavea lengthof lifeof
more than three years and themaximumunpenalisedmileage is 10,000miles per annum.
Additionally,thepresentvalueoftheminimumleasepaymentsisunlikelytobesubstantiallyall
ofthefairvalueoftheleasedassetasthepricewhichthecustomercanpurchasethevehicleis
abovemarketvalue,hencethelessordoesnotappeartohavereceivedanacceptablereturn
by the end of the lease. Carsoon also stipulates the maximum mileage and maintains the
vehicles.ThiswouldappeartoindicatethattherisksandrewardsremainwithCarsoon.

Carsoonshouldaccountfortheleasedvehiclesasproperty,plantandequipment(PPE)under
IAS16Property,PlantandEquipmentanddepreciatethemtakingintoaccounttheexpected
residualvalue.Therentalpaymentsshouldgotoprofitorlossonastraight-linebasisoverthe
leaseterm.WhereanitemofPPEceasestoberentedandbecomesheldforsale,itshouldbe
transferred to inventory at its carrying amount. The proceeds from the sale of such assets
should be recognised as revenue in accordancewith IFRS 15 Revenue from Contracts with
Customers.

IAS 7Statement of Cash Flows states that payments from operating activities are primarily
derivedfromtheprincipalrevenue-producingactivitiesoftheentity.Therefore,theygenerally
resultfromthetransactionsandothereventswhichenterintothedeterminationofprofitorloss.
Therefore,cashreceiptsfromthedisposalofassetsformerlyheldforrentalandsubsequently
held for sale should be treated as cash flows from operating activities and not investing
activities.

(b) For financial assets which are debt instruments measured at fair value through other
comprehensive income (FVOCI),bothamortisedcostand fair value informationare relevant
because debt instruments in this measurement category are held for both the collection of
contractualcashflowsandtherealisationoffairvalues.Therefore,debtinstrumentsmeasured
atFVOCIaremeasuredatfairvalueinthestatementoffinancialposition.Inprofit
orloss,interestrevenueiscalculatedusingtheeffectiveinterestratemethod.Thefair
valuegainsandlossesonthesefinancialassetsarerecognisedinothercomprehensiveincome
(OCI). As a result, the difference between the total change in fair value and the amounts
recognisedinprofitorlossareshowninOCI.Whenthesefinancialassetsarederecognised,
thecumulativegainsand lossespreviously recognised inOCIare reclassified fromequity to
profitorloss.Expectedcreditlosses(ECLs)donotreducethecarryingamountofthefinancial
assets, which remains at fair value. Instead, an amount equal to the ECL allowancewhich
wouldariseiftheassetweremeasuredatamortisedcostisrecognisedinOCI.

Thefairvalueofthedebtinstrumentthereforeneedstobeascertainedat28February20X7.
IFRS 13 Fair Value Measurement states that Level 1 inputs are unadjusted quoted prices in
activemarketsforidenticalassetsorliabilitieswhichtheentitycanaccessatthemeasurement
date.In-housemodelsarealternativepricingmethodswhichdonotrelyexclusivelyonquoted
prices.ItwouldseemthataLevel1inputisavailable,baseduponactivityinthemarket
andfurtherthat,becauseoftheactivemarket,thereisnoreasontousethein-housemodelto
valuethedebt.
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Therefore,theaccountingfortheinstrumentshouldbeasfollows:

Initialmeasurement

Thebondswillbeinitiallyrecordedat$6millionandinterestof$0.24millionwillbereceived
andcreditedtoprofitorloss.

Subsequentmeasurement

At28February20X7, thebondswillbevaluedat$5.3million,whichrecognises12-month
creditlossesandotherreductionsinfairvalue.Thelossof$0.7millionwillbechargedasan
impairment loss of $0.4million to profit or loss, representing the 12-month expected credit
lossesand$0.3milliontoOCI.Whenthebondissoldfor$5.3millionon1March20X7,the
financialasset isderecognisedand the loss inOCI ($0.3million) is reclassified toprofit or
loss.Also,thefactthatthebondissoldfor$5.3millionon1March20X7illustratesthatthis
shouldhavebeenthefairvalueon28February20X7.

(c) IFRS15RevenuefromContractswithCustomersspecifieshowtoaccountforcostsincurredin
fulfillingacontractwhicharenot in thescopeofanotherstandard.Costs to fulfilacontract
whichisaccountedforunderIFRS15aredividedintothosewhichgiverisetoanassetand
thosewhichareexpensedasincurred.Entitieswillrecogniseanassetwhencostsincurredto
fulfil a contract meet certain criteria, one of which is that the costs are expected to be
recovered.
For costs tomeet the 'expected to be recovered' criterion, they need to be either explicitly
reimbursable under the contract or reflected through the pricing of the contract and
recoverablethroughthemargin.
Thepenaltyandadditionalcostsattributabletothecontractshouldbeconsideredwhenthey
occurandCarsoonshouldhaveincludedtheminthetotalcostsofthecontractintheperiodin
whichtheyhadbeennotified.
Asregardsthecounterclaimforcompensation,Carsoonaccountsfortheclaimasacontract
modification inaccordancewith IFRS15.Themodificationdoesnot result inanyadditional
goodsandservicesbeingprovided to thecustomer. Inaddition,allof the remaininggoods
and services after the modification are not distinct and form part of a single performance
obligation. Consequently, Carsoon should account for the modification by updating the
transaction price and the measure of progress towards complete satisfaction of the
performance obligation. However, on the basis of information available, it is possible to
considerthatthecounterclaimhadnotreachedanadvancedstage,sothatclaimssubmitted
totheclientshouldnotbeincludedintotalrevenues.
When the contract is modified for the construction of the storage facility, an additional
$7millionisaddedtotheconsiderationwhichCarsoonwillreceive.Theadditional$7million
reflects the stand-alone selling price of the contract modification. The construction of the
separatestoragefacilityisadistinctperformanceobligationandthecontractmodificationfor
theadditional storage facility is accounted for as a new contractwhichdoes not affect the
accountingfortheexistingcontract.Thereforethecontractisaperformanceobligationwhich
hasbeen satisfiedasassetsareonly recognised in relation to satisfying futureperformance
obligations. General and administrative costs cannot be capitalised unless these costs are
specificallychargeabletothecustomerunderthecontract.Similarly,wastedmaterialcostsare
expensed where they are not chargeable to the customer. Therefore a total expense of
$15millionwillbechargedtoprofitorlossandnotshownasassets.

45Macaljoy

Workbookreference.PensionsarecoveredinChapter4;provisionsinChapter5.

Toptips.Part(a)(i)isverystraightforward,butmakesureyourelateyouranswertothepension
schemesofMacaljoy.Inpart(a)(ii)itisimportantthatyouhaveanin-depthknowledgeofthe
differencesbetweenthetwoschemesratherthanjustageneralviewofthedifferences.
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Similarly,inPart(b)(i),youneedtowritespecificallyaboutwarrantyprovisions,aswellasmore
generallyaboutprovisions.

Easymarks.Therearemarksforstraightforwardbookworkthatyoucangetevenifyoudon'tget
allthecalculationsright.

Markingscheme 

 Marks
(a) Pensions (i) Explanation 8
  (ii) Calculation 8
(b) Provisions (i) Explanation 6
  (ii) Calculation 3
 25

 

To: TheDirectors
 Macaljoy

Date: 1November20X7

Subject:Pensionplansandwarrantyclaims

The purpose of this report is to explain the difference between defined benefit and defined
contributionpensionplans,andtoshowtheaccountingtreatmentofMacaljoy'spensionschemes.It
alsodiscussestheprinciplesofaccountingforwarrantyclaimsandshowstheaccountingtreatmentof
Macaljoy'swarrantyclaims.

(a) (i) Definedcontributionplansanddefinedbenefitplans

With defined contribution plans, the employer (and possibly, as here, current
employees too)payregularcontributions into theplanofagivenor 'defined'amount
eachyear.Thecontributionsareinvested,andthesizeofthepost-employmentbenefits
paid to former employeesdependsonhowwell or howbadly theplan's investments
perform.Iftheinvestmentsperformwell,theplanwillbeabletoaffordhigherbenefits
thaniftheinvestmentsperformedlesswell.

TheBschemeisadefinedcontributionplan.Theemployer'sliabilityislimited
tothecontributionspaid.

Withdefinedbenefitplans,thesizeofthepost-employmentbenefitsisdeterminedin
advance, ie the benefits are 'defined'. The employer (and possibly, as here, current
employeestoo)paycontributionsintotheplan,andthecontributionsareinvested.The
sizeofthecontributionsissetatanamountthatisexpectedtoearnenoughinvestment
returns to meet the obligation to pay the post-employment benefits. If, however, it
becomes apparent that the assets in the fund are insufficient, the employer will be
required to make additional contributions into the plan to make up the expected
shortfall.Ontheotherhand,ifthefund'sassetsappeartobelargerthantheyneedto
be,andinexcessofwhatisrequiredtopaythepost-employmentbenefits,theemployer
maybeallowed to takea 'contributionholiday' (ie stoppaying incontributions fora
while).

Themaindifferencebetweenthetwotypesofplansliesinwhobearstherisk:if
the employer bears the risk, even in a small way by guaranteeing or specifying the
return, theplan isadefinedbenefitplan.Adefinedcontribution schememustgivea
benefitformulabasedsolelyontheamountofthecontributions.

A defined benefit schememay be created even if there is no legal obligation, if an
employerhasapracticeofguaranteeingthebenefitspayable.
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TheAschemeisadefinedbenefitscheme.Macaljoy,theemployer,guarantees
apensionbasedon theservice livesof theemployees in the scheme.Thecompany's
liability isnot limited to theamountof thecontributions.Thismeans that theemployer
bears the investment risk: if the return on the investment is not sufficient to meet the
liabilities,thecompanywillneedtomakegoodthedifference.

(ii) Accountingtreatment:Bscheme

Noassetsorliabilitieswillberecognisedforthisdefinedcontributionscheme,
otherthancurrentliabilitiestoreflectamountsduetobepaidtothepensionschemeat
yearend.Thecontributionspaidbythecompanyof$10millionwillbechargedto
profit or loss. The contributions paid by the employees will not be a cost to the
companybutwillbeadjustedincalculatingemployee'snetsalary.

Accountingtreatment:Ascheme

Theaccountingtreatmentisasfollows:

STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOMENOTES

Expenserecognisedinprofitorlossfortheyearended31October20X7

 $m
Currentservicecost 20.0
Netinterestonthenetdefinedbenefitliability(10– 9.5) 0.5
Netexpense 20.5

Other comprehensive income: remeasurement of defined benefit plans (for the year
ended31October20X7)
 $m
Remeasurementgainsorlossesondefinedbenefitobligation (29.0)
Remeasurementgainsorlosseson planassets (excludingamountsin
netinterest)

27.5

 (1.5)

STATEMENTOFFINANCIALPOSITIONNOTES

Amountsrecognisedinstatementoffinancialposition

 31October
20X7

1November
20X6

 $m $m
Presentvalueofdefinedbenefitobligation 240 200
Fairvalueofplanassets (225) (190)
Netliability  15 10

Changeinthepresentvalueofthedefinedbenefitobligation
 $m
Presentvalueofobligationat1November20X6 200
Interestonobligation:5% 200 10
Currentservicecost 20
Benefitspaid (19)
LossonremeasurementthroughOCI(balancingfigure) 29
Presentvalueofobligationat31October20X7 240
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Changeinthefairvalueofplanassets
 $m
Fairvalueofplanassetsat1November20X6 190.0
Interestonplanassets:5% 190 9.5
Contributions 17.0
Benefitspaid (19.0)
GainonremeasurementthroughOCI(balancingfigure) 27.5
Fairvalueofplanassetsat31October20X7 225.0

(b) Warrantyprovisions

(i) Principles

Under IAS37Provisions,ContingentLiabilitiesandContingentAssets,provisionsmust
berecognisedinthefollowingcircumstances.

(1) Thereisalegalorconstructiveobligation totransferbenefitsasaresultof
pastevents.

(2) It is probably that anoutflow of economic resourceswill be required to
settletheobligation.

(3) Areasonableestimateoftheamountrequiredtosettletheobligationcanbe
made.

If the company can avoid expenditure by its future action, no provision
should be recognised. A legal or constructive obligation is one created by an
obligating event. Constructive obligations arise when an entity is committed to
certainexpendituresbecauseofapatternofbehaviourwhichthepublicwouldexpect
tocontinue.

IAS 37 states that the amount recognised should be the best estimate of the
expenditurerequiredtosettletheobligationattheendofthereporting
period.Theestimateshouldtakethevariouspossibleoutcomesintoaccount
and shouldbe theamount that an entitywould rationally pay to settle the
obligation at the reporting date or to transfer it to a third party. In the case of
warranties,theprovisionwillbemadeataprobabilityweightedexpectedvalue,taking
intoaccounttherisksanduncertaintiessurroundingtheunderlyingevents.

The amount of the provision should bediscounted to present value if the time
value of money is material using a risk adjusted rate. If some or all of the
expenditureisexpectedtobereimbursedbyathirdparty,thereimbursementshould
be recognised as a separate asset, but only if it is virtually certain that the
reimbursementwillbereceived.

(ii) Accountingtreatment

InMacaljoy'scase,thepasteventgivingrisetotheobligationisthesaleoftheproduct
withawarranty.Aprovisionforthewarrantywillbemadeasfollows:

 $
Reyear1warranty 280,000
Reyear2warranty 350,000
 630,000

Ifmaterial,theprovisionsmaybediscounted:

 $
Reyear1warranty 269,000
Reyear2warranty 323,000
 592,000
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Calculationsareshownbelow.

Macaljoymaybeabletorecognisetheassetandincomefromtheinsurance
claim, but only if the insurance company has validated the claim and receipt is
virtuallycertain.Ingeneralcontingentassetsarenotrecognised,butdisclosedifan
inflowofeconomicbenefitsisprobable.

Calculations

Year1:warranty
 Discounted
 expectedvalue
 Expectedvalue (4%)
 $'000 $'000
80%Nil 0
15%7,000$100 105
5%7,000$500 175
 280  $280,000/1.04=$269,000*

Year2:extendedwarranty

 Discounted
 expectedvalue
 Expectedvalue (4%)
 $'000 $'000
70%Nil 0
20%5,000$100 100
10%5,000$500 250
 350 $350,000/(1.04)

2=$323,000*

*Note.Thesefiguresarerounded.

46Panel

Workbookreferences.CurrentanddeferredtaxiscoveredinChapter6.IFRS2iscoveredin
Chapter9andIFRS16inChapter3.

Toptips.ThisisafairlytypicalquestionaboutIAS12containingawrittenpartaskingyouto
explaintherequirementsofthestandardandthenalongerpartaskingyoutoapplytherequirements
tofourdifferentitemsincludingshareoptions,aleasingtransaction,anintracompanysaleandan
impairmentofproperty,plantandequipment.

Easymarks.Part(a)containslotsofeasymarks,providedyouhaverevisedthetopic.Itis
straightforwardknowledge,butrequiresagoodunderstandingofIAS12torespondclearly.Part(b)
(iii)and(iv)areeasierthan(i)and(ii),thoughtheycarrythesamenumberofmarks.
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Markingscheme 

 Marks
(a) (i) Taxbasedefinition 3

(ii) Temporarydifferences 3
(iii) Recognition criteria 3

 9
(b) (i) Shareoptions 4

(ii) Leasedplant 4
(iii) Intracompany 4
(iv) Impairmentloss 4

 16
 25

 

(a) (i) Taxbase

Thetaxbaseofanassetisthetaxdeductionwhichwillbeavailableinfuture
whentheassetgeneratestaxableeconomicbenefits,whichwillflowtothe
entitywhentheassetisrecovered.Ifthefutureeconomicbenefitswillnotbetaxable,
thetaxbaseofanassetisitscarryingamount.

Thetaxbaseofaliabilityisitscarryingamount,lessthetaxdeductionwhichwillbe
availablewhentheliabilityissettledinfutureperiods.Forrevenuereceivedinadvance
(ordeferred income), the taxbase is itscarryingamount, lessanyamountof
therevenuewhichwillnotbetaxableinfutureperiods.

(ii) Temporarydifferences

Temporary differences occurwhen items of revenue or expense are included in both
accountingprofitsandtaxableprofits,butnotforthesameaccountingperiod.

A taxable temporary difference arises when the carrying amount of an asset
exceeds its taxbaseor thecarryingamountofa liability is less than its taxbase.All
taxabletemporarydifferencesgiverisetoadeferredtaxliability.

Adeductible temporarydifferencearises in the reversecircumstance (when the
carryingamountofanassetislessthanitstaxbaseorthecarryingamountofaliability
isgreaterthanitstaxbase).Alldeductibletemporarydifferencesgiverisetoadeferred
taxasset.

(iii) Recognitionofdeferredtaxassetsandliabilities

The general requirements of IAS 12 are that deferred tax liabilities should be
recognisedonalltaxabletemporarydifferences(withspecificexceptions).

IAS12statesthatadeferredtaxassetshouldberecognisedfordeductibletemporary
differences if it is probable that a taxable profit, or sufficient taxable temporary
differences will arise in future against which the deductible temporary
differencecanbeutilised.

(b) (i) Shareoptions

Under IFRS 2Share-based Payment the company recognises an expense for the
employee services received in return for the share options granted over the vesting
period. The related taxdeductiondoes not arise until the share options are
exercised. Therefore, a deferred tax asset arises, based on the difference
betweentheintrinsicvalueoftheoptionsandtheircarryingamount(normallyzero).
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At31October20X4thetaxbenefitisasfollows:

 $m
Carryingamountofsharebasedpayment –
Lesstaxbaseofsharebased payment(16/2) (8)
Temporarydifference (8)

The deferred tax asset is $2.4 million (30%  8). This is recognised at
31October 20X4 provided that taxable profit is available against which it can be
utilised. Because the tax effect of the remuneration expense is greater than the tax
benefit, the tax benefit is recognised in profit or loss. (The tax effect of the
remunerationexpenseis30%$40million÷2=$6million.)

At31October20X5thereisnolongeradeferredtaxassetbecausetheoptions
havebeenexercised.Thetaxbenefit receivable is$13.8million (30%$46
million).Therefore,thedeferredtaxassetof$2.4millionisnolongerrequired.

(ii) Leasedplant

Under IFRS 16 Leases, a right-of-use asset and a lease obligation are
recognised.

The lease liability is measured at the present value of the lease payments
discountedusing,ifavailable,theinterestrateimplicitintheleast.

Theright-of-useassetismeasuredattheamountoftheinitialmeasurementofthelease
liability,pluscertainotherdirectcostsnotincurredinthiscase,suchaslegalfees.Itis
depreciatedonastraight-linebasisoverthefiveyears.

The obligation to pay lease rentals is recognised as a liability. Each instalment
payable is treated partly as interest and partly as repayment of the liability. The
carryingamountoftheplantforaccountingpurposesisthenetpresentvalueof
theleasepaymentslessdepreciation.

A temporary difference effectively arises between the value of the plant for
accounting purposes and the equivalent of the outstanding obligations, as the annual
rentalpaymentsqualityfortherelief.Thetaxbaseoftheassetistheamountdeductable
fortaxinfuture,whichiszero.Thetaxbaseoftheliabilityisthecarryingamountlessany
futuretaxdeductibleamounts,whichwillgiveataxbaseofzero.

Thereforeat31October20X5anettemporarydifferencewillbeasfollows:

 $m $m
Carryingamountinfinancialstatements: 
Asset: 
Netpresentvalueoffutureleasepaymentsatinception
oflease

12.00 

Lessdepreciation(12/5)  (2.40) 
 9.60
Lessleaseliability 
Liabilityatinceptionoflease 12.00 
Interest(8%12) 0.96 
Leaserental  (3.00) 
 (9.96)
 0.36
Lesstaxbase (0.00)
Temporarydifference 0.36

Adeferredtaxassetof$108,000(30%360,000)arises.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 255

(iii) Intra-groupsale

Pinshasmadeaprofitof$2milliononitssaletoPanel.Taxispayableonthe
profitsof individualcompanies.Pinsis liablefortaxonthisprofit inthecurrent
year andwill have provided for the related tax in its individual financial statements.
However, from the viewpoint of the group the profitwill not be realised
until the following year,when thegoodsare sold toa thirdparty andmust be
eliminatedfromtheconsolidatedfinancialstatements.Becausethegrouppaystax
before theprofit is realised thereisatemporarydifferenceof$2million
andadeferredtaxassetof$600,000(30%$2million).

(iv) Impairmentloss

The impairment loss in the financial statements of Nails reduces the carrying
amountofproperty,plantandequipment,butisnotallowablefortax.Therefore,
thetaxbaseoftheproperty,plantandequipmentisdifferentfromitscarrying
amountandthereisatemporarydifference.

UnderIAS36ImpairmentofAssetstheimpairmentlossisallocatedfirsttogoodwilland
thentootherassets:

 Property, 
 plantand 
 Goodwill equipment Total
 $m $m $m

Carryingamountat31October20X5 1 6.0 7.0
Impairmentloss (1) (0.8) (1.8)
  – 5.2 5.2

IAS12 states thatno deferred tax should be recognised on goodwill and
therefore only the impairment loss relating to the property, plant and
equipmentaffectsthedeferredtaxposition.

Theeffectoftheimpairmentlossisasfollows:

 Before After Difference
 impairment impairment 
 $m $m $m

Carryingamount 6 5.2 
Taxbase (4) (4.0)  
Temporarydifference 2 1.2 0.8
Taxliability(30%) 0.6 0.36 0.24
Thereforetheimpairmentlossreducesdeferredthetaxliabilityby$240,000.

47Kesare

Workbookreference.DeferredtaxiscoveredinChapter6.

Toptips.Part(a)canbebrokendownintoitscomponentpartsofdiscussionoftheconceptual
frameworkandtemporarydifferences,andcreditisavailableforfairlygeneraldiscussionofboth.
Thedeferredtaxcalculationistricky,butthereshouldbesomepartsthatyoushouldbecomfortable
with.Layoutisimportanttoavoidgettingmuddled.

Easymarks.Therearesomefairlyeasymarksinpart(a)availableforageneraldiscussionabout
conceptsandtheconceptualframework.Inadditiontherearesomeeasymarksforadjustmentsto
thefinancialstatements,mostofwhichdonotrelatetothedeferredtaxaspects.Ingeneral,however,
thisisnotaquestionthatlendsitselftoeasymarks.
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Markingscheme 

 Marks

(a)  
ConceptualFramework 2
Temporarydifference 3
Liability 1
Weakness 1

 7
 
(b) Adjustments: Investmentinequityinstruments 2

 Convertiblebond 2
 Definedbenefitplan 2
 Property,plantandequipment 1

 Deferredtax: Goodwill 1
 Otherintangibles 1
 Financialassets 1
 Tradereceivables 1
 Otherreceivables 1
 Long-termborrowings 1
 Employeebenefits 1
 Tradepayables 1
Calculation 3
 18

 25

 

(a) IAS12 Income Taxes is based on the idea thatall changes in assets and liabilities
haveunavoidabletaxconsequences.WheretherecognitioncriteriainIFRSaredifferent
fromthoseintaxlaw,thecarryingamountofanassetorliabilityinthefinancial
statements is different from its tax base (the amount at which it is stated for tax
purposes).Thesedifferencesareknownastemporarydifferences.Thepracticaleffectof
thesedifferencesisthatatransactionoreventoccursinadifferentaccountingperiodfromits
tax consequences. For example, depreciation is recognised in the financial statements in
differentaccountingperiodsfromcapitalallowances.

IAS 12 requires a company to make full provision for the tax effects of temporary
differences. Bothdeferred tax assets, anddeferred tax liabilities can arise in this
way.

Itmaybeargued thatdeferred taxassetsand liabilitiesdonotmeet thedefinitionof
assetsandliabilitiesintheIASBConceptualFrameworkforFinancialReporting.Underthe
Conceptual Frameworkanasset is the right to receiveeconomicbenefitsasa resultofpast
events,andaliabilityisanobligationtotransfereconomicbenefits,againasaresultofpast
events.

Under IAS 12, the tax effect of transactions are recognised in the same period as the
transactionsthemselves,butinpractice,taxispaidinaccordancewithtaxlegislationwhenit
becomesa legal liability.There isaconceptualweaknessor inconsistency, in thatonly
oneliability,thatistax,isbeingprovidedfor,andnotothercosts,suchasoverheadcosts.
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(b) 

  Adjustments Adjusted 
  tofinancial financial  Temporary
  statements statements Taxbase difference
 $'000 $'000 $'000 $'000 $'000
Property,plantand
equipment

10,000 10,000 2,400 7,600

Goodwill 6,000 6,000 6,000
Otherintangibleassets 5,000 5,000 0 5,000
Financialassets(cost)  9,000 1,500 10,500 9,000 1,500
Totalnon-currentassets 30,000 31,500 
 
Tradereceivables 7,000 7,000 7,500  (500)
Otherreceivables 4,600 4,600 5,000  (400)
Cashandcash-equivalents  6,700  6,700 6,700 –
Totalcurrentassets 18,300 18,300 
 
Totalassets 48,300 49,800 

Sharecapital (9,000)  (9,000)  
Otherreserves  (4,500)  (1,500)  (6,400) 
  (400) 
Retainedearnings  (9,130) 520  (8,610) 
Totalequity (22,630) (24,010) 

Longtermborrowings (10,000) 400 (9,600) (10,000) 400
Deferredtaxliability  (3,600)  (3,600) (3,600)  –
Employeebenefits  (4,000)  (520)  (4,520) (5,000) 480
Currenttaxliability  (3,070)  (3,070) (3,070)  –
Tradeandotherpayables  (5,000)  (5,000) (4,000) (1,000)
Totalliabilities (25,670) (25,790)  13,080
 
Totalequityandliabilities 48,300 49,800 

 

Deferredtaxliability $'000 $'000
Liabilityb/fwd(perdraftSOFP)  3,600
Charge:OCI($1,50030%

(Note(1))


450 
P/L(bal.fig) (126)

  324
Deferredtaxliabilityc/fwd 14,98030% 4,494
Deferredtaxasset–c/fwd 1,90030% (570)   
Netdeferredtaxliability 13,08030%  3,924

Notesonadjustments

1 The investments in equity instruments are shown at cost. However, per IFRS 9, they
shouldinsteadbevaluedatfairvalue,withtheincrease($10,500–$9,000=$1,500)
goingtoothercomprehensiveincome(itemsthatwillnotbereclassifiedtoprofitorloss)
aspertheirrevocableelection.
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2 IAS32statesthatconvertiblebondsmustbesplitintodebtandequitycomponents.This
involvesreducingdebtandincreasingequityby$400.

3 Thedefinedbenefitplanneedstobeadjustedtoreflectthechange.Theliabilitymustbe
increasedby$520,000.Thesameamountischargedtoretainedearnings.

4 Thedevelopmentcostshavealreadybeenallowed for tax, so the taxbase isnil.No
deferredtaxisrecognisedongoodwill.

5 Theaccrualforcompensationistobeallowedwhenpaid,ieinalaterperiod.Thetax
baserelatingtotradeandotherpayablesshouldbereducedby$1million.

48Chemclean

Workbookreferences.IFRS3andIFRS10arecoveredinChapter10.IAS12iscoveredin
Chapter6andIAS38inChapter3.

Toptips.Part(a)dealswithstandardsthatshouldbefamiliartoyou,buttheissuesrequirein-depth
consideration.Inparticular,youneedtoconsiderhowIAS38andIFRS3interact,focusingonthe
implicationsofacquiringtechnology,outliningthefactthattheprobabilityrecognitioncriterionis
alwaysconsideredtobesatisfiedforintangibleassetsthatareacquiredseparatelyorinabusiness
combination.Youwereexpectedtodiscussthatashellcompanywithoutemployees(andhence
withoutprocessesrequiredtomakeita'business')isanassetacquisitionasopposedtoabusiness
combination.Similarly,inventoriesandcostofsalesinPart(b)mayseemlikebasicknowledgebut
youhavetoconsideritinthecontextofpotentialmanipulationofthefinancialstatements.Finally
deferredtax(part(c))requiresyoutoquestionanaccountingtreatment,whichcouldbeaimingat
presentingtheresultsinanunrealisticallyfavourablelight.

Easymarks.Therearemarksforknowingthebasicsofthestandardstested,butthosemarkswill
notgetyouapassonthisquestion.

Markingscheme 

 Marks

(a) 1markperpointuptomaximum 10
(b) 1markperpointuptomaximum 6
(c) 1markperpointuptomaximum 9
 25

 

(a) Intangibleasset

IAS 38 Intangible Assets requires an entity to recognise an intangible asset, whether
purchasedorself-created(atcost)if,andonlyif:

(i) It isprobable that the futureeconomicbenefitswhichareattributable to theassetwill
flowtotheentity;and

(ii) Thecostoftheassetcanbemeasuredreliably.

This requirement applies whether an intangible asset is acquired externally or generated
internally. IAS38 includes additional recognition criteria for internally generated intangible
assets.

The probability of future economic benefits must be based on reasonable and supportable
assumptions about conditions which will exist over the life of the asset. The probability
recognitioncriterionisalwaysconsideredtobesatisfiedforintangibleassetsthatareacquired
separatelyorinabusinesscombination.Ifanintangibleitemdoesnotmeetboththedefinition
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ofandthecriteriaforrecognitionasanintangibleasset,IAS38requirestheexpenditureon
thisitemtoberecognisedasanexpensewhenitisincurred.Researchconstitutesoriginaland
planned investigations undertaken with the prospect of gaining new scientific or technical
knowledge and understanding. No intangible assets arising from research should be
recognised.Expenditureonresearchshouldberecognisedasanexpensewhenitisincurred.

In this case, Chemclean should recognise an intangible asset for the use of Jomaster's
technology.Therightshouldbemeasuredat itscostof$4m.The intangibleassetshouldbe
amortisedfromthedate it isavailable foruse.The technologyisavailable forusewhen the
manufacturingofthecompoundbegins.Theamortisationshouldbepresentedascostofsales
in the statement of profit or loss if expensesarepresentedby functionorasamortisation if
expensesarepresentedbynature,asitisanexpensedirectlyrelatedtotheproductionofthe
compound. At the end of each reporting period, Chemclean is required to assess whether
there is any indication that the assetmay be impaired, that is its carrying amountmay be
higherthanitsrecoverableamount.

The price an entity pays to acquire an intangible asset reflects expectations about the
probabilitythattheexpectedfutureeconomicbenefitsfromtheassetwillflowtotheentity.The
effectofprobabilityisthereforereflectedinthecostoftheasset.

Duetothenatureofintangibleassets,subsequentexpenditurewillonlyrarelymeetthecriteria
for being recognised in the carrying amount of an asset. Thus, Chemclean continues to
expense itsown internaldevelopmentexpenditureuntil thecriteria forcapitalisationaremet
andeconomicbenefitsareexpectedtoflowtotheentityfromthecapitalisedasset.Whenthe
drugissold,theroyaltypaymentsarepresentedinprofitorloss.

IFRS 10 Consolidated Financial Satements defines control of an investee in terms of the
following: 'An investor controls an investeewhen the investor is exposed, or has rights, to
variablereturnsfromitsinvolvementwiththeinvesteeandhastheabilitytoaffectthosereturns
through itspowerover the investee' (AppendixA).Therefore itappears thatChemcleanwill
controlConew.

IFRS3BusinessCombinationsdefinesa'business'as'anintegratedsetofactivitiesandassets
thatiscapableofbeingconductedandmanagedforthepurposeofprovidingareturninthe
formofdividends,lowercostsorothereconomicbenefitsdirectlytoinvestorsorotherowners,
membersorparticipants'(AppendixA).Abusinessconsistsofinputsandprocessesappliedto
thoseinputswhichhavetheabilitytocreateoutputs.Althoughbusinessesusuallyhaveoutputs,
outputsarenotrequiredforanintegratedsettoqualifyasabusiness.Processesaredefinedin
IFRS3asanysystem,standard,protocol,conventionorrulethatcreatesorhastheabilityto
createoutput.Any transaction inwhichanentityobtains control of oneormorebusinesses
qualifies as a business combination and is subject to the measurement and recognition
requirements of IFRS 3. Processes are included in the acquired group when intellectual
property(IP)isaccompaniedbyotherresourcessuchasassetsoremployeesorotherelements
such as protocols and plans which will further help develop the IP to the next phase. The
formationofalegalentity,whichisinvolvedinthetransaction,isanirrelevanceandthelegal
formof thetransactiondoesnotdeterminetheaccountingtreatment.Here, theacquisitionof
an interest in Conew is an asset acquisition and should be accounted for under IAS 38
becauseConewdoesnotmeetthedefinitionofabusiness.

(b) Presentationissues

IAS1PresentationofFinancialStatementsprovideslittlespecificguidanceonthepresentation
of line items in financial statements, suchas the level of detail or number of line items that
shouldbepresentedinthefinancialstatements.Furthermore,IAS1'sobjectiveistosetout'the
overall requirements for thepresentationof financial statements,guidelines for their structure
andminimum requirements for their content'. In doing so, IAS1 sets outminimum levels of
requireditemsinthefinancialstatementsbyrequiringcertainitemstobepresentedontheface
of,or in thenotes to, the financial statementsand inother requireddisclosures. Thecurrent
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requirementsinIFRSdonotprovideadefinitionof'grossprofit'or'operatingresults'ormany
other common subtotals. The absence of specific requirements arises from the fact that the
guidance in IAS 1 relies on management's judgement about which additional line items,
headingsandsubtotals:

(i) Are relevant to an understanding of the entity's financial position/financial
performance;and

(ii) Should bepresented in amannerwhichprovides relevant, reliable, comparable and
understandableinformation.

IAS1allowsentitiestoincludeadditionallineitems,amenddescriptionsandtheorderingof
itemsinordertoexplaintheelementsoffinancialperformanceduetovariousactivities,which
maydifferinfrequencyandpredictability.

InthecaseofChemclean,thecostoftheinventoriessoldshouldbepresentedascostofgoods
soldandnotsplitinthemannersetoutbyChemclean.IFRS3BusinessCombinationsrequires
anacquirertomeasuretheidentifiableassetsacquiredinabusinesscombinationattheirfair
valuesatthedateofacquisition.Therefore,thecarryingamountoftheinventoriesoriginating
fromtheacquisitionofthesubsidiaryistheiracquisition-datefairvalue.

IAS 2 Inventories requires the carrying amount of inventories sold to be recognised as an
expense in the period in which the related revenue is recognised. Cost of sales are costs
previously included in the measurement of inventory which has now been sold plus
unallocatedproductionoverheadsandabnormalamountsofproductioncostsof inventories.
Consequently, theentirecarryingamountof inventory, including theeffectsof the fair value
step-up, should be presented as cost of sales. Transactions like business combinationsmay
haveasignificantimpactonprofitorlossandthesetransactionsarenotnecessarilyfrequent
or regular.However, thepracticeofpresentingnon-recurring itemsmaybe interpretedasa
way to present 'Extraordinary items' in the financial statements despite the fact that
'extraordinaryitems'arenotallowedunderIAS1.Itcanalsobearguedthatadditionallines
and subtotals, as permitted by IAS 1, may add complexity to the analysis of the financial
statements,whichmaybecomedifficult tounderstand ifentitiesusesub-totalsandadditional
headingstoisolatetheeffectsofnon-recurringtransactionsfromclassesofexpenseorincome.

(c) Deferredtax

(i) Chemclean should not have fully recognised the deferred tax asset arising from the
carry forwardofunused tax losses. It is recognisableonly to theextentof its taxable
temporary differences. IAS12 Income Taxes states that a deferred tax asset shall be
recognised for the carry-forwardof unused tax losses to theextent that it isprobable
that future taxable profit will be available against which unused tax losses can be
utilised.IAS12explainsthattheexistenceofunusedtaxlossesisstrongevidencethat
future taxableprofitmaynotbeavailable.Therefore,whenanentityhasahistoryof
recent losses, theentityrecognisesadeferredtaxassetarisingfromunusedtax losses
only to the extent that the entity has sufficient taxable temporary differences orwhen
thereisconvincingotherevidencethatsufficienttaxableprofitwillbeavailableagainst
whichtheunusedtaxlossescanbeutilisedbytheentity.

Chemcleanrecognisedlossesduringthepreviousfiveyears.Inordertousethedeferred
tax asset of $16m, Chemclean would have to recognise a profit of $53.3m at the
existingtaxrateof30%.Incomparison,theentityrecognisedanaveragelossof$19m
peryearduringthefivepreviousyears.Thereshouldbeconvincingevidenceshowing
that there would be taxable profits available in the future in order to recognise a
deferred tax asset. A comparison of the budgeted results to its actual results for the
previous twoyears indicatedmaterialdifferences relating to impairment losses. In the
interim financial statements for the first half of the financial year to 30 June 20X4,
Chemcleanrecognised impairment lossesequal tobudgeted impairment losses for the
wholeyear.Theunusedtaxlossesappeartoresultfromidentifiablecauses,whichare

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 261

likelytorecur.IAS12statesthatinassessingtheprobabilitythattaxableprofitwillbe
availableagainstwhich theunused tax lossesorunused taxcreditscanbeutilised,a
considerationiswhethertheunusedtaxlossesresultfromidentifiablecauseswhichare
unlikelytorecur.

Chemclean'sbudgetsandassumptionsarenotconvincingotherevidencebecause the
entitydoesnotappeartohavebeencapableofmakingaccurateforecastsinthepast
andtherewerematerialdifferencesbetweentheamountsbudgetedandrealisedforthe
previous two years. Chemclean had presented future budgets primarily based on
generalassumptionsaboutthedevelopmentofkeyproductsandeconomicimprovement
indicators,ratherthanwhatwasexpectedtoinfluencethefutureincomeandtherefore
enabletheuseofthedeferredtaxasset.Finally,initsfinancialstatements,Chemclean
disclosedamaterialuncertaintyabout itsability tocontinueasagoingconcern.This
wouldbeakeyfactorwhenconsideringtherecognitionofadeferredtaxasset.

Thereforenodeferred taxassetor liability shouldbe recognised.The liabilityof$3m
relating to temporarydifferencescanbeoffsetagainst$3mofunused tax losses.No
furthertaxlossesshouldberecognised.

49Ryder

Workbookreferences.IAS10iscoveredinChapter5,IAS36inChapter3,IAS33inChapter
17.IFRS2iscoveredinChapter9,IFRS3inChapter10andIFRS5inChapter13.

Toptips.Thisisamixedstandardsquestion.Thefourpartsofthequestionareindependentofeach
othersoitisagoodideatoscanreadallpartsfirstandattemptthemintheorderinwhichyoufeel
mostcomfortable.Inmostcasesthereisacorrectanswerratherthananissuetodiscuss.Therefore,
focusyouranswersonfactsanddonotwastetimewithwaffleifyoudonotknowtheanswer.

Easymarks.Itispossibletopickupeasymarksinallpartsofthisquestion,particularlyinthe
numericalaspects.Parts(a)and(b)inparticulararefairlystraightforward.

Markingscheme 

 Marks

(a) Krupsubsidiary– adjusting/non-adjustingdiscussion,calculationof
impairmentanddiscussionofIFRS5applicability


6

(b) MetalicIFRS3discussion,calculationofconsiderationandbonusissue 8

(c) Property–discussionofheldforsaleclassificationandadjustments 6

(d) Cash-settledsharebasedpayment – discussionofSAR,calculationof
adjustmenttoliability


5

 25

 

(a) Disposalofsubsidiary

The issuehere is thevalueof thesubsidiaryat31October20X5.Thedirectorshavestated
that there has been no significant event since the year endwhich could have resulted in a
reduction in its value. This, taken together with the loss on disposal, indicates that the
subsidiaryhadsufferedanimpairmentat31October20X5.IAS10EventsAfterthe
Reporting Period requires the sale to be treated as an adjusting event as it provides
evidenceofaconditionthatexistedattheendofthereportingperiod.
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TheassetsofKrupshouldbewrittendowntotheirrecoverableamount.Inthiscase,
this is the eventual sale proceeds. Therefore, the value of the net assets and purchased
goodwillofKrupshouldbereducedby$11million(thelossondisposalof$9millionplus
thelossof$2millionthatoccurredbetween1November2005andthedateofsale).IAS36
ImpairmentofAssetsstates thatan impairment lossshouldbeallocated togoodwill firstand
therefore thepurchased goodwill of $12 million is reduced to $1 million. The
impairmentlossof$11millionisrecognisedinprofitorloss.

Because therewas no intention to sell the subsidiary at 31October 20X5, IFRS 5Non-
currentAssetsHeldforSaleandDiscontinuedOperationsdoesnotapply.The
disposalisdisclosedinthenotestothefinancialstatementsinaccordancewithIAS10.

(b) Issueofsharesatfairvalue

Contingentconsideration

IFRS 3 Business Combinations requires recognition of contingent consideration,
measuredatfairvalue,attheacquisitiondate.

Thetreatmentofpost-acquisitionchangesinthefairvalueofthecontingentconsideration
dependsonthecircumstances.

(i) If the change is due to additional information that affects the position at the
acquisition date, goodwill should be remeasured, as a retrospective
adjustment. The additional information must come to light within the
measurementperiod,amaximumofoneyearafteracquisition.

(ii) Ifthechangeisduetoeventswhichtookplaceaftertheacquisitiondate,
for example meeting an earnings target, an equity instrument is not
remeasured.

Ryderhascorrectly includedanestimateoftheamountofconsiderationinthecostofthe
acquisitionon21January20X4.Thiswouldhavebeenbasedonthefairvalueoftheordinary
sharesatthatdateof$10pershare,givingatotalof300,000×$10=$3,000,000:

DEBITInvestment $3,000,000
CREDITEquity  $3,000,000

As theconsideration is in the formofshares,and thechangeisdue toaneventwhich took
place after the acquisition date (the rise in share price), the consideration is not
remeasured.

Thevalueofthecontingentsharesshouldbeincludedinaseparatecategoryofequity
inthestatementoffinancialpositionat31October20X5.Theyshouldbetransferredtoshare
capitalandsharepremiumaftertheactualissueoftheshareson12November20X5.

Earningspershare

The other matter is whether the share issue and the bonus issue affect the calculation of
earningspershare for theyearended31October20X5. IAS33EarningsperSharestates
thatcontingently issuablesharesshouldbe included in thecalculationofbasicearningsper
shareonlyfromthedatethatallthenecessaryconditionsforissuearemet.Astheconditions
weremetat31October20X5,thesharesshouldbeincludedinthecalculationfromthatdate,
eventhoughtheshareswerenotissueduntilaftertheyearend.IAS33alsostatesthatifthere
isabonusshareissueaftertheyearendbutbeforethefinancialstatementsareauthorisedfor
issue, the bonus shares should be included in the basic and diluted earnings per share
calculation(andinthecalculationofearningspershareforallpreviousperiodspresented).

Both IAS 10 and IAS 33 requiredisclosure of all material share transactions or
potential share transactionsentered intoafter the reportingperiodend,excluding thebonus
issue.Therefore,detailsofthebonusissueandtheissueofthecontingentshares
shouldbedisclosedinthenotestothefinancialstatements.
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(c) Property

Thepropertyappears tohavebeen incorrectly classifiedas 'held forsale'.Although the
companyhadalways intended to sell theproperty, IFRS5Non-currentAssetsHeld forSale
andDiscontinuedOperationsstatesthatinordertoqualifyas'heldforsale'anassetmustbe
available for immediate sale in its present condition. Because repairs were
neededbeforethepropertycouldbesoldandthesewerenotcompleteduntilafterthe
reportingperiodend,thiswasclearlynotthecaseat31October20X5.

Inaddition,thepropertyhasbeenvaluedincorrectly.IFRS5requiresassetsheldforsale
tobevaluedattheloweroftheircarryingamountorfairvaluelesscoststosell.
Thepropertyshouldhavebeenvaluedatitscarryingamountof$20million,not
attheeventualnetsaleproceedsof$27million.

Thepropertymustbeincludedwithinproperty,plantandequipmentandmustbe
depreciated.Therefore, itscarryingamountat31October20X5 is$19million
($20millionlessdepreciationof$1million).Thegainof$7millionthatthecompanyhas
previouslyrecognisedshouldbereversed.

Althoughthepropertycannotbeclassifiedas'heldforsale'inthefinancialstatementsforthe
yearended31October2005,itwillqualifyfortheclassificationaftertheendof
thereportingperiod.Therefore,detailsofthesaleshouldbedisclosedinthenotestothe
financialstatementsinaccordancewithIAS10.

(d) Shareappreciationrights

The granting of share appreciation rights is a cash-settled share based payment
transaction as defined by IFRS 2 Share-based Payment. IFRS 2 requires these to be
measuredat the fair value of the liability topay cash. The liability shouldbe re-
measuredateachreportingdateandatthedateofsettlement.Anychangesin
fairvalueshouldberecognisedinprofitorlossfortheperiod.

However, the companyhasnot remeasured the liability since 31October 20X4.
Because IFRS2requires theexpenseand therelated liability toberecognisedover the two-
year vesting period, as the employees render service, the rights should be measured as
follows:

 $m
At31October20X4:($610million ½) 30
At31October20X5($810million) 80
At1December20X5(settlementdate)($9 10million) 90

Therefore,at31October20X5theliabilityshouldberemeasuredto$80millionand
anexpenseof$50millionshouldberecognisedinprofitorlossfortheyear.

Theadditionalexpenseof$10millionresultingfromtheremeasurementatthesettlementdate
is not included in the financial statements for the year ended 31 October 20X5, but is
recognisedthefollowingyear.
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50Royan

Workbookreferences.ProvisionsandcontingentliabilitiesarecoveredinChapter5ofyour
Workbook.EthicsarecoveredinChapter2.

Toptips.Part(a)ofthequestionrequiresdiscussionandcritiqueofthegeneralrequirementsofIAS
37.Providingcritiqueisdifficultbutyoucouldhavescoredreasonablecreditfromdiscussionofthe
basicguidance.ForParts(b)and(c)itisveryimportanttoreadthescenariocarefullyasthereare
cluesinthequestionwhicharetheretohelpyou.

Easymarks.Therewereseveralmarksforsimplyspellingoutcurrentguidance,whichisrote
learning.Part(c)onethicsallowsyoutopresentbothsidesoftheargument,gainingeasymarksif
youareabletousetheinformationgiveninthequestiontodiscusstheethicalissues.

Markingscheme 

 Marks

(a) Existingguidanceandcritique 12
(b) IAS37treatment 3
(c) Ethics 5
 20

 

(a) GuidanceinIAS37

Under IAS 37 Provisions, Contingent Liabilities and Contingent Assets, provisions must be
recognisedinthefollowingcircumstances.

(i) There isa legalorconstructiveobligation to transferbenefitsasaresultofpast
events.

(ii) Itisprobablethatanoutflowofeconomicresourceswillberequiredtosettle
theobligation.

(iii) Theobligationcanbemeasuredreliably.

IAS37considersanoutflowtobeprobableiftheeventismorelikelythannottooccur.

Ifthecompanycanavoidexpenditurebyitsfutureaction,noprovisionshouldbe
recognised. A legal or constructive obligation is one created by an obligating event.
Constructiveobligationsarisewhenanentityiscommittedtocertainexpendituresbecauseof
apatternofbehaviourwhichthepublicwouldexpecttocontinue.

IAS 37 states that the amount recognised should be the best estimate of the
expenditure required to settle the obligation at the end of the reporting
period.Theestimateshouldtakethevariouspossibleoutcomes intoaccountand
shouldbetheamountthatanentitywouldrationallypay tosettletheobligationat
thereportingdateortotransferittoathirdparty.Wherethereisalargepopulationof
items,forexampleinthecaseofwarranties,theprovisionwillbemadeataprobability
weightedexpectedvalue,takingintoaccounttherisksanduncertaintiessurroundingthe
underlying events. Where there is a single obligation, the individual most likely
outcomemaybethebestestimateoftheliability.

Theamountof theprovisionshouldbediscounted topresentvalue if thetimevalueof
moneyismaterialusingariskadjustedrate. Ifsomeoralloftheexpenditureisexpected
to be reimbursed by a third party, the reimbursement should be recognised as a
separateasset,butonlyifitisvirtuallycertainthatthereimbursementwillbereceived.
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ShortcomingsofIAS37

IAS37isgenerallyconsistentwiththeConceptualFramework.Howevertherearesomeissues
withIAS37thathaveledtoitbeingcriticised:

(i) IAS37requiresrecognitionofaliabilityonlyifitisprobable, thatismorethan50%
likely, that the obligationwill result in anoutflowof resources from the entity. This is
inconsistent with other standards, for example IFRS 3 Business Combinations
and IFRS 9 Financial Instruments which do not apply the probability criterion to
liabilities.Inaddition,probabilityisnotpartoftheConceptualFrameworkdefinitionof
aliability.Thedefinitionofaliabilityisexpectedtochangewhentherevisedversionof
theConceptualFrameworkisissuedin2018andthisis likelytohaveimplicationsfor
IAS37.

(ii) There is inconsistency with US GAAP as regards how they treat the cost of
restructuring a business. US GAAP requires entities to recognise a liability for
individual costs of restructuringonlywhen the entity has incurred that particular cost,
while IAS 37 requires recognition of the total costs of restructuring when the entity
announcesorstartstoimplementarestructuringplan.

(ii) Themeasurement rules in IAS37arevagueandunclear. Inparticular, 'best
estimate' could mean a number of things: the most likely outcome, the weighted
averageofallpossibleoutcomesoreventheminimum/maximumamountinarangeof
possible outcomes. IAS 37 does not clarify which costs need to be included in the
measurementofaliability,andinpracticedifferententitiesincludedifferentcosts. It is
also unclear if 'settle'means 'cancel', 'transfer' or 'fulfil' the obligation. IAS 37 also
requires provisions to be discounted to present value but gives no guidance on non-
performance risk that is theentity'sowncredit risk.Non-performance riskcanhavea
leadtoasignificantreductioninnon-currentliabilities.

(b) TreatmentunderIAS37

The IAS 37 criteria for recognising a provision have been met as there is a present
obligation to dismantle the oil platform, of which the present value has been measured at
$105m. Because Royan cannot operate the oil without incurring an obligation to pay
dismantlingcostsattheendoftenyears,theexpenditurealsoenablesittoacquireeconomic
benefits(incomefromtheoilextracted).Therefore,Royanshouldrecogniseanassetof
$105m (added to the 'oil platform' in property, plant and equipment) and this should be
depreciatedoverthelifeoftheoilplatform,whichistenyears.Inaddition,therewillbean
adjustment charged inprofitor losseachyear to thepresent valueof theobligation for the
unwindingofthediscount.

(c) Non-compliancewithIAS37

The treatment proposed by the directors is non-compliant with IAS 37. It could be due to
genuineerrorandamisunderstandingdue toa lackofknowledge,with thedirectors really
believingthatthestandardisnotmandatory.Theredoesnotappeartobeanymotivationto
maximiseprofittobenefitthedirectorsinanyway;forexample,toincreasebonusesorprofit
related pay, though this could be a consideration. However, in this instance it feels like a
deliberate intention to contravene IAS 37 and include a misstatement in the financial
statements, rather than a genuinemistake. The directors cannot justify their decision not to
applyIAS37.

Ifthesituationisallowedtocontinue,oneofACCA'sCodeofEthicsandConductfundamental
principles will be breached: that of professional behaviour. Members should comply with
relevant lawsand regulationsand shouldavoidanyaction thatdiscredits theprofession. In
knowinglyallowingthedirectorsnottoapplytherequirementsofanaccountingstandard,the
accountantwouldnotbeactingdiligentlyand inaccordancewithapplicableguidanceand
wouldnotbedemonstratingprofessionalcompetenceandduecare.
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Despitethepotentialconflictandlikelystrongorundueinfluencefromthedirectorsoverasole
and more junior employee, the accountant must act with integrity and remain unbiased,
recommending to the directors that IAS 37, as it is in issue, must be complied with, and
processingtheappropriateentriesinthefinancialstatementsfortheyearended31July20X6.
Apossibleapproachtoachieveresolutionmaybetodiscussthematterwiththechairmanora
non-executive director, setting out the problem and explaining that the directors have a
responsibilitytoensurethefinancialstatementsarefairandaccurateandcomplywithrelevant
accountingstandards.

51Electron

Workbookreferences.EnvironmentalprovisionsarecoveredinChapter5;leasesarein
Chapter8andshare-basedpaymentsareinChapter9.

Toptips.Thisisamulti-standardquestiononenvironmentalprovisions,leases,proposeddividend
andashareoptionscheme.

Easymarks.Theproposeddividendisstraightforward,asistheexplanation(ifnotthe
calculations)fortheprovision.Thetreatmentofshareoptionsprovides4easymarksfornothing
muchinthewayofcomplications.

Markingscheme 

 Marks

Oilcontracts 4
Powerstation 8
Operatingleases 6
Proposeddividend 3
Shareoptions 4
 25

 

REPORT

To: TheDirectors,Electron      Date:July20X6
From:Accountant

Accountingtreatmentoftransactions

Oiltradingcontracts

The firstpoint tonote is that thecontractsalwaysresult in thedeliveryof thecommodity.Theyare
thereforecorrectlytreatedasnormalsaleandpurchasecontracts,notfinancialinstruments.

Theadoptionofapolicyofdeferring recognising revenue and costs is appropriate in
general terms because of the duration of the contracts. Over the life of the contracts, costs and
revenues are equally matched. However, there is amismatch between costs and revenues in the
earlystagesofthecontracts.

IFRS 15 Revenue from Contracts with Customers should be applied. IFRS 15 has a five-step
process for recognising revenue, of which Step 5 states: 'Recognise revenue when (or as) a
performanceobligationissatisfied'(IFRS15:para.31).Step5wouldtreatthisasaperformance
obligationsatisfiedovertimebecausetheoilisdeliveredoveracontractperiodandtherefore
control is transferred over time. Revenue should therefore be recognised over the duration of the
contract,consistentwiththepatternofdeliveryofoiltothecustomer.
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Powerstation

IAS 37 Provisions, Contingent Liabilities and Contingent Assets states that a provision should be
recognisedif:

 Thereisapresentobligationasaresultofapasttransactionoreventand

 It isprobable thatanoutflowof resourcesembodyingeconomicbenefitswillbe required to
settletheobligation

 Areliableestimatecanbemadeoftheamountoftheobligation

In this case, the obligating event is the installation of the power station. Theoperating
licencehascreatedalegalobligationtoincurthecostofremoval,theexpenditureisprobable,
andareasonableestimateoftheamountcanbemade.

BecauseElectroncannotoperateitspowerstationwithoutincurringanobligationtopayforremoval,
theexpenditurealsoenables it toacquireeconomicbenefits (incomefromtheenergy
generated). Therefore, Electron correctly recognises an asset as well as a provision, and
depreciatesthisassetoveritsusefullifeof20years.

Electron should recognise a provision for the cost of removing the power station, but should not
include thecostof rectifying thedamagecausedby thegenerationofelectricityuntil thepower is
generated. In this case the cost of rectifying the damage would be 5% of the total discounted
provision.

Theaccountingtreatmentisasfollows:

STATEMENTOFFINANCIALPOSITIONAT30JUNE20X6(EXTRACTS)
 $m
Property,plantandequipment
Powerstation 100.0
Decommissioningcosts(W) 13.6
 113.6
Depreciation(113.6÷20) (5.7)
 107.9
Provisions
Provisionfordecommissioningat1July20X5 13.6
Plusunwindingofdiscount(13.65%) 0.7
 14.3
Provisionfordamage(0.7(W)÷20) 0.1
 14.4

STATEMENTOFPROFITORLOSSANDOTHERCOMPREHENSIVEINCOME
FORTHEYEARENDED30JUNE20X6(EXTRACTS)
 $m
Depreciation 5.7
Provisionfordamage 0.1
Unwindingofdiscount(financecost) 0.7

Working
 $m
Provisionforremovalcostsat1July20X5(95% (15÷1.05)) 13.6
Provisionfordamagecausedbyextractionat30June20X6 
(5%(15÷1.05)) 0.7
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Operatinglease

Oneissuehereisthesubstanceoftheleaseagreement.Inthecaseoflessors(butnotlessees),IFRS
16Leasesclassifies leasesaseitherfinanceleasesoroperatingleases.Afinanceleasetransfers
substantiallyalltherisksandrewardsofownershiptothelessee,whileanoperating
leasedoesnot.Thecompanyretains legalownershipof theequipmentandalsoretains
thebenefitsofownership(theequipmentremainsavailableforuseinitsoperatingactivities).In
addition,thepresentvalueoftheleasepaymentsisonly57.1%ofthefairvalueof
theleasedassets($40m/$70m).Foraleasetobeafinancelease,thepresentvalueofthelease
payments should be substantially all the fair value of the leased assets. Therefore, the lease
appearstobecorrectlyclassifiedasanoperatinglease.

Afurtherissueisthetreatmentofthefeereceived.Thecompanyhasrecognisedthewholeof
the net present value of the future income from the lease in profit or loss for the year to30 June
20X6,despitethefactthatonlyadepositof$10millionhasbeenreceived.Inaddition,thedateof
inception of the lease is 30 June 20X6, so the term of the lease does not actually fall
within the current period. IFRS 16 para. 81 states that income from operating leases
shouldberecognisedonastraight-linebasisovertheleasetermunlessanotherbasis
ismoreappropriate.IFRS15RevenuefromContractswithCustomersapplieshere.Itdoesnotallow
revenue to be recognised before an entity has satisfied its performance obligations
under the contract and therefore no revenue should be recognised in relation to the
operatingleasesforthecurrentperiod.

Proposeddividend

Thedividendwasproposed after the end of the reporting period and therefore IAS10
Events After the Reporting Period applies. This prohibits the recognition of proposed
dividendsunlessthesearedeclaredbeforetheendofthereportingperiod.Thedirectorsdidnot
haveanobligationtopaythedividendat31October20X5andthereforetherecannotbe
aliability.Thedirectorsseemtobearguingthattheirpastrecordcreatesaconstructiveobligation
as defined by IAS 37 Provisions, Contingent Liabilities and Contingent Assets. A constructive
obligationmayexistasa resultof theproposalof thedividend,but thishadnotarisenat the
endofthereportingperiod.

Although the proposed dividend is not recognised it was approved before the financial
statementswereauthorisedforissueandshouldbedisclosedinthenotestothefinancial
statements.

Shareoptions

Theshareoptionsgrantedon1July20X5areequity-settledtransactions,andaregovernedby
IFRS 2 Share-based Payment. The aim of this standard is to recognise the cost of share based
paymenttoemployeesovertheperiodinwhichtheservicesarerendered.Theoptionsaregenerally
charged toprofitor losson thebasisof theirfairvalueat thegrantdate. If theequity
instrumentsaretradedonanactivemarket,marketpricesmustbeused.Otherwiseanoptionpricing
modelwouldbeused.

The conditions attached to the shares state that the share options will vest in three years' time
provided that the employees remain in employment with the company. Often there are other
conditionssuchasgrowthinshareprice,buthereemploymentistheonlycondition.

Thetreatmentisasfollows:

 Determinethefairvalueoftheoptionsatgrantdate.

 Charge this fair value to profit or loss equally over the three-year vesting period, making
adjustmentsateachaccountingdatetoreflectthebestestimateofthenumberofoptionsthat
willeventuallyvest.Thiswilldependontheestimatedpercentageofemployeesleavingduring
thevestingperiod.

Fortheyearended30June20X6,thechargetoprofitorlossis$3m94%1/3=$940,000.
Shareholders'equitywillbeincreasedbyanamountequaltothisprofitorlosscharge.
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52William

Workbookreferences.SaleandleasebackiscoveredinChapter8.Employeebenefitsarein
Chapter4.Share-basedpaymentiscoveredinChapter9andcontingentliabilitiesinChapter5and
Chapter10(inthecontextofbusinesscombinations).

Toptips.Part(d)testedacontingentliability:youneededtoknowthatthetreatmentisdifferentin
theindividualfinancialstatementsoftheacquireeandintheconsolidatedfinancialstatements,
wheretheliabilityisrecognisedwhetherornotitisprobablethatanoutflowofeconomicbenefits
willtakeplace.

Easymarks.Thestructureofthequestion,whichisbrokendownintomanageablechunks,should
makeiteasytopickupthefirstfewmarksoneachtopic.

Markingscheme 

 Marks

(a) Leasebackprinciple 3
 Accounting 3
 Presentation 2
 
(b) Provisionforrelocationcosts 4
 Curtailment(pastservicecost)ofdefinedbenefitpensionplan 4
 
(c) Cash-settledshare-basedpayments 2
 Calculation 3
 
(d) Contingentliability–discussion 4
 25

 

(a) Saleandleaseback

Theformof this transactionisasaleand leaseback. IFRS16Leases requiresaninitial
assessmenttobemaderegardingwhetherornotthetransferconstitutesasale.Thisisdoneby
determiningwhentheperformanceobligationissatisfiedinaccordancewithIFRS15Revenue
fromContractswithCustomers(IFRS16:para.98).Inthiscase,wearetoldinthequestionthat
the IFRS15criteriahavebeenmet. IFRS16thereforerequires that,at thestartof the lease,
Williamshouldmeasuretheright-of-useassetarisingfromtheleasebackofthebuildingatthe
proportion of the previous carrying amount of the building that relates to the right-of-use
retained.This iscalculatedascarryingamount×discounted leasepayments/fairvalue.The
discountedleasepaymentsweregiveninthequestionas$5m,whichistheleaseliability.

ForWilliam,therightofuseassetistherefore:$3.6m×$5m/$6m=$3m.

Williamonlyrecognisestheamountofgainthatrelatestotherightstransferred.Thegainon
saleofthebuildingis$2,400,000($6,000,000–$3,600,000),ofwhich:

$(2,400,000×5,000,000/6,000,000)=$2,000,000relatestotherightsretained.

Thebalance,$(2,400,000–2,000,000)=$400,000,relatestotherightstransferredtothe
buyer.
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At1June20X2,theWilliamshouldaccountforthetransactionasfollows:

 Debit Credit
 $ $
Cash 6,000,000
Right-of-useasset 3,000,000
Building  3,600,000
Financialliability  5,000,000
Gainonrightstransferred     400,000
 9,000,000 9,000,000

Theright-of-useassetwillbedepreciatedover20years,whichistheshorteroftheleaseterm
andtheremainingusefullife,$3m÷20years=$0.15m:

DEBIT Depreciationexpense $0.15m
CREDIT Accumulateddepreciation  $0.15m

Thefinancial liabilitywillbeincreasedeachyearbytheinterestchargeandreducedbythe
leasepayments.

Thefinancecostontheleaseliabilityischargedattheimplicitrateof7%toprofitorlossfor
theyearended31May20X3.Theamountiscalculatedasfollows:

Leaseliability 
 $m
1June20X2b/f 5.000
Financecost:5m7% 0.350
Instalment (0.441)
31May20X3c/f 4.909
Financecost:4.909m7% 0.344
Instalment (0.441)
31May20X4c/f 4.812

Theleaseliabilityat31May20X3issplitbetweencurrentandnon-current:

 $m
Non-currentliability(owedat31May20X4) 4.812
Currentliability(bal.fig.)=instalment(0.441)lessfinancecost(0.344) 0.097
Totalliabilityat31May20X3 4.909

(b) Relocationcostsandreductiontonetpensionliability

Aprovision for restructuring should be recognised in respect of the relocation of the
provision during the year ended 31 May 20X3 in accordance with IAS 37 Provisions,
Contingent Liabilities and Contingent Assets. This is because William's board of directors
authorisedadetailedformalplanfortherelocationshortlybeforetheyearend(13May
20X3)andWilliamhasraisedavalidexpectationinaffectedemployeesthatitwill
carryouttherestructuringbyinformingthemofthemainfeaturesoftheplan.Astherelocation
isduetotakewithintwomonthsoftheyearend(July20X3),thetimevalueofmoneyislikely
tobeimmaterial.Therefore,nodiscountingisrequiredandaprovisionshouldberecognised
attheestimatedrelocationcostsof$50million.

Thereductioninthenetpensionliabilityasaresultof theemployeesbeingmaderedundant
andnolongeraccruingpensionbenefitsisacurtailmentunderIAS19EmployeeBenefits.
IAS19definesacurtailmentasoccurringwhenanentitysignificantlyreducesthenumberof
employeescoveredbyaplan. It istreatedasa typeofpast service costs.Thepast
servicecostmaybenegative(asisthecasehere)whenthebenefitsarewithdrawnsothatthe
presentvalueofthedefinedbenefitobligationdecreases.IAS19requiresthepastservicecost
toberecognisedinprofitorlossattheearlierof:

 Whentheplancurtailmentoccurs;and
 Whentheentityrecognisestherelatedrestructuringcosts.
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Here the restructuringcosts (andcorrespondingprovision)arerecognised in theyearended
31May20X3andtheplancurtailmentwillnottakeplaceuntilaftertheyearendinJuly20X3
whentheemployeesaremaderedundant.Therefore,thereductioninthenetpensionliability
andcorresponding income inprofitor loss shouldbe recognisedat theearlierof these two
dates,iewhentherestructuringcostsarerecognisedintheyearended31May20X3.

Boththerelocationcostsandincomefromthereductioninthenetpensionliabilityarelikelyto
require separate disclosure in the statement of profit or loss and other comprehensive
incomeor in thenotes to theaccountsper IAS1PresentationofFinancialStatementsdueto
theirmateriality.

(c) Share-basedpayment

Shareappreciationrightsarecash-settledshare-based-payments. IFRS2Share-based
Payment requires that the entity should measure the goods or services acquired and the
liabilityincurredatthefairvalueoftheliability.Thefairvalueoftheliabilityshouldbe
measured at each reporting date until the liability is settled and at the date of
settlement.Anychangesinfairvaluearerecognisedinprofitorlossfortheperiod.

 $
1June20X2liabilityb/f:(20–3(managers))
500SARS$14(fairvalue)2/2(vested) 119,000
Cashpaidonexercise:7managers500SARS$21(intrinsicvalue) (73,500)

Expense(balancingfigure) 74,500
31May20X3liabilityc/f:(20– 3– 7(managers))
500SARS$24(fairvalue) 120,000

Theexpensefortheyearisaccountedforasfollows:

DEBIT Expense (P/L) $74,500
CREDIT Cash   $73,500
CREDIT Liability   $1,000

(d) Contingentliability

The legal claim against Chrissy will be treated differently in Chrissy's individual financial
statementsascomparedwiththeconsolidatedaccountsoftheWilliamgroup.

Chrissy'sindividualfinancialstatements

The legal claimagainstChrissydoes notmeet the definition of a provision under
IAS37Provisions,ContingentLiabilitiesandContingentAssets.OneofIAS37'srequirements
for a provision is that an outflow of resources embodying economic benefits should be
probable,andWilliambelievesthatitismorelikelythannotthatsuchanoutflowwillnot
occur.

However, the possible payment does fall within the IAS 37 definition of a contingent
liability,whichis:

 Apossibleobligationdependingonwhethersomeuncertainfutureeventoccurs,or

 Apresentobligationbutpayment isnotprobableor theamountcannotbemeasured
reliably.

Therefore,asa contingent liability thedetailsof theclaimand the$4millionestimated
fair value of the contingent liability would be disclosed in the notes to the financial
statements.

Consolidatedfinancialstatements

Under IFRS 3 Business Combinations, an acquirer must allocate the cost of a business
combination by recognising the acquiree's identifiable assets, liabilities and contingent
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liabilitiesthatsatisfytherecognitioncriteriaattheirfairvaluesatthedateoftheacquisition.
Contingent liabilitieswherethereisonlyapossibleobligationwhich,under IAS37,depend
ontheoccurrenceornon-occurrenceofsomeuncertainfutureeventarenotrecognisedunder
IFRS3.However,theIAS37probabilitycriteriondoesnotapplyunderIFRS3:a
contingent liability is recognisedwhether or not it is probable that an outflow of
economicbenefitswilltakeplace,wherethereisapresentobligationanditsfairvaluecanbe
measuredreliably.

Consequently, William should recognise the contingent liability as part of the
business combination at its fair value of $4 million. This will reduce net assets at
acquisition,andthereforeincreasegoodwill.

53Leigh

Workbookreference.Share-basedpaymentsarecoveredinChapter9.Associatesarecovered
inChapter10.

Toptips.Thiswasadifficultquestionwhichdealtwithseveralshare-basedpaymenttransactions.
However,notallsuchtransactionsweredealtwithbyasingleaccountingstandard.Part(a)dealt
withthecostofabusinesscombinationandtheissueofsharesaspurchaseconsideration.Italso
dealtwithsharesgiventoemployeesasremuneration.Theeventsaredealtwithundertheseparate
accountingstandardsIFRS2andIFRS3.Part(b)dealtwiththepurchaseofproperty,plantand
equipment,andthegrantofrightstoadirectorwhenthereisachoiceofsettlement.Thispartofthe
questionwasquitetechnicallydemanding.Part(c)dealtwiththeissueofsharestoacquirean
associateandthesubsequentaccountingfortheassociate.

Easymarks.Itisdifficulttoidentifyeasymarksforthisquestion.

Markingscheme 

 Marks

(a) Hash 7
 Employees 3
(b) Property,plantandequipment 5
 Director 4
(c) Handy 6

 25

 

(a) Sharesissuedtothedirectors

The3million$1sharesissuedtothedirectorson1June20X6aspartofthepurchase
considerationforHashareaccountedforunderIFRS3BusinessCombinationsratherthan
under IFRS 2 Share-based Payment. This is because they are not remuneration or
compensation,butsimplypartofthepurchasepriceofthecompany.Thecostofthebusiness
combinationwillbe the totalof the fair valuesof theconsiderationgivenby Leighplusany
attributablecosts.Thetotalfairvaluehereis$6m,ofwhich$3missharecapitaland$3mis
sharepremium.

The contingent consideration – 5,000 shares per director to be received on 31May
20X7if thedirectorsarestillemployedbyLeigh–may,however,beseenascompensation
and thus fall to be treated under IFRS 2. The fact that the additional payment of shares is
linkedtocontinuingemploymentsuggeststhatitisacompensationarrangement,and
thereforeIFRS2willapply.
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UnderIFRS2,thefairvalueusedisthatatthegrantdate,ratherthanwhenthesharesvest.
Themarketvalueofeachshareatthatdateis$2.(Threemillionsharesarevaluedat$6m.)
Sothetotalvalueofthecompensationis55,000$2=$50,000.

The$50,000ischargedtoprofitorlosswithacorrespondingincreaseinequity.

Sharesissuedtoemployees

ThesesharesareremunerationandareaccountedforunderIFRS2.

The fairvalueused is thatat thedateof issue,as thegrantdateand issuedateare the
same, that is, $3 per share. Because the shares are given as a bonus they vest
immediatelyandarepresumedtobeconsiderationforpastservices.

Thetotalof$3mwouldbechangedtoprofitorlossandincludedinequity.

(b) Purchaseofproperty,plantandequipment

Under IFRS2, thepurchaseofproperty,plantandequipmentwouldbe treatedasa share-
basedpaymentinwhichthecounterpartyhasachoiceofsettlement,insharesorincash.
Such transactionsaretreatedas cash-settled to theextent that theentityhas incurreda
liability. It is treatedas the issueofa compound financial instrument,withadebtandan
equityelement.

SimilartoIAS32FinancialInstruments:Presentation,IFRS2requiresthedeterminationof
the liabilityelementand theequityelement.Thefairvalueof theequityelement is
thefairvalueofthegoodsorservices(inthiscasetheproperty)lessthefairvalueofthedebt
elementoftheinstrument.Thefairvalueofthepropertyis$4m(perquestion).Theshareprice
of$3.50istheexpectedsharepriceinthreemonths'time(assumingcashsettlement).Thefair
value of the liability component at 31May 20X7 is its present value: 1.3 million  $3 =
$3.9m.

Thejournalentriesare:

DEBIT Property,plantandequipment $4m
CREDIT Liability  $3.9m
CREDIT Equity  $0.1m

In three months' time, the debt component is remeasured to its fair value. Assuming the
estimate of the future share price was correct at $3.50, the liability at that date will be
1.3million$3.5=$4.55m.Anadjustmentmustbemadeasfollows:

DEBIT Expense(4.55–3.9) $0.65m
CREDIT Liability  $0.65m

Choiceofshareorcashsettlement

The share-based payment to the new director, which offers a choice of cash or share
settlement,isalsotreatedastheissueofacompoundinstrument.Inthiscase,thefairvalue
oftheservicesisdeterminedbythefairvalueoftheequityinstrumentsgiven.
Thefairvalueoftheequityalternativeis$2.5050,000=$125,000.Thecashalternativeis
valuedat40,000$3=$120,000.Thedifferencebetweenthesetwovalues–$5,000–
is deemed tobe the fair value of the equity component.At the settlement date, the
liabilityelementwouldbemeasuredatfairvalueandthemethodofsettlementchosenbythe
directorwoulddeterminethefinalaccountingtreatment.
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At31May20X7,theaccountingentrieswouldbe:

DEBIT Profitorloss–directors'remuneration $125,000
CREDIT Liability  $120,000
CREDIT Equity  $5,000

Ineffect, thedirector surrenders the right to$120,000cash inorder toobtainequityworth
$125,000.

(c) InvestmentinHardy

The investment inHardy should be treatedas anassociate under IAS28 Investments in
AssociatesandJointVentures.Between20%and50%ofthesharecapitalhasbeenacquired,
andsignificant influencemaybeexercised through theright toappointdirectors.Associates
areaccounted forascostpluspostacquisitionchange innetassets,generally costplus
shareofpost-acquisitionretainedearnings.Thecostisthefairvalueofthesharesin
LeighexchangedforthesharesofHandy.However,negativegoodwillarisesbecausethefair
valueof thenetassetsofHardyexceedsthis.Thenegativegoodwillmustbeaddedbackto
determinethecosttobeusedforthecarryingamount,and,followingareassessment,credited
toprofitorloss.(DrCost0.2,CrP/L0.2)

 $m
Cost:1m×$2.50 2.5
Addbacknegativegoodwill:(2.5+(9×70% 'NCI')– 9) 0.2
 2.7
Post-acquisitionprofits:(5–4)×30% 0.3
Carryingamount at31May20X7 3.0

Note.The0.2isnotpartofpost-acquisitionretainedearnings.Itisadjustmenttotheoriginal
costtoremovethenegativegoodwill.

Because negative goodwill has arisen, the investment must be impairment tested. A
comparisonmustbemadewith theestimatedrecoverableamountofHardy'snetassets.The
investmentmustnotbecarriedabovetherecoverableamount:

Recoverableamountat31May20X7:$11m30%=$3.3m

Therecoverableamountisabovethecarryingamount,sotheinvestmentat31May20X7will
beshownat$3m.

54FairvaluesandIFRS13

Workbookreferences.FairvalueiscoveredinChapter3.

Toptips.IFRS13wasissuedafewyearsago,butisstillverytopical.Intheexam,youarelikelyto
begivenascenarioandaskedtoapplythestandard,itisnotenoughtojuststatewhatitsays.

Easymarks.Part(a)isfairlyopenended,andcreditwillbegivenforvalidpointsifyoubackup
yourarguments.

Markingscheme 

 Marks
(a) Fairvaluevhistoricalcost:1markpervalidpoint 12
(b) (i) Highestandbestuse–discussion 6
 (ii) Fairvalueandriskprofile– discussion 3
 (iii) Legallyrestrictedfinancialasset– discussion 4

 25
 

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 275

(a) Fairvaluemeasurementorhistoricalcost

The debate between historical cost accounting and fair value measurement centres on
reliabilityversusrelevance.Verybroadlyspeaking,fairvaluesareperceivedasrelevant
butnotreliable.Historicalcostaccountingisperceivedasreliablebutnotrelevant.

Fairvaluecanbesaidtobemorerelevantthanhistoricalcostbecauseitisbasedon
currentmarketvaluesrather thanavalue that is insomecasesmanyyearsoutofdate.Fair
values foranentity'sassets, it isargued,willbeacloserapproximation to thevalueof the
entityasawhole,andaremoreusefultoadecisionmakeroraninvestor.

Ifthereismorestandardisationinfairvaluing–IFRS13FairValueMeasurementisa
steptowardsthis–theninthefuture,ifnotimmediately,fairvaluemeasurementwillhavethe
advantageofbeingbothrelevantandreliable.

Historicalcostaccountingtraditionallymatchescostandrevenue.Theobjectivehasbeen
tomatchthecostoftheassetwiththerevenueitearnsoveritsusefullife.Ithasanumberof
disadvantages.

(i) If the historical cost differs from its fair value on initial recognition, thematching
processinfutureperiodsbecomesarbitrary.

(ii) Non-currentassetvaluesareunrealistic,particularlythoseofproperty.

(iii) Holdinggainson inventoryare included inprofit.Duringaperiodofhigh
inflationthemonetaryvalueofinventoriesheldmayincreasesignificantly
while theyarebeingprocessed. Theconventionsofhistorical costaccounting lead to
therealisedpartofthisholdinggain (knownas'inventoryappreciation')being
includedinprofitfortheyear.

(iv) Comparisons over time are unrealistic, because they do not take account of
inflation.

(v) Costs incurred before an asset is recognised are not capitalised. This is
particularlytrueofdevelopmentexpenditure,andmeansthatthehistoricalcostdoesnot
representthefairvalueoftheconsiderationgiventocreatetheasset.

However,historical costhasanumberofadvantagesover fair values,mainlyas regards
reliability.

(i) Itiseasytounderstand.

(ii) It is grounded in real transaction amounts, and is therefore objective and
objectivelyverifiable.

(iii) Thereislessscopeformanipulation.

Untilthereismoreuniformityandobjectivityinfairvaluing,itislikelythathistorical
costaccountingwillcontinuetobeused.

(b) (i) Thehighest and best use of theproject is determinedon thebasis of use of the
projectbymarketparticipants,whichmaybeoneofthefollowing.

(1) Continuingwiththedevelopment

In this case, market participants continue to develop the project and that use
maximisesthevalueofthegroupofassetsorofassetsandliabilitiesinwhichthe
project would be used (ie the asset would be used in combination with other
assetsorwithotherassetsandliabilities).

The fair valueof theprojectwould thenbemeasuredon thebasisof theprice
thatwouldbereceivedinacurrenttransactiontosell theproject,assumingthat
the R&D would be used with its complementary assets and the associated
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liabilities and that those assets and liabilities would be available to market
participants.

(2) Ceasingdevelopmentforcompetitivereasons

In thiscase,marketparticipants lockup theprojectand thatusemaximises the
valueofthegroupofassetsorofassetsandliabilitiesinwhichtheprojectwould
beused.

The fair valueof theprojectwould thenbemeasuredon thebasisof theprice
thatwouldbereceivedinacurrenttransactiontosell theproject,assumingthat
the R&D would be used (ie locked up) with its complementary assets and the
associated liabilities and that thoseassets and liabilitieswouldbeavailable to
marketparticipants.

(3) Ceasingdevelopment

Marketparticipantsdiscontinuedevelopmentbecausetheprojectisnotexpected
to provide the required rate of return and would not provide defensive value
throughbeinglockedup.

The fair valueof theprojectwouldbemeasuredon thebasis of theprice that
wouldbe received inacurrent transaction tosell theprojecton itsown (which
mightbezero).

AlthoughFairviewintendstoceasetheR&Dprojectforcompetitiveadvantage,it
isnotnecessarilythebasisonwhichitshouldmeasureitsfairvalue.

(ii) Creditratings

The fair value of Fairview's promise is approximately $152,000. This is the present
valueof$200,000in7yearsat4%($200,000×1/1.047).

The fair value ofWestway's promise is approximately $116,600. This is the present
valueof$200,000in7yearsat8%($200,000×1/1.087).

Thesetwovaluesaredifferent,eventhoughtheamountandperiodarethesame,dueto
thedifferentriskprofilesofthetwocompanies.

(iii) InvestmentinGreenfield

IFRS 13 Illustrative Examplesmentions the case of a financial asset forwhich sale is
legallyorcontractuallyrestrictedforaspecifiedperiod.Therestrictionisacharacteristic
oftheinstrumentand,therefore,wouldbetransferredtomarketparticipants.Inthiscase
thefairvalueoftheinstrumentwouldbemeasuredonthebasisofthequotedpricefor
anotherwiseidenticalunrestrictedequityinstrumentofthesameissuerthattradesina
public market, adjusted to reflect the effect of the restriction. The adjustment would
reflecttheamountmarketparticipantswoulddemandbecauseoftheriskrelatingtothe
inability to access a public market for the instrument for the specified period. The
adjustmentwillvarydependingon:

(1) Thenatureanddurationoftherestriction

(2) The extent to which buyers are limited by the restriction (eg there might be a
largenumberofqualifyinginvestors)

(3) Qualitativeandquantitativefactorsspecifictoboththeinstrumentandtheissuer
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55Mehran  

Workbookreferences.IFRS13iscoveredinChapter3.IFRS9iscoveredinChapter7.

Toptips.MostofthisquestionisonIFRS13FairValueMeasurement.Aswellasthefairvalue
hierarchy,itisimportanttobefamiliartheprinciplesbehindthestandard,particularlythe'highest
andbestuse'principle,andthatofthe'principalandmostadvantageousmarket'.Youareexpected
tounderstandthenatureofthevaluationhierarchyandnotjustquotetherequirements.Although
financialinstrumentscanbetricky,youcanuseasimilarthoughtprocesstomorecommonitems;for
examples,ifafairvaluationweretobeplacedonamotorcar,themarketpricesforasimilarcar
wouldbeusedandadjustedifthemileageonthecarwassignificantlydifferent.Thesameprinciple
appliestoshares.

Easymarks.Workingoutthemostadvantageousmarketisquitestraightforward.Thenumbersare
giventoyouforareason!

Markingscheme 

 Marks

(a) 1markperpointuptomaximum 7
(b) 1markperpointuptomaximum 10
(c) 1markperpointuptomaximum 8
Maximum 25

 

(a) Landandbrandname

IFRS 13 Fair Value Measurement requires the fair value of a non-financial asset to be
measured based on its highest and best use from a market participant's perspective. This
requirementdoesnotapplytofinancialinstruments,liabilitiesorequity.Thehighestandbest
usetakesintoaccounttheuseoftheassetwhichisphysicallypossible,legallypermissibleand
financially feasible. The highest and best use of a non-financial asset is determined by
referencetoitsuseandnotitsclassificationandisdeterminedfromtheperspectiveofmarket
participants. Itdoesnotmatterwhethertheentityintendstousetheassetdifferently.IFRS13
allowsmanagement topresume that the current useof anasset is the highest andbest use
unlessmarketorotherfactorssuggestotherwise.

In this case, theagricultural landappears tohaveanalternativeuseasmarketparticipants
have considered its use for residential purposes. If the land zoned for agricultural use is
currentlyusedforfarming,thefairvalueshouldreflectthecoststructuretocontinueoperating
thelandforfarming,includinganytaxcreditswhichcouldberealisedbymarketparticipants.
Thus, the fairvalueof the landifusedfor farmingwouldbe$(5+(20%of0.5))million, ie
$5.1million.

Ifusedforresidentialpurposes,thevalueshouldincludeallcostsassociatedwithchangingthe
land to the market participant's intended use. In addition, demolition and other costs
associatedwith preparing the land for a different use should be included in the valuation.
These costs would include the uncertainty related to whether the approval needed for
changing the usage would be obtained, because market participants would take that into
accountwhenpricingvalueofthelandifithadadifferentuse.Thus,thefairvalueoftheland
ifusedforresidentialpurposeswouldbe$(7.4–0.2–0.3–0.1)million80%,ie$5.44m.
Therefore thevalueof the landwouldbe$5.44mon thehighestandbestusebasis. In this
situation,thepresumptionthatthecurrentuseisthehighestandbestuseofthelandhasbeen
overriddenbythemarketfactorswhichindicatethatresidentialdevelopmentisthehighestand
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best use.A useof anasset neednot be legal at themeasurement date, but itmust not be
legallyprohibitedinthejurisdiction.

Intheabsenceofanyevidencetothecontrary,Mehranshouldvaluethebrandonthebasisof
the highest and best use. The fair value is determined from the perspective of a market
participantandisnotinfluencedbytheMehran'sdecisiontodiscontinuethebrand.Therefore
thefairvalueofthebrandis$17m.

(b) Fairvalueofinventory

IFRS13setsouttheconceptsofprincipalmarketandmostadvantageousmarket.Transactions
takeplace in either the principalmarket,which is themarketwith the greatest volumeand
level of activity for the inventory, or in the absence of a principal market, the most
advantageous market. The most advantageous market is the market which maximises the
amountwhichwould be received to sell the inventory, after taking into account transaction
costs and transportation costs. The price used to measure the inventory's fair value is not
adjustedfortransactioncostsalthoughitisadjustedfortransportcosts.Theprincipalmarketis
notnecessarilythemarketwiththegreatestvolumeofactivityfortheparticularreportingentity.
Theprinciple isbasedupon the importanceof themarket from theparticipant'sperspective.
However, the principal market is presumed to be the market in which the reporting entity
transacts, unless there is evidence to the contrary. In evaluating the principal or most
advantageous markets, IFRS 13 restricts the eligible markets to only those which can be
accessedatthemeasurementdate.Ifthereisaprincipalmarketfortheassetorliability,IFRS
13states that fair valueshouldbebasedon theprice in thatmarket,even if theprice ina
different market is higher. It is only in the absence of the principal market that the most
advantageousmarket should be used. An entity does not have to undertake an exhaustive
searchofallpossiblemarketsinordertoidentifytheprincipalormostadvantageousmarket.It
shouldtakeintoaccountallinformationwhichisreadilyavailable.

Thereisapresumptioninthestandardthatthemarketinwhichtheentitynormallytransactsto
selltheassetortransfertheliabilityistheprincipalormostadvantageousmarketunlessthere
isevidencetothecontrary.

Inthiscase,thegreatestvolumeoftransactionsisconductedinthedomesticmarket–directto
manufacturers.There isnoproblemwithobtainingdata from trade journalsbut theproblem
forMehranisthatthereisnodatatosubstantiatethevolumeofactivityinthedomesticmarket
–directtoretailerseventhoughMehranfeelsthatitisatleast20,000tonnesperannum.The
mostadvantageousmarketistheexportmarketwhereaftertransportandtransactioncoststhe
pricepertonneis$1,094.



Domestic
market–direct

toretailers

Domesticmarket
–directto

manufacturers Exportmarket
 $ $ $
Pricepertonne 1,000 800 1,200
Transportcostspertonne 50 70 100
Sellingagents'feespertonne – 4 6
Netpricepertonne 950 726 1,094

It isdifficult todetermineaprincipalmarketbecauseof the lackof information. It couldbe
argued that the domestic market – direct to manufacturers has the highest volume for the
produce,andisthereforetheprincipalmarketbywhichMehranshoulddeterminefairvalueof
$730($800–$70).However,becauseof the lackof informationsurrounding thedomestic
market–directtoretailers,theprincipalormostadvantageousmarketwillbepresumedtobe
themarketinwhichMehranwouldnormallyenterintotransactionswhichwouldbetheexport
market.Thereforethefairvaluewouldbe$1,100($1,200–$100)pertonne.
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(c) InvestmentinErham

Measuring the fair value of individual unquoted equity instruments which constitute a non-
controllinginterestinaprivatecompanyfallswithinthescopeofIFRS9FinancialInstruments
in accordance with the principles set out in IFRS 13. There is a range of commonly used
valuation techniques formeasuring the fairvalueofunquotedequity instrumentsand income
approachesaswellastheadjustednetassetmethodareacceptable.IFRS13statesthatfair
value is a market-based measurement, although it acknowledges that in some cases
observablemarket transactionsorothermarket informationmight notbeavailable. IFRS13
doesnotcontainahierarchyofvaluationtechniquesnordoesitprescribetheuseofaspecific
valuationtechniqueformeetingtheobjectiveofafairvaluemeasurement.However,IFRS13
acknowledges that, given specific circumstances, one valuation technique might be more
appropriatethananother.Themarketapproachtakesatransactionpricepaidforanidentical
orasimilarinstrumentinaninvesteeandadjuststheresultantvaluation.Thetransactionprice
paidrecentlyforaninvestmentinanequityinstrumentinaninvesteewhichissimilar,butnot
identical, to an investor's unquoted equity instrument in the same investee would be a
reasonablestartingpointforestimatingthefairvalueoftheunquotedequityinstrument.

Mehranwouldtakethetransactionpriceforthepreferredsharesandadjustittoreflectcertain
differences between the preferred shares and the ordinary shares. There would be an
adjustmenttoreflectthepriorityofthepreferredsharesuponliquidation.

Mehranshouldacknowledgethebenefitassociatedwithcontrol.Thisadjustmentrelatestothe
fact thatMehran'sindividualordinarysharesrepresentanon-controllinginterestwhereasthe
preferredsharesissuedreflectacontrollinginterest.Therewillbeanadjustmentforthelackof
liquidityoftheinvestmentwhichreflectsthelesserabilityoftheordinaryshareholdertoinitiate
asaleofErhamrelativetothepreferredshareholder.Further,therewillbeanadjustmentfor
the cumulativedividendentitlementof thepreferred shares. Thiswouldbecalculatedas the
presentvalueoftheexpectedfuturedividendreceiptsonthepreferredshares,lessthepresent
valueofanyexpecteddividendreceiptsontheordinaryshares.Thediscountrateusedshould
beconsistentwiththeuncertaintiesassociatedwiththerelevantdividendstreams.

Mehranshouldreviewthecircumstancesoftheissueofthepreferredsharestoensurethatits
price was a valid benchmark. Mehran must, however, use all information about the
performanceandoperationsofErhamwhichbecomesreasonablyavailabletoitafterthedate
ofinitialrecognitionoftheordinarysharesuptothemeasurementdate.Suchinformationcan
have an effect on the fair value of the unquoted equity instrument at 31March 20X6. In
addition,Mehranshouldconsidertheexistenceoffactorssuchaswhethertheenvironmentin
whichErhamoperatesisdynamic,orwhethertherehavebeenchangesinmarketconditions
betweentheissueofthepreferredsharesandthemeasurementdate.

56Yanong

Workbookreferences.AgricultureiscoveredinChapter3.Fairvaluemeasurementiscovered
inChapter3.Share-basedpaymentiscoveredinChapter9.

Toptips.Part(a)requiredanunderstandingofthemarketdefinitionsgiveninIFRS13.Youare
expectedtobeabletogobeyondmemorisingthevaluationinputs.Thefairvaluemeasurementof
themaize(part(b))waschallenging.However,valuationtechniquesareusedextensivelyin
corporatereportingandthereforeyoumustbecomeaccustomedtousingsuchtechniquesin
answeringquestions.Balancingthis,thecash-settledshare-basedpayment(part(c))andvaluationof
anon-financialasset(thefarmland,part(d))weremorestraightforward.

Easymarks.Thesecouldbegainedbyfocusingonthepartsofthequestionyouweremore
familiarwith,whichislikelytobeparts(c)and(d).
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Markingscheme 

 Marks

(a) 1markperpointuptomaximum 6
(b) 1markperpointuptomaximum 7
(c) 1markperpointuptomaximum 7
(d) 1markperpointuptomaximum 5
 25

 

(a) Fairvalueofagriculturalvehicles

IFRS13saysthatfairvalueisanexitpriceintheprincipalmarket,whichisthemarketwith
thehighestvolumeandlevelofactivity. It isnotdeterminedbasedonthevolumeor levelof
activity of the reporting entity's transactions in a particular market. Once the accessible
markets are identified, market-based volume and activity determines the principal market.
Thereisapresumptionthattheprincipalmarketistheoneinwhichtheentitywouldnormally
enterintoatransactiontoselltheassetortransfertheliability,unlessthereisevidencetothe
contrary.Inpractice,anentitywouldfirstconsiderthemarketsitcanaccess.Intheabsenceof
aprincipalmarket, it isassumed that the transactionwouldoccur in themostadvantageous
market.Thisisthemarketwhichwouldmaximisetheamountwhichwouldbereceivedtosell
an asset or minimise the amount which would be paid to transfer a liability, taking into
considerationtransportandtransactioncosts.Ineithercase,theentitymusthaveaccesstothe
marketonthemeasurementdate.Althoughanentitymustbeabletoaccessthemarketatthe
measurementdate,IFRS13doesnotrequireanentitytobeabletoselltheparticularassetor
transfer the particular liability on that date. If there is a principal market for the asset or
liability, the fair valuemeasurement represents the price in thatmarket at themeasurement
date regardless of whether that price is directly observable or estimated using another
valuation technique and even if the price in a different market is potentially more
advantageous.

The principal (or most advantageous) market price for the same asset or liability might be
different for different entities and therefore, the principal (or most advantageous) market is
consideredfromtheentity'sperspectivewhichmayresultindifferentpricesforthesameasset.

In Yanong's case, Asia would be the principal market as this is the market in which the
majority of transactions for the vehicles occur. As such, the fair value of the 150 vehicles
wouldbe$5,595,000($38,000–$700=$37,300150).Actualsalesofthevehiclesin
eitherEuropeorAfricawouldresultinagainorlosstoYanongwhencomparedwiththefair
value, ie $37,300. Themost advantageousmarketwould be Europewhere a net price of
$39,100(afterallcosts)wouldbegainedbysellingthereandthenumberofvehiclessoldin
thismarketbyYanongisatitshighest.Yanongwouldthereforeutilisethefairvaluecalculated
byreferencetotheAsianmarketasthisistheprincipalmarket.

IFRS 13 makes it clear that the price used to measure fair value must not be adjusted for
transaction costs, but should consider transportation costs. Yanong has currently deducted
transaction costs in its valuation of the vehicles. Transaction costs are not deemed to be a
characteristic of an asset or a liability but they are specific to a transaction andwill differ
dependingonhowanentityentersintoatransaction.Whilenotdeductedfromfairvalue,an
entityconsiderstransactioncostsinthecontextofdeterminingthemostadvantageousmarket
because theentity isseeking todetermine themarketwhichwouldmaximise thenetamount
whichwouldbereceivedfortheasset.
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(b) Accountingtreatmentofmaize

Where reliablemarket-basedprices or valuesare not available for abiological asset in its
present locationand condition, fair value should bemeasured usinga valuation technique.
Relevant observable inputs should be maximised whilst unobservable inputs should be
minimised.An appropriate valuation techniquewould be the present value of expected net
cash flows from theasset,discountedatacurrentmarket-based rate. In themeasurementof
fairvalueofgrowingcrops,anotionalcashflowexpenseshouldbeincludedforthe'rent'of
the landwhere it isownedinorder that thevalue iscomparable toanentitywhichrents its
land.Thefairvalueofthebiologicalassetisseparatefromthevalueofthelandonwhichit
grows.

 3monthsto 3monthsto Total
 31January20X5 30April20X5 
$m $m $m $m
Cashinflows 80 80
Cashoutflows (8) (19) (27)
Notionalrentalchargeforland (1) (1) (2)
Netcashflows (9) 60 51
Discountedat2% (8.82) 57.67 48.85

Thusinthequarterlyaccountsat31October20X4,themaizefieldsshouldberecognisedat
$68.85 million ($20 million land plus $48.85 million maize). A fair value gain of
$48.85millionshouldbeshowninprofitorlosslesstheoperatingcostsof$10million.

At 31 January, Yanong has revised its projections for cash inflows to $76 million, which
means that thenet cash flowsat thatdatewereprojected tobe$(76–19–1)million, ie
$56million. Discounted at 2%, this amounts to $54.9 million. Thus, a fair value gain of
$(54.9–48.85)million,ie$6.05million,shouldbeshowninprofitorlosstogetherwiththe
actualoperatingcostsof$8million.

Atthepointofharvest,on31March20X5,themaizeisvaluedat$82millionwhichmeans
thatafairvaluegainof$(82–54.9)million,ie$27.1million,isrecognisedinprofitorloss
andthemaizeisclassifiedasinventory.Theactualoperatingcostsforthequarterwouldalso
beshowninprofitor loss.Whenthemaizeissold,afurtherprofitof$(84–82)million,ie
$2million,ismadeonsale.

(c) Share-basedpayment

IFRS13applieswhenanotherIFRSrequiresorpermitsfairvaluemeasurementsordisclosures
aboutfairvaluemeasurements(andmeasurements,suchasfairvaluelesscoststosell,based
on fair value or disclosures about those measurements). IFRS 13 specifically excludes
transactions covered by certain other standards including share-based payment transactions
withinthescopeofIFRS2Share-basedPayment.

Forcashsettledshare-basedpaymenttransactions,thefairvalueoftheliabilityismeasuredin
accordancewithIFRS2initially,ateachreportingdateandatthedateofsettlementusingan
optionpricingmodel. Themeasurement reflects all conditions andoutcomesonaweighted
averagebasis,unlikeequitysettledtransactions.Anychangesinfairvaluearerecognisedin
profitorlossintheperiod.Therefore,theSARswouldbeaccountedforasfollows:

Year Expense Liability Calculation 
 $ $  
30April20X3 641,250 641,250 285 500 $9½ Time-apportioned

overvestingperiod.
Usingtheestimated
(30095%)
285managers.
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Year Expense Liability Calculation 
 $ $  
30April20X4 926,250 1,567,500 285 500 $11 Expenseisdifference

betweenliabilitiesat
30April20X4and
30April20X3

30April20X5 97,500 1,350,000 225 500 $12 Cashpaidis60×
500×$10.50,ie
$315,000.The
liabilityhasreduced
by$217,500and
thereforetheexpense
isthedifferenceof
$97,500

Thefairvalueoftheliabilitywouldbe$1,350,000at30April20X5andtheexpenseforthe
yearwouldbe$97,500.

(d) Farmland

A fair valuemeasurement of a non-financial asset takes into account amarket participant's
abilitytogenerateeconomicbenefitsbyusingtheassetinitshighestandbestuseorbyselling
it to another market participant who would use the asset in its highest and best use. The
maximumvalueofanon-financialassetmayarisefromitsuseincombinationwithotherassets
orbyitself.IFRS13requirestheentitytoconsideruseswhicharephysicallypossible,legally
permissibleandfinanciallyfeasible.Theusemustnotbelegallyprohibited.Forexample,ifthe
landisprotectedinsomewaybylawandachangeoflawisrequired,thenitcannotbethe
highestandbestuseoftheland.Inthiscase,Yanong'slandforresidentialdevelopmentwould
onlyrequireapprovalfromtheregulatoryauthorityandthatapprovalseemstobepossible,so
this alternative use could be deemed to be legally permissible. Market participants would
consider the probability, extent and timing of the approval which may be required in
assessingwhetherachangeinthelegaluseofthenon-financialassetcouldbeobtained.

Yanongwouldneedtohavesufficientevidencetosupport itsassumptionabout thepotential
foranalternativeuse,particularlyinlightof IFRS13'spresumptionthat thehighestandbest
useisanasset'scurrentuse.Yanong'sbeliefthatplanningpermissionwaspossibleisunlikely
tobesufficientevidence that thechangeofuse is legallypermissible.However, the fact the
government has indicated that more agricultural land should be released for residential
purposesmayprovideadditionalevidenceastothelikelihoodthat thelandbeingmeasured
shouldbebaseduponresidentialvalue.Yanongwouldneedtoprovethatmarketparticipants
wouldconsiderresidentialuseofthelandtobelegallypermissible.Providedthereissufficient
evidence to support theseassertions,alternativeuses, forexample,commercialdevelopment
which would enable market participants to maximise value, should be considered, but a
searchforpotentialalternativeusesneednotbeexhaustive.Inaddition,anycoststotransform
theland,forexample,obtainingplanningpermissionorconvertingthelandtoitsalternative
use,andprofitexpectationsfromamarketparticipant'sperspectiveshouldalsobeconsidered
inthefairvaluemeasurement.

If there aremultiple types ofmarket participantswhowould use the asset differently, these
alternative scenariosmust be considered before concluding on the asset's highest and best
use.ItappearsthatYanongisnotcertainaboutwhatconstitutesthehighestandbestuseand
thereforeIFRS13'spresumptionthatthehighestandbestuseisanasset'scurrentuseappears
tobevalidatthisstage.
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57Canto

Workbook references. Property,plantandequipment, investmentproperties, intangibleassets
andimpairmentofassetsareallcoveredinChapter3.BasicgroupsarecoveredinChapter10.

Toptips.Splityourtimefairlyovereachpartofthisthree-partquestiontomaximisethemarksyou
gainfromthetimespent.Parts(a)and(b)bothrequirethediscussionofmultiplestandardstogain
themostmarks.Part(c)focussesonIAS36andtheimpairmentofaCGU.Itismoreinvolved,with
the selection of appropriate discount rates and the allocation of impairment, but it is not a
complicatedscenarioassumingyouhaverevisedIAS36.

Easymarks.Part (a)hasgenerousmarksavailable foradiscussionandapplicationof IFRS13,
IAS16andIAS40knowledge.Therealsoaremarksforstraightforwardcalculationsinpart(c).

Markingscheme 

 Marks

(a) 1markperpointuptomaximum 9
(b) 1markperpointuptomaximum 8
(c) 1markperpointuptomaximum  8
 25



(a) FairValue

IFRS13FairValueMeasurementdefines fairvalueas thepricewhichwouldbereceived to
sell an asset or paid to transfer a liability in an orderly transaction between market
participantsatthemeasurementdate.Inrespectofproperty:

 Thefairvaluemeasurementofanon-financialassetsuchaspropertytakesintoaccount
theentity'sability togenerateeconomicbenefitsbyusing theasset in itshighestand
best use or by selling it to anothermarket participantwhowould use the asset in its
highestandbestuse. 

 Thehighestandbest useofproperty takes intoaccount theuseof theassetwhich is
physicallypossible,legallypermissibleandfinanciallyfeasible. 

 There are three levels in the IFRS 13 fair value hierarchy, based on the valuation
techniqueused.Duetothelackofanactivemarketforidenticalassets,itwouldberare
forpropertytobeclassifiedinLevel1ofthefairvaluehierarchy.Inmarketconditions
where property is actively purchased and sold, the fair valuemeasurementmight be
classified in Level 2. However, that determination will depend on the facts and
circumstances, including the significance of adjustments to observable data. In this
regard,IFRS13providesapropertyspecificexample,statingthataLevel2inputwould
be thepricederived fromobserved transactions involving similarproperty interests in
similar locations. Accordingly, in active and transparent markets, property valuations
maybeclassifiedasLevel2,providedthatnosignificantadjustmentshavebeenmade
to theobservabledata. If significantadjustments toobservabledataare required, the
fairvaluemeasurementmayfallintoLevel3. 

PPEtoInvestmentProperty

IAS40 InvestmentPropertypermitsentitiestochoosebetweenafairvaluemodelandacost
model.Onemethodmustbeadopted forallofanentity's investmentproperty.Achange is
permittedonlyifthisresultsinamoreappropriatepresentation.IAS40notesthatthismakesit
highlyunlikelyforachangefromafairvaluemodeltoacostmodeltooccur.Transferstoor
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from investment property should only be made when there is a change in use, which is
evidencedby the endof owner-occupation,which has occurred in this case. For a transfer
fromowner-occupiedproperty to investmentpropertycarriedat fair value, IAS16Property,
PlantandEquipment(PPE)shouldbeapplieduptothedateofreclassification.Anydifference
arisingbetweenthecarryingamountunderIAS16atthatdateandthefairvalueisdealtwith
asarevaluationunderIAS16.

The aggregate fair value of the site, including the industrial and retail outlets, is higher to
marketparticipantsthanthesumofthefairvalueoftheindividualpropertyinterestsbecause
of synergies and complementary cash flows. Consequently, the fair value of the site as a
wholewouldbemaximisedasagroupofassets.The fairvalue isdeterminedfor thewhole
siteeveniftheassetisdisaggregatedwhenapplyingIAS40.

Thus providing that the above criteria have been met, Canto may value the property at
$25million.

Cantowill recogniseadepreciationexpenseof$0.5million inprofit or loss in the year to
28February20X7while theproperty isaccounted forusingacostmodelunder IAS16.At
28February 20X7, Canto will transfer the property from PPE to investment property. The
investmentpropertywillberecognisedatitsfairvalueof$25million,thecarryingamountof
PPE of $13.5 million ($15 million – accumulated depreciation of $1.5 million) will be
derecognisedandtheincreaseof$11.5millionwillbearevaluationsurplus.

(b) IFRS 3 Business Combinations states that an acquirer should recognise, separately from
goodwill, the identifiable intangible assets acquired in a business combination. An asset is
identifiable if itmeetseither theseparabilityorcontractual-legalcriteria in IAS38 Intangible
Assets.

Customerrelationshipintangibleassetsmaybeeithercontractualornon-contractual:

(i) Contractualcustomerrelationshipsarenormallyrecognisedseparatelyfromgoodwillas
theymeetthecontractual-legalcriterion. 

(ii) However, non-contractual customer relationships are recognised separately from
goodwillonlyiftheymeettheseparablecriterion. 

Consequently, determiningwhethera relationship is contractual is critical to identifyingand
measuring both separately recognised customer relationship intangible assets andgoodwill,
anddifferentconclusionscouldleadtosubstantiallydifferentaccountingoutcomes. 

Orderbacklog

Theorderbacklogshouldbetreatedasanintangibleassetontheacquisition.Thefairvalueof
theorderbacklogisestimatedbasedontheexpectedrevenuetobereceived,lessthecoststo
delivertheproductorservice.

Wateracquisitionrights

Therightsarevaluable,asBinlorycannotmanufacturevehicleswithoutthem.Therightswere
acquiredatnocostandrenewaliscertainatlittleornocost.Therightscannotbesoldother
thanaspartofthesaleofabusinessasawhole,sothereexistsnosecondarymarketinthe
rights.IfBinlorydoesnotusethewater,thenitwilllosetherights.Inthiscase,thelegalrights
cannot bemeasured separately from the business as awhole and therefore fromgoodwill.
Therefore,thelegalrightsshouldnotbeaccountedforasaseparateintangibleassetacquired
in thebusinesscombinationbecause thefairvaluecannotbemeasuredreliablyas the legal
rightscannotbeseparatedfromgoodwill.

(c) IAS 36 Impairment of Assets requires that assets be carried at nomore than their carrying
amount.Therefore,entitiesshouldtestallassetswithinthescopeoftheStandardifindicators
of impairmentexist. If therecoverableamount (which is thehigherof fairvalue lesscostsof
disposalandvalueinuse) ismorethancarryingamount, theasset isnot impaired. It further
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says that inmeasuringvalue inuse, thediscount rateusedshouldbe thepre-tax ratewhich
reflects currentmarket assessments of the time value ofmoney and the risks specific to the
asset.Thediscountrateshouldnotreflectrisksforwhichfuturecashflowshavebeenadjusted
andshouldequal therateof returnwhich investorswouldrequire if theywere tochoosean
investment which would generate cash flows equivalent to those expected from the asset.
Thereforepre-taxcash flowsandpre-taxdiscount rates shouldbeused tocalculatevalue in
use.

Dateyearended Pre-taxcashflow Discountedcashflows
 $m $m at 8%
28February20X8 8 7.41
28February20X9 7 6.00
29February20Y0 5 3.97
28February20Y1 3 2.21
28February20Y2 13 8.85
Total 28.44

TheCGUisimpairedbytheamountbywhichthecarryingamountofthecash-generatingunit
exceedsitsrecoverableamount.

Recoverableamount

Thefairvaluelesscoststosell($26.6million)islowerthanthevalueinuse($28.44million).
Therecoverableamountistherefore$28.44million.

Impairment

Thecarryingamountis$32millionandthereforetheimpairmentis$3.56million.

Allocatingimpairmentlosses

Cantowillallocatetheimpairmentlossfirsttothegoodwillandthentootherassetsoftheunit
prorataonthebasisofthecarryingamountofeachassetinthecash-generatingunit.When
allocatingtheimpairment loss, thecarryingamountofanassetcannotbereducedbelowits
fairvaluelesscoststosell.

Consequently,theentitywillallocate$3milliontogoodwillandthenallocate$0.1millionon
aproratabasistoPPE(toreduceittoitsfairvaluelesscoststosellof$9.9million)andother
assets($0.46milliontotheotherassets).Thiswouldmeanthatthecarryingamountswouldbe
$9.9millionand$18.54millionrespectively.

58Ethan

Workbookreferences.DeferredtaxiscoveredinChapter6.Investmentpropertyand
impairmentarecoveredinChapter3,financialinstrumentsinChapter7andfairvalueinChapter3.

Toptips.InPart(a),youshouldfocusonIFRS13.Part(b)requiredapplicationofthefairvalue
optioninIFRS9FinancialInstruments.Theoptionisusedwheresuchapplicationwouldeliminateor
significantlyreduceameasurementorrecognitioninconsistencybetweenthedebtliabilitiesandthe
investmentpropertiestowhichtheywererelatedinthisquestion.Inpart(c),candidatesneededto
recognisethat,inclassifyingtheBsharesasequityratherthanasaliability,theentityhadnot
compliedwithIAS32FinancialInstruments:Presentation.Therewerepointerstothesharesbeing
classifiedasaliability,inparticularthefactthatentitywasobligedtopayanannualcumulative
dividendontheBsharesanddidnothavediscretionoverthedistributionofsuchdividend.

Easymarks.Therearenoobviouslyeasymarksinthisquestion.
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Markingscheme 

 Marks

(a) Fairvalueofinvestmentproperties  13
(b) Fairvalueoption–IFRS9 7
(c) Bsharesofsubsidiary 5
 25

 

(a) Fairvalueofinvestmentproperties

The fair value of anasset is theprice thatwouldbe received to sell anasset or paid to
transfera liability inanorderly transactionbetweenmarketparticipantsat themeasurement
date(IFRS13FairValueMeasurement).IFRS13statesthatvaluationtechniquesmustbethose
whichareappropriateand forwhich sufficientdataareavailable. Entities shouldmaximise
the useof relevantobservable inputs andminimise the useofunobservable inputs.
Thestandardestablishesathree-levelhierarchyfortheinputsthatvaluationtechniquesuseto
measurefairvalue.

Level1 Quotedprices(unadjusted)inactivemarketsforidenticalassetsorliabilitiesthat
thereportingentitycanaccessatthemeasurementdate

Level2 InputsotherthanquotedpricesincludedwithinLevel1thatareobservableforthe
assetorliability,eitherdirectlyorindirectly,egquotedpricesforsimilarassetsin
activemarkets or for identical or similar assets in non-activemarkets or use of
quotedinterestratesforvaluationpurposes

Level3 Unobservable inputs for the asset or liability, ie using the entity's own
assumptionsaboutmarketexitvalue

Although an activemarket exists for Ethan's investment properties, Ethan uses a discounted
cashflowmodel tomeasurefairvalue.This isnot inaccordancewith IFRS13.Asthe
fairvaluehierarchysuggests, IFRS13favoursLevel1 inputs, that ismarket-basedmeasures,
overunobservable(Level3)inputssuchasdiscountedcashflows.

Goodwillanddeferredtax

If thefairvalueof the investmentproperties isnotmeasured correctly inaccordance
with IFRS 13, this means that thedeferred tax liability on investment propertiesmay
also be incorrect. Inaddition,asgoodwill is calculatedas consideration transferred less
fair value of net assets, goodwill may be incorrect. This is because deferred tax is
calculatedonthedifferencebetweenthecarryingamountoftheassetanditstaxbase.Soif
thecarryingamount is incorrect, thedeferred taxwillbe incorrect. Thegoodwill calculation
usesthefairvalueofallnetassets,notjusttheinvestmentpropertiesandtherelateddeferred
taxliability,soitisincorrecttouseanincreaseinthedeferredtaxliabilityasthe
basisforassessingwhethergoodwillisimpaired.

ThereasoningbehindEthan'sapproachisthatasthedeferredtaxliabilitydecreases,thefair
value of net assets increases, thereby decreasing goodwill. However, this method of
determiningwhethergoodwill is impaireddoes not accordwith IAS36 Impairmentof
Assets.IAS36requiresthatgoodwillshouldbereviewedforimpairmentannually for
any indicators of impairment, which may be internal or external, and are not confined to
changes in the deferred tax liability. Where it is not possible to measure impairment for
individualassets,thelossshouldbemeasuredforacashgeneratingunit.
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Therecoverableamountisdefinedasthehigherof:

(i) Theasset'sfairvaluelesscoststosell.Thisisthepricethatwouldbereceivedto
selltheassetinanorderlytransactionbetweenmarketparticipantsatthemeasurement
dateundercurrentmarketconditions,netofcostsofdisposal.

(ii) The asset's value in use. This is the present value of estimated future cash flows
(inflows minus outflows) generated by the asset, including its estimated net disposal
value(ifany)attheendofitsusefullife.

If an asset's carrying amount is higher than its recoverable amount, an
impairment loss has occurred. The impairment loss should bewritten off against
profitorlossfortheyear,andthecorrespondingcredit(write-off)appliedfirsttogoodwill,
thentotheinvestmentproperties,thentootherassetspro-rata.

Deferredtaxassetsonlosses

Intheory,unusedtaxlossesgiverisetoadeferredtaxasset.However,IAS12IncomeTaxes
statesthatdeferredtaxassetsshouldonlyberecognisedtotheextentthatthey
areregardedasrecoverable.Theyshouldberegardedasrecoverabletotheextentthat
on the basis of all the evidence available it isprobable that therewill be suitable
taxableprofitsagainstwhichthelossescanberecovered.Itisunlikelythatfuture
taxableprofitsofEthanwillbesufficienttorealiseallofthetaxlossbecauseof:

(i) The announcement that a substantial loss will be incurred this year instead of the
expectedprofit

(ii) Considerablenegativevariancesagainstbudgetsinthepast

Consequently,Ethanshouldnotrecognisethedeferredtaxasset.

(b) IFRS9fairvalueoption

Generally under IFRS 9 Financial Instruments, the debt issued to finance its investment
propertieswouldbeaccounted for usingamortised cost,while theproperties themselves
areat fair value. This isanaccountingmismatch, that isa recognitionormeasurement
inconsistency between the debt liability and the asset to which it relates. The asset and
liability,andthegainsandlossesarisingonthem,wouldbemeasuredondifferentbases.

The IFRS 9 fair value option allows an entity to designate a liability at initial
recognitionasbeingatfairvaluethroughprofitorloss ifusingthisoptionwould
eliminate or significantly reduce an accountingmismatch. Ethan has argued that the
basis of measurement of the debt and the investment properties is similar, particularly as
regardsinterestrates.Thisargumentholdsgoodinrespectoftheinterest,andsothefair
valueoptionwouldbeallowed.

However,IFRS9stipulatesthatifaliabilityisdesignatedasbeingatfairvaluethroughprofit
orloss,changesinthefairvaluethatareduetochangesintheliability'scredit
riskmustberecogniseddirectlyinothercomprehensiveincomeratherthanprofit
or loss. Such changesmay not be re-classified to profit or loss in subsequent years,
although a reserves transfer is permitted from other components of equity to retained
earnings.Ontheotherhand,ifchangesinthefairvalueattributabletothecredit
riskof the liabilitycreate or enlargeanaccountingmismatch in profit or loss,
thenallfairvaluemovementsarerecognisedinprofitorloss.

(c) Bsharesofsubsidiary

Ethan'saccountingtreatmentoftheBshares(asequityinstruments)doesnotcomplywithIAS
32 Financial Instruments: Presentation. The IAS32definition of a financial liability includes
any liability that isa contractual obligation todeliver cashoranother financial
asset to another entity. A financial instrument may only be classified as an equity
instrumentratherthanaliabilityiftheinstrumentdoesnotincludeanobligationtodelivercash
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or other financial asset to another entity, or to exchange financial instrumentswith another
entityunderconditionsthatarepotentiallyunfavourable.

Inthesubsidiary'sbooks, theBshareswouldbetreatedasafinancial liability.They
contain an obligation to deliver cash in the form of a fixed dividend. The dividend is
cumulativeandmustbepaidwhetherornotthesubsidiaryhassufficient legallydistributable
profitswhenitisdue,andsothesubsidiarycannotavoidthisobligation.

In the consolidated financial statements, the B shares would also be treated as a
financial liability, the intragroup element of this liability (70%) would cancel
against the investment in B shares in the parent's (Ethan's) statement of
financialposition.Thesharesownedbyexternalpartieswouldnotcancel; they
wouldremainafinancial liability. Itis incorrecttotreatthemasnon-controlling
interestbecausetheyarenotequity.

59IFRSsandSMEs

Workbookreference.TheIFRSforSMEsiscoveredinChapter18.

Toptips.ThisquestionrequiredyoutodiscusswhetheritwasnecessarytodeveloptheIFRSfor
SMEs.Ifyouweren'tsureonthis,thenyoucouldmakeanattemptbyconsideringthedifferences
betweenlarge,listedentitiesandSMEstocomeupwithafewreasonsastowhyitmighthavebeen
considerednecessary.TherestofthequestionwasfairlystraightforwardifyouhadrevisedtheIFRS
forSMEs.

Easymarks.Parts(b)to(d)containedeasymarksforstatingknowledgeoftheIFRSforSMEs

Markingscheme 

 Marks

(a) Subjective 7
(b) Purpose 3
 Definitionofentity 4
(c) Recognitionandmeasurementdifferences 6
(d) Itemsnotdealtwith 5
Maximum 25

 

(a) Thereweremanyarguments in favourof thedevelopmentofa separateStandard forSMEs
including the fact that full IFRSshavebecomeverydetailedandonerous to follow. The
costofcomplyingwithfullIFRSswouldlikelyhaveexceededthebenefitstoanSMEand
theusersofitsfinancialstatements.

Additionally,SMEfinancialstatementsarenormallyusedbyarelativelysmallnumber
ofpeople.Often,theinvestorsarealsoinvolvedindaytodaymanagement.The
main external users of SME financial statements tend to be lenders and the tax
authorities,ratherthaninstitutionalinvestorsandtheiradvisers.Theseusershavedifferent
informationneedsfromthoseofinvestors.Fortheseusers,theaccountingtreatmentsand
thedetaileddisclosuresrequiredmaysometimesobscurethepicturegivenbythefinancial
statements.Insomecases,different,ormoredetailedinformationmaybeneeded.
For example, related party transactions are often very significant in the context of SME
activitiesandexpandeddisclosuremaybeappropriate.
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Furthermore,inmanycountries,IFRSsareprimarilyusedforlargelistedcompanies;however,
in somesmallerandemergingeconomies, IFRSsareusedasnationalGAAP forallentities,
including SMEs. Before the issue of the IFRS for SMEs, this meant that even very small
companies in thosecountrieswere required toapply full IFRS.The IASB identified that there
weremanycasesinthesecountrieswherecompaniesdepartedfromparticularstandardsand
didn'tdisclose this fact,and that IFRSswerebeingappliedwithout rigorousenforcementor
qualitycontrol.Thiscouldhavebeenduetolimitationsin,andthecostof,accounting
expertiseavailabletosmallercompaniesinapplyingfullIFRSs.

Arguments against the development of a separate SME Standard included the fact that the
IASB believed that same concepts of financial reporting are appropriate for all entities
regardless of size and that the objectives of general purpose financial statements are
fundamentallythesameforallentities.Onthatbasis,itispossibletoconcludethatasingleset
of accounting standards, (eg full IFRSs) should be suitable for all entities. Additionally,
compliancewithfullIFRSsensurescomparabilityoffinancialstatementswiththoseofother
entities.

Afterreachingouttonationalstandard-setters,theIASBconcludedthatthemajoritysupported
thedevelopmentofaseparatestandard forSMEsbasedon theaccountingprinciples in full
IFRSs,butsimplifiedtoreducethecostburdentoSMEsandmoresuitedtotheusersofSME
financialstatements.

(b) ThepurposeoftheIFRSforSMEsandtypeofentitytowhichitshouldapply

 PurposeofIFRSforSMEs

ThepurposeoftheIFRSforSMEsisthatitshouldprovidetheusersofSMEfinancialstatements
withrelevant,reliableandunderstandableinformation.

The Standard issuitable for SMEs globally and,while based on the same conceptual
frameworkasfullIFRS,reducesthefinancialreportingburdenonSMEsbysimplifying
theaccountingandmakingtherequirementslessonerousthatfullIFRS.

Typeofentity

The IFRSforSMEsis intendedforusebySMEs.The IFRSforSMEsdescribesanSMEasan
entitythat:

(i) Doesnothavepublicaccountability;and
(ii) Publishesgeneralpurposefinancialstatementsforexternalusers.

Examplesof external users includeownerswhoarenot involved inmanaging thebusiness,
existingandpotentialcreditors,andcreditratingagencies.

TheIASBfacedachallengeindetermininghowanSMEshouldbedefined.Thedefinitionof
anSMEcouldbebasedonsizeoronpublicaccountabilityoronacombinationofthe
two.Thereareseveraldisadvantagesofbasingthedefinitiononsizelimitsalone.Sizelimits
are arbitrary and different limits are likely to be appropriate in different
countries.Mostpeoplebelieve thatSMEsarenot simply smallerversionsof listed
entities,butdifferfromtheminmorefundamentalways.

ThemostimportantwayinwhichSMEsdifferfromotherentitiesisthattheyarenotusually
publiclyaccountable.However,usingthisasthebasisofadefinitionraisedotherissues:
which types of company are publicly accountable? Obviously the definition would
include companies which have issued shares or other instruments to thepublic, but
what about other companies? Should national standard setters define 'publicly
accountable' in away that is appropriate for their particular jurisdiction? In the end, the
IASBconcludedthatanentityhaspublicaccountabilityifitsdebtorequityinstruments
aretradedinapublicmarket(orareabouttobe)ortheentityholdsassetsinafiduciary
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capacity (eg most banks, credit unions, insurance companies, securities brokers/dealers,
mutualfundsandinvestmentbanks).

(c) RecognitionandmeasurementsimplificationsundertheIFRSforSMEs

TheIFRSforSMEsallowssimplifiedaccountingtreatmentinanumberofareas.Thekeyareas
are:

Revenue – revenue is recognised when the risks and rewards of ownership of goods are
transferred to the buyer, or when services are performed. This is compared to when
performance obligations are satisfied under IFRS 15. Determining and then measuring
performanceobligationscanbecomplex,hencetheapproachunderIFRSforSMEsissimpler.

Intangibleassets(excludinggoodwill)–allintangibleassetsareamortisedandausefullifeof
a maximum useful life of 10 years is used if a reliable useful life cannot be determined.
Impairment testsareonly required if thereare specific indicatorsof impairment in theyear.
Under IAS 38, only intangible assets with a finite useful life are amortised and they are
requiredtobereviewedforimpairmentannuallyiftheydonothaveafiniteusefullifeorare
notyetavailableforuse.Impairmentreviewcanbeacostlyandtimeconsumingexercisefor
companies, so the IFRS for SMEs promoting amortisation over impairment is easier for
companies.

Goodwill–goodwillisamortisedundertheIFRSforSMEs.Itistestedforimpairmentannually
underfullIFRSandisnotamortised.

Separate financial statements of investors – there is an option to hold investments in
subsidiaries,associatesorjointventuresatcost,oratfairvaluethroughprofitorloss,orusing
theequitymethodintheIFRSforSMEs.UnderfullIFRS,thecostoptionisn'tavailableandfair
valuecanbeeitherthroughprofitorothercomprehensiveincome.Theequitymethodremains
an option. Not permitting the cost model and bringing in fair value through other
comprehensiveincomemeansthefullIFRSismorecomplexthantheIFRSforSMEs.

Consolidated financial statements – under the IFRS forSMEs, investments can remainat the
same value as in the separate financial statements. Under full IFRS, the equity accounting
methodmustbeused.IntheIFRSforSMEs,onlythepartialgoodwillmethodmaybeused,ie
thenon-controllinginterestsarevaluedattheirshareofnetassets,whereasthefullIFRSallows
achoiceofthepartialorfullgoodwillmethodstobeused.Ifthereisaforeignsubsidiary,the
IFRS for SMEs reports translation differences in other comprehensive income with no
reclassificationtoprofitorloss,whereasfullIFRSdoesreclassifyondisposal.

(d) HowitemsnotdealtwithbytheIFRSforSMEsshouldbetreated

TheIFRSforSMEsdoesnotcoverallpossibletransactionsandeventsandtherewill
beoccasionswhereanSMEhastoaccountforanitemthattheStandarddoesnot
dealwith.Thereareseveralalternatives.

(1) Theentity isrequired toapply therelevant full IFRS,whilestill followingSME
standardsotherwise.

(2) Managementcanuse its judgementtodevelopanaccountingpolicybasedonthe
relevantfullIFRS,ortheConceptualFramework,orotherIFRSsforSMEsandtheother
sourcesofpotentialguidancecitedinIAS8.

(3) Theentitycouldcontinuetofollowitsexistingpractice.

In practice, the SME should elect the most appropriate accounting treatment to faithfully
represent the transactionsandevents ithasenteredinto. Judgement is required todetermine
whattheappropriatesourceofreferencemaybe.
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60Whitebirk

Workbookreference.Smallandmedium-sizedentitiesarecoveredinChapter18ofyour
Workbook.

Toptips.Part(a)onthemaindifferencesbetweentheIFRSforSMEsandfullIFRS,wasreasonably
straightforward.Part(b)requiredyoutoapplythestandardtospecificareas:goodwill,researchand
developmentexpenditure,investmentpropertyandimpairment.RemembernottousefullIFRS!

Easymarks.Thiswasarichsourceofeasymarksforthewell-preparedcandidate.Makesureyour
argumentsarewell-structuredinordertoearnthosetwomarksforclarityandqualityofdiscussion.

Markingscheme 

 Marks

(a) Subjectiveassessmentincludingprofessional 11
(b) (i) Businesscombination 4
 (ii) Researchanddevelopmentexpenditure 3
 (iii) Investmentproperty 2
 (iv) Intangible 2
 22

 

(a) ModificationstoreducetheburdenofreportingforSMEs

The IFRS for SMEs has simplifications that reflect the needs of users of SMEs' financial
statements and cost-benefit considerations.  It is designed to facilitate financial reportingby
smallandmedium-sizedentitiesinanumberofways:

(i) ItprovidessignificantlylessguidancethanfullIFRS.Agreatdealoftheguidancein
fullIFRSwouldnotberelevanttotheneedsofsmallerentities.

(ii) Manyof theprinciples for recognisingandmeasuringassets, liabilities, incomeand
expenses in full IFRSs are simplified. For example, goodwill and intangibles are
alwaysamortisedovertheirestimatedusefullife(ortenyearsifitcannotbeestimated).
Research and development costs must be expensed. With defined benefit pension
plans, all actuarial gains and losses are to be recognised immediately in other
comprehensiveincome.Allpastservicecostsaretoberecognisedimmediatelyinprofit
orloss.Tomeasurethedefinedbenefitobligation,theprojectedunitcreditmethodmust
beused.

(iii) WherefullIFRSsallowaccountingpolicychoices,theIFRSforSMEsallowsonlythe
easier option. Examples of alternatives not allowed in the IFRS for SMEs include:
revaluation model for intangible assets and property, plant and equipment,
proportionate consolidation for investments in jointly-controlled entities and choice
betweencostandfairvaluemodels for investmentproperty(measurementdependson
thecircumstances).

(iv) Topics not relevant to SMEs are omitted: earnings per share, interim financial
reporting,segmentreporting,insuranceandassetsheldforsale.

(v) Significantlyfewerdisclosuresarerequired.

(vi) Thestandardhasbeenwritteninclearlanguagethatcaneasilybetranslated.

Theaboverepresentsaconsiderablereductioninreportingrequirements–perhapsas
muchas90%–comparedwithlistedentities.EntitieswillnaturallywishtousetheIFRS
forSMEsiftheycan,butitsuseisrestricted.
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Therestrictionsarenot related to size.Thereareseveraldisadvantagesofbasing
thedefinitiononsizelimitsalone.Sizelimitsarearbitraryanddifferentlimitsare
likely to beappropriate in different countries.Mostpeoplebelieve thatSMEs
arenotsimplysmallerversionsoflistedentities,butdifferfromtheminmore
fundamentalways.

Themost importantway inwhichSMEsdiffer fromother entities is that theyarenot
usually publicly accountable. Accordingly, there are no quantitative
thresholdsforqualificationasaSME;instead,thescopeoftheIFRSisdeterminedby
a test of public accountability. The IFRS is suitable for all entities except those
whose securities are publicly traded and financial institutions such as banks and
insurancecompanies.

Anotherwayinwhichtheuseof the IFRSforSMEs isrestrictedis thatuserscannot
cherrypickfromthisIFRSandfullIFRS.IfanentityadoptstheIFRSforSMEs,itmust
adoptitinitsentirety.

(b) (i) Businesscombination

IFRS 3 Business Combinations allows an entity to adopt the full or partial goodwill
method in itsconsolidated financial statements.The IFRS forSMEsonlyallows the
partialgoodwillmethod.ThisavoidstheneedforSMEstodeterminethefairvalue
ofthenon-controllinginterestsnotpurchasedwhenundertakingabusinesscombination.

Inaddition,IFRS3requiresgoodwilltobetestedannuallyforimpairment.TheIFRSfor
SMEs requires goodwill to be amortised instead. This is a much simpler
approachandtheIFRSforSMEsspecifiesthatifanentityisunabletomakeareliable
estimateoftheusefullife,itispresumedtobetenyears,simplifyingthingsevenfurther.

GoodwillonWhitebirk'sacquisitionofClosewillbecalculatedas:

 $'000
Considerationtransferred 5,700
Non-controllinginterest:10%×$6m 600
 6,300
Lessfairvalueofidentifiablenetassetsacquired (6,000)
Goodwill 300

Thisgoodwillof$0.3mwillbeamortisedovertenyears,thatis$30,000perannum.

(ii) Researchanddevelopmentexpenditure

The IFRS for SMEs requires all internally generated research and development
expendituretobeexpensedthroughprofitorloss.ThisissimplerthanfullIFRS–
IAS38IntangibleAssetsrequiresinternallygeneratedassetstobecapitalisedifcertain
criteria(provingfutureeconomicbenefits)aremet,andit isoftendifficult todetermine
whetherornottheyhavebeenmet.

Whitebirk's total expenditure on research ($0.5m) and development ($1m) must be
writtenofftoprofitorlossfortheyear,givingachargeof$1.5m.

(iii) Investmentproperty

InvestmentpropertiesmustbeheldatfairvaluethroughprofitorlossundertheIFRSfor
SMEs where their fair value can be measured without undue cost or effort, which
appears to be the case here, given that an estate agent valuation is available.
Consequentlyagainof$0.2m($1.9m–$1.7m)willbereportedinWhitebirk'sprofit
orlossfortheyear.
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(iv) Intangibleasset

IAS 36 Impairment of assets requires annual impairment tests for indefinite life
intangibles,intangiblesnotyetavailableforuseandgoodwill.Thisisacomplex,time-
consumingandexpensivetest.

The IFRS for SMEs only requires impairment tests where there are indicators of
impairment.InthecaseofWhitebirk'sintangible,therearenoindicatorsofimpairment,
andsoanimpairmenttestisnotrequired.

In addition, IAS 38 Intangible Assets does not require intangible assets with an
indefiniteusefullifetobeamortised.Incontrast,undertheIFRSforSMEs,allintangible
assetsmust be amortised. If the useful life cannot be established reliably, it must not
exceedtenyears.

61Zack

Workbookreferences.IAS8iscoveredinChapter2.IAS23iscoveredinChapter3.

Toptips.WhileIAS8isbroughtforwardknowledgefromyourearlierstudies,thedepthof
discussionrequiredisgreater,andthescenariorequiresmorethought.Theweightingofthemarksis
heavilytowardsthediscursiveaspectofthequestion.Thepreambletothequestiongaveguidanceas
tohowtoanswerthequestionbysaying'entitiesalsooftenconsidertheacceptabilityoftheuseof
hindsightintheirreporting'.Youshouldremembertogiveexamplesofpriorperioderrorswhen
answeringpart(a)andcouldhaveusedthoseinpart(b)asastartingpoint.

Easymarks.TherearemarksavailablefortextbookknowledgeofIAS8andIAS23,whichyou
shouldhavefromyourearlierstudies,andalsothefactthatthereismuchsubjectivityinthemarking
schememeansavarietyofvalidargumentsmaybeacceptable.Notetheword'valid',however:you
mustapplytheknowledgetothescenarioandyouwillgetnocreditfor'waffle'.

Markingscheme 

 Marks

(a) Subjectivediscussion 15
(b) Subjectivediscussion 10
 25
 

(a) (i) Judgementandmaterialityinselectingaccountingpolicies

The selection of accounting policies in the preparation of financial statements is
important in providing consistency, comparability and clarity to users of those
statements.Ingeneralentitiesdonothaveagreatdealofdiscretion,butmustfollowthe
accountingpoliciesrequiredbyIFRSthatarerelevanttotheparticularcircumstancesof
the entity. In certain circumstances, however, IFRS offers a choice or does not give
guidance. In these situations, management should select appropriate accounting
policies.

Judgement

Management is required to exercise judgement in developing and applying an
accountingpolicythatresultsininformationthatisrelevantandreliable.If thereisno
IFRS standard or interpretation that is specifically applicable, management should
considertheapplicabilityoftherequirementsinIFRSonsimilarandrelatedissues,
and then the definitions, recognition criteria and measurement concepts for assets,
liabilities,incomeandexpensesintheConceptualFramework.Managementmay
also consider themost recent pronouncements ofother standard-setting bodies
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that use a similar conceptual framework to develop accounting standards, other
accounting literature and accepted industry practices, to the extent that these do not
conflictwithIFRS.

Unlessastandardpermitsorrequiresotherwise,accountingpoliciesshouldbeapplied
consistentlytosimilartransactionsandevents.Forexample,itispermissibletocarry
someitemsofproperty,plantandequipmentat fairvalueandsomeathistoricalcost,
butitemswithinanyoneclassofproperty,plantandequipmentmustbetreatedinthe
sameway.

Management's judgement will be constrained as regards its selection of accounting
policies (or changes in accounting policies or estimates) by the need to follow the
requirementsof IAS8AccountingPolicies,Changes inAccountingEstimatesand
Errors.

Materiality

IAS8statesthatomissionsormisstatementsofitems'arematerialiftheycould,bytheir
size or nature, individually or collectively, influence the economic decisions of users
takenonthebasisofthefinancialstatements'.

Ingeneral,IFRSonlyapplytomaterialitems,andanaccountingpolicyneednot
beappliedifitseffectwouldbeimmaterial.Similarly,achangeinaccountingpolicy
orestimatewouldonlybenecessaryiftheitemwasmaterial.Specificallyin
the context of IAS 8 and errors, materiality 'depends on the size and nature of the
omissionormisstatementjudgedinthesurroundingcircumstances.Thesizeornatureof
theitem,oracombinationofboth,couldbethedeterminingfactor'.

Inaddition,IAS8notesthatitisinappropriatetomake,orleaveuncorrected,
immaterial departures from IFRSs toachieve a particular presentation, so
the principle of materiality cannot be abused to present the results in an artificially
favourablelight.

(ii) Changeinaccountingpolicy

IAS8allowsachangeinaccountingpolicyonlywhererequiredbyastandard
or if it results in financial statements providing reliable and more relevant
informationabouttheeffectsoftransactions,othereventsorconditionsontheentity's
financialposition,financialperformance,orcashflows.Changesinaccountingpolicy
shouldbeveryrare,becauseIFRSspecifiestheaccountingpoliciesformostofthe
transactionsanentitywillmake.Changesinaccountingestimates,ontheotherhand,
will bemore frequent. A change in accounting estimate is 'an adjustment of the
carryingamountofanassetor liability,orrelatedexpense,resultingfromreassessing
theexpectedfuturebenefitsandobligationsassociatedwiththatassetorliability'.Such
changesmay be needed to estimate the figures correctly in order to complywith an
accountingpolicy.

IAS 8 notes that changes in accounting policies do not include applying an
accounting policy to a kind of transaction or event that did not occur
previouslyorwereimmaterial.Suchapolicywouldbeappliedprospectively,
thatispriorperiodfigureswouldnotbeadjusted.Forexample,ifanentitybeginstolet
outitsheadofficetoresidentstoearnrentalincome,thischangeofuseofthebuilding
wouldmean that it shouldbeaccounted forasan investmentpropertyunder IAS40.
However, this is not a change of accounting policy, rather it is the application of a
standard toanasset towhich it didnotapplypreviously,and so therewouldbeno
retrospectiveapplication.

IfachangeinaccountingpolicyisrequiredbyanewIFRSorinterpretation,thechange
is accounted for as required by that new pronouncement if the new pronouncement
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includesspecifictransitionprovisions.Notallnewstandardsandinterpretationsinclude
transitionprovisions,andifnoneareincludedthenthechangeinaccountingpolicyis
appliedretrospectively.  

Retrospectiveapplicationmeans thatanentityadjusts theopeningbalance
ofeachcomponentofequitythatisaffectedfortheearliestpriorperiod
presented in the financial statements. It also adjusts the other comparative
amounts, that is, amounts in the statement of profit or loss and other comprehensive
income,andthestatementsoffinancialposition,cashflowsandchangesinequityand
relatednotes.Thecomparativeamountsdisclosedforeachpriorperiodpresented
as if thenewpolicyhadalwaysapplied.Thisruleappliesexceptwhere it is
impracticable to determine either the period-specific effects of the change or the
cumulativeeffectsofthechange.

It is sometimesdifficult to compare the current periodwithprior periodsbecause
thereisinsufficientdatarelatingtothepriorperiod.Perhapsitwasnotforeseenthat
such data would be needed. Even if the data is available, restatement of prior
informationoftenrequirescomplexanddetailedestimatestobemade,although
thisdoesnotmeanthatreliableadjustmentscannotbemade. 

Thefurtherinthepastthepriorperiodadjustmentrelatesto,theharderitisforestimates
to reflect the circumstances existing at the time. Judgement may be clouded by
hindsight,thatisinfluencedbyknowledgeofeventswhichhaveoccurredsincetheprior
period.IAS8doesnotpermittheuseofhindsightinestimationsofamountsto
be recognised, measured or disclosed in a prior period, or in making assumptions
aboutmanagementintentionsatthattime. 

If it is impracticable todetermine thecumulativeeffect,at thebeginningof thecurrent
period,ofapplyinganewaccountingpolicytoallpriorperiods,anentitymustadjust
thecomparativeinformationtoapplythenewaccountingpolicyprospectivelyfromthe
earliestdatepracticable.Thismayinpracticebethecurrentperiod.

(iii) IAS8andearningsmanagement 

IAS8requiresthecorrectionofpriorperioderrorstobecarriedoutretrospectivelyby
restating thecomparativeamounts for thepriorperiod(s)presented inwhich theerror
occurred,oriftheerroroccurredbeforetheearliestpriorperiodpresented,restatingthe
openingbalancesofassets,liabilitiesandequityfortheearliestpriorperiodpresented.
Theeffectistorestatethecomparativesasiftheerrorhadneveroccurred.The
impactofanypriorperioderrorswillnotbe included in thecurrentperiod'sprofitor
loss,butwillbeshown–orperhapshidden–inretainedearnings.

It could be argued that this gives managers an incentive to use prior period
correctionsunderIAS8asaformofearningsmanagement,becauseitallows
themtomanipulatecurrentearnings.

Expenses could be miscalculated and the correction treated as a prior period
error in the following year, with an adjustment through retained earnings
ratherthanprofitorloss.Earningspersharecouldbemiscalculated,orliabilities
reported as non-current rather than current. IAS 8 allows such misstatements to be
corrected the followingyearwithout any long-termnegative effects in
thestatementoffinancialposition.

WhileIAS8doesnotpermithindsight,inpracticethismaybedifficult toprove,
and inappropriatehindsightmaybeused torelegatebadnews topriorperiodsonce
thebadnewshaspassed.Errorsarenotgiven theprominencewhichusersof
financial statements might need in order to assess management's competence and
integrity,aswellashowgoodtheresultsare.Useofreservesinsteadofprofitor loss
haslongbeenseenasundesirablethisveryreason.
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(b) (i) Borrowingcosts

IAS 23 Borrowing Costs requires that borrowing costs directly attributable to the
acquisition,constructionorproductionofa'qualifyingasset'(onethatnecessarilytakes
asubstantialperiodoftimetogetreadyforitsintendeduseorsale)areincludedinthe
costoftheasset.Otherborrowingcostsarerecognisedasanexpense.

IAS 23 would therefore require capitalisation of the borrowing costs of $3 million
incurredwhile theshoppingcenter isunderconstruction. In thecaseof theborrowing
costsof$2millionincurredonthe20X2asset,ithasbeenfoundthattherewouldbea
materialmisstatementof theassetbalance ifborrowingcostswerenotcapitalised,so
IAS23requirescapitalisationofthoseborrowingcosts.

The accounting treatment previously used by Zack was incorrect because it did not
comply with IAS 23. Consequently, the change to the new, correct policy is the
correction of an error rather than a change of accounting policy as
regards the 20X2 asset. This is a prior period error, whichmust be corrected
retrospectively.Thisinvolvesrestatingthefinancialstatementsfortheyearended30
November 20X2, when the contract was completed, and restating the opening
balances for20X3so that the financial statementsarepresentedas if theerrorhad
never occurred. In 20X3, the $3million of borrowing costs should be capitalised in
accordance with IAS 23; this is compliance with IFRS rather than a change of
accountingpolicy.Itcanbeassumedthattherewillbenodepreciation,astheassetis
underconstruction.

Theeffectsoftherestatementfortheyearended30November20X2are:

(1) Thecarryingamountofproperty,plantandequipment isrestated upwards
by$2million,lessdepreciationfortheyear.

(2) Thereisacorrespondingincreaseinprofitor lossfortheyearofthesame
amount.

(3) Disclosuresarerequiredrelatingtothepriorperioderror:

 Thenatureofthepriorperioderror

 Foreachpriorperiodpresented, to theextentpracticable, theamountof
thecorrection,foreachfinancialstatementlineitemaffected,andforbasic
anddilutedearningspershare

 Theamountof thecorrectionat thebeginningof theearliestpriorperiod
presented

 If retrospective restatement is impracticable, an explanation and
descriptionofhowtheerrorhasbeencorrected.

(ii) Changeindepreciationmethod

Changing from straight line depreciation to reducing balance is a change in
accounting estimate, not a change in accounting policy. A change in
accountingestimateis'anadjustmentofthecarryingamountofanassetorliability,or
relatedexpense,resultingfromreassessingtheexpectedfuturebenefitsandobligations
associatedwiththatassetorliability.'

Changesinaccountingestimatesarenotappliedretrospectivelyandaccordingly,
financialinformationpresentedforpriorperiodsisnotrestated.Instead,theeffectofa
changeinanaccountingestimateisrecognisedprospectively(thatis,fromthedate
ofchange)byincludingitinprofitorlossintheperiodofchange,ifthechangeaffects
onlythatperiod,orintheperiodofchangeandfutureperiods,wherethechangealso
affectsfutureperiods.
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Where theeffect on futureperiods is notdisclosedbecause it is notpracticable, that
factshouldbedisclosed.

The revision to the depreciation figures calculated by management are not correct,
becausetheyincludeanadjustmentof$5millionfortheyearto30November
20X2,thatis,aretrospectiveadjustment.Thecarryingamountasat1December
20X2willbedepreciatedbasedonprospectivereducingbalanceapplication.

(iii) Accrualserror

This systems error would be treated as aprior period error in accordance with
IAS8.Zackmustcorrect thisbyrestating thepriorperiod information for the
yearended30November20X2:

(1) Increaseprofitorlossfor20X2by$2million.
(2) Adjusttradepayablesfor20X2by$2million,toeliminatetheoverstatement.
(3) Restatethemovementinreservesnote.

Thisisthecorrectionofanerror,notanaccountingestimate.

62Pod 

Workbookreferences.ImplementationofanewIFRSiscoveredinChapter19ofthe
Workbook.IntangibleassetsandimpairmentarecoveredinChapter3.DeferredtaxisinChapter6.

Toptips.Part(a)(i)ofthisquestionrequiresadiscussionofthekeypracticalconsiderationsand
financialstatementimplicationswhenimplementingamovetoanewIFRS.Thereareanumberof
validpointsthatmaybemade;forexample,theimpactonperformance-relatedpay,covenants,the
needforcommunicationwithstakeholdersandresourcingissues.Part(a)(ii)ismorespecific,and
studentsshouldavoidthetemptationtomakegeneralpointsaboutsloweconomicgrowth.Thekey
pointwithregardtodeferredtaxassetsiswhethertherewillcontinuetobesufficientprofits
(otherwiseyoucan'trecognisethem).Animportantpointtomentionwithregardtoimpairment
concernstheaccuracyofcashflowprojections.Part(b)ofthisquestionrequiredadiscussionof
whethertwoproposedchangeswereacceptable.Thefirstwasaproposaltochangetheusefullifeof
anintangibleasset(aportfolioofcustomersacquiredfromacompetitor)to'indefinite',becauseof
aninabilitytopredicttheasset'slife.

Youneedtoconsidertheprecisemeaningof'indefinite'–itmeansnoforeseeablelimit.Thesecond
proposalwastoalteracash-generatingunittotheproductlinelevelratherthanindividualretail
branchlevel.Youneededathoroughknowledgeofthecriteriaforacash-generatingunitandthe
abilitytoapplythemtothescenario.

Easymarks.Part(a)(i)isfairlyopenendedwhenitcomestoearningmarks.

Markingscheme 

 Marks

(a) (i) 1markperpointuptomaximum 7
 (ii) 1markperpointuptomaximum 9
(b) 1markperpointuptomaximum 9

 25

 

(a) (i) MovetoanewIFRS

Theentity itself shouldpreparean impactassessmentandprojectplan relating to the
introductionof thenew IFRS. Theremaybe significant changes toprocesses, systems
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and controls andmanagement should communicate the impact to investors andother
stakeholders. This would include plans for disclosing the effects of new accounting
standards which are issued but not yet effective. The entity should chose a path to
implementationandestablishresponsibilitiesanddeadlines.Thismayhelptodetermine
theaccountabilityof the implementation teamandallowmanagement to identifygaps
inresources.

Further, IFRS-based financial statements are used in contracts or regulation. Banking
agreementsoftenspecifymaximumdebtlevelsorfinancialratioswhichrefertofigures
prepared in accordance with IFRS. New financial reporting requirements can affect
thoseratios,withpotentialbreachofthosecontracts.Manyjurisdictionshaveregulation
which restricts the amount which can be paid out in dividends, by reference to
accounting profit. Further, some governments use IFRS numbers for statistical and
economic planning purposes and the data as evidence to place constraints on
profitabilityinregulatedindustries.

It is important that theentitycommunicates theeffectsofamove toanewIFRS to the
marketsandanalysts.Onapplicationof thenewIFRS, investorswillbeprovidedwith
different informationuponwhich tobase theirdecisions. Investors'assessmentofhow
managementhasdischarged itsstewardshipresponsibilitiesmaybechangedand this
could affect the investors' investment decision. Further, new financial reporting
requirements may disclose information which is of competitive advantage to third
partiesandthisisacosttotheentity.

Achange inanaccounting standardcouldcause someentities tono longer invest in
certainassetsoritmaychangehowtheycontractforsomeactivities.Forexample,now
that,underIFRS16Leases,mostleasesformerlyaccountedforasoperatingleasesmust
be shown on the statement of financial position, this could have adverse economic
impactsoncertainsectors.Additionally,thenewstandardcouldaffectthecalculationof
performance-relatedpayandimpactonanydebtcovenantsinplace.

Wherethereistheintroductionofanewaccountingstandard,thefinancialstatements
will need to reflect the new recognition, measurement and disclosure requirements
which, in turn,willmean thatentitieswill need toconsider the requirementsof IAS8
Accounting Policies, Changes in Accounting Estimates and Errors. IAS 8 contains a
requirementthatchangesinaccountingpoliciesarefullyappliedretrospectivelyunless
there are specific transitional provisions. Further, IAS 8 requires the disclosure of a
number of matters as regards the new IFRS. Additionally, IAS 1 Presentation of
FinancialStatements requiresa third statementof financialposition tobepresented if
the entity retrospectively applies an accounting policy, restates items, or reclassifies
items,andthoseadjustmentshadamaterialeffectontheinformationinthestatementof
financialpositionatthebeginningofthecomparativeperiod.

IAS 33 Earnings per Share requires basic and diluted EPS to be adjusted for the
impacts of adjustments resulting from changes in accounting policies accounted for
retrospectivelyandIAS8requiresthedisclosureoftheamountofanysuchadjustments.
Taxationisoftencalculatedontheprofitmeasuredforfinancialreportingpurposes.For
jurisdictionsusingIFRSasthebasisforincometax,achangeinastandardcanchange
the taxbase.Theeconomicconsequencesof the linkofaccountingwith tax liabilities
canbesignificant.

(ii) Impairmentofnon-financialanddeferredtaxasset

A continuous period of slow economic growth could indicate to regulators that non-
financialassetswillcontinuetogeneratelowerthanexpectedcashflows,especiallyin
thoseindustriesexperiencingadownturninfortunes.Particularattentionshouldbepaid
to thevaluationofgoodwilland intangibleassetswith indefinite life spans.Theentity
shouldfocusoncertainspecificareasincludingcashflowprojections,disclosureofkey
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assumptions and judgements, and appropriate disclosure of sensitivity analysis for
materialgoodwillandintangibleassetswithindefiniteusefullives.

Inmeasuring value-in-use, cash flow projections should be based on reasonable and
supportable assumptions which represent the best estimate of the range of future
economicconditions.IAS36ImpairmentofAssetspointsoutthatgreaterweightshould
be given to external evidence when determining the best estimate of cash flow
projections. Each key assumption should be consistent with external sources of
information, or there should be disclosure of how these assumptions differ from
experienceorexternalsourcesofinformation.Economicconditionswillalsoimpacton
thediscountrateappliedwhencalculatingvalueinuse.

Suchaneconomicclimatecouldresultintherecognitionoftaxlossesortheexistenceof
deductibletemporarydifferenceswhereperhapsimpairmentsarenotyetdeductiblefor
taxpurposes.Therecognitionofdeferredtaxassetsrequiresdetailedconsiderationof
the carry forward of unused tax losses, whether future taxable profits exist, and the
needfordisclosingjudgementsmadeinthesecircumstances.

IAS12IncomeTaxeslimitstherecognitionofadeferredtaxassettotheextentthatitis
probable that future taxable profits will be available against which the deductible
temporary difference can be utilised. IAS 12 states that the existence of unused tax
losses is strong evidence that future taxable profit might not be available. Therefore,
recentlossesmaketherecognitionofdeferredtaxassetsconditionalupontheexistence
ofconvincingotherevidence.Theprobabilitythatfuturetaxableprofitwillbeavailable
toutilise theunusedtax losseswillneedtobereviewedandifconvincingevidenceis
available, there should be disclosure of the amount of a deferred tax asset and the
natureoftheevidencesupportingitsrecognition.Itisparticularlyrelevanttodisclosethe
periodused for theassessmentof the recoveryofadeferred taxassetaswellas the
judgementsmade.

(b) Indefiniteusefullifeandcash-generatingunit

UnderIAS38IntangibleAssets,anintangibleassethasanindefiniteusefullifeonlyifthereis
no'foreseeable'limittoitsusefullifeasinthecaseofabrandname.InthecaseofPod,the
customerrelationshipiswithindividualsandthereforethereisbydefinitionatimelimittothat
relationship. Difficulties in accurately determining an intangible asset's useful life do not
provideabasisforregardingthatusefullifeasindefinite.Wherethecashflowsareexpected
tocontinueforafiniteperiod,theusefullifeoftheassetislimitedtothatperiod,whereasifthe
cash flows are expected to continue indefinitely, the useful life is indefinite. The concept of
indefinitenotmeaninginfinitelifereferstothefactthatforintangibleassetswithanindefinite
useful life,maintenance costs are necessary in order that cash inflowsmay continue for an
unlimitedperiodof time.Forexample,brandnamesdonothavean infiniteuseful life ifno
investment ismade in them.Thisargumentdoesnotapply to thecircumstancesof this case
andthereforePodisincontraventionofIAS38.

AccordingtoIAS36ImpairmentofAssets,aCGUisdefinedasthesmallestidentifiablegroup
ofassetsgeneratingcashinflowswhicharelargelyindependentofthecashinflowsfromother
assets or groups of assets. In accordancewith IAS 36, one factor to be considered is the
monitoring of the entity's operations. Pod used the daily sales information and monthly
statementsofprofit or lossof each individualbranch tomonitor itsoperationsand tomake
decisionsaboutcontinuingordisposingof itsassetsandoperations.Each individualbranch
generates cash inflows which are largely independent of those generated by the other
individualbranches.Therefore,eachbranchshouldbeidentifiedasaseparateCGUbecause
Podmonitors andmakes decisions about its assets andoperations at the individual branch
level.
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63LuckyDairy

Workbookreferences.IAS41iscoveredinChapter3ofyourworkbook.IAS37iscoveredin
Chapter5andIFRS5inChapter13.

Toptips.Inthisquestionyouarerequiredtodealwithascenariothathadasitsmaintheme
IAS41Agriculture.Youshouldnot,however,makethemistakeofthinkingthatthisquestionisjust
aboutIAS41;itrequiresaknowledgeofseveralotherstandardsincludingIAS37andIFRS5.

Thedairyherd

The dairy herd is a biological asset as defined by IAS 41 Agriculture. IAS 41 states that a
biologicalassetshouldbemeasuredatfairvaluelessestimatedpointofsalecostsunless
itsfairvaluecannotbemeasuredreliably.Gainsandlossesarisingfromachangeinfairvalue
shouldbeincludedinprofitorlossfortheperiod.

Inthiscase,fairvalueisbasedonmarketpriceandpointofsalecostsarethecostsoftransporting
thecattletothemarket.CattleintheHamandShireregionsisvaluedonthisbasis.

IAS41encouragescompaniestoanalysethechangeinfairvaluebetweenthemovementdue
tophysical changes and themovement due toprice changes (see the table below). It also
encourages companies to provide a quantified description of each group of biological assets.
Thereforethevalueofthecowsandthevalueoftheheifersshouldbedisclosedseparatelyinthe
statementoffinancialposition.

Valuing the dairy herd for theDale Region is less straightforward as its fair value cannot be
measuredreliablyat thedateofpurchase.InthissituationIAS41requirestheherdtobe
valuedatcost lessany impairment losses.Thestandardalsorequirescompanies toprovide
anexplanationofwhy fairvaluecannotbemeasuredreliablyandtherangeofestimates
withinwhichfairvalueislikelytofall.

Valuationofcattle,excludingDaleregion

 Cows Heifers Total
 $'000 $'000 $'000
Fairvalueofherdat1June20X1(50,00050) 2,500  2,500
Purchase1December20X1(25,00040) 1,000 1,000
Increaseinfairvaluelessestimatedpointofsale 
costsduetopricechange: 
(50,000(55–50)/25,000(42–40)) 250 50 300
Increaseinfairvaluelessestimatedpointofsale 
costsduetophysicalchange: 
(50,000(60–55)/25,000(46–42)) 250 100 350
Fairvaluelessestimatedpointofsalecostsat       
31May20X2(50,00060/25,00046) 3,000 1,150 4,150

ValuationofcattleinDaleRegion
 $'000
Costat1June20X1
Cows(20,000×50) 1,000
Heifers(10,000×40) 400
 1,400
Lessimpairmentloss (200)
 1,200
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Note.Theherdisimpairedbecauseitsrecoverableamountis$1.2million.Thisisthehigheroffair
valuelesscoststosellof$1million(theamountthattheLuckyDairyhasbeenoffered)andvaluein
useof$1.2million(discountedvalueofthemilktobeproduced).

 $'000
Estimatedfairvalueat31May20X2(fordisclosureonly):
Cows(20,00060) 1,200
Heifers(10,00055) 550
 1,750

Milk

ThemilkisagriculturalproduceasdefinedbyIAS41andshouldnormallybemeasuredatfair
valuelessestimatedpointofsalecostsatthetimeofmilking.Inthiscasethecompany
isholdingtentimestheamountofinventorythatitwouldnormallyholdanditisprobablethatmuch
ofthismilkisunfitforconsumption.Thecompanyshouldestimatetheamountofmilkthatwillnotbe
soldandwritedown theinventoryaccordingly.Thewritedownshouldbedisclosedseparatelyin
theincomestatementasrequiredbyIAS1PresentationofFinancialStatements.

Governmentgrant

Under IAS 41, the government grant should be recognised as income when it becomes
receivable.Asitwasonlyon6June20X2thatthecompanyreceivedofficialconfirmationofthe
amounttobepaid,theincomeshouldnotberecognised in thecurrentyear.Theamount
maybesufficientlymaterialtojustifydisclosureasanon-adjustingeventafterthebalancesheetdate.

Legalproceedingsandadditionalcompensation

The lawyers have indicated that the company will probably be found liable for passing on the
disease to consumers. There is apresent obligation as the result of a past obligating
event and therefore a provision for $2 million should be recognised, as required by
IAS37Provisions,ContingentLiabilitiesandContingentAssets.

IAS37statesthatreimbursementshouldonlyberecognisedwhenitisvirtuallycertain tobe
received. It isonlypossible that thecompanywill receivecompensation for the legalcostsand
therefore this cannot be recognised. However, the compensation should bedisclosed as a
contingentassetinthefinancialstatements.

PlannedsaleofDalefarms

TheBoardofDirectors hasapproved the planned closure, but there hasnot yet been a
publicannouncement.Despite the fact thata localnewspaperhaspublishedanarticleon the
possiblesale,thecompanyhasnotcreatedavalidexpectation thatthesalewilltakeplace
and in fact it is not certain that the sale will occur. Therefore, there is no 'constructive
obligation' andunder IAS37noprovision should bemade for redundancyoranyother
costsconnectedwiththeplannedsale.

UnderIFRS5Non-CurrentAssetsHeldforSaleandDiscontinuedOperationsDalemustbetreatedas
acontinuingoperation for theyearended31May20X2as thesalehasnot takenplace.As
managementarenotyet fully committed to the saleneither theoperationasawhole
noranyoftheseparateassetsofDalecanbeclassifiedas'heldforsale'.
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64Coate

Workbookreferences.GovernmentgrantsarecoveredinChapter3,statementsofcashflowin
Chapter16,IFRS10inChapter10,IAS12inChapter6andIAS8inChapter2.

Toptips.Part(a),onthetreatmentof'greencertificates',effectivelytestedIAS20ongovernment
grants,astandardfamiliarfromyourearlierstudies.Itisimportanttoexplainwhythecertificates
needtobeaccountedforasgovernmentgrants.DonotlimityouranswertoIAS20.Part(b)wason
exchangedifferencesinstatementsofcashflows.Thistopicmayalsobetestedasanadjustmentina
statementofcashflowsquestion.Thekeypointisthattheexchangedifferencesarenotcashflows
butreconcilingitemsinthemovementofcashandcashequivalents.Part(c)testedtheissueof
control,withtheslightlyunusualscenariothattheparentwishedtocontinuetoconsolidatean
investmentthatitdidnotcontrol.Again,thediscussionisofmorethanasingleIFRS.Therearea
numberofIFRSswhichdealwithgroupaccountingandcandidatesshouldlookatthesestandardsin
conjunctionwitheachother.InthisquestioncontrolwasdeterminedbylookingatIFRS10but,
additionally,ifanentityisnotasubsidiarythenotherstandardsshouldbeconsultedsuchasIFRS11
forjointcontrolimplicationsandIAS28forequityaccountingpossibilities.Anarrowanswerdealing
withIFRS10wouldhaverestrictedthemarks.Part(d)dealtwiththeissueofwhetheracorrectionto
thetaxprovisioninapreviousyearshouldbedealtwithasapriorperiodadjustment.Itshouldn't,as
itisachangeinaccountingestimate.Theseitemsrelatedtoadjustmentsarisingfromtaxauditsby
theauthoritiesinrelationtopreviousreportingperiods.Inthisandtheabovepartofthequestionthe
issuessetoutinthequestionwerecriticaltoagoodanswer.

Easymarks.Inpart(c)youwillgetmarksfortextbookknowledgeofthedefinitionofcontrolin
IFRS10.Part(d)drawsonbasicknowledgeofthepresentationofcurrenttax.

Markingscheme 

 Marks

(a) 1markperpointuptomaximum 8
(b) 1markperpointuptomaximum 5
(c) 1markperpointuptomaximum 7
(d) 1markperpointuptomaximum  5
 25

 

(a) Greencertificates

TheapplicablestandardrelatingtothegreencertificatesisIAS20AccountingforGovernment
GrantsandDisclosureofGovernmentAssistance.

TheprinciplebehindtheStandardisthatofaccrualsormatching:thegrantreceivedmust
bematchedwiththerelatedcosts.

Governmentgrantsareassistancebygovernment in the formof transfersof resources toan
entity inreturnforpastor futurecompliancewithcertainconditionsrelating to theoperating
activities of the entity. A government grant is recognised only when there is reasonable
assurancethattheentitywillcomplywiththeconditionsattachingtoitandthegrantswillbe
received.Inthecaseofthegreencertificates,theconditionthatmustbecompliedwithisthe
environmentallyfriendlyproductionofelectricity,asverifiedbyanindependentaudit.

Therearetwomaintypesofgrants:

(i) Grantsrelatedtoassets.Thesearegrantswhoseprimaryconditionisthatanentity
qualifying for them should purchase, construct or otherwise acquire long-term assets.
Subsidiaryconditionsmayalsobeattachedrestrictingthetypeorlocationoftheassets
ortheperiodsduringwhichtheyaretobeacquiredorheld.
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(ii) Grantsrelatedtoincome.Thesearegovernmentgrantsotherthangrantsrelatedto
assets.

SinceCoatecantradethegreencertificates,theyarenot long-termassets,andthereforefall
intothecategoryofgrantsrelatedtoincome.Theymustbematchedagainsttherelated
costsofproductionof'greenelectricity',as theyareaformofgovernmentcompensationfor
thesecosts.

Therearetwopossiblewaysofpresentingthegrants(greencertificates).

(i) Asacreditinprofitorloss,eitherseparatelyorunderageneralheadingsuchas'other
income';or

(ii) Asadeductionfromtherelatedexpense.

The green certificates are items held for sale in the ordinary course of business, and
thereforeshouldberecognisedasinventoriesinaccordancewithIAS2Inventories.Green
certificates thatareunsoldat theendof the reportingperiodare included in inventoryand
chargedtoproductionaspartofthecostofsales.

Adeferredincomeapproachisusedtomatchthegranttotherelatedcostasfollows:

Torecordthequarterlyreceiptofthegrant

DEBIT Certificate(SOFP) $Fairvalueofcertificateatreceipt
CREDIT Deferredincome(SOFP) $Fairvalueofcertificateatreceipt

Onthesaleofacertificate:contributiontocostofproduction

Whenthecertificateissolditsfairvaluemayberecognisedinprofitorloss.Itistreatedasa
deduction fromcostofsalesbecause it isacontribution to thecostofgenerating the 'green
electricity'.

DEBIT Deferredincome(SOFP) $Fairvalueofcertificateatreceipt
CREDIT Costofsales(SPLOCI) $Fairvalueofcertificateatreceipt

Onthesaleofacertificate:surplus/deficit

Thecertificatemaybesoldformoreorlessthanitsfairvalueatthetimeitwasreceivedfrom
thegovernment.Thissurplus/deficitistakento/deductedfromrevenueintheSPLOCI.

DEBIT Bank/receivable(SOFP) $Fairvalueoftrade
CREDIT Certificate(SOFP) $Fairvalueofcertificateatreceipt
DEBIT/CREDIT Revenue(SPLOCI) $Balance(deficit/surplus)

Following IAS 1 Presentation of Financial Statements, Coate is required to disclose its
accountingpolicy inrelationtogovernmentgrants.IAS20specificallyrequiresdisclosure
of the nature and extent of the government assistance given and any
conditions not yet fulfilled or related contingencies. The disclosures of unfulfilled
conditionsareunlikelytobeextensivebecauseanauditmustbecompletedtoshowthat the
conditionshavebeenfulfilled.

(b) Foreignexchangeandcashflows

AccordingtoIAS7StatementofCashFlows,unrealisedforeignexchangegainsand
lossesarenotcashflows.However,IAS7requiresthatthecomponentsmakingupthe
totalopeningandclosingbalancesofcashandcashequivalentsinthestatementofcashflows
should be disclosed in order to reconcile cash and cash equivalents at the
beginningandendoftheperiod.

Individualaccounts(foreigncashbalances)

Coate holds foreign currency cash and cash equivalent balances. As these are
monetaryitems,IAS21TheEffectsofChangesinForeignExchangeRatesrequiresthemto
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beretranslatedattheclosingrateatthereportingdate.Exchangegainsandlosses
arerecordedinprofitorlossinCoate'sindividualfinancialstatements.

Consolidatedaccounts(overseassubsidiary)

IAS 21 requires the assets and liabilities (both monetary and non-monetary) of the
overseas subsidiary to be translated at the closing rate in the consolidated
financialstatements.Incomeandexpensesaretranslatedattheraterulingatthedate
ofthetransactionortheaveragerateasacloseapproximation.Exchangedifferences
arisingonretranslationofopeningnetassetsandretainedprofitforeachpeiodarerecorded
inother comprehensive income andheld ina translation reservewhich isa separate
componentofequity.Ondisposalof thesubsidiary, thegainsor lossesarereclassified
fromothercomprehensiveincometoprofitorlossfortheyear.

Intheconsolidatedstatementofcashflows,iftheindirectmethodisadopted,these
exchange differences are removed from profit before tax as an adjustment within
'operatingactivities'.Insteadtheyareshownatthefootoftheconsolidatedstatementofcash
flows (asa separateheading fromoperating, investingand financingactivities)aspart of
thereconciliationbetweenopeningandclosingcashandcashequivalentbalances.

As thesubsidiarywasacquiredduringthecurrentyear, itscashandcashequivalentsat the
date of acquisition would have been recorded as a cash flow within 'investing
activities'. As its year end cash and cash equivalents balance would have also been
included in the closing cash and cash equivalents balance at the foot of the consolidated
statementofcashflowstranslatedattheclosingrate,theexchangedifferencearisingfromthe
movementinexchangeratesbetweentheacquisitiondateandtheyearendwillhaveto
be shown separately at the foot of the statement of cash flows as part of the
movementincashandcashequivalents.

(c) Treatmentofformersubsidiary

Coatewishes tocontinuetoconsolidateits investment inPatten,ofwhichithassold50%to
Manis.Therequirement(orinthiscasepermission)toconsolidateaninvestmentisdetermined
by control, not merely by ownership. In most cases, this will involve the parent company
owningamajorityoftheordinarysharesinthesubsidiary(towhichnormalvotingrightsare
attached). Thereare circumstances, however,when theparentmayownan equal shareor
onlyaminorityofthevotingpowerinthesubsidiary,buttheparentstillhascontrol.Coateis
arguing that it still has control over Pattenbecauseof theagreementmadewithManis that
CoatewouldexercisegeneralcontroloverPatten'soperatingandfinancialpolicies.Whether
this is the case will be determined in accordance with IFRS 10 Consolidated Financial
Statements.

IFRS10statesthataninvestorcontrolsaninvesteeifandonlyifithasallofthefollowing:

(i) Powerovertheinvestee

(ii) Exposure,orrights,tovariablereturnsfromitsinvolvementwiththeinvestee;and

(iii) Theabilitytouseitspowerovertheinvesteetoaffecttheamountoftheinvestor's
returns.

Power is defined as existing rights that give the current ability to direct the
relevantactivitiesoftheinvestee.Insomecasesassessingpowerisstraightforward,for
example,wherepowerisobtaineddirectlyandsolelyfromhavingthemajorityofvotingrights
orpotentialvotingrights,andasaresulttheabilitytodirectrelevantactivities.Inothercases,
assessment ismorecomplexandmore thanone factormustbeconsidered.Coatehasonly
50%ofthevotingrightsofPatten,andsootherfactorscomeintoplayhere.
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IFRS10gives the followingexamplesofrights,other thanvotingorpotentialvotingrights,
whichindividually,oralone,cangiveaninvestorpower.

(i) Rights toappoint, reassignor removekeymanagementpersonnelwhocandirect the
relevantactivities

(ii) Rightstoappointorremoveanotherentitythatdirectstherelevantactivities

(iii) Rightstodirecttheinvesteetoenterinto,orvetochangestotransactionsforthebenefit
oftheinvestor

(iv) Otherrights,suchasthosespecifiedinamanagementcontract

Coate does not appear to have these rights over Patten.While the shareholder agreement
gives Coate influence over Patten, the requirement for consensus with Manis relates to
decisionsmade in theordinarycourseofbusiness,suchassignificantchangesin
the company's activities or budgets, appointment anddismissal of senior employees.Coate
argues that it is customary within the industry to require shareholder consensus for such
decisions,buttheextentoftherestrictionsprecludescontrolbyCoate.Rather,the
consensusrequirementssuggestjointcontrol,andindicatethatthisisajointarrangement,
asperIFRS11JointArrangements.IFRS11definesjointcontrolas:

Thecontractuallyagreedsharingofcontrolofanarrangement,whichexistsonlywhen
decisions about the relevant activities require the unanimous consent of the parties
sharingcontrol. (AppendixA)

Therearetwotypesofjointarrangements:jointventuresandjointlycontrolledentities.Patten
isaseparatevehicle.Assuch,itcouldbeeitherajointoperationorjointventure,soother
factsmustbeconsidered.

TherearenofactsthatsuggestthatCoateandManishaverightstotheassetsofPatteninthe
consolidatedfinancialstatementsnoranobligationforits liabilities.Therefore,aseachparty
has an interest in thenet assets of Patten, Patten should be treated as a joint venture
(ratherthanajointoperation).Manismustbede-consolidatedfromtheCoategroup,
andequityaccountedforasajointventureinstead.

(d) Taxadjustment

AccordingtoIAS12IncomeTaxesthetaxexpenseinthestatementofprofitorlossandother
comprehensive income includes the tax charge for the year, any under or overprovision of
incometaxfromthepreviousyearandanyincreaseordecreaseinthedeferredtaxprovision:

 $
Currenttaxexpense X
Under/(over)provisionsrelatingtopriorperiods X/(X)
Increases/(decreases)inthedeferredtaxbalance X/(X)
 X

While the correction of an over- or under-provision relates to a prior period, this isnot a
priorperiodadjustmentasdefinedinIAS8AccountingPolicies,ChangesinAccounting
Estimates and Errors as assumed by Coate. Rather, it is a change in accounting
estimate.

Changes in accounting estimates result from new information or new developments and,
accordingly,arenot correctionsoferrors.Apriorperioderror,whichwouldrequirea
priorperiodadjustmentisanomissionormisstatementarisingfromfailuretouse
reliable information thatwasavailable or could havebeenobtainedat the timeof the
authorisationofthefinancialstatements.Thisisnotthecasehere.Coatehadaccountedfor
allknownissuesatthepreviousyearend(30November20X1),andcouldnothaveforeseen
that the tax adjustment would be required. No penalties were applied by the taxation
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authorities, indicating that therewere no fundamental errors in the information provided to
them.Correctionofanover-orunder-provisionfortaxationisroutine,sincetaxationliabilities
aredifficulttoestimate.

The effect of a change in accounting estimate must be applied by the company
prospectively by including it in profit or loss in the period of change, with separate
disclosureoftheadjustmentinthefinancialstatements.

65Marrgrett

Workbookreferences.BasicgroupsiscoveredinChapter10.Changesingroupstructureasa
resultofacquisitionsiscoveredinChapter11,anddisposalsiscoveredinChapter12.

Toptips.ThisquestionrequiresanunderstandingofIFRS3BusinessCombinationsinorderto
provideadviceonvariousaspectsofgroupaccounting.Marksareavailablefordiscussionand
applicationofthechangeinaccountingtreatmentfromequityaccountingforanassociateto
consolidationofasubsidiary,withreferencetocontrol.Marksarealsoavailablefordiscussingthe
partialdisposalofsubsidiaries–oneinwhichcontrolisretainedandtheotherinwhichcontrolis
lostbutsignificantinfluenceisretained.

Easymarks.ThebasicelementsofIFRS3shouldbereasonablyeasytoexplain.

Markingscheme 

 Marks

IFRS3generalrequirements 3
Increaseinholding 4
Consideration 5
Intangibleassets 3
NCI 5
Reorganisationprovision 2
IFRS10 3


 25

 

IFRS3Generalrequirements

IFRS 3 Business Combinations requires all business combinations to be accounted for as
acquisitions.

Marrgrettisproposingtopurchaseadditionalsharesinitsassociate,Josey.Anincreasefrom30%to
70% will give control, as the holding passes the all-important 50% threshold. This is a step-
acquisition,whichIFRS3callsa'businesscombinationachievedinstages(para.32(iii)).

Itemsincludedintheconsideration

Allconsiderationismeasuredatfairvalue.

Contingentconsideration

TheadditionalsharesbeingofferedtoJosey'sshareholderstothevalueof$50,000arepartofthe
considerationcontingentontheachievementofacertainlevelofprofitability.

IFRS 3 recognises that, by entering into an acquisition, the acquirer becomes obliged to make
additionalpayments.IFRS3requiresrecognitionofcontingentconsideration,measured
atfairvalue,attheacquisitiondate.
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Thesharesworthupto$50,000meettheIAS32FinancialInstruments:Presentationdefinitionofa
financial liability. This contingent consideration will be measured at fair value, and any
changes tothefairvalueonsubsequentre-measurementwillbetakentoprofitor lossforthe
year.

Equityinterestalreadyheld

Consideration includes cash, assets, contingent consideration, equity instruments, options and
warrants.Italsoincludesthefairvalueofanyequityinterestalreadyheld.Thismeansthat
the30%holdingmustbere-measured to fairvalueat thedateoftheacquisitionofthe
further40%holding.Therevalued30%stake,togetherwiththeconsiderationtransferredintheform
of cash and shares, is compared to the fair value of Josey's net assets at the date control was
obtained,inordertoarriveatafigureforgoodwill.

Anygainorlossontherevaluationoftheassociateistakentoprofitorlossfortheyear.

Itemsnotincludedintheconsideration

Transactioncosts

IFRS3requirescostsrelatingtotheacquisitiontoberecognisedasanexpenseatthe
time of the acquisition. They are not regarded as an asset, nor do they form part of the
consideration.(CostsofissuingdebtorequityaretobeaccountedforundertherulesofIFRS9.)

Shareoptions

AsanincentivetotheshareholdersandemployeesofJoseytoremaininthebusiness,Marrgretthas
offeredshareoptionsinJosey.Theseareconditionalonthemremaininginemploymentfortwoyears
aftertheacquisition,thatistheyarecontingentonfutureevents.Thequestionarisesofwhetherthey
arecontingentconsideration,forwhichthetreatmentisspecifiedintherevisedIFRS3,oras
compensation forservicesafter theacquisition, forwhichthetreatment isgivenin IFRS2Share-
basedpayment.

Theconditionsattachedtotheshareoptionsareemploymentbased,ratherthancontingenton,say,
theperformanceofthecompany.Accordingly,theoptionsdonotformpartoftheconsiderationand
mustbetreatedascompensationandvaluedundertherulesofIFRS2.Thechargewill
betopost-acquisitionearnings,sincetheoptionsaregiveninexchangeforservicesafterthe
acquisition.

Effectoftypeofconsideration

Thenatureoftheconsiderationtransferred–cash,shares,contingent,andsoon–doesnotaffect
the goodwill. However, the structure of the payments may affect post-acquisition profits. For
exampleifpartoftheconsiderationiscontingent(ashere),changestothefairvaluewillbereflected
inprofitorlossfortheyearinfutureyears.

Intangibleassets

Josey's intangibleassetswillberecognisedonacquisitionbyMarrgrettofacontrollingstake.
IFRS 3 requires the acquirer to recognise, separately from goodwill, all identifiable assets of the
acquiree. The more intangibles are recognised, the lower the figure for goodwill, which is
considerationtransferredlessfairvalueofassetsacquiredandliabilitiesassumed.

Non-controllinginterest

IFRS3andIFRS10viewthegroupasasingleentityinwhichnon-controllingshareholdersarealso
shareholdersinthegroup.Thismeansthatgoodwillattributabletothenon-controllinginterestneeds
toberecognised.
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IFRS3givesachoiceastohowtovaluenon-controllinginterest:

Foreachbusinesscombination, theacquirershallmeasureanynon-controllinginterest in the
acquireeeither at fair value or at the non-controlling interest's proportionate
shareoftheacquiree'sidentifiablenetassets (para.19)

IFRS3suggeststhattheclosestapproximationtofairvaluewillbethemarketpriceofthesharesheld
bythenon-controllingshareholdersjustbeforetheacquisitionbytheparent.

Non-controlling interest at fair valuewill be different from non-controlling interest at proportionate
shareof theacquiree'snetassets.Thedifferenceisgoodwillattributable tonon-controllinginterest,
whichmaybe,butoftenisnot,proportionatetogoodwillattributabletotheparent.

Partialdisposal

Thetreatmentofapartialdisposaldependsonwhetherornotcontrolisretained.Generally,control
islostwhentheholdingisdecreasedtolessthan50%.

Ondisposalofa controlling interest,any retained interest (anassociateor trade
investment)ismeasuredatfairvalueonthedatethatcontrolislost.Thisfairvalueis
used in thecalculationof thegainor lossondisposal,andalsobecomes thecarryingamount for
subsequentaccountingfortheretainedinterest.

Ifthe50%boundaryisnotcrossed,aswhentheinterestinasubsidiaryisreduced,thedisposalis
treatedasatransactionbetweenowners.

Whenever the 50% boundary is crossed, the existing interest is revalued, and a gain or loss is
reportedinprofitorlossfortheyear.Ifthe50%boundaryisnotcrossed,nogainorlossisreported;
insteadthereisanadjustmenttotheparent'sequity.

Marrgrettintendstoretaincontrolofthefirstsubsidiary,sointhiscasetherewillbenogain
orloss,butanadjustmenttotheMarrgrett'sequitytoreflecttheincreaseinnon-controllinginterest.In
thecaseofthesecondsubsidiary,however,controlislost.Againwillberecognisedon
theportionsold,andalsoontheportionretained,beingthedifferencebetweenthefair
valueandthecarryingamountoftheinterestretained.

Re-organisationprovision

IFRS10ConsolidatedFinancialStatementsexplainsthataplantorestructureasubsidiaryfollowing
anacquisitionisnotapresentobligationoftheacquireeattheacquisitiondate,unlessitmeetsthe
criteriainIAS37Provisions,ContingentLiabilitiesandContingentAssets.Thisisveryunlikelytobe
thecaseattheacquisitiondate.Therefore,Marrgrettshouldnotrecognisealiabilityforthere-
organisationofthegroupatthedateoftheacquisition.

Thisprevents creative accounting.Anacquirer cannot set upaprovision for restructuringor
futurelossesofasubsidiaryandthenreleasethistoprofitorlossinsubsequentperiodsinorderto
reducelossesorsmoothprofits.

66Marchant

Workbookreference.BasicgroupsarecoveredinChapter10anddisposalsarecoveredin
Chapter12.

Toptips.Part(a)testsseveralkeyconsolidationprinciplesincludingrelativelystraightforward
goodwillcalculations,anadjustmentforintragroupsaleofinventorywasincorporated(witha'twist'
inthatthesalewasatfairvaluesotheunrealisedlosswasgenuine)andtwodisposals,onewhere
controlwaslostandoneinwhichcontrolwasretained.Itisimportantthatyouknowthedifferencein
thetreatment,sobesuretorevisethisifyouhaddifficulty.Theimpairmentofgoodwillelementofthe
questionrequiresspecificknowledgethatthesubsequentincreaseintherecoverableamountofthe
goodwillisconsideredtobeinternallygeneratedratherthanareversalofpurchasedgoodwill
impairment.IAS38IntangibleAssetsprohibitstherecognitionofinternallygeneratedgoodwill,thus
anyreversalofimpairmentisnotrecognised.
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Easymarks.Thereareeasymarksavailableforthecalculationofgoodwillandfortheintragroup
partofthequestion.Rememberthatmarksaregivenforcorrectprincipleswithinaccurate
calculations.

InPart(b)ofthequestionyouareaskedtoexplain,withsuitablecalculations,howthesaleofthe8%
interestinasubsidiaryshouldbedealtwithinthegroupstatementoffinancialpositionat30April
20X4.Marksareavailablefortheexplanationandthecalculationsodonotsimplyshowthe
calculationoryouwilllosemarks.

Markingscheme 

 Marks

(a) (i) GoodwillNathanandOption
Discussion1markperpointtoamaximum 4
Calculation 4

 8
(ii) Intragrouptrading

Discussion1markperpointtoamaximum 3

(iii) DisposalofOption

Discussion1markperpointtoamaximum 4

(iv) InvestmentinNathaninseparatefinancialstatements

Fairvaluegain–Discussion1markperpointtoamaximum 2
Gainondisposal–Discussion1markperpointtoamaximum 4
Calculation 3

 9
(a) SaleofequityinterestinNathan 

Discussion1markperpointtoamaximum 4
Calculation 2

 6
 30

 

(a) (i) Goodwill

Goodwill on the acquisition of Nathan andOption should have been calculated as
follows:
 Nathan Option
 $m $m
Fairvalueofconsiderationtransferred 80.0 70.0
Fairvalueofnon-controllinginterest 45.0 28.0
Fairvalueofidentifiablenetassets acquired (110.0) (86.0)
Goodwillatacquisitiondate 15.0 12.0
Impairmentlossto30.4.X3:1520% (3.0) –
 12.0 12.0

It is Marchant's policy to apply the 'full goodwill' method and therefore the non-
controllinginterestshouldbeincludedinthecalculationofgoodwillatfairvalue.

Subsequent to acquisition goodwill should be carried in the statement of financial
positionatcostlessanyaccumulatedimpairmentlosses.
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The impairmentof thegoodwill inNathanascalculatedabovehadbeenreversedby
Marchantand thegoodwill increased to$2mmore than its original value,givingan
increaseof$(3m+2m)=$5mandacarryingamountof$17m.However,after the
goodwill has been impaired, any subsequent increase is considered internally
generatedgoodwillwhichcannotberecognised.IAS36ImpairmentofAssetsprohibits
the reversal of impairment ongoodwill. The$3muplift and$2m increase cannot be
recognisedandmustbeeliminated,so$5mischargedtoprofitorloss.

DEBIT Profitorloss $5m 
CREDIT Goodwill–Nathan $5m

Totalgoodwillistherefore$24m.

(ii) Intragrouptrading

In order for the consolidated financial statements to display the group as a single
economic entity reporting only the transactionswhich are external to the group, it is
necessary to perform a consolidation adjustment to exclude firstly the intra group
sale/purchaseandsecondlytoeliminateanyunrealisedprofit.

(1) Cancelintragroupsales/purchases:

DEBIT Revenue $12m 
CREDIT Costofsales(purchases) $12m

(2) Unrealisedprofit/loss:

There is an 'unrealised' loss on the sale of the inventory. Losses are not
cancelledand thereforemust remain in theconsolidated financial statementsas
the sale at a loss indicates that the inventorywas impaired.No adjustment is
required.

(iii) GroupprofitondisposalofOption(controllost)

MarchanthaslostcontrolofOptionasaresultofthesaleon1November20X3ofa
40%equityinterest.Option'sstatuschangesfromthatofasubsidiary(60%holding)to
an associate (20% holding), over which Marchant retains significant influence. An
'accountingboundary' hasbeen crossedbecause the holding reduces tobelow50%
andthereforeitisappropriatetocalculateagainorlossondisposal,forrecognitionin
profit or loss, under IFRS 3 Business Combinations. The effective date of disposal is
when control passes, in this case 1 November 20X3. The consolidated financial
statements of Marchant the year ended 30 April 20X4 should include the results of
Optionup to thisdatewith the relatednon-controlling interestat40%.The investment
shouldbeaccountedforasanassociateusingequityaccountingthereafter.

 $m $m
Fairvalueofconsiderationreceived  50
Fairvalueof20%investmentretained  40
Lessshareofconsolidatedcarryingamountwhencontrol
lost

 

Netassets 90 
Goodwill((a)(ii)) 12 
Lessnon-controllinginterests (34) 
  (68)
  22

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 311

(iv) InvestmentinNathan–fairvaluegainandgainondisposalinseparate
financialstatements

MarchanthasrecordedafairvaluegainontheinvestmentinNathanof$95m–$90m
=$5minitsindividualfinancialstatementsfortheyearended30April20X4.Thisgain
mustbeeliminatedonconsolidationbecausethecalculationofgoodwillisbasedonthe
fairvalueof theconsiderationat thedateofacquisition,notat thedateof thecurrent
financialstatements.Thedoubleentryforthereversalis:

DEBIT Othercomprehensiveincome $5m 
CREDIT InvestmentinNathan $5m

Reversaloffairvaluegainrecognisedinparent'sseparatefinancialstatements

Thesaleof the8%equityinNathandoesnotresult in lossofcontrol(60–8=52%)
andNathan remains a subsidiary. It represents a decrease in the controlling interest
and is accounted for as a transaction between owners under IFRS 3 Business
Combinations. It is shown as a movement in the parent's equity in the consolidated
financial statements,with no profit or loss arising. Accordingly, the gain on the sale
recognised in the parent's separate financial statements must be reversed on
consolidation:

 $m $m
DEBIT Profitorloss(18 – (95 8%/60%)) 5.33 
DEBIT InvestmentinNathan(95 8%/60%) 12.67 
CREDIT Othercomponentsofequity 18

(b) Saleof8%interestinNathan

WhenMarchantdisposedof8%of itsholding inNathan,Nathanwent frombeinga60%
subsidiary to a 52% subsidiary. In other words control is retained. No accounting
boundaryhasbeencrossed,andtheeventistreatedasatransactionbetweenowners.

Theaccountingtreatmentisasfollows:

Statementofprofitorlossandothercomprehensiveincome

(1) Thesubsidiaryisconsolidatedinfullforthewholeperiod.

(2) Thenon-controlling interest in the statementofprofit or lossandother
comprehensive income isbasedonpercentagebeforeandafterdisposal, ie time
apportioned.Inthiscase,thesaletookplaceonthelastdayoftheyear,sothereisa
40%non-controllinginterestforthewholeyear.

(3) Thereisnoprofitorlossondisposal.

Statementoffinancialposition

(1) The change (increase) in non-controlling interests is shown as an adjustment to the
parent'sequityinordertorepresentthereallocationofownershipbetweenthegroup's
equityholders.

(2) The'closing'non-controllinginterestwillbebasedontheyearendpercentageof48%
(40+8=48%).

(3) Goodwillonacquisitionisunchangedintheconsolidatedstatementoffinancialposition
becauseitisanhistoricalfigureunaffectedbythechangeinownership.Thesalemay,
however, be an indicator of impairment and therefore the directors must test the
goodwillforimpairmentatdisposal.
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Theadjustmenttotheparent'sequityisasfollows:

Non-controllinginterestatyearend:
 $m
Non-controllinginterestatacquisition 45.0
NCIshareofpost-acquisitionreserves:40%×$(120 – (25+65+6)) 9.6
Impairment($15mx20%=$3.0m((a)(ii))@40%) (1.2)
 53.4
IncreaseinNCI:$53.4m×8%/40%=$10.68m

 $m
Fairvalueofconsiderationreceived 18.00
IncreaseinNCIinnetassetsandgoodwillatdisposal (10.68)
Adjustmenttoparent'sequity 7.32

67Traveler

Workbookreferences.StepacquisitionsarecoveredinChapter11.Impairmentoffinancial
assetsiscoveredinChapter7.FairvalueadjustmentsarecoveredinChapter10.

Toptips.Forpart(a)(i),forthefinancialasset,youneedtoidentifywhichofthethreestagesinthe
creditlossmodelisappropriatethenapplytherelevantaccountingtreatment.Forpart(b),perform
thecalculationsfirstthenaddtheexplanationsbutdonotomittheexplanationsoryouwillnotpass
thispartofthequestion.Forparts(a)(ii),(iii),and(iv),thekeytothecalculationsistodrawupthe
relevantproformasforgoodwill,retainedearningsandnon-controllinginterests(NCI)thenwork
throughthequestionidentifyingtherelevantnumbersandaddingthemtoyourproformas.Inpart(b),
discussionoftheprinciplesandethicalissuesiswhatisrequired.Thisisagoodexampleofwhatis
likelytobetestedingroupquestionsinSBR.

Markingscheme 

 Marks

(a) (i) Loan
  Classification 2
  Impairment 3
 5

 (ii) Goodwill 2
  Considerationtransferred 2
  Impairment 6
  Fairvalueadjustments 2
 10

 (iii) Retainedearnings 3

 (iv) Non-controllinginterest 4

(b) Intra-grouptransactionsandethics 8
 30
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(a) (i) Loan

The loan is a financial asset held at amortised cost under IFRS 9 Financial
Instruments.Travelerwishestovaluetheloanatfairvalue.However,IFRS9statesthat
the classification of an instrument is determined on initial recognition and that
reclassifications,whicharenotexpectedtooccurfrequently,arepermittedonlyif
theentity'sbusinessmodelchanges.

Financial assets are subsequently measured at amortised cost if both of the
followingapply:

(i) Theasset isheldwithinabusinessmodelwhoseobjective is tohold the
assetstocollectthecontractualcashflows;and

(ii) Thecontractualtermsofthefinancialassetgiverise,onspecifieddates,tocash
flowsthataresolelypaymentsofprincipalandinterestontheprincipal
outstanding.

Allotherfinancialassetsaremeasuredatfairvalue.

Traveler'sobjective(andthereforeitsbusinessmodel)forholdingthedebtinstrument
hasnotchanged,andsoitcannotmeasureitatfairvaluebutmustcontinueto
measureitatamortisedcost.

As Traveler has adopted IFRS 9 Financial Instruments, it must apply the standard's
forward-looking impairment model. The financial statements must reflect the
deterioration in the credit quality of the financial asset in order toprovide userswith
moreusefulandtimelyinformation.

As the borrower is in financial difficulties, the loan is inStage 2,meaning that the
credit quality of this financial asset has deteriorated significantly since
initialrecognition,solifetimeexpectedcreditlossesmustberecognisedand
theincreasechargedtoprofitorloss.Travelerisrequiredtorecordthefullvalue
oftheincreasedimpairmentimmediately.Theimpairment,asshownbelow,shouldbe
calculatedat thepresent valueof expected credit shortfalls over the loan's remaining
life. 

DEBIT Lossallowance
 (andTraveler'sretainedearnings9.9–2) $7.9m

CREDIT Financialassets  $7.9m

(ii) GoodwillonDataandCaptive

Travelerwishestousethe'fullgoodwill'methodfor thecalculationofgoodwillonthe
acquisition of Data. This means incorporating the non-controlling interest into the
goodwill calculationat fair value.Conversely, for theacquisitionofCaptive, Traveler
has opted to apply the 'partial goodwill' method and this means the non-controlling
interest is included in the goodwill calculation at its proportionate share of the
acquiree'sidentifiablenetassets.
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Goodwill on the acquisition of Data and Captive should have been calculated as
follows:

 Full
method

 Partial
method

 Data  Captive
 $m  $m
 
Considerationtransferred– for60% 600  
Considerationtransferred– for80%
(477+64)(W1)

 541.0

Non-controllinginterests 
Fairvalue(perquestion/526×20%) 395 
  105.2
 
FVofidentifiablenetassetsatacq'n: (935)  (526.0)
Goodwillatacquisitiondate 60  120.2
Impairmentlosses(W3) (50)  (61.0)
Goodwillat30November20X1  10  59.2
 
Totalgoodwill 69.2

Workings

1 Groupstructure

  Traveler  

    

1.12.20X0 60%  1.12.20X0 80%

30.11.20X1 20%   

 80%   

    

    

 Data  Captive 

Pre-acquisitionRE $299m  Pre-acquisitionRE $90m

Pre-acquisitionOCE $26m  Pre-acquisitionOCE $24m

2 Considerationtransferred:Captive 

Thelandtransferredaspartofthepurchaseconsiderationshouldbevaluedatits
fairvalueof$64millionatthedateofacquisitionandincludedinthegoodwill
calculation.

Thishasbeenincorrectlytreatedas:

DEBIT CostofinvestmentinCaptive  $541m
CREDIT Profitorloss  $64m
CREDIT Cash  $477m
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Thelandneedstoberemovedfromnon-currentassets,the$64msalesproceeds
removedfromprofitorlossandagainondisposalcalculated.Thegainis$64m
sale consideration, less carrying amount of $56m = $8m. The correct entries
shouldhavebeen:

DEBIT CostofinvestmentinCaptive $541m
CREDIT Profitorloss(gainondisposal)  $8m
CREDIT Land  $56m
CREDIT Cash  $477m

Tocorrect,theentriesare:

DEBIT Profitorloss $56m
CREDIT Land $56m

3 Impairmentofgoodwill

 Data Captive
 $m $m
Netassetsatyearend(perquestion) 1,079 604.0
Fairvalueadjustments(W4) 10 22.0
 1,089 626.0

Goodwill(Data60,Captive120.2×100%/80%
(seeNote2)

60 150.3

 1,149 776.3
Recoverableamount(perquestion) (1,099) (700.0)
Impairmentlossgross 50 76.3
 
Impairmentlossrecognised(seeNote1):100%/80% 50 61.0

Notes

1 Becausethenon-controllinginterestinDataisatfairvalue,goodwillarises
on this non-controlling interest, which bears its share of any impairment
using the proportions inwhich profits and losses are shared at the year
endwhentheimpairmentreviewarose,thatis,20%.Thegrossimpairment
of$50mistakentothegoodwillworkingandthe20%($10m)totheNCI
working((a)(iv)).InthecaseofCaptive,wherethepartialgoodwillmethod
isused,only80%oftheimpairmentistakentothegoodwillworking.

2 Becausethenon-controllinginterestinDataisatfairvalue,thegoodwillis
alreadygrossedup,butCaptiveuses thepartialgoodwillmethod,sothe
goodwillneedstobegrossedupforanunrecognisedNCIof20%.

4 Fairvalueadjustments

 
 Atacq'n

1.12.20X0 Movement
Atyearend
30.11.20X1

Data: $m $m $m
Land:935–(600+ 299+26) 10 – 10
  
Captive:  
Land:526–(390+ 90+24) 22 – 22

The land isnon-depreciableand therefore the fairvalueadjustments remain the
sameasatacquisition.
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(iii) Retainedearnings

 Traveler Data Captive
 $m $m $m
Atyearend(perquestion) 1,066.0 442 169
Lossallowanceonloan(a) (7.9) 
Consideration(W2) (56.0) 
Pre-acquisition(perquestion) (299) (90)
  143 79
Groupshare

Data:143 ×60% 85.8
Captive:79×80% 63.2
Impairmentlosses(W3))(50×80%)+ 61 (101.0)
 1,050.1

(iv) Non-controllinginterests

 Data Captive
 $m $m
Atacquisition(perquestion/(ii) 395.0 105.2
Post-acquisitionshareofretainedearnings 
 Data:143(iii)×40% 57.2 
 Captive:79(iii)×20% 15.8

Post-acquisitionshareofothercomponentsof
equity



 Data:(37-26)×40% 4.4 
 Captive:(45-24)×20% 4.2

 456.6 125.2
Acquisitionofadditional20%ofData(W1) (228.3) –
 228.3 125.2
Impairmentlosses:50(W3))× 20% (10.0) –
 218.3 125.2
 

 343.5

Working:Adjustmenttoparent'sequityonacquisitionofadditional20%ofData

Thisisanincreaseinthecontrollinginterestandthereforeareductioninthenon-
controllinginterest,of20%/40%:

DEBIT Non-controllinginterest
 $456.6m×20%/40% $228.3m
CREDIT Investment  $220m
CREDIT Parent'sequity(othercomponentsofequity)  $8.3m

(b) The purpose of group accounts is to show the transactions of the group as if it is a single
economic entity. Traveler has control over the economic resources of each subsidiary and
thereforeaclearpictureofthegroup'spositionandperformancecanonlybeascertainedby
combining the financial statements of the parent and all subsidiaries. 100% of the assets,
liabilities, incomeandexpensesareaddedtogether toreflect theparententity'scontrolover
thoseresources.Part-ownershipisreflectedthroughtheinclusionofanon-controllinginterest.

Transactions between parent and subsidiaries are a perfectly normal aspect of business
relationships.Therearenospecificrulesastowhatlevelofmark-upshouldbeappliedtosuch
transactions.Entitiesare thereforefreetodeterminethesalespricewhichtheywishonintra-
grouptransactionsanditneednotbeatarm'slength.Intra-grouptransactionsandunrealised
profitsareeliminatedso that theconsolidatedfinancialstatementsbestreflectsubstanceand
faithfully represent the transactionswhichpertain to thegroup. It is true that themark-upor
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marginchosenwillnotaltertheprofitsofthegroup,however,theimpactupontheindividual
financialstatementsshouldstillbeconsidered.

Aclearself-interestthreatarisesfromtheintentiontosellthesharesinCaptive.Thedirectorsof
TravelerhaveanincentivetoincreasetheprofitsofCaptiveinordertosecureashighaprice
aspossibleforthesaleoftheshares.Thiswouldbedetrimentaltothebidderandisaclear
ethical issue. The directors should consider the guiding principles of the IASB'sConceptual
Framework when considering how the mark-up will impact on the profits of the individual
groupmembers. TheConceptual Framework emphasises that for financial information tobe
useful, it must be relevant and faithfully represent what it purports to represent. Faithful
representation requires accounting policies chosen to be neutral and objective. It could be
argued that by deliberately inflating the mark-up, the directors are presenting financial
statementswhicharenotneutralorfreefrombias.

Whenassessingwhetheranethicalissuehasarisenfromthechoiceofmark-up,consideration
of IAS24RelatedPartyDisclosures isrelevant.TravelerandCaptivearerelatedpartiesand
the transferofgoodsisarelatedparty transaction. Informationmustbedisclosedonrelated
party transactionsandbalancesnecessary forusers tounderstand thepotentialeffectof the
relationshipon the financial statements. This is required since relatedparty transactionsare
often not carried out on an arm's length basis. Indeed, related party transactions include
transfers of resources, services or obligations regardless of whether a price is charged.
Providedthatthefulleffectsofthetransactionwereproperlydisclosed,noethicalissuewould
arisefromsellingthegoodsatanunusuallyhighmargin.

68Angel

Workbookreference.GroupstatementsofcashflowarecoveredinChapter16.

Toptips.Therearemanystraightforward,non-groupaspectstothisextractsfromconsolidated
statementofcashflowsquestion,somakesureyoudon'tgetboggeddownintheinformation
providedattheexpenseofthese.Wehavesetupworkingsforworkingcapitalreconciliationseven
thoughthemovementsarestraightforward.

Makesureyouallocateenoughtimetopart(b)–ithaseightmarksavailableforstraightforward
IAS7knowledge.

Easymarks.TheseareavailablefortheworkingsinPart(a)(iii)aswellasexplanationsforthe
adjustmentsinPart(a),allofwhicharestraightforward,alongwithvalidpointsmadeinPart(b)on
cashflow.Thekeypointwithcashflowsistoensureyourunderstandingofthesignageofeach
adjustmentisclear,thiswillbeimportantnotonlyforyourworkingsbutalsoyourexplanationtothe
directors.

Markingscheme 

 Marks

(a) (i) Buildingrenovation 4
(ii) Profitbeforetaxation 4
(iii) Cashgeneratedfromoperations – upto2marksperitem 14

 
(b) Discussion1markperpointtoamaximum 8

 30
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(a) (i) Buildingrenovation

ThebuildingrenovationhasbeenincorrectlyaccountedforbecauseAngelhasdebited
the cash spent to revenue and this needs to be corrected in order to capitalise the
correctamountfortheenhancementoftheasset.Thecorrectingentriesare:

DEBIT Property,plantandequipment(PPE) $3m
CREDIT Revenue  $3m

Beingcapitalisationofrenovationofbuildingandcorrectionofchargetorevenue

Angeltreatsgrantincomeoncapital-basedprojectsasdeferredincomesoitshouldnot
havecreditedthecashreceivedfromthegranttoPPEanditneedstobereclassifiedto
deferredincomeonthestatementoffinancialposition.Thegrantwillthenbereleased
in linewith future depreciation charges so as to recognise the benefit over the same
periodas the related costs it is intended to compensate.However, the grant of $2m
needstobesplitequallybetweenrenovation(capital)andjobcreation(revenue).There
do not appear to be any future performance conditions relating to the job creation
portionofthegrant,sothatpartmaybereleasedimmediatelytoprofitandlossatthe
timethecashhasbecomereceivable.Thecorrectingentriesforthisare:

DEBIT Property,plantandequipment(PPE) $2m
CREDIT Retainedearnings–profitorloss  $1m
CREDIT Deferredincome  $1m

Beingcorrectionoftreatmentofgrantincome

(ii) Adjustmentstoprofitbeforetax

Profitbeforetaxneedstobeadjustedtotakeaccountof:

(1) thecorrectingentriesforthebuildingrefurbishmentandgrantinPart(a)(i).

(2) The $4m construction costs for the machine have been incorrectly charged to
other expenses and need to be capitalised as part of property, plant and
equipment(informationpoint(iii)).

(3) The related interest of $1mwhich is allowable as part of the cost of the asset
underIAS23BorrowingCostsneedstobecapitalised(informationpoint(iii)):

Correctingentriesforpoints(2)and(3)are:

DEBIT Property,plantandequipment $5m
CREDIT Profitorloss  $5m

Beingcorrectionofconstructioncostschargedtooperatingexpensesandcapitalisation
ofinterestunderIAS23.

Therefore,profitbeforetaxmaybeadjustedasfollowstoarriveatacorrectfigurefor
inclusioninthecashflowstatement:
 $m
Perquestion 184
Correctionofrenovationcostsandgrant(a)(i) 4
Correctionofconstructioncosts andinterest (a)(ii) 5
 193
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(iii) ANGELGROUP

EXTRACT FROM STATEMENT OF CASH FLOWS FOR THE YEAR ENDED 30
NOVEMBER20X3
 $m
Operatingactivities
Profitbeforetax(Part(a)(ii)) 193.0
Adjustmentsfor:
Profitonsaleofproperty,plantandequipment:(W1) (14.0)
Depreciation(perquestion/W2) 29.0
Impairmentofgoodwillandintangibleassets(perquestion/W3):
$26.5m+$90m

116.5

Shareofprofitofassociate(perquestion/W4) (12.0)
Interestexpense:$11mperquestionless$1mcapitalised ((a)(ii)(W5) 10.0
 322.5
Decreaseintradereceivables(W6) 58.0
Decreaseininventories(W6) 41.0
Decreaseintradepayables(W6) (211.0)
Cashgeneratedfromoperations 210.5

Workings

1 Profitonsaleofproperty,plantandequipment(PPE)

 $m
ProceedsfromsaleofPPE 63
Lesscarryingamount ofPPEdisposed (49)
Profitonsaleofproperty,plantandequipment 14

This amount needs to be deducted fromprofit before tax because the profit of
$14m isanon-cash credit currently includedwithinprofit before tax. The cash
proceedsfigureof$63mwillbeincludedintheinvestingactivitiessection.

2 Depreciation

The depreciation charge of $29mwhich has been deducted in arriving at the
profitbeforetaxfigure.Itisnon-cashandmustbeaddedback.

3 Impairmentofgoodwillandintangibleassets

Theimpairmentchargeof$116.5m,whichhasbeendeductedinarrivingatthe
profit before tax figure, is a non-cash movement and, as with depreciation, it
mustbeaddedback.

4 Shareofprofitofassociate

Theprofitshareof$12mrecordedinAngel'sprofitor loss isagainanon-cash
figure and should therefore be deducted to arrive at a cash figure related to
operations.Anydividend receivedbyAngel from its associateduring the year
will be included as a cash receipt in the investing activities section of Angel's
cashflowstatement.

5 Interestexpense

Theinterestchargeof$10m(beingthe$11mpaidlessthe$1mcapitalised)isa
cashpayment.Itisreclassifiedandshowninthecashflowstatementbelowcash
generatedfromoperationsasachargetothisfigure,alongwithtax,toarriveat
anetcashfromoperatingactivitiesfigure.
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6 Workingcapitalchanges


Inventories
Trade

receivables
Trade

payables
 $m $m $m
b/d 190 180 361
Acquisitionofsubsidiary 6 3 5
∴Increase/(decrease) (41)  (58)  (211) 
c/d  155 125 155


Movements in working capital are brought into the cash generated from
operationsfigure.Iftheinventoriesbalancehasfallen,thereislesscashtiedup
ininventoryheldandthecashpositionbenefits.ThekeypointhereisthatAngel
acquireda subsidiary, Sweety, during the financial year andgained inventory
and trade receivable and payable balances without a related operational
movement incash.Therefore, theseamountsmustbeadjustedwhencalculating
the correct cash flow. The cash payment to acquire Sweety (net of the cash
acquired) will be included in the investing activities section of the cash flow
statement.

(b) Classificationofcashflows

IAS 7 Statement of Cash Flows requires the classification of cash flows under three main
headings:operatingactivities,investingactivitiesandfinancingactivities.Operatingactivities
are the principal revenue-producing activities of the entity. Investing activities are the
acquisition and disposal of non-current assets and other investments not included in cash
equivalents.Financingactivitiesareactivitiesthatresultinchangesinthesizeandcomposition
oftheequitycapitalandborrowingsoftheentity.

Theclassificationis,however,notalwaysstraightforward.Somecashflowswhichlook
similarmaybeclassifieddifferently,dependingonthenatureofthebusiness.For
example, an investment company might classify dividends received as a cash inflow from
operating activities because investment is its operation, whereas a retail company would
classifydividendsreceivedasaninvestingactivity.

IAS 7 favours classification which reflects the nature of an entity's activities over
classificationinaccordancewiththeunderlyingiteminthestatementoffinancialposition.

The statement of cash flows shows themovement in cash and cash equivalents
between the start and the end of the period. Cash is generally considered to be a
straightforwarditemtodetermine;cashequivalentslessso.IAS7definesthemas'short-term,
highlyliquidinvestmentsthatarereadilyconvertibletoknownamountsofcashandwhichare
subjecttoaninsignificantriskofchangesinvalue'.TheStandarddoesnotdefine'short-term'
butdoesstatethat'aninvestmentnormallyqualifiesasacashequivalentonlywhenit
hasashortmaturityof,say,threemonthsorlessfromthedateofacquisition'.

Threemonthswouldnotgenerallybe longenough fora significantchange invalue,and is
alsoconsistentwiththepurposeofmeetingshort-termcashcommitments.Inlimited
circumstances,a longer-termdepositwithanearlywithdrawalpenaltymaybe treatedasa
cashequivalent.Thetermsofthearrangementneedtobeconsideredineachcase:

(i) The$3mondepositfortwelvemonthscanbewithdrawnearly,butthepenalty–loss
ofall interestearned– is sosignificantas to indicate that thecash isnot intended to
meetshort-termcashcommitments.Therefore,thisinvestmentwouldnotqualifyasa
cashequivalent.

(ii) The$7mdepositalsohasatwelve-monthmaturityperiod,andcanbewithdrawnwith
21days'notice. There isapenalty for earlywithdrawal,but this ismuch less severe
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thanthefirstdeposit,beingonlyareductionintherateofinterestfrom3%to2%.This
isnormalforshort-termdeposits,asstatedbythebank,indicatingthattheentitywishes
to keep the funds available for short-term needs. Therefore, this depositdoesmeet
theIAS7definitionofcashequivalents.

69Weston

Workbookreference.GroupstatementsofcashflowarecoveredinChapter16.Ethicsis
coveredinChapter2.

Toptips.InPart(a),theproceedsofdisposalcalculationisalittletricky,butthebestwayto
approachitistosetouttheworkingasforaprofit/lossondisposalandfindtheproceedsasa
balancingfigure.Itisalsoimportanttodistinguishbetweencashflowsandnon-cashflowsaswellas
beingclearonsignage.Inpart(b)youshouldrefertotheprinciplesofACCA'sCodeofEthicsand
Conduct.

Easymarks.Therearemanystraightforwardcashflowsincludedinthisquestion;thekeyisto
thinkeachtransactionthroughandensureyouincludealloftheareasofthestatementofcashflows
affectedinyouranswer.Itisusuallymorethanone.

Markingscheme 

  Marks

(a) (i) Discussionofdirector'sexpectation 3
  IAS7requirements 2
  IAS7extracts 2
  Lossondisposalworking 2
  Netassetsatdisposalworking 3
  Goodwillworking 2
  NCIatdisposalworking 2
 16
 (ii)DiscussionofimpactofSouthlandacquisition 4
  IAS7extractandworkings 4
 8
(b) Ethicaldiscussion 6
 30

 

(a) (i) EffectofNortherndisposalonWeston'sconsolidatedstatementofcash
flow

Thedirectors'expectationthat the lossondisposalofNorthernwillbeaddedbackto
theprofitbeforetaxfigureintheoperatingcashflowssectionofthecashflowtoarrive
at net cash flow from operating activities is incorrect. The profit before tax figure of
$183m excludes the results from the discontinued operation, which is presented
separately in accordance with IFRS 5 Non-Current Assets Held for Sale and
Discontinued Operations. The overall discontinued result of $25m must be analysed
betweentheelementrelatingto the tradingactivitiesofNorthern,whichwillceaseon
disposal,andthatrelatingtothedisposaltransaction,whichisaone-offbenefit(inthe
caseofdisposalproceeds)totheongoinggroup.

The 'trading' cash flows of Northern will be included in Weston's consolidated
statementof cash flowuntil thedateofdisposal. Inpreparation, theprofitbefore tax
from discontinued operations of $6m is initially combined with theWeston Group's
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other profits for the year, as are the other line items in the financial statements of
Northern,toarriveataconsolidatedposition.

Subsequently,whetheronthefaceof thecashflowor in thenotes, thenetcashflows
attributable to the operating, investing and financing activities of the Northern
discontinuedoperationmustbedisclosed,inaccordancewithIFRS5,sothatapicture
ofthecontinuinggroupcanbederivedbytheuser.

In accordance with IAS 7 Statement of Cash Flows, the net cash flows arising from
losingcontrolofasubsidiary,thatistheproceedsondisposallessanycashheldinthe
subsidiary,mustbepresentedseparatelyandclassifiedasinvestingactivities.

InaccordancewithIAS7,Westonmustdiscloseeachofthefollowing:

(i) Thetotalconsiderationreceived$85.4m(W1);

(ii) Theportionoftheconsiderationconsistingofcashandcashequivalents$85.4m;

(iii) TheamountofcashandcashequivalentsheldbyNorthernwhencontrol is lost
$(2)m;and

(iv) The amount of the assets and liabilities other than cash or cash equivalents in
Northern when control is lost, summarised by each major category (see W2
below).

EXTRACT FROMWESTONGROUP STATEMENTOFCASH FLOWS: FOR THE YEAR
ENDED31JANUARY20X6:ProceedsondisposalofNorthern

Cashflowsfrominvestingactivities $m $m
ProceedsondisposalofNorthern:85.4(W1)+2 87.4
Netcashfrominvestingactivities  87.4

Thebankoverdraftof$2misaddedbacktothefairvalueofconsiderationreceivedof
$85.4m, inorder to showproceedsnetof cashandcashequivalentsdisposedofas
partofthetransaction.

Workings

1 LossondisposalofNorthern
 $'000 $'000
Fairvalueofconsiderationreceivedβ  85.4
Lessshareofcarryingamount whencontrollost: 
Netassets(W2) 129.0
Goodwill(W3) 9.0
Lessnon-controllinginterests(W4)  (23.6)
  (114.4)
Lossondisposalperquestion  (29.0)

2 Netassetsatdateofdisposal

Thefairvalueoftheproperty,plantandequipmentatdisposalwillbe$80mas
perthequestionplustheremainingbalanceofthe$16mfairvalueuplift($16m
less4/8yearsdepreciation=$88m).Adeferred tax liabilityon the fair value
adjustmentwouldariseof(25%×$16m)=$4mwhichwouldbereleasedinline
withtheextradepreciation,sothecarryingamountatdisposalwillbeonly$2m
($4m–($4m×4/8)).Thecarryingamountoftheentiredeferredtaxliabilityat
disposalistherefore$8m($6mperquestion+$2m).
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  $'000
Property,plantandequipment(seeNoteabove)  88
Inventories  38
Tradeandotherreceivables  23
Tradeandotherpayables  (10)
Deferredtax(seeNoteabove)  (8)
Bankoverdraft  (2)
  129

3 GoodwillonacquisitionofNorthern
 $m
Considerationtransferred 132
Fairvalueofnon-controllinginterest  28
 160
Fairvalueofnetassetsatacquisition (124)
Goodwillatacquisition 36
Impairment(75%)  (27)
Carryingamountofgoodwillatdisposal  9
 

4 Non-controllinginterestsatdateofdisposal
 $'000
Non-controllinginterestatacquisition(FV) 28.0
NCIshareofpost-acquisitionretained earnings:20%
(129(W2)–124(W3))

1.0

NCIshareofgoodwillimpairment(20% 27 (W3)) (5.4)
 23.6

(ii) Impactofacquisitionof SouthlandonWeston's consolidated statement
ofcashflows

InaccordancewithIAS7StatementofCashFlows,whenaccountingforaninvestment
inanassociate, the statementof cash flows should show the cash flowsbetween the
investorandassociate, forexample,dividendsandadvances.So,Weston includes in
itsstatementofcashflowsthecashflowsinrespectofitsinvestmentsinSouthland,and
distributionsandotherpaymentsorreceiptsbetweenitandtheassociate.

Therefore,thenetcashflowfromoperatingactivitiesoftheWestongroupisdetermined
by adjusting the consolidated profit or loss for the share of profits of the associate,
Southland,becauseitisanon-cashcontributiontogroupprofits.

Theinvestingsectionofthestatementofcashflowsincorporates:

(i) Thecashoutflowonthepurchaseofthe40%interestinSouthlandon1February
20X5.

(ii) The cash inflow received by the Weston Group, being its 40% share of the
dividendpaidoutbySouthlandduring the financialyear,receivedinWeston's
capacityasanequityshareholder.
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EXTRACTSFROMWESTONGROUPSTATEMENTOFCASHFLOWS:FORTHEYEAR
ENDED31JANUARY20X6:ImpactofSouthlandassociate

Cashflowfromoperatingactivities 
Profitfortheyear: X
Shareofprofitofassociate (16)
 X

Cashflowsfrominvestingactivities 
Dividendsreceivedfromassociate($10m 40%) 4
Purchaseofassociate(W1) (90)
Netcashusedininvestingactivities  (86)

Workings

1
 Associate
 $m
b/d (perquestion) 0

P/L 16

Acquisitionofassociate 90

Cashrec'd(div.fromassociate) 10×40%
 (4)
c/d (perquestion) 102

(b) Ethicalresponsibilityofaccountant

Directors may in order to meet targets, wish to present a company's results in a
favourablelight.Thismayinvolvemanipulationbycreativeaccountingtechniquessuchas
window dressing, or, as is proposed by the directors of Weston, an inaccurate
classification.

If the proceeds of the sale of investments in equity instruments and property, plant and
equipment are presented inWeston's cash flow statement as part of 'cash generated from
operations', thepicture ismisleading.Operatingcash flow iscrucial, in the long-term, for
the survival of the company, because it derives from trading activities, which is what the
company is there todo.Operatingcash flowsare seenas recurringwhereas investingand
financingcashflowstendtobemoreone-off.Weston'soperationswouldnotnormallyseeit
sellingsurplusmachineryandequity investmentsaspartof its tradingoperations. Salesof
assets generate short-term cash flow, and cannot be repeated year-on-year, unless
thereare tobenoassets left togenerate tradingprofitswith.Thismisclassificationcouldbe
regardedasadeliberateattempt tomisleadstakeholdersabout theperformanceofWeston,
anditspotentialfutureperformance,whichisunethical.

Asaprofessional,theaccountanthasaduty,notonlytothecompanyheworksfor,
but also to his professional body, and to the stakeholders in the company.
Classificationofproceedsfromsellingmachineryandinvestmentsshouldbeclassifiedas'cash
flows from investing activities' (rather than 'operating activities') according to IAS 7
Statement of Cash Flows. Also, IAS 1 Presentation of Financial Statements requires fair
presentation.UnderACCA'sCodeofEthicsandConduct,theaccountantshouldadheretothe
fundamental principle of professional competence and due care which includes
preparing financial statements that comply with IFRS. Should the accountant permit the
directorstoproceedwiththeirproposedaccountingtreatment,heorshewouldbeinbreach
of this principle of professional competence and due care. There is a danger that the
accountantfeelspressuredtofollowthedirectors'proposedincorrectaccountingtreatmentin
ordertoprotecttheirjobsecurity.Therefore,thereisaself-interestthreatinrelationtothe
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directorsandanadvocacy threat inrelation to theaccountant feelingpressuredtoact in
thedirectors'bestinterests.

Itisessentialthattheaccountanttriestopersuadethedirectorsnottoproceedwith
theadjustments,whichheorshemustknowviolate IAS7,andmaywellgoagainst the
requirementsof local legislation. If,despitehisprotests, thedirectorsinsistonthemisleading
presentation, then the accountant has a duty to bring this to the attention of the
auditors. If unsure of what to do, the accountant should seek professional advice from
ACCA.

70Kayte

Workbookreferences.IFRS3andIFRS10(control)arecoveredinChapter10ofyour
Workbook.IAS16iscoveredinChapter3.

Toptips.Part(b)requiredcandidatestoconsidertheIFRS3definitionofabusiness.Youwere
expectedtobaseyourdiscussionaroundthepointersinthescenariowhichsuggestedthatthe
accountingtreatmentwasincorrect,andthatIFRS3principlesofcontrolshouldhavebeenapplied.
Part(b)wasmoredemanding,coveringtheapplicationofIAS16.

Easymarks.Thediscussionofcontrolshouldhavepresentedfewproblems.

Markingscheme 

 Marks

(a) IFRS3ratherthanassetacquisition 3
 Definitionoftheelementsofabusiness 4
 Outsourcedactivities 2
 IFRS10andcontrol 4
 13
(b) Vesselssoldafter10years 5
 Vesselskeptfor30years 5
 Funnels 2
 12
 25

 

(a) AcquisitionofCeemone

CompliancewithIFRS3

Kayte has accounted for its investment in Ceemone as an asset acquisition, but this is
incorrect. The investment should have been accounted for as a business
combination in accordance with IFRS 3 Business Combinations. This has the following
implications.

(i) Transactioncostsmustbeexpensed.

(ii) Thevesselsmustberecognisedatfairvalue.

(iii) Anydeferredtaxmustberecognisedatnominalvalue.

(iv) Goodwill must be recognised, being the difference between the fair value of the
considerationtransferredandthefairvalueof theidentifiableassetsacquiredandthe
liabilitiesassumed.
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IFRS3givesadefinitionofabusiness,whichneedstobeappliedindeterminingwhether
atransactionisabusinesscombination:

'An integrated set of activities and assets that is capable of being conducted and
managedforthepurposeofprovidingareturnintheformofdividends,lowercostsor
othereconomicbenefitsdirectlytoinvestorsorotherowners,membersorparticipants.'

(AppendixA)

Abusinessgenerallyhasthreeelements.

(i) Inputs. Any economic resource (eg non-current assets, intellectual property) that
creates,orhastheabilitytocreate,outputswhenoneormoreprocessesareappliedto
it. In the case of Ceemone, the inputs would be shares in vessel-owning companies,
charter arrangements, outsourcing arrangements with a management company and
relationshipswithashippingbroker.

(ii) Process. A system, standard, protocol, convention or rule that when applied to an
inputor inputscreates,orhas theability tocreate,outputs (egstrategicmanagement,
operational processes, resource management).For Ceemone, this would encompass
financing the business, purchases and sales of the vessels and activities relating to
charteringandoperatingthevessels.

(iii) Outputs.The result of inputs and processes applied to those inputs that provide, or
have the ability to provide, a return in the form of dividends, lower costs or other
economicbenefits.ThecharteragreementswouldenableCeemonetogeneraterevenue
andothereconomicbenefits forKayte. (IFRS3 states thatoutputsarenot required in
ordertoqualifyasabusiness.)

Itisnotrelevantthatsomeactivitieswereoutsourcedtothemanagementcompany.
IFRS3states:

'Determiningwhether a particular set of assets and activities is a business should be
basedonwhethertheintegratedsetiscapableofbeingconductedandmanagedasa
business by a market participant. Thus, in evaluating whether a particular set is a
business,itisnotrelevantwhetheraselleroperatedthesetasabusinessorwhether
theacquirerintendstooperatethesetasabusiness.' (para.B11)

Ceemonecouldchoosetoconductandmanagetheintegratedsetofassetsandactivitiesasa
business.Insummary,theacquisitionincludesalltheelementswhichconstitutea
businessinaccordancewithIFRS3andmustbeaccountedforasabusinesscombination.

IFRS10andcontrol

ThedirectorsofKaytebelievethattheentitytowhichthevesselshavebeentransferredandin
whichthebankholdsavariableinterestisasubsidiaryofthebank.Indeterminingthis,
IFRS 10Consolidated Financial Statements looks at the substance of the transaction rather
thanitslegalform.Thekeypointiswhetheraninvestorhascontroloveraninvestee.

IFRS 10 requires an acquirer to be identified in all business combinations, even where the
business combination looks like amerger of equals. The acquirer is the entity which obtains
controloftheentitywithwhichitiscombined.Itisnotalwayseasytodeterminewhichpartyis
theacquirer,andIFRS10givesguidanceonthematter.Thekeypointiscontrol, rather than
mereownership,butthismaynotbeeasytoassess.

IFRS10statesthataninvestorcontrolsaninvesteeifandonlyifithasallofthefollowing.

(i) Powerovertheinvestee;

(ii) Exposure,orrights,tovariablereturnsfromitsinvolvementwiththeinvestee;and

(iii) Theabilitytouseitspowerovertheinvesteetoaffecttheamountoftheinvestor's
returns.
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Power is defined as existing rights that give the current ability to direct the
relevantactivitiesoftheinvestee.Thereisnorequirementforthatpowertohavebeen
exercised.

Itislikelythatthebankhaspowerovertheentity,anditmaybeexposedtovariablereturns
from its involvement with the entity. The bank's interest depends on the entity's level of
indebtedness,andsoitcanbesaidtohavetheabilitytouseitspowertoeffecttheamountof
theinvestor'sreturns.Thebankmaythereforeberegardedashavingameasure
ofcontrol.However,theextentofthiscontrolisnotclearandwilldependontheconstitution
oftheentity.

(b) Vessels

Vesselssoldattenyearsold

Kayte'sestimateof theresidual lifeof thesevessels isbasedonacquisitioncost.This is
unacceptableunder IAS16Property,PlantandEquipment. IAS16defines residualvalue
as:

'Theestimatedamountthatanentitywouldcurrentlyobtainfromdisposaloftheasset,
afterdeductingtheestimatedcostsofdisposal,iftheassetwerealreadyoftheageand
intheconditionexpectedattheendofitsusefullife.' (para.6)

IAS 16 requires that property, plant and equipment must be depreciated so that its
depreciableamountisallocatedonasystematicbasisoveritsusefullife.Depreciableamount
isthecostofanassetlessitsresidualvalue.IAS16stipulatesthattheresidualvaluemust
bereviewedatleasteachfinancialyear-endand,ifexpectationsdifferfromprevious
estimates, any change is accounted for prospectively as a change in estimate under IAS8
AccountingPolicies,ChangesinAccountingEstimatesandErrors.

Kayte's model implies that the residual value of the vessels remains constant through the
vessels'usefullife.However,theresidualvalueshouldbeadjusted,particularlyasthe
dateofsaleapproachesandtheresidualvalueapproachesproceedsofdisposallesscostsof
disposalattheendoftheasset'susefullife.

Following IAS 16, if the residual value is greater than an asset's carrying amount, the
depreciationchargeiszerountilsuchtimeastheresidualvaluesubsequentlydecreasestoan
amount below the asset's carrying amount. The residual value should be the value at the
reportingdateasifthevesselwerealreadyoftheageandconditionexpectedattheendofits
useful life. Depreciable amount is affected by an increase in the residual value of an asset
because of past events, but not by expectation of changes in future events, other than the
expectedeffectsofwearandtear.

Theusefullifeofthevessels(10years)isshorterthanthetotallife(30years)
soitistheresidualvalueattheendofthe10-yearusefullifethatmustbeestablished.

Vesselskeptfor30years

Kaytecorrectlyusesa residual value for thesevesselsbasedupon the scrap
value of steel. Thedepreciableamount of the vessels is therefore the cost less the scrap
valueofsteel,andthevesselsshouldbedepreciatedoverthe30-yearperiod.

The engine is a significant part of the asset and should be depreciated separately over its
useful lifeof10yearsuntil thedateof thenextoverhaul.Thecostof theoverhaulshouldbe
capitalised (a necessary overhaul is not considered a day-to-day servicing cost) and any
carrying amount relating to the engine before overhaul should be derecognised.Generally
however thedepreciationof theoriginalamountcapitalised in respectof theenginewillbe
calculatedtohaveacarryingamountofnilwhentheoverhaulisundertaken.
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Funnels

Thefunnelsshouldbeidentifiedassignificantpartsoftheassetanddepreciatedacrosstheir
useful livesof15years.As thishasnotoccurred, itwillbenecessary todeterminewhat
the carrying amount would have been had the funnels been initially
separately identified. The initial cost of the funnels can be determined by reference to
replacement cost,and theassociateddepreciation chargedeterminedusing the rate for the
vessel(over30years).Therewillthereforebeasignificantcarryingamounttobewrittenoffat
thetimethereplacementfunnelsarecapitalised.

71Bubble

Workbookreference.ForeignexchangeiscoveredinChapter15.

Toptips.InPart(a),youareaskedtosetoutandexplainvariousextractsfromthepreparationofa
consolidatedstatementoffinancialpositionforasimplegroupstructureinvolvinganoverseas
subsidiarywithanadjustmentforanintra-grouploan.Itisimportanttograbtheeasymarksforbasic
consolidationworkingsandnotgetboggeddowninanyadjustmentsyoufindchallenging.Part(a)
(ii)requeststhetranslationofTyslar'sstatementoffinancialposition,whichisverystraightforward.It
isnecessarytoprovideabriefexplanationoftheadjustments,incasethefiguresarewrong.

Part(b)consistsmainlyindescribingtheprinciplesofIAS21.Donotworrytoomuchifyoudidnot
knowtheanswertothelastpartofthequestion,relatingtothepotentialdisposalofsharesinTyslar–
youcanscoreapassonthispartofthequestionwithoutgettingitallright.

Easymarks.Theseareavailableinpart(a)(ii)forsimplytranslatingthestatementoffinancial
positionatthecorrectrate.TheSaltgoodwillcalculationisalsoastraightforwardone.Clear
workings,referencedlogically,arealwaysimportant.

Inpart(b),makesureyoureadthequestionproperlyanddiscussthetreatmentofmonetaryandnon-
monetaryitemsaswellastheelementsofthequestionrelatedtothetranslationandpossibledisposal
ofanoverseasentity,withtheretentionofaloan.

Markingscheme 

 Marks

(a) (i) Intragrouploan 5


(ii) TranslationofTyslarSOFP
  Discussion 4
  Calculation 4


8
(iii) Goodwill– Salt 3

Goodwill– Tyslar 5
 8

(b) 1markperpointuptoamaximum 9

Maximum 30

 

(a) (i) Intragrouploan

Theloanisaforeigncurrencymonetary item inTyslar's financialstatementswhich
means it needs tobe retranslatedat theclosing rateofexchange.Theexchange
differences should have been recorded through Tyslar's profit or loss and will
thereforeaffectretainedearnings.
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 $m Exchangerate Dinarsm
1February20X5 10 9dinars:$1 90
Cashpaid1July20X5 (5) 10dinars:$1 (50)
  40
Exchangerateloss–balancingfigure   7.5
31October20X5 5 9.5dinars:$1 47.5


AsTyslarhasnotretranslatedtheloanoutstandingatyearend,acorrectionisneeded
to increase Tyslar's non-current liabilities by 7.5m dinars and reduce
retainedearningsbyacorrespondingamount.

DEBIT Profitorloss(retainedearnings) 7.5dinars(to(a)(ii))
CREDIT Non-currentliabilities 7.5dinars(to(a)(ii))

Inaddition,afterretranslation,$5mwillbecancelledfrombothfinancialassetsand
non-currentliabilitiestoeliminateintragroupbalancesonconsolidation.

TheintragrouploanwillbeeliminatedfromtheconsolidatedSOFP.

DEBIT Non-currentliabilities $5m
CREDIT Financialassets $5m

(ii) TranslationofTyslar'sSOFP

InordertocovertTyslar'sstatementoffinancialpositionappropriatelyinpreparationfor
consolidationintoBubble'sfinancialstatements,theassetsand liabilitiesshownin
theforeignoperation'sstatementoffinancialpositionaretranslatedattheclosing
rateattheyearend,being9.5dinarstothedollarasat31October20X5,regardless
ofthedateonwhichthoseitemsoriginated.Forconsolidationpurposes,asubsidiary's
sharecapitalandanyreservesbalancesatacquisitionaretranslatedatthe
historic rate at the date of acquisition (being 8 dinars to the dollar on
1November20X4whenBubbleacquireditsinterest).

Thepost-acquisitionmovements inretainedearningsarebrokendown into the
profitanddividendforeachyearpost-acquisition(herejustoneyear–theyearended
31October20X5).Theprofitforeachpost-acquisitionyearistranslatedatactualrate
oraveragerateforthatyearifitisacloseapproximation.Dividendsaretranslated
attheactualrate.Tyslardidnotpayadividendinthecurrentyear.

Thebalancingfigureontranslatingthestatementoffinancialpositionrepresentsthe
exchangedifferenceon translating the foreignsubsidiary'snetassets.A further
exchangedifferencearisesongoodwillbecause it is treatedasanassetof the
subsidiary and is therefore retranslated at the closing rate each year end. The
exchangedifference for theyearisreportedinothercomprehensive income
in the consolidated statement of profit or loss and other comprehensive income. The
group share of cumulative exchange differences are recorded in the
translationreserveandthenon-controllinginterests'(NCI)shareisrecordedinthe
NCIworking.

The translated assets and liabilities must then be aggregated with Tyslar's
assetsandliabilitiesintheconsolidatedstatementoffinancialpositiononalinebyline
basis.

Theloancorrectioncalculatedin(a)(i)mustbeincorporatedintoTyslar'sstatement
of financial position stated in dinars before the translation into dollars of the
correctedpositionisperformed.
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TranslationofSOFPofTyslarat31October20X5


Dinars (m)

Dinars (m)
loanadj(a)

(i) Rate $m
Property,plantandequipment 390 9.5 41.1
Financialassets 98 9.5 10.3
Inventories 16 9.5 1.7
Tradeandotherreceivables 36 9.5 3.8
Cashandcashequivalents 90 9.5  9.5
 630  66.4

Sharecapital 210  8 26.3
Retainedearnings 
Pre-acquisition 258 8 32.3
Post-acquisition:
–Profit:y/e31October20X5
(292–258)*
Exchangedifference(bal.fig)

34 (7.5)((a)(i))
=26.5


8.5 3.1


(9.6)

  52.1
 
Non-currentliabilities 110 7.5((a)(i)) 9.5 12.4
Currentliabilities 18 9.5 1.9
 630   66.4

 *AsBubblehasonlyowneditscontrollingshareholdinginTyslarforoneyearandno
dividendshavebeenpaidinthecurrentyear,profit for theyearcanbecalculatedas
theyearendretainedearningslessretainedearningsatacquisition.

(iii) Goodwill

Goodwill:Saltacquired1November20X3
 $m $m
Considerationtransferred(for80%) 110
Non-controllinginterestsatfairvalue 25
Fairvalueofidentifiableassetsacquiredandliabilities
assumed(perQ$120m–$1m)



Sharecapital 50
Retainedearnings 56
Othercomponentsofequity 8
Fairvalueadjustmentrenon-depreciableland
(120–(50(SC)+56(RE)+8(OCE)))

6

Contingentliabilityatfairvalue (1)
  (119)
 16

In accordance with IFRS 3 Business Combinations, contingent liabilities should be
recognised in thegoodwill calculationwhere theyareapresentobligationarisingas
the result of a past event and their fair value can bemeasured reliably even if their
settlement is not probable, as in Salt's case where a possible obligation has been
disclosedandthefairvaluehasbeenmeasuredattheacquisitiondate.
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Goodwill:Tyslaracquired1November20X4


Dinars(m)

Rate 
$m

Considerationtransferred 368  46.0
Non-controllinginterests 220  27.5
 588 8 
Less fair value of net assets at acq'n:
$210m+$258m (468)

 
(58.5)

At1November20X4 120  15.0
Impairmentloss(20%$120m) (24) 8.5 (2.8)
  12.2
Exchangeloss(bal.fig.)  –  (2.1)
At31October20X5 96 9.5 10.1

Anygoodwillarisingon theacquisitionofTyslar is treatedasanassetof the foreign
operationandexpressed in its functionalcurrency,heredinars,and is retranslatedat
the closing rate, here 9.5 as at 31October 20X5. Since goodwill is under the 'full
goodwill' fair value method, both the impairment and the exchange loss will be
apportioned 60:40 between the shareholders of the parent and the non-controlling
interestrespectively.

Insummary:

GoodwillforconsolidatedSOFPwillbe($16m+$10.1m)=$26.1m.

The impairment loss is $2.8mofwhich60% ($1.7m)will be charged against group
retainedearningsand40%($1.1m)willbechargedtotheNCI.

Tutorialnote.

HereimpairmentofTyslar'sgoodwillhasbeentranslatedattheaveragerateof8.5but
IAS21alsopermitstranslationattheclosingraterate(9.5here).Therefore,your
answerwouldalsohavebeenmarkedcorrectifyouhadusedtheclosingrate–this
wouldhaveresultedinanimpairmentof$2.5millionandanexchangelossof$2.4
millionasshownbelow:

Goodwill:Tyslaracquired1November20X4


Dinars(m)
Rate 

$m
Considerationtransferred 368  46.0
Non-controllinginterests 220  27.5
 588 8 
Lessfairvalueofnetassetsatacq'n:
(210msharecapital+258mretained
earnings)

(468)
 

(58.5)

At1November20X4 120  15.0
Impairmentloss(20%$120m) (24) 9.5 (2.5)
  12.5
Exchangeloss(bal.fig.)  –  (2.4)
At31October20X5 96 9.5 10.1
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(b) IAS21issues

Monetaryitemsareunitsofcurrencyheldandassetsandliabilitiestobereceivedorpaidin
a fixed or determinable number of units of currency. Thiswould include foreign
bankaccounts, receivables, payables and loans.Non-monetary itemsareother items
whichare in the statementof financialposition. Forexample,non-currentassets, inventories
andinvestments.

Monetaryitemsareretranslatedusingtheclosingexchangerate(theyearendrate).
The exchange differences on retranslation ofmonetary assetsmust be recorded in profit or
loss. IAS21TheEffectsofChanges inForeignExchangeRates, isnot specificunderwhich
headingtheexchangegainsandlossesshouldbeclassified.

Non-monetaryitemswhicharemeasuredintermsofhistoricalcostinaforeigncurrency
are translated using theexchange rate at the date of the transaction; andnon-
monetary items which are measured at fair value in a foreign currency are translated
using the exchange rates at the date when the fair value was measured.
Exchangedifferencesonsuchitemsarerecordedconsistentlywiththerecognitionof
the movement in fair values. For example, exchange differences on an investment
property,afairvaluethroughprofitandlossfinancialasset,orarisingonanimpairment,will
berecordedinprofitorloss.Exchangedifferencesonproperty,plantandequipmentarising
fromarevaluationgainwouldberecordedinothercomprehensiveincome.

When translating a foreign subsidiary, the exchange differences on all the net
assets, including goodwill, are recorded within other comprehensive income. The
proportion belonging to the shareholders of the parentwill usually be held in a separate
translationreserve.Theproportionbelongingtothenon-controllinginterestis
notshownseparatelybutsubsumedwithinthenon-controllinginterestfigureinthe
consolidated financial statements. If Bubble were to sell all of its equity shares in
Tyslar,thetranslationreservewillbereclassified fromequitytoprofitorloss.Inaddition,
the cumulative exchange differences attributable to the non-controlling interest would be
derecognisedbutwouldnotbereclassifiedtoprofitorloss.

When amonetary item relating to a foreign operation is not intended to be
settled,theitemistreatedaspartoftheentity'snet investmentinitssubsidiary.
There will be no difference in the accounting treatment in the individual accounts of
Tyslar and hence exchange differences on the loan would remain in profit or loss.
However, in theconsolidated financial statements suchdifferences should initiallybe
recorded inother comprehensive income. These will be reclassified from equity to
profit or loss on subsequentdisposal of the subsidiary. This can cause practical issues in
terms of monitoring all of the individual exchange differences to ensure that they are all
correctlyclassifiedintheconsolidatedfinancialstatements.

72Aspire

Workbookreferences.ForeigncurrencytransactionsarecoveredinChapter15anddeferred
taxiscoveredinChapter6.

Toptips.Thisquestiondealtwithanumberofforeigntransactions(functionalcurrency,goodwill,
deferredtaxandaloan),andcontainedabalancedmixtureofdiscussionandcomputation.Part(b),
ondeferredtaxissues,wassomewhattricky.Thetreatmentofgoodwill(part(c))isfundamentalto
theunderstandingofaccountingforanoverseassubsidiary.Goodwillarisingonacquisitionof
foreignoperationsandanyfairvalueadjustmentsarebothtreatedastheforeignoperation'sassets
andliabilities.Theyareexpressedintheforeignoperation'sfunctionalcurrencyandtranslatedatthe
closingrate.Exchangedifferencesarisingontheretranslationofforeignentities'financialstatements
arerecognisedinothercomprehensiveincomeandaccumulatedinatranslationreserve.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 333

Easymarks.TherearesomeeasymarksinPart(a)foradiscussionofhowtodeterminethe
functionalcurrency.

Markingscheme 

 Marks

(a) 1markperpointuptomaximum 8
(b) 1markperpointuptomaximum 7
(c) 1markperpointuptomaximum 5
(d) 1markperpointuptomaximum 5
 
Maximum 25

 

(a) FactorstoconsiderindeterminingfunctionalcurrencyofAspire

IAS21TheEffectsofChangesinForeignExchangeRatesdefinesfunctionalcurrencyas'the
currency of the primary economic environment in which the entity operates'. Each entity,
whetheranindividualcompany,aparentofagroup,oranoperationwithinagroup,should
determine its functional currency andmeasure its results and financial position in
thatcurrency.Ifitisnotobviouswhatthefunctionalcurrencyis,managementwillneedto
use its judgement in determining the currencywhichmost faithfully represents the economic
effectsoftheunderlyingtransactions,eventsandconditions.

Anentityshouldgenerallyconsiderthefollowingfactors:

(i) Whatisthecurrencythatmainlyinfluencessalespricesforgoodsandservices(this
will often be the currency in which sales prices for its goods and services are
denominatedandsettled)?

(ii) What is the currencyof the countrywhosecompetitive forces and regulations
mainlydeterminethesalespricesofitsgoodsandservices?

(iii) Whatisthecurrencythatmainlyinfluenceslabour,materialandothercosts
ofprovidinggoodsorservices?(Thiswilloftenbethecurrencyinwhichsuchcostsare
denominatedandsettled.)

Otherfactorsmayalsoprovideevidenceofanentity'sfunctionalcurrency:

(i) Itisthecurrencyinwhichfundsfromfinancingactivitiesaregenerated.
(ii) Itisthecurrencyinwhichreceiptsfromoperatingactivitiesareusuallyretained.

Aspire'ssubsidiarydoesnotmakeinvestmentdecisions;theseareunderAspire'scontrol,and
consideration of the currency which influences sales and costs is not relevant. Costs are
incurred indollars,but theseare lowand thereforenotmaterial indeterminingwhich is the
subsidiary'sfunctionalcurrency.Itisnecessary,thereforetoconsiderotherfactorsinorderto
determine the functionalcurrencyof thesubsidiaryandwhether its functionalcurrency is the
sameasthatofAspire.

(i) Theautonomyofaforeignoperationfromthereportingentity

(ii) Theleveloftransactionsbetweenthereportingentityandtheforeignoperation

(iii) Whether the foreign operationgenerates sufficient cash flows tomeet its cash
needs

(iv) Whetheritscashflowsdirectlyaffectthoseofthereportingentity
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Thesubsidiaryhasissued2milliondinarsofequitytoAspire.Althoughthisis
in a different currency from that of Aspire, Aspire has controlled how the
proceeds were to be invested – in dinar-denominated bonds, suggesting that the
subsidiary is merely a vehicle for Aspire to invest in dinar-related
investments. Only 100,000 dinars of equity capital is from external sources, and this
amountis insignificantcomparedtotheequityissuedtoAspire.Thelackofautonomyof the
subsidiaryisconfirmedbythefactthatincomefrominvestmentsiseitherremittedtoAspire,or
reinvestedoninstructionsfromAspire,andbythefact that thesubsidiarydoesnothaveany
independentmanagementorsignificantnumbersofstaff.

It appears that the subsidiary ismerely an extension of Aspire's activities rather
than an autonomous entity. Its purpose may have been to avoid reporting Aspire's
exposure to thedinar/dollarexchange rate inprofitor loss– itwouldbe reported inother
comprehensive income through the translationof the net investment in the subsidiary. These
matterswould lead to the conclusion that thesubsidiary's functional currency is the
dollar.

Operationsarefinancedindinars,andanyincomenotremittedtoAspireisindinars,andso
thedinar represents the currency inwhich the subsidiary's economicactivitiesareprimarily
carriedout.However, in theabsenceof thebenefitofpresenting thedollar/dinarexchange
ratefluctuationsinothercomprehensiveincome,Aspirecouldhaveinvestedthefundsdirectly,
andsoAspire'sfunctionalcurrencyshoulddeterminethatofthesubsidiary.

(b) Deferredtaxcharge

Investmentsinforeignbranches(orsubsidiaries,associatesorjointarrangements)areaffected
by changes in foreign exchange rates. In this case, the branch's taxable profits are
determined in dinars, and changes in the dinar/dollar exchange rate may give rise to
temporary differences. These differences can arise where the carrying amounts of the non-
monetary assets are translated at historical rates and the tax base of those assets are
translated at the closing rate. The closing rate may be used to translate the tax base
because the resulting figure is an accurate measure of the amount that will be
deductibleinfutureperiods.Thedeferredtaxischargedorcreditedtoprofit
orloss.

Thedeferredtaxarisingwillbecalculatedusingthetaxrateintheforeignbranch's
jurisdiction,thatis20%.

Property Dinars
('000)

Exchangerate Dollars
($'000)

Carryingamount: 
Cost 6,000 5 1,200
Depreciationfortheyear (500) (100)
Carryingamount 5,500 1,100
 
Taxbase: 
Cost 6,000 
Taxdepreciation (750) 
Carryingamount 5,250 6 875
Temporarydifference 225
 
Deferredtaxat20% 45

Thedeferredtaxchargeinprofitorlosswillthereforeincreaseby$45,000.

If the tax base had been translated at the historical rate, the tax base would have been
$(5.25m÷5m)=$1.05m.Thisgivesatemporarydifferenceof$1.1m–$1.05m=$50,000,
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and therefore a deferred tax liability of $50,000 × 20% = $10,000. This is considerably
lowerthanwhentheclosingrateisused.

(c) Goodwillonacquisition

Goodwillonacquisitionofa foreignsubsidiaryorgroup,andany fairvalueadjustments,
are treatedasassetsand liabilitiesof the foreignentity.Theyareexpressed in the
foreignoperation'sfunctionalcurrencyandtranslatedat theclosingrate.Thismeansthatan
exchange difference will arise between goodwill translated at the opening rate and at the
closing rate. Even though the goodwill arose through a consideration paid in dollars, it is
treatedasa foreigncurrencyasset,whichmeans that it is translated intodinarsat the rate
rulingonthedateofacquisitionandthenre-translatedattheyear-endrate.

Anygainorlossontranslationistakentoothercomprehensiveincome.

 Dinars(m) Rate $m
Considerationtransferred  200
Non-controllingintereststranslatedat1May20X3 250 5 50
Lessfairvalueofnetassetsatacq'ntranslatedat
1May20X3

(1,100) 5 (220)

Goodwill  30
Exchangelosstoothercomprehensiveincome  – ß (5)
Goodwillasre-translatedat30April20X4:30×5÷6  150 6  25

The exchange loss of $5m is recognised in other comprehensive income with the
corresponding credit entries to a separate translation reserve (70%) and non-controlling
interest(30%)inthestatementoffinancialposition:

DEBIT Othercomprehensiveincome $5m
CREDIT Translationreserve(SOFP):$5m× 70%  $3.5m
CREDIT Non-controllinginterest(SOFP):$5m× 30%  $1.5m

(d) Foreigncurrencyloan

On1May20X3

On initial recognition (at 1 May 20X3), the loan is measured at the transaction price
translatedintothefunctionalcurrency(thedollar),becausetheinterestisatamarketratefora
similartwo-yearloan.Theloanistranslatedattheraterulingon1May20X3.

DEBIT Cash5m÷5 $1m
CREDIT Financialliability(loanpayable)  $1m

Beingrecognitionofloan

Asamonetaryitem,theloanbalanceattheyear-endistranslatedatthespotrateattheyear
end.

Yearended30April20X4

Becausetherearenotransactioncosts,theeffectiveinterestrateis8%.Interestontheloanis
translatedattheaverageratebecausethisisanapproximationfortheactualrate

DEBIT Profitorloss(interestexpense):5m×8%÷5.6 $71,429
CREDIT Financialliability(loanpayable)  $71,429

Beingrecognitionofinterestpayablefortheyearended30April20X4

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




336

On30April20X4

Theinterestispaidandthefollowingentryismade,usingtherateonthedateofpaymentof
$1=6dinars

DEBIT Financialliability(loanpayable)5m×8%÷6 $66,667
CREDIT Cash  $66,667

Beingrecognitionofinterestpayablefortheyearended30April20X4

Inaddition,asamonetaryitem,theloanbalanceattheyear-endistranslatedatthespotrate
at the year end: 5m dinars ÷ 6 = $833,333. This gives rise to an exchange gain of
£1,000,000–$833,333=$166,667.Thereisafurtherexchangegainontheinterestpaid
of$71,429–$66,667=$4,762.Thisgivesatotalexchangegainof$4,762+$166,667
=$171,429.

73Plans

Workbookreference.Changesingroupstructureandgroupreorganisationsarecoveredin
Chapter12.

Toptip.Therearemarksavailableforboththeindividualfinancialstatementsandtheconsolidated
position,soevenifyouareunsureoftheanswer,youshouldsetoutthesimplerpartstomaximise
marks.

Markingscheme 

 Marks

Plan1–Discussion 
–Impactoffinancialstatements

3
6

Plan2–Discussion 2
–Impactonfinancialstatements 6

 15

 

Keyconsiderationsandaccountingimpacts

Thereareanumberofreasonswhyagroupmayreorganise,forexample:

 Companiesmaybetransferredtoanotherbusinessduringadivisionalisationprocess
 Tocreateefficienciesofgroupstructurefortaxpurposes
 Toaddressanimbalanceintheliquidityofthegroup
 Totransferresourcesamongstthegrouptosupportborrowings

Theimpactofeachoftheproposedplansisdiscussedbelow.

Plan1:shareforshareexchange

Ifthepurchaseconsiderationisintheformofshares,thenasharepremiumaccountwillneedtobe
setupinthebooksofY.Thissharepremiumaccountwillreflecttheexcessofthecarryingamountof
theinvestmentoverthenominalvalueofthesharesissued:$70m$50m=$20m.
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The impacton the individualcompanyaccountsandon theconsolidated financialstatements isas
follows:

 Note X Y Z Group
 $m $m $m $m
Property,plantandequipment 600 200 45 845
Goodwill  10
CostofinvestmentinY 1 130 
CostofinvestmentinZ 2 70 
Netcurrentassets 160 100 20 280
 890 370 65 1,135
 

Sharecapital 3 120 110 40 120
Sharepremium 4 20 
Retainedearnings 5 770 240 25 1,015
 890 370 65 1,135

Notes

1 CostofinvestmentinY

This is increasedby the totalvalueof theshares issued:$50mnominal+$20mpremium=
$70m.

2 CostofinvestmentinZ

TransferredtoY.Thecarryingamountoftheinvestmentispreserved.

3 Sharecapital

Y'ssharecapitalisincreasedbythenominalvalueofthesharesissued,$50m.

4 Sharepremium

Thisisasdiscussedabove.

5 Retainedearnings

GoodwillarisingonthepurchaseofZis$10m($70m($40m+$20m)).Thegroupretained
earningsarecalculatedasfollows.

 X Y Z
 $m $m $m
Perquestion 770 240 25
Retainedearningsatacquisition   – (20)
 770 240 5
Shareofpost-acquisitionretainedearningsofY(240 100%) 240 
Shareofpost-acquisitionretainedearningsofZ(5 100%) 5 
 1,015 

Plan2:cashpurchase 

The consolidated financial statements are not affected by the change as the reorganisation is
internal.Ithasnoimpactonthegroupasasingleentity.

Asthepurchaseconsiderationisintheformofcash,againorlossonthesaleofZwillariseinthe
financialstatementsofX.Thisdoesnotcountasadistributionas thecashpriceof$75misnot in
excessofthefairvalueofthenetassetsofZ,$80m.Theeffectontheaccountswouldbeasfollows:
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 Note X Y Z Group
 $m $m $m $m
Property,plantandequipment 600 200 45 845
Goodwill  10
CostofinvestmentinY 60 
CostofinvestmentinZ 1 75 
Netcurrentassets 2 235  25 20 280
 895 300 65 1,135
 
Sharecapital 120 60 40 120
Retainedearnings 3 775 240 25 1,015
 895 300 65 1,135

Notes

1 CostofinvestmentinZ

Thisisthecashconsiderationof$75m.

2 Netcurrentassets

X'scashincreasesby$75mandY'scashdecreasesby$75m.

3 Retainedearnings

X's retained earnings have been increased by $5m, being the profit on the sale of the
investment in Z. This is eliminated on consolidation as it is an intragroup transaction. The
consolidated retained earnings are calculated in exactly the sameway as in the share for
shareexchange.

Summaryandconclusion

There are advantages and disadvantages to each of the two plans. Before we could make a
recommendationwewouldneedmoreinformationaboutwhythegroupwishestorestructure.

Neitherplanchangestheconsolidatedfinancialstatements.Fromaninternalpointofviewitresults
in a closer relationship between Y and Z. This may be advantageous if Y and Z are close
geographicallyorintermsofsimilarityofbusinessactivities.Alternatively,itmightbeadvantageous
fortaxorliquiditymanagementreasons.

74Decany

Workbookreferences.GroupreorganisationsarecoveredinChapter12.IAS37iscoveredin
Chapter5.

Toptips.Thisquestiontestsgroupreorganisations.Inpart(a)(i)youhavetoprocesstheeffectsof
thegroupreorganisationinthethreeaffectedcompaniesofthegroup,whichisstraightforward.This
partofthequestiondidnotrequiredetailedknowledgeofIFRSbuttheabilitytoapplyaccounting
techniques.Thepreparationoftheconsolidatedfinancialstatementsisnotrequired,andyoushould
notwastetimetryingtodothis.Part(a)(ii)requiresaspecialistknowledgeofIAS27Separate
FinancialStatements.Thekeyistoknowthatthedistinctionbetweenpre-andpost-acquisitionprofits
isnolongerrequiredandthepaymentofsuchdividendsrequirestheentitytoconsiderwhetherthere
isanindicatorofimpairment.Part(b)requiresyoutounderstandthatthereconstructiononlymasked
theproblemfacingthegroup.Itdoesnotsolveoralterthebusinessriskcurrentlybeingfacedbythe
group.

Easymarks.Don'tbeputoffbythefactthatthisisareconstructionscheme.Therearesomefairly
straightforwardaccountspreparationaspects.
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Markingscheme 

 Marks

(a) (i) Decany 5
  Ceed 5
  Rant 3
 13

 (ii) IAS27 5

(b) Discussion–subjective1markpervalidpointuptomaximum 5
 Professionalmarks 2
 25

 

(a) (i) Individual entity statementsof financialpositionafter the restructuring
plan

 Note Decany Ceed Rant
 $m $m $m
Non-currentassets 
Property,plantand
equipmentatdepreciated
cost/valuation

 

600
170+15= 

185.0
45–10= 

35

CostofinvestmentinCeed 130 11
CostofinvestmentinRant 1 98.0 
Loanreceivable 2 98 
Currentassets 155+25= 130– 98= 20+98=

 2  180  32.0 118
 1,008 315.0 164
Equityandreserves 
Sharecapital 70+5= 
 140 75.0 35
Sharepremium 3 6.0 
Retainedearnings 5 776 185.5 10
 916 266.5 45
Non-currentliabilities 
Long-termloan 6 5 4.0 106
Provisions 7 2 9.5 
Currentliabilities 
Dividendpayable 25.0 
Tradepayables  85 10.0 13
 1,008 315.0 164
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Notes

1 SaleofsharesinRant 

InCeed'sbooks:

DEBIT InvestmentinRant $98m
CREDIT Cash(currentassets)  $98m

Thisisthecashconsiderationof$98m.

Decanyhasmadeaprofitonthesaleofrantof$98m–$95m=$3m,whichis
addedtoDecany'sretainedearnings.InDecany'sbooks:

DEBIT Cash(currentassets) $98m
CREDIT InvestmentinRant  $95m
CREDIT Profitorloss(andretainedearnings)  $3m

2 Loanreceivable

Decany nowhasa loan receivable of$98mandDecany's cashdecreasesby
$98m.InDecany'sbooks:

DEBIT Loanreceivable $98m
CREDIT Cash(currentassets)  $98m

InRant'sbooks:

DEBIT Cash(currentassets) $98m
CREDIT Loanpayable  $98m

3 SaleoflandbyRanttoCeed/calculationofsharepremium

The value of the shares issued to Decany is the land less the mortgage, ie
$11 million. The difference between this and the nominal value is the share
premium.

InCeed'sbooks:

DEBIT Land $15m
CREDIT Mortgageliability(long-termloan)  $4m
CREDIT Sharecapital  $5m
CREDIT Sharepremium(balancingfigure)  $6m

InRant'sbooks:

DEBIT InvestmentinCeed $11m
DEBIT Mortgageliability(long-termloan) $4m
CREDIT Land  $10m
CREDIT Profitorloss(andretainedearnings)  $5m

4 DividendpayablebyCeedtoDecany

InCeed'sbooks:

DEBIT Retainedearnings $25m
CREDIT Dividendpayable  $25m

InCeed'sbooks:

DEBIT Dividendreceivable(currentassets) $25m
CREDIT Profitorloss(andretainedearnings)  $25m
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5 Retainedearnings
Decany Ceed Rant

 $m $m $m
Perquestion 750 220.0 5
DividendfromCeedtoDecany(note4) 25 (25.0) –
ProfitonsaleofRant (note1) 3 – –
Profitonsaleofland(note3)  5
Provisionforrestructuring(note7)  (2)  (9.5) –
 776 185.5 10

6 Long-termloan(Rant) 
 $m
Perquestion 12
Loanpayable(note2) 98
Mortgageliability(note3) (4)
 106

7 Redundancycostsandprovisionforrestructuring 

The fact that there isadetailedplan for restructuringwithemployees identified
for redundancy creates a constructive obligation under IAS 37 Provisions,
ContingentLiabilitiesandContingentAssets,andaccordinglyaprovisionshould
bemadeforredundancycostsandrestructuring.Ceedwillincurtheredundancy
costs,whichshouldberecognisedinitsfinancialstatementsatthepresentvalue
ofthefuturecashflows:

 $m
$4m1/1.03 3.9
$6m1/1.032 5.6
 9.5

The provision of $9.5mwill be shown inCeed's financial statements, and the
overallrestructuringprovisionof$2minthefinancialstatementsofDecany.

(ii) IAS 27 rules on reorganisation and payment of dividends between
groupcompanies

IAS27SeparateFinancialStatementseffectivelyallows thecostofan investment
in a subsidiary to be based on the previous carrying amount of the
subsidiaryratherthanonitsfairvalue.Thisisonlyallowedwhenanewparent
(Ceed)isinsertedaboveanexistingparentofagrouporentity(Rant),andwherethe
followingcriteriaaresatisfied:

(1) Thenewparent (Ceed)obtainscontrolof theoriginalparentorentity (Rant)by
issuing equity instruments in exchange for existing equity instruments of the
originalparentorentity.

(2) Theassetsandliabilitiesof thenewgroupandtheoriginalgrouparethesame
immediatelybeforeandafterthereorganisation.

(3) The owners of the original parent or entity (Decany) before the reorganisation
have the same absolute and relative interests in the net assets of the original
groupandthenewgroupimmediatelybeforeandafterthereorganisation.

The reorganisation of the Decany group appears to meet all the above criteria. (In
respectof(3),RanthasnotacquiredafurtherinterestinCeedasaresultofthetransfer
oflandbecausethesharesinCeedissuedtoRantarenon-voting.)
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IAS 27 requires all dividends to be recorded in profit or loss in the parent's
separate financial statementswhen its right to receive the dividend is
established.

Ifsuchdividendsarepaid,theentityisrequiredtoconsiderwhetherthereishasbeen
animpairment.ApplyingIAS36ImpairmentofAssets,impairmentisindicatedinthe
followingcases:

(1) The dividend exceeds the total comprehensive incomeof the subsidiary, jointly
controlledentityorassociateintheperiodthedividendisdeclared.

(2) The carrying amount of the investment in the separate financial statements
exceeds the carrying amounts in the consolidated financial statements of the
investee'snetassets,includingassociatedgoodwill.

NeitheroftheseapplyinthecaseofCeed,andsothereisnoindicationthatCeedis
impaired.

(b) Impactofreconstructionplan

Thereconstructionplanhasnoimpactontheconsolidatedfinancialstatementsasalltheintra-
grouptransactionswillbeeliminatedonconsolidation.Fromaninternalpointofviewitresults
inacloserrelationshipbetweenCeedandRant.ThismaybeadvantageousifCeed
andRantareclosegeographicallyorintermsofsimilarityofbusinessactivities.

Regarding the restructuring plan, IAS 37 Provisions, Contingent Liabilities and Contingent
Assets contains specific requirements relating to restructuring provisions. The
general recognition criteria apply and IAS 37 also states that a provision should be
recognised if an entity has a constructive obligation to carry out a restructuring. A
constructiveobligationexistswheremanagementhasadetailed formalplan for the
restructuring,identifyingasaminimum:

(i) Thebusinessorpartofthebusinessbeingrestructured;

(ii) Theprincipallocationsaffectedbytherestructuring;

(iii) Thelocation,functionandapproximatenumberofemployeeswhowillbecompensated
fortheterminationoftheiremployment;

(iv) Thedateofimplementationoftheplan;

(v) Theexpenditurethatwillbeundertaken;and

(vi) Thoseaffected,andhasraisedavalidexpectationthatitwillcarryouttherestructuringby
startingtoimplementthatplanorannouncingitsmainfeaturestothoseaffectedbyit.

It appears that these criteria have been met. However, the amount of $2m in Decany's
financial statements seems rather large, considering that the redundancy is provided
separately in the accounts of Ceed, and the restructuring does not involve any relocation.
Theremustbeforecastsunderpinningtheexpectedcostof$2manditmustmeet thecriteria
aboveifitistobeprovidedforinthefinancialstatements.

The plan shows the companies in amore favourable light in that Rant's short-term
cashflowproblemiseliminated.Rantnowhascashavailable.However,itisshowing
amuch increased long-term loan. In the financialstatementsofRant, the investment inCeed
mustbeaccountedasafinancialassetunderIFRS9FinancialInstruments.

It is possible that the purchase consideration for Rant of $98m could be seen as a
transactionatanovervalue.Itcreatesaprofitof$3m,whichcouldbeseenasartificial.
Thequestionalsoarisesastowhetherthis$3mshouldberecognised,andwhetheritshould
beviewedasadistribution.Shouldproblemsariseinconnectionwithlocallegislation,ashare
exchangemightbealessproblematicplanthanacashpurchase.
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ThequestionmayalsoariseastowhetherCeedhaseffectivelymadeadistribution.This
couldhappenwherethepurchaseconsiderationwaswellinexcessofthefairvalueofRant.
Analternativetoacashpurchasewouldbeashareexchange. In thiscase, local legislation
wouldneed tobe reviewed inorder todetermine the requirements for thesettingupofany
sharepremiumaccount.

75Moorland

Workbookreference.Chapter17:Interpretationoffinancialstatementsfordifferent
stakeholders.

Toptips.Part(a)isopenended,andmarkswillbegivenforvalidpointsclearlyexplained.

Part(b)(ii)coversalternativeperformancemeasureswhichisakeytopicforSBR.Youneedto
considerMoorland'sinvestorsinyouranswer.Widerreadingofarticles,particularlythoseonthe
ACCAwebsite,willbeextremelyhelpfulinbeingabletoanswerquestionssuchasthis.TheESMA
(EuropeanSecuritiesandMarketsAuthority)GuidelinesonAlternativePerformanceMeasuresand
IOSCO's(InternationalOrganisationofSecuritiesCommissions)StatementonNon-GAAPFinancial
Measures,bothavailableonline,provideanotherperspectiveandwillbebeneficialtoread.

Easymarks.SomemarksareavailablefortheprinciplesofIFRS8.

 
(a) The objective of published financial statements is tosatisfy the information needs of

users. Some typesofuser,principallyshareholdersandcreditproviders,willalwaysneed
financial statements as their main source of information about a company. Companies are
normally required to file financial statementswith the regulatoryauthorities so thatacertain
amount of information is available to the general public. The government uses financial
statementsinordertoassesstaxationandtoregulatetheactivitiesofbusinesses.

Financialreportinghasevolvedtomeettheneedsofinvestorsinlargepubliccompaniesand
theiradvisers.Yetpublishedfinancialstatementshaveserious limitations:theyarebased
onhistorical informationand theyonly reflect the financialeffectsof transactionsand
events. Investors need to predict a company's future performance, including changes in
shareholdervalue.

Traditionalratioanalysisisbecomingoutdated.Measuressuchasearningspershare
andthepriceearningsratiocontinuetobeimportant,butanalystsnowcalculatearangeof
othermeasures. These include cash flowper share,market valueper shareand 'consensus
earnings per share', which predicts future performance. Free cash flow is a key
financialperformancemeasureusedbyanalyststovalueacompany.Freecashflowiscash
revenues less cash expenses, taxation paid, cash needed for working capital and cash
required for routine capital expenditure. This can be compared with the cost of capital
employed to assess whether shareholder value has increased or decreased. It can also be
projectedanddiscountedtoprovideanapproximatemarketvalue.

Traditional financial statementsareonlyoneofmany sourcesof informationused
by investors. There has been an increasing trend in recent years towards non-financial
reporting measures. Many companies now produce non-financial reports alongside their
traditionalfinancialstatements.Theywillreportonfactorssuchas:

 Environment–itisfairlycommontoseereportingonthecarbonemissionsofanentity
(particularlyasgovernmentsarenowcommittedtoreducingemissions),andanentity's
commitmenttoreducingwaste.

 Employees–thesatisfactionofemployeesisessentialinensuringacompany'ssuccess.
Assuch,manycompanieswillnowcarryoutemployeesurveysandreportonemployee
satisfactionresults,aswellasdiscloseinformationonsocial issuessuchas thegender
paygapwithintheentityorthedifferencebetweenthehighestandlowestearners.
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 Social–manycompaniesreportontheircommitmentto'givingsomethingback'totheir
localcommunitiesthroughsponsoringprojectsorgivingstaffpaidtimeofftosupporta
goodcause.

This type of reporting is no longer considered superfluous to the financial statements but is
instead considered an important part in allowing stakeholders to understand more about
businessesandtheinfluencetheyhaveonoursociety.

Althoughthereisnomandatoryrequirementtopreparesuchnon-financialinformation,thereis
guidanceproducedby,forexample,theGlobalReportingInitiative(relevantforenvironmental
and social reporting) and the International Integrated Reporting Framework (relevant for
integratedreporting)thatarehelpingtoshapethedirectionofnon-financialreporting.

(b) (i) Operatingsegment

IFRS 8Operating Segments describes an operating segment as a component of an
entity:

(1) Whichengagesinbusinessactivitiesfromwhichitmayearnrevenuesandincur
expenses;

(2) Whose operating results are regularly reviewed by the entity's chief operating
decision-makertomakedecisionsaboutresourcestobeallocatedtothesegment
andassessitsperformance;

(3) Forwhichdiscretefinancialinformationisavailable.

Thereisaconsiderableamountofsubjectivityinhowanentitymayapplythesecriteria
to its choice of operating segments. Usually an operating segment would have a
segment manager who maintains regular contact with the chief operating
decision-makertodiscussoperatingactivities,financialresults,forecastsorplansforthe
segment.Thereforesegmentmanagerscouldhaveoverallresponsibilityforaparticular
product,servicelineorgeographicalareaandsotherecouldbeconsiderableoverlap
in how an entitymay apply the criteria. In such situations the directors ofMoorland
shouldconsiderthecoreprinciplesofthestandard.Informationshouldbedisclosedto
enableusersofitsfinancialstatementstoevaluatethenatureandfinancialeffectsofthe
business activities in which it engages and the economic environments in which it
operates.

Since Tybull is the only overseas subsidiary, it is likely that separate disclosure is
necessarysothatuserscanbetterassesstheperformanceofTybullanditssignificance
to the group. The directors should consider whether there are other segments which
exhibit similar long-term financialperformanceandsimilareconomiccharacteristics to
Tybull. Insuchcircumstancesit ispossible toaggregate theoperatingsegments intoa
singlesegment.Forexample,thesegmentsshouldhaveproductsofasimilarnatureand
similarmethodstodistributetheirproducts.Thesegmentsshouldalsohavesimilartypes
of customer, production processes and regulatory environment. The directors of
Moorlandwouldneedtoassesswhethersuchaggregationwouldlimittheusefulnessof
thedisclosuresfortheusersofthefinancialstatements.Forexample,itwouldnolonger
bepossibletoassessthegrossmarginsandreturnoncapitalemployedforTybullonan
individualbasis,withoutreferringtoitsindividualfinancialstatements.

Operating segments can be reclassified where an entity changes its internal
organisational structure. As Tybull has not changed its organisational structure, it is
unlikely that itwouldbeable toargueforareclassificationof itsoperatingsegments.
Should the directors of Moorland decide to reclassify the operating segments and
combineTybullwithothersegments,IAS8AccountingPolicies,ChangesinAccounting
EstimatesandErrorswould need tobeapplied.A retrospectiveadjustmentwouldbe
requiredtothedisclosuresandthechangewouldneedtobejustified.Anentityshould
only change its policy if it enhances the reliability and relevance of the financial
statements.Thiswouldappearunlikelygiventhecircumstances.
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(ii) Underlyingearningspershare

Underlyingearningsper share (underlingEPS) isanalternativeperformancemeasure
(APM). APMs should be provided to enhance the understanding of users of the
accounts.

However, APMs can be misleading. Unlike earnings per share, which is defined in
IAS33 Earnings per Share, there is no official definition of underlying EPS, so
managementcanchoosewhat items to includeorexclude in theunderlyingearnings.
Thereforeitisopentobiasinitscalculationasmanagementcoulddecidetoonlyadjust
for items that improve themeasure. Furthermore, different companiesmay define the
measureindifferentways,whichreducesthecomparabilitybetweenentities.

TheCEO'swishtoexcludeimpairmentongoodwillfromthecalculationofearningson
thebasisthatitisunlikelytoreoccurisalsomisleadingtoinvestors.Animpairmentloss
ongoodwillcouldquitefeasiblyre-occurinthefutureasitisatleastpartlydependent
on circumstances outside of Moorland's control, such as the state of the economy.
Therefore, it could be argued that excluding the impairment loss would make the
measureofunderlyingearningspersharelessusefultoinvestors.

TheCEOwishestopresentunderlyingEPS'prominently'.Itisnotclearwhatismeantby
thiscomment,however,Moorlandshouldensurethatitcomplieswiththerequirements
of IAS33regarding thecalculationandpresentationof thisalternativeEPS. IOSCO's
(International Organisation of Securities Commissions) Statement on Non-GAAP
FinancialMeasures recommends thatAPMsare not presentedmore prominently than
GAAPmeasures,orinawaythatconfusesorobscuresGAAPmeasures.

Ultimately underlying earnings per share will only provide useful information to
Moorland'sinvestorsifitisfairlypresented.

MoorlandcouldimprovetheusefulnessofunderlyingEPSby:

 Includinganappropriatedescriptionofhowthemeasureiscalculated

 EnsuringthatthecalculationofunderlyingEPSisconsistentyearonyearandthat
comparativesarepresented

 Explaining the reasons forpresenting themeasure,why it isuseful for investors
andforwhatpurposemanagementmayuseit

 Presenting a reconciliation to the most directly reconcilable measure in the
financialstatements,forexampleEPScalculatedinaccordancewithIAS33

 Not excluding items from underlying EPS that could legitimately reoccur in the
future,suchasimpairmentlossesongoodwill

76Tufnell

Workbookreferences.IFRS5isincludedinChapter13,deferredtaxinChapter6,impairment
inChapter3andROCEandresidualincomeareincludedinChapter17.

Toptips.Thisquestiondealswithagroupre-organisation,deferredtaxandrevaluation,
impairmentandre-classificationofalease.Thesearealllinkedinwithacalculationoftheeffecton
ROCE.Inpart(a)(i)thereisnoneedtospendtimegivingtheIFRS5criteriaforclassificationasheld
forsale,sincewearetoldinthequestionthatthesecriteriahavebeenmet.

Easymarks.NoneofthisquestioniseasyexceptforthecalculationofROCE.Dothepartsyou
feelsureabout,buthaveagoatallpartsasthefirstfewmarksaretheeasiesttopickup.The
professionalmarkswouldbeawardedforanalysingtheimpactoftheinformation,drawing
conclusionsandconsideringtheimplicationsforROCE.
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Markingscheme 

 Marks

(a) (i) Discontinuance 7

 (ii) Deferredtaxasset 6
 (iii) Impairment 5

 (iv) FormationofopinionofimpactonROCE 2

(b) APMandresidualincome 3

Professionalmarks 2

Maximum 25

 

(a) (i) The criteria in IFRS 5 have been met for North and South. As the assets are to be
disposed of in a single transaction, North and South together are deemed to be a
disposalgroupunderIFRS5.

The disposal group as awhole ismeasured on the basis required for non-
currentassetsheldforsale.Anyimpairmentlossreducesthecarryingamountof
the non-current assets in the disposal group, the loss being allocated in the order
requiredbyIAS36 ImpairmentofAssets.Beforethemanufacturingunitsareclassified
asheld for sale, impairment is tested foronan individualcashgeneratingunitbasis.
Onceclassifiedasheldforsale,theimpairmenttestingisdoneonadisposalgroup
basis.

A disposal group that is held for sale should be measured at the lower of its
carrying amount and fair value less costs to sell. Any impairment loss is
generallyrecognisedinprofitorloss,butiftheassethasbeenmeasuredatarevalued
amountunder IAS16Property,PlantandEquipmentor IAS38 IntangibleAssets, the
impairmentwillbetreatedasarevaluationdecrease.

Asubsequent increaseinfairvaluelesscoststosellmayberecognisedinprofit
or lossonly to the extent of any impairment previously recognised. To
summarise:

Step1 Calculate carrying amount under the individual standard, here given as
$105m.

Step2 Classified as held for sale.Compare the carrying amount ($105m)with
fair value less costs to sell ($125m). Measure at the lower of carrying
amountandfairvaluelesscoststosell,here$105m.

Step3 Determine fair value less costs to sell at the year end (see below) and
comparewithcarryingamountof$105m.

Tufnellhasnottakenaccountoftheincreaseinfairvaluelesscosttosell,
butonlypartofthisincreasecanberecognised,calculatedasfollows.

 $m
Fairvaluelesscoststosell:North 40
Fairvaluelesscoststosell:South 95
 135
Carryingvalue (105)
Increase 30

ImpairmentpreviouslyrecognisedinNorth:$15m($50m–$35m)
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Step4 The change in fair value less cost to sell is recognised but the gain
recognised cannot exceedany impairment losses to date.Here the gain
recognisedis$50m–$35m=$15m

Thereforecarryingamountcanincreaseby$15mto$120maslossreversalsarelimited
toimpairmentlossespreviouslyrecognised(underIFRS5orIAS36).

TheseadjustmentswillaffectROCE.

(ii) IAS 12 Income Taxes requires that deferred tax liabilities must be recognised for all
taxabletemporarydifferences.Deferredtaxassetsshouldberecognisedfordeductible
temporarydifferencesbutonlytotheextentthattaxableprofitswillbeavailableagainst
whichthedeductibletemporarydifferencesmaybeutilised.

The differences between the carrying amounts and the tax base represent temporary
differences. These temporary differences are revised in the light of the
revaluationfortaxpurposestomarketvaluepermittedbythegovernment.

Deferredtaxliabilitybeforerevaluation

 Carrying  Temporary
 amount Taxbase difference
 $m $m $m
Property 50 48 2
Vehicles 30 28 2
  4
Othertemporarydifferences  5
  9
Provision:30%$9m=$2.7m

Deferredtaxassetafterrevaluation

 Carrying  Temporary
 amount Taxbase difference
 $m $m $m
Property 50 65 15
Vehicles 30 35 5
Othertemporarydifferences  (5)
  15
Deferredtaxasset:$15m30%=$4.5m

ThiswillhaveaconsiderableimpactonROCE.Whilethereleaseoftheprovision
of$2.7mand thecreationof theassetof$4.5mwillnotaffectprofitbefore interest
andtax,itwillsignificantlyaffectthecapitalemployedfigure.

(iii) IAS36requiresthatnoassetshouldbecarriedatmorethanitsrecoverableamount.At
each reporting date, Tufnell must review all assets for indications of
impairment, that is, indications that the carrying amount may be higher than the
recoverable amount. Such indications include fall in the market value of an asset or
adversechanges in the technological,economicor legalenvironmentof thebusiness.
(IAS36hasanextensivelistofcriteria.)Ifimpairmentisindicated,thentheasset's
recoverableamountmustbecalculated.Themanufacturerhasreducedtheselling
price,butthisdoesnotautomaticallymeanthattheassetisimpaired.

The recoverable amount is defined as thehigher of the asset's fair value
lesscostsofdisposalanditsvalueinuse.Iftherecoverableamountislessthan
thecarryingamount, then theresulting impairment lossshouldbecharged toprofitor
lossasanexpense(unlesstheassetwaspreviouslyrevalued).
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Valueinuseisthediscountedpresentvalueofestimatedfuturecashflowsexpected
toarisefromthecontinuinguseofanassetandfromitsdisposalattheendofitsuseful
life.Thevalueinuseoftheequipmentiscalculatedasfollows:

Yearended30September Cashflows Discounted(10%)
 $m $m

20X8 1.3 1.2
20X9 2.2 1.8
20Y0 2.3 1.7
 4.7

Thedirectorsareproposingtowritetheassetdowntoitsfairvalueof$2.5m.However,
itsvalueinuseishigherthanfairvalueandalsohigherthanthecarryingamountofthe
asset ($3m). So there has been no impairment and the asset should remain at its
carryingamount.

(iv) RecalculationofROCE

 $m
Profitbeforeinterestandtax 30.0
Addincreaseinvalueofdisposalgroup 15.0
 45.0

Capitalemployed 220.0
Addincreaseinvalueofdisposalgroup 15.0
Addreleaseofdeferredtaxprovisionand
 deferredtaxasset:4.5+2.7 7.2
 242.2
ROCEis45/242.2=13.6%

ThedirectorswereconcernedthattheabovechangeswouldadverselyaffectROCE.In
fact,theeffecthasbeenfavourable,asROCEhasrisenfrom13.6%to18.6%,
sothedirectors'fearsweremisplaced.

(b) Alternativeperformancemeasures(APMs)reportinformationthatisnotincludedonthefaceof
the financial statements. Companies often adjust reported financial information in order to
provide helpful additional information for the users of financial statements, telling a clearer
story of how the business has performed over the period. They allow the directors of a
companymore freedomand flexibility to reportperformancemeasures thatare important to
them.

Residual income is one type of APM. Residual income is an entity valuation method that
accountsforthecostofequitycapital.Performanceofthesubsidiariesshouldbemeasured,in
theinterestsofthegroup'sshareholders,insuchawayastoindicatewhatsortofreturneach
subsidiaryismakingontheshareholder'sinvestment.Shareholdersthemselvesarelikelytobe
interested in the performance of the group as a whole, measured in terms of return on
shareholders' capital, earnings per share, dividend yield, and growth in earnings and
dividends.Theseperformanceratioscannotbeusedforsubsidiariesinthegroup,andsoan
alternativemeasurehastobeselected,whichcomparesthereturnfromthesubsidiarywiththe
valueoftheinvestmentinthesubsidiary.

Residualincomewouldprovideasuitableindicationofperformancefromthepointofviewof
thegroup'sshareholders.Thiscouldbecalculatedas:
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 Profitafterdebtinterest

Minus Anotionalinterestchargeonthevalueofassetsfinancedbyshareholders'capital
Equals Residualincome.

Alternatively,residualincomemightbemeasuredas:

 Profitbeforeinterest(controllablebythesubsidiary'smanagement)

Minus Anotionalinterestchargeonthecontrollableinvestmentsofthesubsidiary
Equals Residualincome.

Eachsubsidiarywouldbeabletoincreaseitsresidualincomeifitearnedanincrementalprofit
in excess of the notional interest charges on its incremental investments – ie in effect, if it
addedtothevalueofthegroup'sequity.

77Cloud

Workbookreferences.IntegratedReportingandotheraspectsofperformancereportingare
coveredinChapter17oftheWorkbook.TheConceptualFrameworkandrelatedexposuredraftare
coveredinChapter1.HedgingiscoveredinChapter7andtransfersfromtherevaluationsurplus
arecoveredinChapter3.

Toptips.Thisquestioncoveredtwotopics:theissueofrecognitionofincomeandexpensesinprofit
orlossvsothercomprehensiveincome,reclassificationbetweenthetwoandintegratedreporting.
Becausethequestionisfairlyopen-ended,ouranswerismuchlongerthanwouldbeneededinan
examinationwhereonlysomeofthepointswouldneedtobemadeinordertogetthemarks.

Easymarks.TheIntegratedReportingquestionisstraightforwardtextbookknowledge.

Markingscheme 

 Marks

(a) (i) 1markperpointuptomaximum 4
 (ii) 1markperpointuptomaximum 5
 (iii)1markperpointuptomaximum

Professionalmarks

8

2

(b) 1markperpointuptomaximum 6
 

 25

 

(a) (i) Currentpresentationrequirements

IAS1PresentationofFinancialStatementsdefinesprofitorlossas'thetotalofincome
lessexpenses,excludingthecomponentsofothercomprehensiveincome'(para.7)and
other comprehensive income as comprising 'items of income and expense (including
reclassification adjustments) that are not recognised in profit or loss as required or
permittedbyotherIFRSs'(para.7).IFRScurrentlyrequiresthestatementofprofitorloss
and other comprehensive income to be presented as either one statement, being a
combinedstatementofprofitorlossandothercomprehensiveincomeortwostatements,
being the statement of profit or loss and the statement of comprehensive income.An
entityhastoshowseparatelyinOCI,thoseitemswhichwouldbereclassified(recycled)
toprofitorlossandthoseitemswhichwouldneverbereclassified(recycled)toprofitor
loss.Therelatedtaxeffectshavetobeallocatedtothesesections.
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IAS 1 states thatprofit or loss includes all items of income or expense
(including reclassificationadjustments)except those itemsof incomeor
expensewhicharerecognisedinOCIasrequiredorpermittedbyIFRS.
IAS1furtherstates that theothercomprehensiveincomesectionisrequiredtopresent
lineitemswhichareclassifiedbytheirnature,andgroupedbetweenthoseitemswhich
willorwillnotbereclassifiedtoprofitorlossinsubsequentperiods.

(ii) Reclassificationadjustments

Reclassification adjustments are amounts recycled to profit or loss in the
currentperiodwhichwererecognisedinOCI inthecurrentorprevious
periods.AnexampleofitemsrecognisedinOCIwhichmaybereclassifiedtoprofitor
loss are foreign currency gains on the disposal of a foreign operation and realised
gains or losses on cash flow hedges. Those itemswhichmay not be reclassified are
changes in a revaluation surplus under IAS 16 Property, Plant and Equipment, and
actuarialgainsandlossesonadefinedbenefitplanunder IAS19EmployeeBenefits.
However,thereisagenerallackofagreementaboutwhichitemsshouldbepresented
inprofitorlossandinOCI.TheinteractionbetweenprofitorlossandOCIisunclear,
especially the notion of reclassification and when or which OCI items should be
reclassified.Acommonmisunderstandingis that thedistinctionisbaseduponrealised
versusunrealisedgains.

Thereareseveralargumentsforandagainstreclassification.Ifreclassification
ceased, then there would be no need to define profit or loss, or any other total or
subtotalinprofitorloss,andanypresentationdecisionscanbelefttospecificIFRSs.It
is argued that reclassification protects the integrity of profit or loss and provides
userswith relevant information about a transactionwhich occurred in
theperiod.Additionally,itcanimprovecomparabilitywhereIFRSpermitssimilar
itemstoberecognisedineitherprofitorlossorOCI.

Those against reclassification argue that the recycled amounts add to the
complexity of financial reporting, may lead to earningsmanagement and the
reclassification adjustmentsmay notmeet the definitions of incomeor expense in the
periodasthechangeintheassetorliabilitymayhaveoccurredinapreviousperiod.

Thelackofaconsistentbasisfordetermininghowitemsshouldbepresentedhasledto
aninconsistentuseofOCI inIFRS.OpinionsvarybutthereisafeelingthatOCI
has become a home for anything controversial because of a lack of clear
definitionofwhatshouldbeincludedinthestatement.Manyusersarethoughttoignore
OCI,asthechangesreportedarenotcausedbytheoperatingflowsusedforpredictive
purposes.

The2015ExposureDraftConceptualFrameworkforFinancialReporting
bringssomeclaritytothismatter,bothontheissueofwhereitemsshouldberecognised
andonwhetherandwhentheycanbereclassified.TheEDdescribes thestatement
of profit or loss as the 'primary source of information about an entity's
financialperformancefortheperiod'(ED/2015/3:para.7.21),andrequiresatotalor
subtotal for profit or loss to be provided. The ED states further that there is a
rebuttablepresumptionthatallincomeandallexpenseswillbeincluded
in thestatementofprofitor loss.Thispresumptioncanonlyberebutted in the
followingcircumstances:

(1) Theincomeorexpensesrelatetoassetsorliabilitiesmeasuredatcurrentvalues.

(2) Excluding those items from the statement of profit or losswould enhance the
relevanceoftheinformationinthestatementofprofitorlossfortheperiod.

Preparersoffinancialstatementscannotmakethisjudgementinapplyingstandards;the
presumptioncanonlyberebuttedbytheIASBwhensettingstandards.
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Turning to reclassification, the ED contains a presumption that income and
expenseitemsthatareincludedinOCIinoneperiodwillbereclassified
intothestatementofprofitor loss insomefutureperiod. (recycled)when
doing so enhances the relevance of the information included in that
statement in that period. However, this presumption could be rebutted, for
example,ifthereisnoclearbasisforidentifyingtheperiodinwhichthatreclassification
would enhance the relevance of the information in the statement of profit or loss.
Furthermore, if there is no such basis, this may indicate that the income or expense
shouldnotbeincludedinothercomprehensiveincome.

(iii) IntegratedReporting

The International Integrated Reporting Council (IIRC) has released a Framework for
integratedreporting.TheFrameworkestablishesprinciplesandconceptswhichgovern
the overall content of an integrated report. An integrated report sets out how the
organisation's strategy, governance, performance and prospects can lead to the
creation of value. The IIRC has set out a principles-based framework rather than
specifying a detailed disclosure and measurement standard. This enables each
company to set out its own report rather than adopting a checklist approach. The
integrated report aims to provide an insight into the company's resources and
relationships,whichareknownasthecapitalsandhowthecompanyinteractswiththe
externalenvironmentandthecapitals tocreatevalue.Thesecapitalscanbefinancial,
manufactured, intellectual, human, social and relationship, and natural capital but
companiesneednotadopttheseclassifications.Integratedreportingisbuiltaroundthe
followingkeycomponents:

(1) Organisationaloverviewandtheexternalenvironmentunderwhichitoperates

(2) Governancestructureandhowthissupportsitsabilitytocreatevalue

(3) Businessmodel

(4) Risksandopportunitiesandhowtheyaredealingwiththemandhowtheyaffect
thecompany'sabilitytocreatevalue

(5) Strategyandresourceallocation

(6) Performanceandachievementofstrategicobjectivesfortheperiodandoutcomes

(7) Outlookandchallengesfacingthecompanyandtheirimplications

(8) Thebasisofpresentationneeds tobedetermined includingwhatmattersare to
be included in the integrated report and how the elements are quantified or
evaluated.

TheFrameworkdoesnotrequirediscretesectionstobecompiledinthereportbutthere
should be a high level review to ensure that all relevant aspects are included. An
integratedreportshouldprovideinsightintothenatureandqualityoftheorganisation's
relationships with its key stakeholders, including how and to what extent the
organisationunderstands,takesintoaccountandrespondstotheirneedsandinterests.
Further, the report should be consistent over time to enable comparison with other
entities.

TheIIRCconsideredthenatureofvalueandvaluecreation.Thesetermscanincludethe
totalofallthecapitals,thebenefitcapturedbythecompany,themarketvalueorcash
flowsof theorganisationand thesuccessfulachievementof thecompany'sobjectives.
However,theconclusionreachedwasthattheFrameworkshouldnotdefinevaluefrom
anyoneparticularperspectivebecausevaluedependsupon the individualcompany's
ownperspective.Itcanbeshownthroughmovementofcapitalandcanbedefinedas
valuecreatedforthecompanyorforothers.Anintegratedreportshouldnotattemptto
quantifyvalue,asassessmentsofvaluearelefttothoseusingthereport.
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The report does not contain a statement from those 'charged with governance'
acknowledging their responsibility for the integrated report. This may undermine the
reliability and credibility of the integrated report. There has been discussion about
whether the Framework constitutes suitable criteria for report preparation and for
assurance.Thereisadegreeofuncertaintyastomeasurementstandardstobeusedfor
the information reported and how a preparer can ascertain the completeness of the
report. The IIRC has stated that the prescription of specific measurement methods is
beyond the scope of a principles-based framework. The Framework contains
information on the principles-based approach and indicates that there is a need to
include quantitative indicators whenever practicable and possible. Additionally,
consistency of measurement methods across different reports is of paramount
importance.Thereisoutlineguidanceontheselectionofsuitablequantitativeindicators.

There are additional concerns over the ability to assess future disclosures, and there
may be a need for confidence intervals to be disclosed. The preparation of an
integratedreportrequiresjudgementbutthereisarequirementforthereporttodescribe
its basis of preparation and presentation, including the significant frameworks and
methodsusedtoquantifyorevaluatematerialmatters.Alsoincludedisthedisclosureof
asummaryofhowthecompanydeterminedthemateriality limitsandadescriptionof
thereportingboundaries.

A company should consider how to describe the disclosures without causing a
significant loss of competitive advantage. The entity will consider what advantage a
competitor could actually gain from information in the integrated report, and will
balancethisagainsttheneedfordisclosure.

(b) At30April20X5,Cloudshouldwritedownthesteel,inaccordancewithIAS2Inventories,to
its net realisable value of $6million, therefore reducing profit by $2million.Cloud should
reclassifyanequivalentamountof$2millionfromequitytoprofitorloss.Thusthereisnonet
impact on profit or loss from thewrite down of inventory. The gain remaining in equity of
$1millionwillaffectprofitorlosswhenthesteelissold.Therefore,on3June20X5,thegain
on the saleof$0.2millionwithbe recognised inprofit or loss, and the remaininggainof
$1millionwillbetransferredtoprofitorlossfromequity.

Asregardstheproperty,plantandequipment,at30April20X4,thereisarevaluationgainof
$4 million being the difference between the carrying amount of $8 million ($10 million –
$2million) and the revalued amount of $12million. This revaluation gain is recognised in
othercomprehensiveincome.

At30April20X5 theasset's valuehas fallen to$4millionand the carryingamountof the
assetis$9million($12million–$3million).Theentitywillhavetransferred$1millionfrom
revaluation surplus to retained earnings, being the difference between historical cost
depreciation of $2 million and depreciation on the revalued amount of $3 million. The
revaluationlossof$5millionwillbechargedfirstagainsttherevaluationsurplusremainingin
equityof($4million–$1million),ie$3millionandthebalanceof$2millionwillbecharged
againstprofitorloss.

IAS1requiresanentitytopresentaseparatestatementofchangesinequityshowingamongst
other items, totalcomprehensive income for theperiod, reconciliationsbetween thecarrying
amountsat thebeginningand theendof theperiod foreachcomponentofequity,andan
analysisofothercomprehensiveincome.
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78Amster

Workbookreferences.FinancialinstrumentsarecoveredinChapter7.TheConceptual
FrameworkiscoveredinChapter1.

Toptips.Thisquestionmighthavealarmedyouasyoumightnothaveseenacapitalisationtable
before.However,youmustbepreparedtoencounterdisclosuressuchasthis,whichareacommon
featureofpublishedfinancialstatementsandusefultoinvestors.Youshouldbeabletoworkoutthat
itrequiresadjustinginthesamewayasastatementoffinancialpositionwouldbe.For(a)(ii),you
needtothinkabouttheprinciplesarounddebtandequityclassificationforfinancialinstrumentsand
tryandrelatethistothedefinitionsintheConceptualFramework.

Markingscheme 

 Marks

(a) (i)1markperpointuptomaximum 8
 (ii)1markperpointuptomaximum 6

(b) 1markperpointuptomaximum 9
 2
Professionalmarks 25
 

(a) (i) Importanceofinformationconcerninganentity'scapital

Essentiallytherearetwoclassesofcapitalreportedinfinancialstatements,namelydebt
and equity. However, debt and equity instruments can have different levels of right,
benefit and risks. Hence, the details underlying a company's capital structure are
absolutely essential to assessing the prospects for changes in a company's financial
flexibility,andultimately,itsvalue.

Forinvestorswhoareassessingtheriskprofileofanentity,themanagementandlevel
of an entity's capital is an important consideration. Disclosures about capital are
normallyinadditiontodisclosuresrequiredbyregulatorsastheirreasonsfordisclosure
may differ from those of the International Accounting Standards Board (IASB). The
detailsunderlyingacompany'scapitalstructureareessential to theassessmentofany
potentialchangeinanentity'sfinancialstanding.

Investorshavespecificbutdifferentneedsforinformationaboutcapitaldependingupon
theirapproachtotheirinvestmentinanentity.Iftheirapproachisincomebased,then
shortage of capital may have an impact upon future dividends. If ROCE is used for
comparing the performance of entities, then investors need to know the nature and
quantityofthehistoricalcapitalemployedinthebusiness.Someinvestorswillfocuson
historical invested capital, others on accounting capital and others on market
capitalisation.

Publishedinformation

As an entity's capital does not relate solely to financial instruments, the IASB has
included these disclosures in IAS 1 Presentation of Financial Statements rather than
IFRS7 Financial Instruments: Disclosures. Although IFRS 7 requires some specific
disclosures about financial liabilities, it does not have similar requirements for equity
instruments.

As a result, IAS 1 requires an entity to disclose information which enables users to
evaluate the entity's objectives, policies and processes for managing capital. This
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objectiveisobtainedbydisclosingqualitativeandquantitativedata.Theformershould
includenarrative informationsuchaswhat thecompanymanagesascapital,whether
there are any external capital requirements and how those requirements are
incorporated into themanagement of capital. The IASBdecided that there should be
disclosure of whether the entity has complied with any external capital requirements
and,ifnot,theconsequencesofnon-compliance.

Besides the requirements of IAS 1, the IFRS Practice Statement, Management
Commentary suggests thatmanagement should include forward-looking information in
thecommentarywhen it isawareof trends,uncertaintiesorother factorswhichcould
affect the entity's capital resources. Additionally, some jurisdictions refer to capital
disclosuresaspartoftheirlegalrequirements.

In addition to the annual report, an investor may find details of the entity's capital
structure where the entity is involved in a transaction, such as a sale of bonds or
equities.Itcanbeseenthatinformationregardinganentity'scapitalstructureisspread
acrossseveraldocumentsincludingthemanagementcommentary,thenotestofinancial
statements, interim financial statements and any document required by securities
regulators.

Integratedreporting

The capitals identified by the International Integrated Reporting Council (IIRC) are:
financial capital,manufactured capital, intellectual capital, human capital, social and
relationshipcapital,andnaturalcapital.Together,theyrepresentstoresofvaluewhich
are the basis of an organisation's value creation. Financial capital is broadly
understoodas thepoolof fundsavailable toanorganisation.This includesbothdebt
andequityfinance.Thisdescriptionoffinancialcapitalfocusesonthesourceoffunds,
ratherthanitsapplicationwhichresultsintheacquisitionofmanufacturedorotherforms
ofcapital.Financialcapitalisamediumofexchangewhichreleasesitsvaluethrough
conversion intoother formsofcapital. It is thepoolof fundswhich isavailable to the
organisation for use in theproductionof goodsor theprovisionof services obtained
through financing,suchasdebt,equityorgrants,orgenerated throughoperationsor
investments.

(ii) Whetheraninstrumentisclassifiedaseitherafinancialliabilityorasequityisimportant
asithasadirecteffectonanentity'sreportedresultsandfinancialposition.Thecritical
featureofa liability is that, under the termsof the instrument, the issuer isor canbe
required to deliver either cash or another financial asset to the holder and it cannot
avoidthisobligation.Aninstrumentisclassifiedasequitywhenitrepresentsaresidual
interest in the issuer'sassetsafterdeductingall its liabilities. If the financial instrument
providestheentityanunconditionaldiscretion,thefinancialinstrumentisequity.

IAS32FinancialInstrumentsPresentationsetsoutthenatureoftheclassificationprocess
butthestandardisprinciplebasedandsometimestheoutcomesaresurprisingtousers.
IAS 32 focuses on the contractual obligations of the instrument and considers the
substanceofthecontractualrightsandobligations.Thevarietyofinstrumentsissuedby
entities makes this classification difficult with the application of the principles
occasionally resulting in instruments which seem like equity being accounted for as
liabilities.Recentdevelopmentsinthetypesoffinancialinstrumentsissuedhaveadded
morecomplexity tocapital structureswith the resultantdifficulties in interpretationand
understanding.

Equityandliabilitiesareclassifiedseparatelyinthestatementoffinancialposition.The
ConceptualFrameworkdistinguishesthetwoelementsbytheobligationoftheentityto
delivercashorothereconomic resources from itemswhichcreatenosuchobligation.
Thestatementofprofitorlossandothercomprehensiveincome(OCI)includesincome
andexpensesarisingfromliabilitieswhichisinterestand,ifapplicable,remeasurement

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



AnswerBank

 355

andgainorlossonsettlement.Thestatementdoesnotreportasincomeorexpenseany
changesinthecarryingamountoftheentity'sownequityinstrumentsbutdoesinclude
expensesarisingfromtheconsumptionofserviceswhichfallunderIFRS2Share-based
Payment. IFRS 2 requires a valuation of the services consumed in exchange for the
financialliabilitiesorequityinstruments.

In the statementof financialposition, thecarryingamountofmany financial liabilities
changeseitherwith thepassageof timeor if the liability is remeasuredat fair value.
However, the amount reported for classes of equity instruments generally does not
changeafterinitialrecognitionexceptfornon-controllinginterest.

Liabilityclassification typically results inanypaymentson the instrumentbeing treated
as interestandcharged toearnings. Thismay in turnaffect theentity'sability topay
dividendsonitsequitysharesdependinguponlocallegislation.

Equity classification avoids the negative impact which liability classification has on
reported earnings, gearing ratiosanddebt covenants. It also results in the instrument
falling outside the scope of IFRS 9 Financial Instruments, thereby avoiding the
complicatedongoingmeasurementrequirementsofthatstandard.

(b) In the case of the first class of preference shares, even though there are negative
consequences of not payingdividends on the preferred shares as agreed contractually, the
companycanavoidtheobligationtodelivercash.Thepreferredsharesdohaveredemption
provisions but these are not mandatory and are at the sole discretion of the management
committeeandthereforethesharesshouldbeclassifiedasequity.

In the case of the second class, the contractual term requires no dividend to be paid to
ordinary shareholders if a payment is not made on the preferred shares. In this case, as
Amster can avoid the obligation to settle the annual dividend, the shares are classified as
equity.Thus$75millionshouldbetransferredfromliabilitiestoequity.

IFRS2Share-basedPayment states thatcashsettledshare-basedpayment transactionsoccur
where goods or services are paid for at amounts which are based on the price of the
company'sequityinstruments.Theexpenseforcashsettledtransactionsisthecashpaidbythe
companyandanyamountsaccruedshouldbeshownas liabilitiesandnotequity.Therefore
Amstershouldremovethefollowingamountfromequityandshowitasaliability.

Expenseforyearto30November20X7is:

((1,500–180employees250awards$35) 13=$3.85million

As a result of the adjustments to the financial statements, Amster's gearing ratio will be
loweredsignificantlyastheliabilitieswilldropfrom53.8%oftotalcapitalisationto33.2%of
totalcapitalisation.However,theROCEmaystaythesameeventhoughthereisanincreasein
shareholdersequityas totalcapitalisationhasnotchanged.However, thiswilldependupon
thedefinitionusedbytheentityforcapitalemployed.

AmsterGroup–capitalisationtable

 30November20X7
$m

Adjustment
$m

30November20X7
$m

Long-termliabilities 81 3.85 84.85
Pensionplandeficit 30 30.00
Cumulativepreferenceshares 75 (75) – 
Liabilities 186 114.85
Non-controllinginterest 10 10.00
Shareholdersequity 150 (75– 3.85) 221.15
Groupequity 160 231.15
Totalcapitalisation 346 346.00
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79Sanchera

Workbookreferences.MaterialityiscoveredinChapter1oftheWorkbookinthecontextofthe
ConceptualFramework.IntegratedreportingiscoveredinChapter17.Statementsofcashflowsare
coveredinChapter16.

Toptips.Thisquestiondealswithtopicalissues–materialityandproblemswithstatementsofcash
flows.Thedefinitionofmaterialityinpart(a)(i)isstraightforward,buttheconsiderationofhowit
couldleadtoareductioninclarityandunderstandabilityneedsmorethought.Creditwillbegiven
forvalidarguments,butdonotbetemptedto'waffle'.Integratedreportinghasbeentestedina
numberofcontexts,hereinthecontextofmateriality.Youneededtoconsiderhowmaterialityis
relevanttotheobjectiveoftheInternationalIntegratedReportingFramework.Part(a)(iii)requireda
discussiontherecentamendmentstoIAS7aspartoftheIASB'sDisclosureInitiative.Part(b)wasa
numericalquestionbasedonIAS7requiringadraftnotetothestatementofcashflowswhichwas
challenging,however,asthiswasonly5ofthe25marks,andyoucouldmakeanattemptatitby
preparingareconciliationofopeningandclosingbalances.

Easymarks.Thedefinitionofmateriality(part(a)(i))andthegeneralpointsaboutissueswith
statementsofcashflows(part(a)(iii))aregoodwaystoearneasymarks.



Markingscheme 

 Marks

(a) (i)1markperpointuptomaximum 9
 (ii)1markperpointuptomaximum 4
 (iii)1markperpointuptomaximum 7

(b) 1markperpointuptomaximum 5
 25

 

(a) (i) Definitionofmaterialityandapplicationoftheconcept

Informationismaterialifomittingitormisstatingitcouldinfluencedecisions
whichusersmakeonthebasisoffinancialinformationaboutaspecificreportingentity.
Materiality isanentity-specificaspectof relevance,basedon thenatureand/or
magnitudeoftheitemstowhichitrelatesinthecontextoftheentity'sfinancialreport.
It is therefore difficult to specify a uniform quantitative threshold for
materialityorpredeterminewhatcouldbematerialinaparticularsituation.Materiality
should ensure that relevant information is not omitted ormis-stated and it
shouldhelpfilteroutobscureinformationwhichisnotusefultousersoffinancial
statements.

TheConceptual Frameworkdescribes materiality as anapplication by a particular
entity of the fundamental qualitative characteristic of relevance. When an
entity isassessingmateriality, it isassessingwhether the information is relevant to the
readersofitsownfinancialstatements.Informationrelevantforoneentitymightnotbe
asrelevant foranotherentity.IAS1PresentationofFinancialStatementssays thatan
entity need not provide a specific disclosure required by an IFRS if the
information is not material and that the application of IFRSs, with additional
disclosurewhennecessary,ispresumedtoresultinfinancialstatementswhichachievea
fair presentation. In other words, material information must be disclosed
irrespectiveofwhetherthereisanexplicitdisclosurerequirement.
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Although preparers may understand the concept of materiality, they may be less
certainabouthowitshouldbeapplied.Preparersmaybereluctanttofilter
out informationwhich is not relevant tousersasauditors and regulators
may challenge their reasons for the omissions. Theway inwhich some IFRSs are
draftedsuggeststhattheirspecificrequirementsoverridethegeneralstatementinIAS1
thatanentityneednotprovideinformationwhichisnotmaterial.

There is concern that the application of the concept of materiality to the financial
statements can result in excessive disclosure of immaterial information
while important information can be obscured or evenmissed out of the
financialstatements.

ProposedguidanceunderED/2015/8

ED 2015/8 proposes that guidance is provided in the form of a Practice
Statement in the following areas: characteristics of materiality, presentation and
disclosure in financial statements, recognition and measurement, and omissions and
misstatements. This will be a non-mandatory guidance to assist with the
applicationoftheconceptofmaterialitytofinancialstatementspreparedinaccordance
withIFRSs.

Characteristicsofmateriality

ED/2015/8retains theacceptednotionthatitemsarematerialiftheiromission
ormisstatementwouldinfluencethedecisionsofusersoffinancialstatements.
Judgementneedstobeappliedinconsideringwhetherinclusionordisclosureofan
item would indeed influence the decisions of users. When assessing materiality,
preparers need to consider who the user groups are and what types of
decisionstheymakebasedonthefinancialstatements,theneedforqualitativeand
quantitative assessment and the need to consider items individually and
collectivelywithotherinformation.

Presentationanddisclosure

Guidance isproposedonhow todealwith immaterial informationandwhen to
aggregateanddisaggregateinformation.TheIASBsuggeststhatpreparesshould
considerwhat information to include in theprimary financial statements, what
shouldbepresentedin thenotesandthenlookat thefinancial statementsasa
whole to ensure that the financial statements are comprehensive and include the
appropriatelevelofinformation.

Recognitionandmeasurement

Guidanceisproposedrelatingtotheuseofroundinginthefinancialstatementsand
materialityininternalrecordkeeping.

Omissionsandmisstatements

Thematerialityofomissionsandmisstatementsneedstobeconsideredindividuallyand
in the financial statements as a whole. Guidance is proposed relating to current
versuspriorperiodmisstatementsandhowtodealwithmisstatementsthat
areintentionallymisleading.

(ii) MaterialityandtheInternationalIntegratedReportingFramework

Integrated reporting <IR> takes a broader view of business reporting,
emphasising theneedforentities toprovide information tohelp investorsassess the
sustainability of their business model. <IR> is a process which results in
communication,throughtheintegratedreport,aboutvaluecreationovertime.
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An integrated report is a concise communication about how an organisation's
strategy,governance,performanceandprospects lead to thecreationof
valueovertheshort,mediumandlongterm.

Themateriality definition for <IR> purposes would consider that material matters are
those which are of such relevance and importance that they could substantively
influence the assessments of the intended report users. In the case of IR,
relevant matters are those which affect or have the potential to affect the
organisation'sabilitytocreatevalueovertime.

Forfinancial reportingpurposes, thenatureor extentofanomissionor
misstatement in theorganisation'sfinancial statementsdeterminesrelevance.
Matters which are considered material for financial reporting purposes, or for other
formsofreporting,mayalsobematerialfor<IR>purposesiftheyareofsuchrelevance
and importance that they could change the assessments of providers of
financialcapitalwithregardtotheorganisation'sabilitytocreatevalue.
Another feature ofmateriality for IR purposes is that thedefinitionemphasises the
involvementofseniormanagementandthosechargedwithgovernance
in the materiality determination process in order for the organisation to
determine how best to disclose its value creation development in a meaningful and
transparentway.

(iii) IssueswithIAS7StatementofCashflows

IAS7StatementofCashFlowswasamendedaspartoftheIASB'sDisclosureInitiative.
Therearemanyissueswiththestandard(discussedbelow)buttheamendmentfocused
on providing additional information to the users of financial statements relating to
financingactivities.

Presentation

Theoperatingactivitiesinthecashflowstatementcanbepresentedinoneoftwoways:
thedirectmethodand the indirectmethod. Thedirectmethod is seldom
usedasitdisplaysmajorclassesofgrosscashreceiptsandpaymentsandcompanies'
systems often do not collect this type of data in an easily accessible
form. The indirect method is more commonly used to present operating
activities.Thepresentationofoperatingprofitundertheindirectmethodofthecashflow
statementcanstartwitheitherprofitorlossbeforeoraftertax.Auser'sabilitytomake
comparisons may be affected if entities present reconciliations with different starting
points.

Inconsistencyofclassification

 Cashflowsfromthesametransactionmaybeclassifieddifferently.Forexample,aloan
repaymentwould see the interest classifiedasoperatingor financingactivities,
whereastheprincipalwillbeclassifiedasafinancingactivity.

There are concerns over the flexibility of current classification of items in the
statementofcashflows.Forexample,dividendsandinterestpaidcanbeclassifiedas
either operating or financingactivities.As a result,users have tomakeappropriate
adjustmentswhencomparingdifferententities,particularlywhencalculating
freecashflowforvaluationpurposes.Additionally,whenauserisassessinganentity's
ability to service debt, interest paidwouldbe reclassified fromoperatingactivities to
financingactivities.

Purposeofcashflows

Sometimes classification of certain cash flows may be inconsistent with the
purpose of the cash flows. For example, research expenditure is classified as cash
from operating activities but is often considered to be a long-term investment. Some
argue that such cash outflows should be includedwithin investing activities, because
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theyrelatetoitems,whichareintendedtogeneratefutureincomeandcashflows.IAS
7takestheviewthat,tobeclassifiedasaninvestingcashoutflow,theexpendituremust
resultinanassetbeingrecognisedinthestatementoffinancialposition.

Potentialforerror

Someitemsofproperty,plantandequipmentarepurchasedfromsupplierson
similar credit terms to those for inventoryand foramountspayable toother
creditors. As a result, transactions for property, plant and equipment may be
incorrectly included within changes in accounts payable for operating
items.Consequently,unlesspaymentsforproperty,plantandequipmentareseparated
fromotherpaymentsrelatedtooperatingactivities,theycanbeallocatedincorrectly
tooperatingactivities.

Differingopinions

Therearecurrentlydifferent viewsas tohow to show lessee cash flows in the
statementofcashflows.Someuserswouldlikethestatementofcashflowstoreflect
lessee cash outflows in a way which is comparable to those of a financed
purchasewheretheentitybuysanassetandseparatelyfinancesthepurchase.Other
users take the view that lease cash payments are similar in nature to capital
expenditureandshouldbeclassifiedwithininvestingactivitiesinthestatementof
cashflows.

Finally,thereisconcernaboutthecurrentlackofcomparabilityunderIFRSbecause
ofthechoiceoftreatmentcurrentlyallowed.Alesseecanclassifyinterestpayments
withinoperatingactivitiesorwithinfinancingactivities.

ImprovementsfollowingtheamendmentstoIAS7

TheamendmentstoIAS7addresssomeoftheseconcerns.Themainobjectiveofthe
amendmentistoimproveinformationaboutchangesinanentity'sliabilities
whichrelatetofinancingactivities.

Theamendmentsrequiredisclosureofhowliabilitieshavechangedasaresultof
cashflowsinthefinancingactivitiessection,changesasaresultofacquiring
ordisposingofsubsidiaries,theeffectofforeignexchangerates,theeffectof
movementsinfairvalueandotherchanges.

Anentityisnotrequiredtoprovideareconciliationoftheopeningandclosing
amounts in the statement of financial position for each liability forwhich
cashflowsareclassifiedasfinancingactivities,butIAS7doessuggestthatsucha
reconciliationmaybeausefulwayofensuringthatthedisclosurerequirements
aresatisfied.

Becausemanyentitiesalreadyvoluntarilydiscloseanetdebtreconciliation,thechanges
shouldtheoreticallynotimposeanyadditionalburdenonissuers.

(b) Reconciliationofliabilitiesfromfinancingactivities


 20X5 Cashflows Non-cashchanges 20X6
  Acquisition Newleases
 $m $m $m $m $m
Long-termborrowings 50 55 35  140
Leaseliabilities 5 (3)  15 17
Longtermdebt 55 52 35 15 157
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Tutorialnote.

Sancherashowedinterestpaidonleaseliabilitiesof$5millioninoperatingactivities.Finally,
Sancherahadanoverdraftwiththebankof$2millionandthiswouldbeshownincashand
cashequivalentsandnotinfinancingactivities.
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ACCA

StrategicBusiness
Reporting
(International)

MockExamination1

Timeallowed: 3hours15minutes

Thisquestionpaperisdividedintotwosections:

SectionA–BOTHquestionsarecompulsoryandMUSTbeattempted

SectionB–BOTHquestionsarecompulsoryandMUSTbeattempted

DoNOTopenthisquestionpaperuntilinstructedbythesupervisor.

DoNOTrecordanyofyouranswersonthequestionpaper.

Thisquestionpapermustnotberemovedfromtheexaminationhall.
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SectionA–BOTHquestionsarecompulsoryandMUSTbeattempted

1Joey 
(a) Joey, a public limited company, operates in the media sector. Joey has investments in two

companies,MargyandHulty.Thedraftstatementsoffinancialpositionat30November20X4
areasfollows:

 Joey Margy Hulty
 $m $m $m
Assets
Non-currentassets
Property,plantandequipment 3,295 2,000 1,200
Investmentsinsubsidiaries
Margy 1,675
Hulty  700

 5,670 2,000 1,200

Currentassets 985 861 150
Totalassets 6,655 2,861 1,350
Equityandliabilities
Sharecapital 850 1,020 600
Retainedearnings 3,340 980 350
Othercomponentsofequity  250  80 40
Totalequity 4,440 2,080 990

Totalliabilities 2,215   781 360
Totalequityandliabilities 6,655 2,861 1,350

The following information is relevant to the preparation of the consolidated financial
statements:

(1) On1December20X1,Joeyacquired30%oftheordinarysharesofMargyforacash
considerationof$600millionwhenthefairvalueofMargy'sidentifiablenetassetswas
$1,840million.JoeyhasequityaccountedforMargyupto30November20X3.Joey's
share of Margy's undistributed profit amounted to $90 million and its share of a
revaluation gain amounted to $10 million for the period 1 December 20X1 to
30November 20X3. On 1 December 20X3, Joey acquired a further 40% of the
ordinarysharesofMargyforacashconsiderationof$975millionandgainedcontrol
ofthecompany.Thecashconsiderationpaidhasbeenaddedtotheequityaccounted
balanceforMargyat1December20X3togivethecarryingamountat30November
20X4.

At 1 December 20X3, the fair value of Margy's identifiable net assets was
$2,250million.At1December20X3,thefairvalueoftheequityinterestinMargyheld
by Joey before the business combinationwas$705million and the fair value of the
non-controlling interest of 30%was assessed as $620million. The retained earnings
andothercomponentsofequityofMargyat1December20X3were$900millionand
$70millionrespectively.Itisgrouppolicytomeasurethenon-controllinginterestatfair
value.

(2) At the time of the business combination with Margy on 1 December 20X3, Joey
includedinthefairvalueofMargy'sidentifiablenetassets,anunrecognisedcontingent
liabilitywithafairvalueof$6millioninrespectofawarrantyclaiminprogressagainst
Margy, considered to have been measured reliably. In March 20X4, there was a
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revisionoftheestimateoftheliabilityto$5million.Theamounthasmetthecriteriato
berecognisedasaprovision incurrent liabilities in the financial statementsofMargy
andtherevisionoftheestimateisdeemedtobeameasurementperiodadjustment.

(3) Buildingswithacarryingamountof$200millionhadbeenincludedinthefairvalueof
Margy's identifiablenetassetsat1December20X3.Thebuildingshavea remaining
useful life of 20 years at 1December20X3andare depreciated on the straight-line
basis.However, Joeyhadcommissionedan independentvaluationof thebuildingsof
Margywhichwasnotcompleteat1December20X3andthereforenotconsideredin
thefairvalueoftheidentifiablenetassetsat theacquisitiondate.Thevaluationswere
receivedon1April20X4andresultedinadecreaseof$40millioninthefairvalueof
property,plantandequipmentatthedateofacquisition.Thisdecreasedoesnotaffect
thefairvalueofthenon-controllinginterestatacquisitionandhasnotbeenenteredinto
the financial statements ofMargy. The excess of the fair value of the net assets over
theircarryingamount,at1December20X3,isduetoanincreaseinthevalueofnon-
depreciablelandandthecontingentliability.

(4) On1December20X3, Joeyacquired80%of the equity interests ofHulty, a private
entity, inexchange for cashof$700million,gainingcontrolofHulty from thatdate.
Because the formerownersofHultyneeded todisposeof the investmentquickly, they
didnothavesufficienttimetomarkettheinvestmenttomanypotentialbuyers.Thefair
valueoftheidentifiablenetassetswas$960million.Joeydeterminedthatthefairvalue
of the 20% non-controlling interest in Hulty at that date was $250 million. Joey
reviewedtheproceduresusedtoidentifyandmeasuretheassetsacquiredandliabilities
assumed and to measure the fair value of both the non-controlling interest and the
consideration transferred.After that review,Hultydetermined that theproceduresand
resultingmeasureswereappropriate. The retainedearningsandother componentsof
equityofHultyat1December20X3were$300millionand$40millionrespectively.
The excess in fair value is due to an unrecognised franchise right, which Joey had
grantedtoHultyon1December20X2forfiveyears.Atthetimeoftheacquisition,the
franchiserightcouldbesoldforitsmarketprice.Itisgrouppolicytomeasurethenon-
controllinginterestatfairvalue.

All goodwill arising on acquisitions has been impairment tested with no impairment
beingrequired.

(5) From30November20X3,Joeycarriedapropertyinitsstatementoffinancialposition
at its revaluedamountof$14million inaccordancewith IAS16Property, Plantand
Equipment.Depreciationischargedat$300,000peryearonthestraight-linebasis.In
March20X4, themanagementdecided to sell thepropertyand itwasadvertised for
sale. On 31 March 20X4, the sale was considered to be highly probable and the
criteriaforIFRS5Non-currentAssetsHeldforSaleandDiscontinuedOperationswere
met.Atthatdate,theproperty'sfairvaluewas$15.4millionanditsvalueinusewas
$15.8 million. Costs to sell the property were estimated at $300,000. On
30November 20X4, the property was sold for $15.6 million. The transactions
regarding thepropertyaredeemedtobematerialandnoentrieshavebeenmadein
thefinancialstatementsregardingthispropertysince30November20X3as thecash
receiptsfromthesalewerenotreceiveduntilDecember20X4.

Required

(a) (i) Explain, showing relevant calculations and with reference to IFRS 3 Business
Combinations, how the goodwill balance in Joey's consolidated financial
statementsat30November20X4shouldbecalculated. (10marks)

(ii) ExplainhowthetransactiondescribedinNote5aboveshouldbeaccountedfor
inJoey'sconsolidatedfinancialstatementsat30November20X4. (6marks)
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(iii) Prepare, showing required calculations, an extract from Joey's consolidated
statement of financial position showing the group retained earnings at
30November20X4. (4marks)

(b) TheJoeyGroupwishestoexpanditsoperations.Aspartofthisexpansion,ithasgrantedto
the employees of Margy and Hulty, some of whom are considered key management
personnel,optionsoveritsownsharesasat7December20X4.Theoptionsvestimmediately.
Joeyisnotproposingtomakeachargetothesubsidiariesfortheseoptions.

Joeydoesnotknowhowtoaccountforthistransaction.

Required

Explain toJoeyhowtheabovetransactionshouldbedealtwith in thesubsidiaries' financial
statements and Joey's consolidated financial statements, and advise on any disclosures that
mayberequiredtoensureexternalstakeholdersareawareofthetransaction. (5marks)

 (Total=25marks)

2Jogger 
Jogger isapublic limitedcompanyoperating in the retail sector. It has recentlyappointedanew
managingdirectorwhoisreviewingthedraftfinancialstatementsfortheyearended30September
20X9.

(a) Themanagingdirectorisintriguedbywhytheannualreportandfinancialstatementscontains
'morethanjustnumbers'andquestionsyouastowhyitisbeneficialtoJoggertoproduceso
muchinformation.

Required 

Explain the factors which provide encouragement to companies to disclose social and
environmental information in their financialstatements,brieflydiscussingwhether thecontent
ofsuchdisclosureshouldbeatthecompany'sdiscretion. (8marks)

(b) Themanagingdirectoriskeentopresentthefinancialresultsfromhisfirstperiodofleadership
in the best possible light. He considers EBITDA to be the most important measure of
performanceandhassuggestedthatthereportedprofitsunderIFRSandalternativemeasures
suchasEDITBAcanbemanaged toensure Jogger reportsstrongperformance.Hewants to
knowwhetherthefinanceteamhavetakenadvantageofalloftheoptionsavailabletoenable
this and has reminded the financial controller that he will receive a substantial bonus if
earningstargetsaremet.

Required 

Discuss,fromtheperspectiveofinvestorsandpotentialinvestors,thebenefitsandshortfallsof
reportingEBITDAandcommentonthenatureof,andincentivesfor,'managementofearnings'
andwhethersuchaprocesscanbedeemedtobeethicallyacceptable. (15marks)

Professionalmarkswillbeawarded inpart (b)of thisquestion for theapplicationofethical
principles. (2marks)

 (Total=25marks)
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SectionB–BOTHquestionsarecompulsoryandMUSTbeattempted

3Klancet 
YouarethenewlyappointedfinancedirectorofKlancet,apubliclimitedcompanyoperatinginthe
pharmaceuticals sector. The company has not had a finance director for several months and the
managingdirectorisseekingadviceonseveralfinancialreportingissues.

(a) Klancetproducesandsellsitsrangeofdrugsthroughthreeseparatedivisions.Inaddition,it
hastwolaboratorieswhichcarryoutresearchanddevelopmentactivities.

Inthefirstlaboratory,theresearchanddevelopmentactivityisfundedinternallyandcentrally
foreachof the threedivisions. Itdoesnotcarryout researchanddevelopmentactivities for
otherentities.Eachofthethreedivisionsisgivenabudgetallocationwhichitusestopurchase
researchanddevelopmentactivitiesfromthelaboratory.Thelaboratoryisdirectlyaccountable
tothedivisionheadsforthisexpenditure.

The second laboratory performs contract investigation activities for other laboratories and
pharmaceuticalcompanies.Thislaboratoryearns75%ofitsrevenuesfromexternalcustomers
andtheseexternalrevenuesrepresent18%oftheorganisation'stotalrevenues.

The performance of the second laboratory's activities and of the three separate divisions is
regularlyreviewedbythechiefoperatingdecisionmaker(CODM).Inadditiontotheheadsof
divisions, there is a head of the second laboratory. The head of the second laboratory is
directly accountable to the CODM and they discuss the operating activities, allocation of
resourcesandfinancialresultsofthelaboratory.

Required

(i) Advisethemanagingdirector,withreferencetoIFRS8OperatingSegments,whether
the research and development laboratories should be reported as two separate
segments. (6marks)

ThemanagingdirectordoesnotthinkIFRS8providesinformationthatisusefultoinvestors.He
feelsitjustaddsmorepagestofinancialstatementsthatarealreadyverylengthy.

Required

(ii) Critiquethemanagingdirectors'viewthatIFRS8doesnotprovideusefulinformation
toinvestors. (5marks)

(iii) Advise Klancet as to the potential impact, if any, of the IASB's Discussion Paper
DisclosureInitiative–PrinciplesofDisclosureontherequirementsofIFRS8.

(4marks)

(b) Klancet is collaborating with Retto, a third party, to develop two existing drugs owned by
Klancet.

Project1

Inthecaseofthefirstdrug,RettoissimplydevelopingthedrugforKlancetwithouttakingany
risksduringthedevelopmentphaseandwillhavenofurtherinvolvementifregulatoryapproval
isgiven.Regulatoryapproval hasbeen refused for thisdrug in thepast.Klancetwill retain
ownership of patent rights attached to the drug. Retto is not involved in themarketing and
productionofthedrug.Klancethasagreedtomaketwonon-refundablepaymentstoRettoof
$4million on the signing of the agreement and $6million on successful completion of the
development.

Project2

KlancetandRettohaveenteredintoasecondcollaborationagreement inwhichKlancetwill
payRettofordevelopingandmanufacturinganexistingdrug.Theexistingdrugalreadyhas
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regulatory approval. The new drug being developed by Retto for Klancet will not differ
substantiallyfromtheexistingdrug.Klancetwillhaveexclusivemarketingrightstothedrugif
the regulatory authorities approve it. Historically, in this jurisdiction, new drugs receive
approvaliftheydonotdiffersubstantiallyfromanexistingapproveddrug.

The contract terms requireKlancet topayan upfront payment on signingof the contract, a
paymenton securing final regulatoryapproval, andaunit paymentof$10per unit,which
equalstheestimatedcostplusaprofitmargin,oncecommercialproductionbegins.Thecost-
plusprofitmargin is consistentwithKlancet'sother recentlynegotiated supplyarrangements
forsimilardrugs.

Required

PreparenotesforapresentationtothemanagingdirectorofKlancetastohowtoaccountfor
theabovecontractswithRettoinaccordancewithIFRSandwithreferencetotheConceptual
FrameworkandtherelatedExposureDraft. (8marks)

Professionalmarkswillbeawardedinpart(a)forclarityandqualityofpresentation. (2marks)

 (Total=25marks)

4Jayach 
(a) IFRS13FairValueMeasurementdefinesfairvalue,establishesaframeworkformeasuringfair

valueandrequiressignificantdisclosuresrelatingtofairvaluemeasurement.

IFRS13givesguidanceregardingfairvaluemeasurements inexistingstandards,althoughit
does not apply to transactions dealt with by certain specific standards. Fair value
measurementsarecategorisedintoathree-levelhierarchy,basedonthetypeofinputstothe
valuationtechniquesused.

Required

 DiscussthemainprinciplesoffairvaluemeasurementassetoutinIFRS13. (8marks)

(b) Jayach, a public limited company, is reviewing the fair valuation of certain assets and
liabilitiesinlightoftheintroductionofIFRS13.

Itcarriesanassetthatistradedindifferentmarketsandisuncertainastowhichvaluationto
use. The asset has to be valued at fair value under International Financial Reporting
Standards.JayachcurrentlyonlybuysandsellstheassetintheAustralasianmarket.Thedata
relatingtotheassetaresetoutbelow.

Yearto30November20X2 Asianmarket Europeanmarket Australasianmarket
Volumeofmarket–units 4million 2million 1million
Price $19 $16 $22
Costsofenteringthemarket $2 $2 $3
Transactioncosts $1 $2 $2

Additionally, Jayachhadacquiredanentityon30November20X2and is required to fair
value a decommissioning liability. The entity has to decommission amine at the end of its
useful life,which is in three years' time. Jayach has determined that itwill use a valuation
technique to measure the fair value of the liability. If Jayach were allowed to transfer the
liabilitytoanothermarketparticipant,thenthefollowingdatawouldbeused.
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Input Amount
Labourandmaterialcost $2million
Overhead 30%oflabourandmaterialcost
Thirdpartymark-up–industryaverage 20%
Annualinflationrate 5%
Riskadjustment– uncertaintyrelatingtocashflows 6%
Risk-freerateofgovernmentbonds 4%
Entity'snon-performancerisk 2%

Jayachneedsadviceonhowtofairvaluetheliability.

Required

Discuss,withrelevantcomputations,howJayachshouldfairvaluetheaboveassetandliability
underIFRS13. (11marks)

(c) ThedirectorsofJayachhavereceivedanemailfromitsmajorityshareholder.

To:DirectorsofJayach

From:AShareholder

Re:Measurement

I have recently seen an article in the financial press discussing the 'mixed measurement
approach' that is used by lots of companies. I hope this isn't the case at Jayach because
'mixed'seems to imply 'inconsistent'?Surely itwouldbebetter tomeasureeverything in the
same way? I would appreciate it if you could you provide further information at the next
annualgeneralmeetingonmeasurementbases,coveringwhatapproach is takenat Jayach
andwhy,andthepotentialeffectoninvestorstryingtoanalysethefinancialstatements.

Required

Preparenotesfor thedirectorsofJayachwhichdiscuss theissuesraisedin theshareholder's
email. (6marks)

 (Total=25marks)
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Answers

DO NOT TURN THIS PAGE UNTIL YOU HAVE

COMPLETED THE MOCK EXAM
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SectionA

1Joey

Workbookreferences.BasicgroupsandtheprinciplesofIFRS3arecoveredinChapter10.
StepacquisitionsarecoveredinChapter11.IFRS5iscoveredinChapter13.Share-basedpayment
iscoveredinChapter9.

Toptips.Forstepacquisitions,itisimportanttounderstandthetransaction–hereyouhavean
associatebecomingasubsidiary,sothegoodwillcalculationforMargyneedstoincludethefair
valueofthepreviouslyheldinvestments.Remembertodiscusstheprinciplesratherthanjustworking
throughthecalculations.TheexaminerhasstatedthatacandidatewillnotbeabletopasstheSBR
examonnumericalelementsalone.Theothergoodwillcalculationisverystraightforward,theonly
unusualaspectbeingthatitisagainonabargainpurchase.

Don'tskimponpart(b)–therearefivemarksavailable.

Easymarks.Therearesomeeasymarksavailableinpart(a)forthestandardpartsofcalculations
ofgoodwillandretainedearnings.

Markingscheme 

 Marks

(a) (i) Goodwill  

 Calculation 4
 Discussion–1markperpointuptomaximum 6
 10

(ii) Assetheldforsale 
 Calculation 3
 Discussion–1markperpointuptomaximum 3

 6

(iii) Retainedearnings 4
 20
 
(b) Subjectiveassessmentofdiscussion– 1markperpointuptomaximum 5
 

 25

 

(a) (i) Goodwill

IFRS 3 Business Combinations requires goodwill to be recognised in a business
combination.Abusinesscombinationtakesplacewhenoneentity,theacquirer,obtains
controlofanotherentity, theacquiree. IFRS3 requiresgoodwill tobecalculatedand
recordedat theacquisitiondate.Goodwill is thedifferencebetweentheconsideration
transferredbytheacquirer,theamountofanynon-controllinginterestandthefairvalue
ofthenetassetsoftheacquireeattheacquisitiondate.Whenthebusinesscombination
isachievedinstages,asisthecaseforMargy,thepreviouslyheldinterestinthenow
subsidiarymustberemeasuredtoitsfairvalue.
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Applyingtheseprinciples,thegoodwillontheacquisitionofHultyandMargyshouldbe
calculatedasfollows:

 Hulty Margy
 $m $m $m $m
Considerationtransferred 700  975
Non-controllinginterest(atfairvalue) 250  620
Fairvalueofpreviouslyheldequityinterest
(Note(i))

 705

 
Less fairvalueofnetassetsat acquisition 
 Sharecapital 600 1,020
 Retainedearnings 300 900
 Othercomponentsofequity 40 70
 Fairvalueadjustments: 
 Land(Note(ii)andW1) – 266
 Contingentliability(Note(iii)) – (6)
 Franchiseright(W1) 20 –
 (960)  (2,250)
Gainonbargainpurchase (Note(iv)) (10)   50
Measurementperiodadjustments: 
AdddecreaseinFVofbuildings(Note(v))  40
Contingentliability:$6m– $5m(Note(iii))  (1)
Goodwill  89

Notes

(i) Margy isabusinesscombinationachieved instages,heremoving froma30%
ownedassociate toa70%ownedsubsidiaryon1December20X3.Substance
over form dictates the accounting treatment as, in substance, an associate has
been disposed of and a subsidiary has been purchased. From 1 December
20X3, Margy is accounted for as a subsidiary of Joey and goodwill on
acquisition is calculated at this date. IFRS 3 requires that the previously held
investmentisremeasuredtofairvalueandincludedinthegoodwillcalculationas
shown above. Any gain or loss on remeasurement to fair value is reported in
consolidatedprofitorloss.

(ii) IFRS3requiresthenetassetsacquiredtobemeasuredat theirfairvalueat the
acquisitiondate.TheincreaseinthefairvalueofMargy'snetassets(thatarenot
theresultofspecific factorscoveredinNotes(iii)and(v)below)isattributedto
non-depreciableland.

(iii) In accordance with IFRS 3, contingent liabilities should be recognised on
acquisition of a subsidiarywhere they are a present obligation arising as the
resultofapasteventandtheirfairvaluecanbemeasuredreliably(asisthecase
for the warranty claims) even if their settlement is not probable. Contingent
liabilitiesafter initial recognitionmustbemeasuredat thehigherof theamount
that would be recognised under IAS 37 Provisions, Contingent Liabilities and
ContingentAssetsandtheamountinitiallyrecognisedunderIFRS3. 

(iv) AsthegoodwillcalculationfortheacquisitionofHultyresultsinanegativevalue,
thisisagainonabargainpurchaseandshouldberecordedinprofitorlossfor
the year attributable to the parent. Before doing so, Joey must review the
goodwill calculation to ensure that it has correctly identified all of the assets
acquired and all of the liabilities assumed, along with verifying that its
measurement of the consideration transferred and the non-controlling interest is
appropriate.Joeyhascompletedthisexerciseandthusitisappropriatetorecord
thenegativegoodwillandrelatedprofit.
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(v) Asaresultoftheindependentpropertyvaluationbecomingavailableduringthe
measurementperiod,thecarryingamountofproperty,plantandequipmentasat
30 November 20X4 is decreased by $40 million less excess depreciation
charged of $2million ($40m/20 years), ie $38million. Thiswill increase the
carryingamount of goodwill by$40million as IFRS3allows the retrospective
adjustment of a provisional figure used in the calculation of goodwill at the
acquisition date where new information has become available about the
circumstancesthatexistedattheacquisitiondate.Depreciationexpensefor20X4
isdecreasedby$2million.

Workings

1 Hulty:Fairvalueadjustments

 Atacq'n
1Dec20X3

Movement
(over4years)

Atyearend
30Nov20X4

 $m $m $m
Franchise:960–(600+ 300
+40)

20 (5) 15

 
2 Margy:Fairvalueadjustments 


Atacq'n

1Dec20X3

Movement
(reduced
dep'n)


Atyearend

30Nov20X4
 $m $m $m
Land:2,250–(1,020+900
+70)+6*

266 – 266

Property,plant&equipment (40) 2 (38)

*Contingentliability 

(ii) Assetheldforsale

At 31 March 20X4, the criteria in IFRS 5 Non-Current Assets Held for Sale and
DiscontinuedOperationshavebeenmet,andthepropertyshouldbeclassifiedasheld
forsale. Inaccordancewith IFRS5,anassetheldforsaleshouldbemeasuredat the
lower of itscarryingamountand fair value less costs to sell. Immediately
before classification of the asset as held for sale, the entity must recognise any
impairment in accordancewith theapplicable IFRS.Any impairment loss is generally
recognisedinprofitorloss.Thestepsareasfollows:

Step1 Calculate carryingamount under applicable IFRS, here IAS16Property,
PlantandEquipment:

At31March20X4,thedateofclassificationasheldforsale,depreciation
to date is calculated as $300,000 × 4/12 = $100,000. The carrying
amount of theproperty is therefore$13.9million ($14.0 –$0.1m). The
journalentriesare:

DEBIT Profitorloss((a)(iii)) $0.1m
CREDIT Property,Plant&Equipment(PPE)  $0.1m

The difference between the carrying amount and the fair value at
31March20X4ismaterial,sothepropertyisrevaluedtoitsfairvalueof
$15.4millionunderIAS16'srevaluationmodel:

DEBIT PPE($15.4m–$13.9m) $1.5m
CREDIT Othercomprehensiveincome  $1.5m
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Step2 Consider whether the property is impaired by comparing its carrying
amount, the fairvalueof$15.4million,with its recoverableamount.The
recoverableamountis thehigherofvalueinuse(givenas$15.8million)
andfairvaluelesscoststosell($15.4m–$3m=$15.1m.)Thepropertyis
notimpairedbecausetherecoverableamount(valueinuse)ishigherthan
thecarryingamount(fairvalue).Noimpairmentlossisrecognised.

Step3 Classifyasheld for saleandceasedepreciationunder IFRS5.Compare
the carrying amount ($15.4 million) with fair value less costs to sell
($15.1million).Measureat the lowerof carryingamountand fair value
less costs to sell, here $15.1 million, giving an initial write-down of
$300,000.

DEBIT Profitorloss((a)(iii)) $0.3m
CREDIT PPE  $0.3m

Step4 On 30November 20X4, the property is sold for $15.6 million, which,
afterdeductingcoststosellof$0.3milliongivesaprofitor$0.2million.

DEBIT Receivables $15.3m
CREDIT PPE  $15.1m
CREDIT Profitorloss((a)(iii)) $0.2m

(iii) Retainedearnings

JOEYGROUP

CONSOLIDATEDSTATEMENTOFFINANCIALPOSITIONASAT30NOVEMBER20X4
(EXTRACT)
 $m

Retainedearnings(W1)       3,451.7

Workings

W1:Groupretainedearnings

 Joey Hulty Margy
 $m $m $m
Atyearend 3,340.0 350 980
FVadjustment:dep'nreduction((a)(i))  2
FVadjustment:franchiseamortisation((a)(i))  (5)
Liabilityadjustment(6–1)* ((a)(i))  5
Gainonbargainpurchase((a)(i)) 10.0 
Profitonderecognitionofassociate(W2) 5.0. 
Assetheldforsale:(0.2–0.1– 0.3)((a)(ii)) (0.2) 
Atacquisition((a)(i)) (300) (900)
 45 87
Groupshare:

Hulty:80%45 36.0
Margy:70%87   60.9
 3,451.7

*Thewarrantyclaimprovisionof$5millioninMargy'sfinancialstatementsmustbereversed
on consolidation to avoid double counting. This is because the contingent liability for this
warranty claim was recognised in the consolidated financial statements on acquisition of
Margy.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



Mockexam1:answers

 377

W2:Profitonderecognitionof30%associate

 $m
Fairvalueofpreviouslyheldequityinterestatdatecontrolobtained(per
question/((a)(i))


705

Carryingamountofassociate:600cost+90(post-acq'nRE)+10
(postacq'nOCE)


(700)

Profit 5

(b) Share-basedpayment

ThisarrangementwillbegovernedbyIFRS2Share-basedPayment,whichincludeswithinits
scopetransfersofequityinstrumentsofanentity'sparentinreturnforgoods
orservices.ClearguidanceisgivenintheStandardastowhentotreatgroupshare-
basedpaymenttransactionsasequitysettledandwhentotreatthemascash
settled.

Todeterminetheaccountingtreatment,thegroupentityreceivingthegoodsandservicesmust
consider its own rights and obligations aswell as the awards granted. The
amountrecognisedbythegroupentityreceivingthegoodsandserviceswillnotnecessarilybe
consistentwiththeamountrecognisedintheconsolidatedfinancialstatements.

Groupshare-basedpaymenttransactionsmustbe treatedasequitysettledifeitherof
thefollowingapply:

(i) Theentitygrantsrightstoitsownequityinstruments.
(ii) Theentityhasnoobligationtosettletheshare-basedpaymenttransactions.

Treatmentinconsolidatedfinancialstatements

Because the group receives all of the services in consideration for the group's equity
instruments, the transaction is treatedasequity settled. The fair valueof the share-based
paymentatthegrantdateischargedtoprofitorlossoverthevestingperiodwith
acorrespondingcredittoequity.Inthiscase,theoptionsvestimmediatelyonthegrant
date, the employees not being required to complete a specified period of service and the
services therefore being presumed to have been received. The fair value will be taken by
reference to the market value of the shares because it is deemed not normally possible to
measuredirectlythefairvalueoftheemployeeservicesreceived.

Treatmentinsubsidiaries'financialstatements

Thesubsidiariesdonothaveanobligationtosettletheawards,sothegrantistreatedasan
equity settled transaction. The fair valueof the share-basedpaymentat thegrantdate is
chargedtoprofitorlossoverthevestingperiodwithacorrespondingcredit
toequity.Theparent,Joey,iscompensatingtheemployeesofthesubsidiaries,Margyand
Hulty,withnoexpensetothesubsidiaries,andthereforethecreditinequityistreatedas
a capital contribution. Because the shares vest immediately, the expense recognised in
MargyandHulty'sstatementofprofitorlosswillbethefullcostofthefairvalueatgrantdate.

IAS24disclosures

Someoftheemployeesareconsideredkeymanagementpersonnelandtherefore
IAS24RelatedPartyDisclosuresshouldbeapplied.IAS24requiresdisclosureoftherelated
partyrelationship,thetransactionandanyoutstandingbalancesattheyearenddate.Such
disclosuresarerequiredinordertoprovidesufficientinformationtotheusersofthefinancial
statementsaboutthepotentialimpactofrelatedpartytransactionsonanentity'sprofitorloss
andfinancialposition.IAS24requiresthatanentitydiscloseskeymanagementpersonnel
compensationintotalandforseveralcategories,ofwhichshare-basedpaymentsisone.
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2Jogger

Workbookreferences.SocialandenvironmentalreportingiscoveredinChapter17ofthe
Workbook.AlternativeperformancemeasuressuchasEBITDAarealsocoveredinChapter17.
EthicsiscoveredinChapter2.

Toptips.Thisisafullywrittenquestionforbothparts(a)and(b)sodon'tbetemptedtowaffle.You
areencouragedtoreadwidelywhilestudyingforStrategicBusinessReporting.Forexampleyou
couldlookattheESMA(EuropeanSecuritiesandMarketsAuthority)GuidelinesonAlternative
PerformanceMeasureswhichareavailableonline.

Easymarks.Therearelotsofeasymarksavailableforstraightforwardknowledge.Explainyour
pointsclearlyandinthecontextofthequestion.

Markingscheme 

 Marks

 
(a) Discussion1markperpointtoamaximum 8
 
(b) ReportingEBITDAadvantagesanddisadvantages 5
 Descriptionofmanagementofearnings 5
 Moral/ethicalconsiderations 5
 15
Professionalmarks 2
 25

 

(a) Socialandenvironmentalinformation

There are a number of factors which encourage companies to disclose social and
environmental information in their financial statements.Public interest in corporate social
responsibility is steadily increasing.Although financial statements are primarily intended for
presentandpotential investors, lendersandothercreditors, thereisgrowingrecognitionthat
companies actually have a number of different stakeholders. These include
customers, employees and the general public, all of whom are potentially
interested in thewayinwhichacompany'soperationsaffect thenaturalenvironmentand
the wider community. These stakeholders can have a considerable effect on a
company'sperformance.Asaresult,manycompaniesnowdeliberatelyattempttobuild
areputationforsocialandenvironmentalresponsibility.Therefore,thedisclosure
of environmental and social information is essential. There is also growing recognition that
corporate social responsibility is actually an important part of an entity's
overall performance. Responsiblepractice inareas suchas reductionofdamage to the
environment and recruitment increases shareholder value. Companies that act
responsibly and make social and environmental disclosures are perceived as better
investmentsthanthosethatdonot.

Another factor is growing interest by governments and professional bodies.
Although thereareno IFRSs that specifically requireenvironmentaland social reporting, it
may be required by company legislation. There are now a number of awards for
environmental and social reports and high quality disclosure in financial statements.
Theseprovidefurtherencouragementtodiscloseinformation.
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Atpresentcompaniesarenormallyabletodiscloseasmuchoraslittleinformationas
theywishinwhatevermannerthattheywish.Thiscausesanumberofproblems.
Companiestendtodiscloseinformationselectivelyanditisdifficultforusersofthefinancial
statementstocomparetheperformanceofdifferentcompanies.However,thereare
good arguments for continuing to allow companies a certain amount of freedom to
determinetheinformationthat theydisclose. Ifdetailedrulesareimposed,companiesare
likely to adopt a 'checklist' approach andwillpresent information in a very
generalandstandardisedway,sothatitisofverylittleusetostakeholders.

(b) EBITDAandthemanagementofearnings

EBITDAisawidelyusedmeasureofcorporateearnings,but it isalsoacontroversial figure.
EBITDA attempts to show earnings before tax, depreciation and amortisation. Depreciation
andamortisationareexpensesthatarisefromhistoricaltransactionsoverwhichthecompany
now has very little control, and are often arbitrary in nature as they involve subjectivity in
estimatingusefullivesandresidualvalues.Astheyarenon-cash,itisarguedthattheydonot
haveanyrealimpactonacompany'soperations.Companiesalsoarguethattheyarenotin
controloftaxanditshouldthereforenotbeacomponentofearnings.Interestistheresultof
financing decisionswhich are also often historic and influenced by a company's financing
decisions. EBITDA is said to eliminate the effect of financingandaccounting decisions and
therefore gives investors and potential investors better insight into the performance of
managementandtheimpactofmanagementdecisions.

Thereare,however,criticismsofEBITDA.Themaincriticism is thatEBITDAisnotdefined in
IFRS and therefore is open to manipulation as companies can choose which items to
include/exclude from its calculation.The fact thatEBITDA isnotdefinedcanalso reduce its
usefulnesstoinvestorsandpotential investorsascomparisonswithpreviousyearsortoother
companiesmaynotbemeaningful.

ThemanagingdirectorisproposingEBITDAismanagedtoreportJoggerinafavourablelight.
'Earningsmanagement' involvesexercisingjudgementwithregardtofinancialreportingand
structuring transactionssoas togiveamisleadinglyoptimisticpictureofacompany's
performance. Commonly it involves manipulating earnings in order to meet a target
predeterminedbymanagement.

Earnings management can take place in respect of reported profit under IAS 1, or in
alternativeperformancemeasuressuchasEBITDAisassuggestedhere.Earningsmanagement
is done with the intention, whether consciously or not, of influencing outcomes that
dependonstakeholders'assessments. It istheintent todeceivestakeholdersthatis
unethical even if the earnings management remains within the acceptable boundaries of
GAAP.Forexample,apotential investormaydecide to invest inacompanyoranexisting
investor may be encouraged to increase their shareholding on the basis of a favourable
performanceorposition.Adirectormaywish todelayahit toprofitor loss for theyear in
ordertoensureaparticularyear'sresultsarewellreceivedbyinvestors,ortosecureabonus
thatdependsonprofit.Indeedearningsmanagement,sometimescalled'creativeaccounting',
maybedescribedasmanipulationofthefinancialreportingprocessforprivategain.

Thedirectorsmayalsowishtopresentthecompanyfavourablyinordertomaintainastrong
positionwithin themarket.Themotive isnotalwaysprivategain–heorshemaybe
thinkingofthecompany'sstakeholders,suchasemployees,suppliersorcustomers–butinthe
long term, earningsmanagement is not a substitute for sound and profitable business, and
cannot be sustained. In this case, the financial controller has been reminded that he will
receive a substantial bonus if earnings targets aremet. This represents a self-interest threat
underACCA'sCodeofEthicsandConductas the financialcontrollerwillpersonallybenefit
fromthemanagementofearnings.The'reminder' fromthemanagingdirectorcouldalsobe
interpretedasanintimidationthreatifthefinancialcontrollerfeelsundulypressuredasaresult
ofthestatement.
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'Aggressive' earnings management is a form of fraud and differs from reporting error.
Nevertheless,all formsofearningsmanagementmaybeethically questionable, even if
notillegal.

The flexibility allowed by IFRSs may cause some variability to occur as a result of the
accounting treatment options chosen, but the accounting profession has a responsibility to
providea framework that does not encourage earningsmanagement. For example, the old
standardonrevenue, IAS18,wascriticisedforvaguenessandinconsistencyinitsguidance
on the timing of revenue recognition allowing scope for earnings management, allowing
directors to act unethically byadopting inappropriateaccountingpolicies to boost revenue.
For example, a company's revenue recognition policy could result in impropermatching of
incomeandexpenses fora transaction,with the incomeaccelerated into the currentperiod
while the expensesareaccounted for ina futureperiod. The IASB issued IFRS15Revenue
fromContractswithCustomersinresponse.

Amorepositivewayoflookingatearningsmanagementistoconsiderthebenefitsofnot
manipulatingearnings:

(i) Stakeholderscanrelyonthedata.Wordgetsaroundthatthecompany'tellsitlikeitis'
anddoesnottrytoburybadnews.

(ii) Itencouragesmanagementtosafeguardtheassetsandexerciseprudence.

(iii) Managementsetanexampletoemployeestoworkhardertomakegenuineprofits,not
arisingfromthemanipulationofaccruals.

(iv) Focus on cash flow rather than accounting profits keeps management anchored in
reality.

Earningsmanagementgoesagainsttheprincipleof corporate social responsibility.
Companies have a duty not to mislead stakeholders, whether their own shareholders,
suppliers, employees or the government. Because the temptation to indulge in earnings
management may be strong, particularly in times of financial crisis, it is important to have
ethical frameworks (suchasACCA'sCodeofEthicsandConduct)andguidelines in
place.Theletterofthelawmaynotbeenough.
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SectionB

3Klancet

Workbookreferences.SegmentreportingiscoveredinChapter17.Intangibleassetsare
coveredinChapter3.FinancialinstrumentsarecoveredinChapter7.TheDisclosureInitiativeis
coveredinChapter19.

Toptips.Inpart(a)(i),onsegmentreporting,thekeywastoarguethatthesecondlaboratorymet
thedefinitionofanoperatingsegment,whilethefirstonedidnot.Inpart(a)(ii)youshouldconsider
whysegmentalinformationisusefultoinvestors–whywouldtheywantthisinformation?What
makesthisinformationparticularlyusefultoinvestors?Part(a)(iii)requiresanawarenessofcurrent
issuesinfinancialreporting,inthiscasetheDisclosureInitiativeandtherelatedexposuredrafton
ImprovementstoIFRS8(whichisreferencedfromthediscussionpaperDisclosureInitiative–
PrinciplesofDisclosure).ItiscrucialthatyoureadwidelywhilestudyingSBRasquestionsoncurrent
issueswilldefinitelyfeatureinyourexam.

Inpart(b)thekeyissuewaswhetherthecostscouldbecapitalisedasdevelopmentexpenditure,
whichwasthecaseforthelatter,butnottheformer.

Easymarks.TheseareavailablefordiscussingtheprinciplesandquantitativethresholdsofIFRS8
inpart(a).

Markingscheme 

 Marks

(a) (i) RequirementsofIFRS8–1markperpointuptomaximum 6
 (ii) UsefulnessofIFRS8–1markperpointuptomaximum 5
 (iii) ImpactofDisclosureInitiative– 1markperpointuptomaximum

4

(b) Notesforpresentation–1markperpointuptomaximum 8
 2
Professionalmarks(part(a)) 25

 

(a) (i) Segmentreporting

IFRS 8Operating Segments states that an operating segment is a component of an
entitywhichengagesinbusinessactivities fromwhichitmayearnrevenuesandincur
costs. In addition, discrete financial information should be available for the segment
and theseresultsshouldberegularlyreviewedby theentity'schiefoperatingdecision
maker (CODM)whenmakingdecisionsabout resourceallocation to the segmentand
assessingitsperformance.

Otherfactorsshouldbetakenintoaccount,includingthenatureofthebusinessactivities
of each component, the existenceofmanagers responsible for them,and information
presentedtotheboardofdirectors.

According to IFRS8, an operating segment is onewhichmeets any of the following
quantitativethresholds:

(i) Its reported revenue is 10%ormore of the combined revenue of all operating
segments.
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(ii) Theabsoluteamountofitsreportedprofitorlossis10%ormoreofthegreater,
inabsoluteamount,of(1)thecombinedreportedprofitofalloperatingsegments
whichdidnotreporta lossand(2) thecombinedreported lossofalloperating
segmentswhichreportedaloss.

(iii) Itsassetsare10%ormoreofthecombinedassetsofalloperatingsegments.

As a result of the application of the above criteria, the first laboratory will not be
reported as a separate operating segment. The divisions have heads directly
accountableto,andmaintainingregularcontactwith,theCODMtodiscussallaspects
of their division's performance. The divisions seem to be consistent with the core
principleofIFRS8andshouldbereportedasseparatesegments.Thelaboratorydoes
not have a separate segment manager and the existence of a segment manager is
normallyanimportantfactorindeterminingoperatingsegments.Instead,thelaboratory
isresponsibletothedivisionsthemselves,whichwouldseemtoindicatethatitissimply
supporting theexistingdivisionsandnotaseparatesegment.Additionally, theredoes
notseemtobeanydiscreteperformanceinformationforthesegment,whichisreviewed
bytheCODM.

The second laboratory should be reported as a separate segment. It meets the
quantitativethresholdforpercentageoftotalrevenuesanditmeetsothercriteriaforan
operating segment. It engages in activities which earn revenues and incurs costs, its
operatingresultsarereviewedbytheCODManddiscreteinformationisavailablefor
thelaboratory'sactivities.Finally,ithasaseparatesegmentmanager.

(ii) Contrarytothemanagingdirectors'views,IFRS8providesinformationthatmakesthe
financialstatementsmorerelevantandmoreusefultoinvestors.IFRSfinancialstatements
arehighlyaggregatedandmaypreventinvestorsfromunderstandingthemanydifferent
businessareasandactivitiesthatanentityisengagedin.IFRS8requiresinformationto
bedisclosedthatisnotreadilyavailableelsewhereinthefinancialstatements,therefore
it provides additional informationwhich aids an investor's understanding of how the
businessoperatesandismanaged.

IFRS 8 uses a 'management approach' to report information on an entity's segments
and results from the point of view of the decision makers of the entity. This allows
investorstoexamineanentity'thoughtheeyesofmanagement'–toseethebusinessin
the way in which the managers who run the business on their behalf see it. This
provides investors with more discrete information on the business segments allowing
them tobetter assess the returnbeing earned from thosebusiness segments, the risks
thatareassociatedwith thosesegmentsandhow those risksaremanaged.Themore
detailed information provides investors with more insight into an entity's longer term
performance.

Therequirementtodiscloseinformationthatisactuallyusedbyinternaldecisionmakers
isanimportantfeatureofIFRS8,butisalsooneofitsmaincriticisms.Thefactthatthe
reportingdoesnotneedtobebasedonIFRSmakesitdifficulttomakecomparisonswith
informationthatwasreportedinpriorperiodsandwithothercompaniesinthesector.
The flexibility in reporting canmake it easier tomanipulatewhat is reported. IFRS8
disclosures are often most useful if used in conjunction with narrative disclosures
preparedbythedirectorsofthecompany,suchastheStrategicReviewintheUK.

(iii) The IASB's Disclosure Initiative is a series of projects which are focused on how
presentationanddisclosurecanbeimproved.ThediscussionpaperDisclosureInitiative
– Principles of Disclosure refers to improvements to IFRS 8 proposed in an exposure
draftissuedinMarch2017.Oneproposedimprovementistodefineanentity's'annual
reporting package' as a publicly available set of one or more documents that are
published at approximately the same time as the financial statements, and which
communicateannualresultstotheusersoffinancialinformation.Thisisabroaderterm
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than annual report or financial statements, as these terms are currently used. The ED
proposesthattheentityisexpectedtoidentifythesamereportablesegmentsthroughout
allofitsannualreportingpackage.Ifthisisnotthecase,thentheentityshouldexplain
why.

Theimprovementhasbeenproposedbecauseitseemsthatsomeentitiesareidentifying
different reportable segments in their financial statements compared to other reports
suchastheBusinessReviewpublishedatasimilartime.Thispracticeisunderstandably
confusing to investors because the identification of reportable segments in IFRS 8 is
basedonwhatmanagementuses tomakedecisionsandshould therefore reflecthow
thebusinessisactuallymanaged.

The IASB is considering whether to use the term 'annual reporting package' in its
consultations on the principles of disclosure. Specifically whether IFRS required
disclosurecanbepresentedinanotherpartoftheannualreportingpackageandcross
referencedtothefinancialstatements.

(b) Developmentofdrugs

 Notesforpresentationtothemanagingdirector

1 Criteriaforrecognisingasanasset

IAS38 IntangibleAssets requires an entity to recognise an intangible asset,whether
purchasedorself-created(atcost)if,andonlyif,itisprobablethatthefutureeconomic
benefitswhichareattributabletotheassetwillflowtotheentityandthecostoftheasset
canbemeasuredreliably.

TheConceptualFrameworkdefinesanassetas'aresourcecontrolledbyanentityasa
result of past events fromwhich future economicbenefits are expected to flow to the
entity'(para.4.4(a)).

The Exposure Draft ED/2015/3 Conceptual Framework for Financial Reporting
proposestochangethedefinitionofanassetto'apresenteconomicresourcecontrolled
by the entity as a result of past events.An economic resource is a right that has the
potentialtoproduceeconomicbenefits'(ED/2015/3;Chapter4).

ThereisthereforeinconsistencyintheterminologyusedbyIAS38andtheConceptual
Framework in that IAS 38 refers 'probable economic benefits' and the Conceptual
Framework says that economic benefits are 'expected' to flow.Neither probable nor
expectedisdefinedinIFRSsandthereforethereispotentialforconfusionastowhether
the thresholdforrecognising thefuturebenefits isconsistent.The term'thepotential to
produce economic benefits' used by the ExposureDraft does not provide any further
clarityandthereforetheterminologyremainsinconsistent.Therearecurrentlynoplans
toamendIAS38forconsistencywiththerevisedConceptualFramework.

2. Internallygeneratedintangibleassets

Therecognitionrequirementsof IAS38applywhetheran intangibleasset isacquired
externally or generated internally. IAS 38 includes additional recognition criteria for
internallygeneratedintangibleassets.

Developmentcostsarecapitalisedonlyaftertechnicalandcommercialfeasibilityofthe
assetforsaleorusehavebeenestablished.Thismeansthattheentitymustintendand
be able to complete the intangible asset and either use it or sell it and be able to
demonstratehowtheassetwillgenerate futureeconomicbenefits, inkeepingwith the
recognitioncriteria.

If an entity cannot distinguish the research phase from the development phase of an
internalproject to createan intangibleasset, the entity treats the expenditure for that
projectasifitwereincurredintheresearchphaseonly.
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Thepricewhichanentitypays toacquirean intangibleasset reflects its expectations
abouttheprobabilitythattheexpectedfutureeconomicbenefitsintheassetwillflowto
theentity.

3. Project1

Klancetownsthepotentialnewdrug,andRettoiscarryingoutthedevelopmentofthe
drugonitsbehalf.TherisksandrewardsofownershipremainwithKlancet.

BypayingtheinitialfeeandthesubsequentpaymenttoRetto,Klancetdoesnotacquire
a separate intangible asset. The payments represent research and development by a
thirdparty,whichneedtobeexpensedoverthedevelopmentperiodprovidedthatthe
recognitioncriteriaforinternallygeneratedintangibleassetsarenotmet.

Developmentcostsarecapitalisedonlyaftertechnicalandcommercialfeasibilityofthe
assetforsaleorusehavebeenestablished.Thismeansthattheentitymustintendand
be able to complete the intangible asset and either use it or sell it and be able to
demonstrate how the asset will generate future economic benefits. At present, this
criteriondoesnotappear tohavebeenmetas regulatoryauthority for theuseof the
drughasnotbeengivenand,infact,approvalhasbeenrefusedinthepast.

4. Project2

Inthecaseofthesecondproject,thedrughasalreadybeendiscoveredandtherefore
the costs are for the development and manufacture of the drug and its slight
modification.Thereisnoindicationthattheagreedpricesforthevariouselementsare
not at fair value. In particular, the terms for product supply at cost plus profit are
consistentwithKlancet'sothersupplyarrangements.

Therefore, Klancet should capitalise the upfront purchase of the drugand subsequent
payments as incurred, and consider impairment at each financial reporting date.
Regulatoryapprovalhasalreadybeenattainedfortheexistingdrugandthereforethere
isnoreasontoexpectthatthiswillnotbegivenforthenewdrug.Amortisationshould
beginonceregulatoryapprovalhasbeenobtained.Costs for theproductshavetobe
accountedforasinventoryusingIAS2Inventoriesandthenexpensedascostsofgoods
soldasincurred.

4Jayach

Workbookreferences.FairvaluemeasurementunderIFRS13iscoveredinChapter3.The
IFRS13definitionoffairvalueoccursthroughouttheWorkbookandisrelevanttomanytopics.The
ExposureDraftontheConceptualFrameworkiscoveredinChapter1.

Toptips.Fairvaluemeasurementaffectsmanyaspectsoffinancialreporting.Inpart(a),youare
askedfortheprinciplesoffairvaluemeasurement.Part(b)requiresapplicationoftheprinciplesin
thecontextofthevaluationofassetsandliabilities.Ensurethatyouprovideexplanationstosupport
yourworkings.Part(c)considersthetopicofmeasurementfromawiderperspective.Makesureyou
relateyouranswertotheemailgiveninthequestion.Rememberthattheexaminerhasrecommended
thatyoureadwidely,includingtechnicalarticlesandrealfinancialreports,tosupportyourlearning.

Easymarks.Creditwillbegivenfortextbookknowledgeinpart(a).
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Markingscheme 

 Marks

(a) 1markperpointuptomaximum 8
 
(b) 1markperpointuptomaximum 6
 Calculations  5
  11
 
(c) 1markperpointuptomaximum 6
 
  25
  

 

(a) IFRS13principlesoffairvaluemeasurement

IFRS13FairValueMeasurementdefinesfairvalueas'thepricethatwouldbereceived
to sell an asset or paid to transfer a liability in an orderly transaction
betweenmarketparticipantsatthemeasurementdate'(para.9).

Fair value is a market-based measurement, not an entity-specific measurement. It
focusesonassetsandliabilitiesandonexit (selling)prices. Ittakesintoaccount
marketconditionsat themeasurementdate. Inotherwords, it looksat theamount forwhich
theholderofanassetcouldsellitandtheamountwhichtheholderofaliabilitywouldhaveto
paytotransferit.Itcanalsobeusedtovalueanentity'sownequityinstruments.

Itisassumedthatthetransactiontoselltheassetortransfertheliabilitytakesplaceeither:

(1) Intheprincipalmarketfortheassetorliability;or

(2) In theabsenceofaprincipalmarket, in themost advantageousmarket for the
assetorliability.

Theprincipalmarketisthemarketwhichisthemostliquid(hasthegreatestvolumeand
levelofactivityforthatassetorliability).Themostadvantageousmarketisthemarket
which maximises the value of an asset or minimises the amount that would be
required to transfer a liability. In most cases the principal market and the most
advantageousmarketwillbethesame.

Fornon-financialassets,thefairvaluemeasurementisthevalueforusingtheassetinits
highest andbest use (theuse thatwouldmaximise its value)orby selling it toanother
marketparticipantthatwoulduseitinitshighestandbestuse.Thefairvalueofliabilities
shouldreflectthenon-performanceriskassociatedwiththatliability,ietheriskthatthe
entitywillnotfulfilitsobligation.

Fair value is not adjusted for transaction costs. Under IFRS 13, these are not a
featureoftheassetorliability,butmaybetakenintoaccountwhendeterminingthe
mostadvantageousmarket.

Fair valuemeasurementsarebasedonanasset or a liability'sunit of account,which is
specifiednotby IFRS13,butbyeach IFRSwhereafairvaluemeasurement is required.For
mostassetsand liabilities, theunitofaccount is the individualassetor liability,but in some
instancesmaybeagroupofassetsorliabilities.

IFRS 13 acknowledges that when market activity declines, an entity must use a
valuationtechniquetomeasurefairvalue.Inthiscasetheemphasismustbeonwhethera
transactionpriceisbasedonanorderlytransaction,ratherthanaforcedsale.Thetechnique
usedmustbeappropriateinthecircumstancesandmaythereforedifferbetweenentities.
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TheIFRSidentifiesthreevaluationapproaches.

(1) Market approach. A valuation technique that uses prices and other relevant
information generated by market transactions involving identical or comparable (ie
similar)assets,liabilitiesoragroupofassetsandliabilities,suchasabusiness.

(2) Costapproach.Avaluationtechniquethatreflectstheamountthatwouldberequired
currently to replace the service capacity of an asset (often referred to as current
replacementcost).

(3) Incomeapproach.Valuation techniques thatconvert futureamounts (egcash flows
or income and expenses) to a single current (ie discounted) amount. The fair value
measurement is determined on the basis of the value indicated by current market
expectationsaboutthosefutureamounts.

(b) Fairvalueofasset

YEARTO30NOVEMBER20X2
Asianmarket

European
market

Australasian
market

Volumeofmarket–units 4m 2m 1m
 
 $ $ $
Price 19 16 22
Costsofenteringthemarket (2) (2) n/a*
Potentialfairvalue 17 14 22
Transactioncosts  (1) (2) (2)
Netprofit 16 12 20

Notes

1 BecauseJayachcurrentlybuysandsellstheassetintheAustralasianmarket,thecosts
ofenteringthatmarketarenotincurredandthereforenotrelevant.

2 Fairvalueisnotadjustedfor transactioncosts.UnderIFRS13,thesearenota
feature of the asset or liability, butmay be taken into accountwhen determining the
mostadvantageousmarket.

3 TheAsianmarket is theprincipalmarketfortheassetbecauseitisthemarket
withthegreatestvolumeandlevelofactivityfortheasset.IfinformationabouttheAsian
marketisavailableandJayachcanaccessthemarket,thenJayachshouldbaseitsfair
valueonthismarket.BasedontheAsianmarket,thefairvalueoftheassetwould
be$17,measuredasthepricethatwouldbereceivedinthatmarket($19)lesscosts
ofenteringthemarket($2)andignoringtransactioncosts.

4 If information about the Asian market is not available, or if Jayach cannot
accessthemarket,Jayachmustmeasurethefairvalueoftheassetusingthepricein
themostadvantageousmarket.Themostadvantageousmarketisthemarketthat
maximisestheamountthatwouldbereceivedtoselltheasset,aftertakingintoaccount
bothtransactioncostsandusuallyalsocostsofentry,whichisthenetamountthatwould
bereceivedintherespectivemarkets.Themostadvantageousmarkethereistherefore
theAustralasianmarket.Asexplainedabove,costsofentryarenotrelevanthere,
andso,basedonthismarket,thefairvaluewouldbe$22.

It is assumed that market participants are independent of each other and
knowledgeable,andableandwillingtoenterintotransactions.
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Fairvalueofdecommissioningliability

Because this is a business combination, Jayach must measure the liability at fair value in
accordancewithIFRS13,ratherthanusingthebestestimatemeasurementrequiredbyIAS37
Provisions, Contingent Liabilities and Contingent Assets. In most cases there will be no
observablemarkettoprovidepricinginformation.Ifthisisthecasehere,Jayachwillusethe
expected present value technique to measure the fair value of the decommissioning
liability. If Jayachwere contractually committed to transfer itsdecommissioning liability toa
marketparticipant,itwouldconcludethatamarketparticipantwouldusetheinputsasfollows,
arrivingatafairvalueof$3,215,000.

Input Amount
 $'000
Labourandmaterialcost 2,000
Overhead:30% 2,000 600
Thirdpartymark-up–industryaverage:2,600 20% 520
 3120
 
Inflationadjustedtotal(5%compoundedoverthreeyears):3,120
1.053

3,612

Riskadjustment– uncertaintyrelatingtocashflows:3,612 6% 217
 3,829
 
Discountatrisk-freerateplusentity'snon-performancerisk(4%+2%
=6%):3,829/1.063


3,215

(c) A 'mixed measurement' approach means that a company selects a different measurement
basisforitsvariousassetsandliabilities,ratherthanusingasinglemeasurementbasisforall
items.Themeasurementbasisselectedshouldreflect the typeofentityandsector inwhichit
operatesandthebusinessmodelthattheentityadopts.

Some investors have criticised the mixedmeasurement approach because they think that if
differentmeasurementbasesareused forassetsand liabilities, the resulting totals canhave
little meaning. Similarly, they believe profit or loss may lack relevance if it reflects a
combinationoftransactionsbasedonhistoricalcostandofvaluechangesforitemsmeasured
onacurrentvaluebasis.

However,asinglemeasurementbasismaynotprovidethemostrelevantinformationtousers.
Different information from different measurement bases may be relevant in different
circumstances.Aparticularmeasurementbasismaybeeasier tounderstand,moreverifiable
and less costly to implement. Thereforeamixedmeasurementapproach is not 'inconsistent'
butcanactuallyprovidemorerelevantinformationforstakeholders.

TheIASBusesamixedmeasurementapproachwherethemeasurementmethodselectedisthat
which is most relevant and which most faithfully represents the information it represents. It
seemsthatmostinvestorsfeelthatthisapproachisconsistentwithhowtheyanalysefinancial
statements. The problems of mixed measurement appear to be outweighed by the greater
relevanceachieved.

Jayachprepares its financial statementsunder IFRSs,and thereforeapplies themeasurement
basespermittedinIFRSs.IFRSsadoptamixedmeasurementbasis,whichincludesfairvalue,
historicalcost,andnetrealisablevalue.

Whenan IFRSallowsachoiceofmeasurementbasis, thedirectorsof Jayachmustexercise
judgment as to which basis will provide the most relevant information for stakeholders.
Furthermorewhenselectingameasurementbasis, thedirectorsshouldconsidermeasurement
uncertainty.TheExposureDraftontheConceptualFrameworkstatesthatforsomeestimates,a
high levelofmeasurementuncertaintymayoutweighother factors to suchanextent that the
resultinginformationmayhavelittlerelevance.
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Thisquestionpaperisdividedintotwosections:

SectionA–BOTHquestionsarecompulsoryandMUSTbeattempted

SectionB–BOTHquestionsarecompulsoryandMUSTbeattempted

DoNOTopenthisquestionpaperuntilinstructedbythesupervisor.

DoNOTrecordanyofyouranswersonthequestionpaper.
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SectionA–BOTHquestionsarecompulsoryandMUSTbeattempted

1Robby 
YouworkinthefinancedepartmentofRobby,anentitywhichhastwosubsidiaries,HailandZinc.
Robbyhasrecentlyappointedtwonewdirectors,withlimitedfinanceexperience,toitsboard.You
havereceivedthefollowingemailfromthefinancedirector.

To: Anaccountant
From: Financedirector
Subject: Newdirectors–helprequired

Hi,ourtwonewdirectorsarekeentounderstandourgroupfinancialstatements.Inparticular,they
wanttounderstandtheeffectofacquisitionsandjointoperationsontheconsolidatedaccounts.

Iamputtingtogetherabriefingdocumentforthemandwouldlikeyoutopreparesectionsfor
inclusioninthedocumentongoodwillandonjointoperations.PleaseusetheacquisitionsofHail
andZinc(Attachment1)toexplainthehowthegoodwillonacquisitionofsubsidiariesis
accountedforinthegroupfinancialstatementsat31May20X3.Usethegasstationjointoperation
(Attachment2)toexplainwhatajointoperationisandhowweaccountforitinthegroup
financialstatements.Makesureyouexplainthefinancialreportingprinciplesthatunderliebothof
these.



Attachment1–detailsofacquisitionsofHailandZinc

Accountingpolicy:measurenon-controllinginterestsatacquisitionatfairvalue.

(1) Hailacquisition.On1June20X2,acquisitionof80%oftheequityinterestsofHail.The
purchaseconsiderationcomprisedcashof$50millionpayableon1June20X2and
$24.2millionpayableon31May20X4.Afurtheramountispayableon31August20X6if
thecumulativeprofitsofHailforthefour-yearperiodfrom1June20X2to31May20X6
exceed$150million.On1June20X2,thefairvalueofthecontingentconsiderationwas
measuredat$40million.On31May20X3,thisfairvaluewasremeasuredat$42million.

 Ontheacquisitiondate,thefairvalueoftheidentifiablenetassetsofHailwas$130million.

 ThenotestothefinancialstatementsofHailatacquisitiondisclosedacontingentliability.On
1June20X2,thefairvalueofthiscontingentliabilitywasreliablymeasuredat$2million.The
non-controllinginterestatfairvaluewas$30millionon1June20X2.Anappropriatediscount
ratetouseis10%perannum.

(2) Zincacquisition.On1June20X0,acquisitionof5%oftheordinarysharesofZinc.Robby
hadtreatedthisinvestmentatfairvaluethroughprofitorloss.

 On1December20X2,acquisitionofafurther55%oftheordinarysharesofZinc,obtaining
control.

 Consideration:

 Shareholding Consideration
 % $m
1June20X0 5  2
1December20X2 55 16
 60 18

 
 At1December20X2,thefairvalueoftheequityinterestinZincbeforethebusiness

combinationwas$5million.
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 Thenon-controllinginterestatfairvaluewas$9millionon1December20X2.

 Thefairvalueoftheidentifiablenetassetsat1December20X2ofZincwas$26million,and
theretainedearningswere$15million.Theexcessofthefairvalueofthenetassetswasdue
toanincreaseinthevalueofproperty,plantandequipment(PPE),whichwasprovisional
pendingreceiptofthefinalvaluations.Thesevaluationswerereceivedon1March20X3and
resultedinanadditionalincreaseof$3millioninthefairvalueofPPEatthedateof
acquisition.Thisincreasedoesnotaffectthefairvalueofthenon-controllinginterestat
acquisition.

 At31May20X2thecarryingamountoftheinvestmentinZincinRobby'sseparatefinancial
statementswas$19million.



Attachment2–detailsofjointoperation

Jointoperation–40%shareofanaturalgasstation.Noseparateentitywassetupunderthe
jointoperation.Assets,liabilities,revenueandcostsareapportionedonthebasisofshareholding.

(i) Thenaturalgasstationcost$15milliontoconstruct,wascompletedon1June20X2andisto
bedismantledattheendofitslifeoftenyears.Thepresentvalueofthisdismantlingcosttothe
jointoperationat1June20X2,usingadiscountrateof5%,was$2million.

(ii) Intheyear,gaswithadirectcostof$16millionwassoldfor$20million.Additionally,the
jointoperationincurredoperatingcostsof$0.5millionduringtheyear.

Therevenueandcostsarereceivableandpayablebytheotherjointoperatorwhosettlesamounts
outstandingwithRobbyaftertheyearend.

Required

(a) Prepareforinclusioninthebriefingnotetothenewdirectors:

 (i) Anexplanation,with suitablecalculations,ofhow thegoodwillonacquisitionofHail
andZincshouldbeaccounted for in theconsolidated financial statementsat31May
20X3. (16marks)

 (ii) Anexplanationastothenatureofajointoperationand,showingsuitablecalculations,
of how the joint operation should be accounted for in Robby's separate and
consolidated statements of financial position at 31 May 20X3. (Ignore retained
earningsinyouranswer.) (7marks)

Note.Markswillbeallocatedin(a)forasuitablediscussionoftheprinciples
involvedaswellastheaccountingtreatment.

(b) Robbyheldaportfoliooftradereceivableswithacarryingamountof$4millionat31May
20X3. At that date, the entity entered into a factoring agreement with a bank, whereby it
transferred the receivables in exchange for $3.6 million in cash. Robby has agreed to
reimbursethebankforanyshortfallbetweentheamountcollectedand$3.6million.Oncethe
receivableshavebeencollected,anyamountsabove$3.6million,lessinterestonthisamount,
willberepaidtoRobby.ThedirectorsofRobbybelievethatthesetradereceivablesshouldbe
derecognised.

Required

Explaintheappropriateaccountingtreatmentofthistransactioninthefinancialstatementsfor
theyearended31May20X3,andevaluate this treatment in thecontextof theConceptual
FrameworkforFinancialReportingandrelatedExposureDraft. (7marks)

 (Total=30marks)
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2Ramsbury 
The directors of Ramsbury, a public limited company which manufactures industrial cleaning
products,arepreparingtheconsolidatedfinancialstatementsfor theyearended30June20X7.In
yourcapacityasadvisortothecompany,youbecomeawareofthefollowingissues.

Inthedraftconsolidatedstatementoffinancialposition,thedirectorshaveincludedincashandcash
equivalentsaloanprovidedtoadirectorof$1million.Theloanhasnospecificrepaymentdateonit
but is repayable on demand. The directors feel that there is no problemwith this presentation as
International Financial Reporting Standards (IFRS) allow companies to make accounting policy
choices,andthatshowingtheloanasacashequivalentistheirchoiceofaccountingpolicy.

On1July20X6,therewasanamendmenttoRamsbury'sdefinedbenefitpensionschemewhereby
thepromisedpensionentitlementwasincreasedfrom10%offinalsalaryto15%.Abonusispaidto
thedirectorseachyearwhichisbasedupontheoperatingprofitmarginofRamsbury.Thedirectors
of Ramsbury are unhappy that there is inconsistency on the presentation of gains and losses in
relation to pension schemewithin the consolidated financial statements. Additionally, they believe
that as the pension scheme is not an integral part of the operating activities of Ramsbury, it is
misleadingtoincludethegainsandlossesinprofitor loss.Theythereforeproposetochangetheir
accounting policy so that all gains and losses on the pension scheme are recognised in other
comprehensive income. They believe that this will make the financial statements more consistent,
moreunderstandableandcanbe justifiedon thegroundsof fairpresentation.Ramsbury'spension
schemeiscurrentlyindeficit.

Required

Discuss the ethical and accounting implications of the above situations, with reference where
appropriate,toInternationalFinancialReportingStandards. (18marks)

Professionalmarkswillbeawardedinthisquestionfortheapplicationofethicalprinciples.(2marks)

(Total=20marks)
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SectionB–BOTHquestionsarecompulsoryandMUSTbeattempted

3Calcula 
Calcula is a listed company that operates through several subsidiaries. The company develops
specialistsoftwareforusebyaccountancyprofessionals.

(a) Initsannualfinancialstatementsforboth20X2and20X3Calculaclassifiedasubsidiaryas
held for sale and presented it as a discontinued operation. On 1 January 20X2, the
shareholdershad,atageneralmeetingofthecompany,authorisedmanagementtosellallof
its holding of shares in the subsidiary within the year. In the year to 31 May 20X2,
managementmadethedecisionpublicbutdidnotactivelytrytosellthesubsidiaryasitwas
stilloperationalwithinthegroup.

Calculahadmadecertainorganisational changesduring theyear to31May20X3,which
resulted in additional activities being transferred to the subsidiary. Also during the year to
31May20X3, therehadbeendraftagreementsand somecorrespondencewith investment
bankers,whichshowedinprincipleonlythatthesubsidiarywasstillforsale. 

Required

Discusswhether theclassificationof thesubsidiaryasheldforsaleanditspresentationasa
discontinuedoperationisappropriate,makingreferencetotheprinciplesofrelevantIFRSsand
evaluating the treatment in thecontextof theConceptualFramework forFinancialReporting
andrelatedExposureDraft. (9marks)

(b) AshaAlexanderhasrecentlybeenappointedasthechiefexecutiveofficer(CEO)ofCalcula.
During the last three years, there have been significant senior management changes and
organisational restructuringwhich resulted in confusionamong shareholders and employees
astothestrategicdirectionof thecompany.Oneinvestorcomplainedthat theannualreport
madeithardtoknowwherethecompanywasheaded.

 The specialist software market in which Calcula operates is particularly dynamic and fast
changing. It iscommon forcompetitors todropoutof themarketplace.Themostsuccessful
companies havebeenparticularly focusedon enhancing their offering to customers through
creating innovative products and investing heavily in training and development for their
employees.

 The last CEO introduced an aggressive cost-cutting programme aimed at improving
profitability.At thebeginningof the financialyear therewere redundanciesand theannual
staff traininganddevelopmentbudgetwassignificantlyreducedandhasnotbeenreviewed
sincethechangeinmanagement.

 In response to the confusion surrounding the company's strategic direction, Asha and the
board published a new mission, which centres on making Calcula the market leader of
specialist accountancy software. In her previous role Asha oversaw the introduction of an
integrated approach to reporting performance. This is something she is particularly keen to
introduceatCalcula.

 During the company's last board meeting, Asha was dismayed by the finance director's
reactionwhensheproposedintroducingintegratedreportingatCalcula.Thefinancedirector
madeitclearthathewasnotconvincedoftheneedforsuchachange,arguingthat'allthis
talkofintegratedreportinginthebusinesspressisjustafad,requiringalotmorework,simply
toreportonthingspeopledonotcareabout.Shareholdersareonlyinterestedinthebottom
line'.
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Required

(i) Discuss how integrated reporting may help Calcula to communicate its strategy to
investors and other stakeholders, and improve the company's strategic performance.
Your answer should briefly discuss the principles of integrated reporting and make
referencetotheconcernsraisedbythefinancedirector. (12marks)

(ii) Brieflydiscusswhy thepreviousCEO'saggressivecost-cuttingprogrammemighthave
ledtoethicalchallengesforCalcula'smanagementteam. (2marks)

Professional marks will be awarded in part (b)(i) for clarity and quality of presentation.
 (2marks)

 (Total=25marks)

4Janne 
Janne is a listed real estate company, which specialises mainly in industrial property. Investment
propertiesconstitutemorethan60%ofitstotalassets.

(a) Janne measures its industrial investment property using the fair value method, which is
measured using the 'new-build value less obsolescence'. Valuations are conducted by a
memberoftheboardofdirectors.Inordertodeterminetheobsolescence,theboardmember
takesaccountoftheageofthepropertyandthenatureofitsuse.Accordingtotheboard,this
method of calculation is complex but gives a very precise result, which is accepted by the
industry.Therearesalesvaluesforsimilarpropertiesinsimilarlocationsavailableaswellas
marketrentdatapersquaremetreforsimilarindustrialbuildings. 

Required

Discusswhether theabovevaluation techniqueisappropriateunder IFRSs,makingreference
totheprinciplesofrelevantIFRSsandevaluatingthetreatmentinthecontextoftheConceptual
FrameworkforFinancialReportingandrelatedExposureDraft. (9marks)

(b) Jannehasreceivedcriticismthatitsannualreportistoodetailed,andthereforeitisdifficultto
understandandanalyse. Inresponse to thecriticism, themanagingdirectorhasproposeda
reduction in disclosures provided in the annual report. This includes, but is not limited to,
reducingtheaccountingpoliciesnote,andremovingtherelatedpartytransactionsnote,which
hedoesnotconsiderimportantasalltransactionsareatarm'slength.Themanagingdirector
hasrecommendedthatalldisclosuresthatappearirrelevantshouldberemoved.

Thefinancedirectorhasvigorouslydefendedthereport,statingthatalldisclosuresmadeare
requiredbyIFRSs,evenifsomeofthemappearunnecessary.Hehasconfirmedthisbyusinga
'disclosurechecklist'providedbyareputableaccountancyfirm.Heisextremelynervousthat
the changes proposed risk non-compliance with standards and would not improve the
relevanceorusefulnessofthereportforinvestors.

Required

DiscusstheimplicationsoftheaboveinrelationtoJanne'sannualreportanditsusefulnessto
investors, with reference to the IASB's Discussion PaperDisclosure Initiative ---- Principles of
Disclosure. (8marks)
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(c) Themanagingdirectorhasalsoproposedtoreportanewperformancemeasure'adjustednet
asset value per share', which is defined as net assets calculated in accordance with IFRS,
adjusted for various items and then divided by the total number of shares. This would be
presentedinsteadofearningspershareasthemanagingdirectorbelievesitismorerelevant
toinvestors.Thisperformancemeasureisdisclosedbyseveralcompaniesinthesameindustry
asJanne.

Required

DiscussthebenefitsanddrawbackstoinvestorsofJanne'splantodisclose'adjustednetasset
valuepershare'insteadofearningspershare. (8marks)

 (Total=25marks)
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SectionA

1Robby

Workbookreferences.TheunderlyingprinciplesofIFRS3arecoveredinChapter10.Business
combinationsachievedinstagesarecoveredinChapter11.Jointoperationsarecoveredin
Chapter14andfinancialinstrumentsinChapter7.TheConceptualFrameworkandrelatedExposure
DraftarecoveredinChapter1.

Toptips.Youmustmakesurethatyouexplaintheprinciplesunderlyingtheaccountingforgoodwill
asyouwillnotbeabletopasstheexambyonlyprovidingcalculations.Theexaminingteamis
lookingforanunderstandingoftheaccountinginvolvedandnotrotelearningofconsolidation
workings.

Inpart(b),youneedtoevaluatewhethertherequirementsofIFRS9relatingtothefactoring
arrangementareinagreementwiththeConceptualFrameworkandtherelatedExposureDraft.This
kindofevaluationinlightoftheConceptualFrameworkislikelytobeafeatureofquestionsinthe
SBRexamination,soyouneedtomakesureyouarefamiliarenoughwiththeConceptualFramework
tobeabletoanswerquestionsinthisway.



Markingscheme 

 Marks

(a) (i) Goodwill 
ExplanationofIFRS3principles 10
Hail–calculation 3
Zinc–calculation 3
 16

(ii) Jointoperation 
SOFP 3
Explanation–1markperpointuptoamaximum 4

 7
 
(b) Discussion–1markperpointuptoamaximum 7
 30

 

(a) Sectionsforinclusioninthefinancedirector'sreport.

(i) Goodwill

IFRS 3 Business Combinations requires goodwill to be recognised in a business
combination.Abusinesscombinationtakesplacewhenoneentity,theacquirer,obtains
controlofanotherentity, theacquiree. IFRS3 requiresgoodwill tobecalculatedand
recordedasanon-currentassetattheacquisitiondate.

Goodwill is calculated at the acquisition date as the fair value of the consideration
transferredby theacquirerplus theamountofanynon-controlling interest less the fair
valueof thenetassetsof theacquiree.Whenthebusinesscombinationisachievedin
stages,asisthecaseforZinc,thepreviouslyheldinterestinthenewsubsidiarymustbe
remeasuredtoitsfairvalueatthedatecontrolisobtained.

Goodwillisnotamortised,butinsteadistestedforimpairmentateachyearend.
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Applyingtheseprinciples,thegoodwillontheacquisitionofHailandZincforinclusion
intheconsolidatedfinancialstatementsat31May20X3iscalculatedasfollows.

GoodwillrelatedtotheacquisitionofHail

Goodwillatacquisition: $m $m
Considerationtransferredfor80%interest 
 Cashpayableon1June20X1 50
 Deferredcashconsideration($24.2million/(1.10)2) 20
 Contingentconsideration 40
Fairvalueofnon-controllinginterest 30
  140
Fairvalueofidentifiablenetassetsacquired 130
Contingentliability (2)
  (132)
    8
Theimmediate,deferredandcontingentconsiderationtransferredshouldbemeasured
attheirfairvaluesattheacquisitiondate.

Deferredconsideration

The fair valueof thedeferredconsideration is theamountpayableon31May20X4
discounted to itspresent valueat theacquisitiondate. The requirement todiscount to
presentvalueisconsistentwithotherstandards.Thepresentvalueshouldbeunwound
intheperiodto31May20X3whichwillincreasethecarryingamountoftheobligation
and result in a finance cost in profit or loss. The unwindingof thediscount does not
affect the goodwill calculation as it is based on the amount payable at the date of
acquisition.

Contingentconsideration

The fair value of the contingent consideration payable should take into account the
variousmilestonessetundertheacquisitionagreement.At theacquisitiondatethefair
valueofthecontingentconsiderationis$40million.

Thecontingentconsiderationpayableshouldberemeasuredat31May20X3toitsfair
valueof$42million.Thisremeasurementdoesnotaffect thegoodwillcalculation,but
theincreaseinthefairvalueoftheobligationof$2mshouldbetakentoprofitorloss.

Contingentliability

The contingent liability disclosed in Hail's financial statements is recognised as a
liabilityonacquisition inaccordancewith IFRS3,provided that its fair value canbe
reliablymeasuredandit isapresentobligation.Thisiscontrarytothenormalrulesin
IAS 37 Provisions, Contingent Liabilities and Contingent Assets where contingent
liabilitiesarenotrecognisedbutonlydisclosed.

Conclusion

There is no indication that the goodwill balance is impaired at 31May 20X3. Thus
goodwill related to the acquisition of Hail to be included in the group financial
statementsat31May20X3is$8m.

GoodwillrelatedtotheacquisitionofZinc

Substanceoverformdrivestheaccountingtreatmentforasubsidiaryacquiredinstages.
Thelegalformisthatshareshavebeenacquired,however,insubstance:

(1) The5% investmenthasbeen sold.Per IFRS3, the investmentpreviouslyheld is
remeasured to fair value at the date control is obtained and a gain or loss
reportedinprofitorloss:
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 $m
Fairvalueof5%atdatecontrolachieved(1December20X2) 5
Fairvalueofcarryingamountof5%perSOFP,(ieat31May20X2:
$19mperRobby'sSOFPadjustedtoexclude$16mconsideration
for55%)

(3)


Remeasurementgain(1June20X2to1 December20X2) 2

(2) A subsidiary has been 'purchased'. The previously held 5% investment is
effectively re-acquiredat fair value,andsogoodwill iscalculated including the
fairvalueofthepreviouslyheld5%investment. 

Goodwill  $m $m
Considerationtransferred– for55% 16
Fairvalueofnon-controllinginterest 9
Fairvalueofpreviouslyheldinterest(for5%at1December
20X2)

5

  30
Fairvalueofidentifiablenetassetsatacquisition: 
Provisionalmeasurement 26
AdjustmenttofairvalueofPPE (withinmeasurementperiod) 3
  (29)
  1

FairvalueofPPE

ThefairvalueofPPEwasprovisionalatthedateofacquisition,withanincreaseof$3m
subsequentlyidentifiedwhenthefigureswerefinalisedinMarch20X3.IFRS3permits
adjustments to goodwill for adjustments to the fair value of assets and liabilities
acquired,provided thisadjustment ismadewithinoneyearof thedateofacquisition
(themeasurementperiod).

Conclusion

There is no indication that the goodwill balance is impaired at 31May 20X3. Thus
goodwill related to the acquisition of Zinc to be included in the group financial
statementsat31May20X3is$1m.

(ii) Jointoperation

Robbyhasajointarrangementwithanotherpartyinrespectofthenaturalgasstation.
Under IFRS11 JointArrangements,a jointarrangement isone inwhich twoormore
partiesareboundbyacontractualarrangementwhichgivesthemjointcontroloverthe
arrangement.

Jointarrangementscaneitherbejointventuresorjointoperations.Theclassificationas
ajointventureorjointoperationdependsontherightsandobligationsofthepartiesto
thearrangement.Itisimportanttocorrectlyclassifythearrangementastheaccounting
requirementsforjointventuresaredifferenttothoseforjointoperations.

IFRS11statesthatajointarrangementthatisnotstructuredthroughaseparatevehicle
isa jointoperation. InRobby'scase,no separateentityhasbeen setup for the joint
arrangement, therefore it isa jointoperation.Robbyhas joint rights to theassetsand
revenue,andjointobligationsfortheliabilitiesandcostsofthejointarrangement.

Therefore,Robby, in its capacityasa joint operator,must recogniseona line-by-line
basisitsownassets,liabilities,revenuesandexpensesplusitsshare(40%)ofthejoint
assets,liabilities,revenueandexpensesofthejointoperationasprescribedbyIFRS11.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




402

Thistreatmentisapplicabletoboththeconsolidatedandseparatefinancialstatements
ofRobby.

Thefiguresarecalculatedasfollows:

Statementoffinancialposition

 $m
Property,plantandequipment: 
1June20X2cost:gasstation(15×40%) 6.00
 dismantlingprovision(2×40%) 0.80
 6.80
Accumulateddepreciation:6.8/10 years (0.68)
31May20X3carryingamount 6.12
 
Tradereceivables(fromotherjointoperator):20(revenue)×40% 8.00
 
Tradepayables(tootherjointoperator):(16+0.5) (costs)×40% 6.60
 
Dismantlingprovision: 
At1June20X2 0.80
Financecost(unwindingofdiscount):0.8×5% 0.04
At31May20X3 0.84

(b) Accountingtreatment

Trade receivables are financial assets and therefore the requirements of IFRS 9 Financial
Instrumentsneedtobeapplied.Themainquestionhereiswhetherthefactoringarrangement
meansthatRobbyshouldderecognisethetradereceivablesfromthefinancialstatements.

PerIFRS9,anentityshouldderecogniseafinancialassetwhen:

(1) Thecontractualrightstothecashflowsfromthefinancialassetexpire,or

(2) The entity transfers the financial asset or substantially all the risks and
rewardsofownershipofthefinancialassettoanotherparty.
 (IFRS9:paras.3.2.3–3.2.6.)

In the case of Robby, the contractual rights to the cash flows have not expired as the
receivablesbalancesarestilloutstandingandexpectedtobecollected.Inrespectoftherisks
andrewardsofownership,thesubstanceofthefactoringarrangementneedstobeconsidered
ratherthanits legalform.Robbyhastransferredthereceivablestothebankinexchangefor
$3.6millioncash,but remains liable foranyshortfallbetween$3.6millionand theamount
collected.Inprinciple,Robbyisliableforthewhole$3.6million,althoughitisunlikelythatthe
defaultwouldbeasmuchasthis.Robbythereforeretainsthecreditrisk.Inaddition,
Robbyisentitled toreceive thebenefit (less interest)of repayments inexcessof$3.6million
once the$3.6million hasbeen collectedand therefore retains thepotential rewards of full
settlement.Substantially all the risks and rewards of the financialasset therefore
remainwithRobby,andthereceivablesshouldcontinuetoberecognised.

TheConceptual Framework for Financial Reporting is silent on thematter of derecognition.
Consequentlydifferentapproacheshavebeenadopted indifferentStandards.The IASBhas
soughttoaddressthisintheExposureDraftontheConceptualFrameworkbysuggestingthat
accounting for derecognition should aim to represent faithfully both the
asset/liabilities retained after the event that led to derecognitionand the change in
theentity'sassets/liabilitiesasaresultofthatevent.

Meetingbothoftheseaimsbecomesdifficultiftheentitydisposesofonlypartofanassetor
liability or retains some exposure to that asset or liability, as it can be difficult to faithfully
representthelegalformwhichisthedecreaseinassetsunderthefactoringarrangementwith
thesubstanceofretainingthecorrespondingretentionofrisksandrewards.
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Because of the difficulties in practice inmeeting these two aims, the ExposureDraft on the
ConceptualFrameworkdoesnotadvocateusingacontrolapproachortherisks-and-rewards
approach toderecognition ineverycircumstance. Instead, itdescribes theoptionsavailable
anddiscusseswhatfactorstheIASBwouldneedtoconsiderwhendevelopingStandards.

As such, there appears to be no conflict in principles between the Exposure Draft on the
ConceptualFrameworkandtherequirementsofIFRS9forderecognition.

2Ramsbury

Workbookreferences.TheConceptualFrameworkiscoveredinChapter1andethicsiscovered
inChapter2.EmployeebenefitsarecoveredinChapter4.

Toptips.Aswithallquestions,ensurethatyouapplyyourknowledgetothescenarioprovidedand
thatyouranswerisincontext.Itisnotenoughtosimplydiscusstheaccountingrequirements.You
mustdrawouttheethicalissues.Whererelevant,youshouldidentifyanythreatstothefundamental
principlesinACCA'sCodeofEthicsandConduct.


Markingscheme 

 Marks

Accountingissues1markperpointtoamaximum 9

Ethicalissues1markperpointtoamaximum 9

Professionalmarks  2
  20

 

Treatmentofloantodirector

Thedirectorshaveincludedtheloanmadetothedirectoraspartofthecashandcashequivalents
balance.Itmaybethatthedirectorshavemisunderstoodthedefinitionofcashandcashequivalents,
believingtheloantobeacashequivalent.IAS7StatementofCashFlowsdefinescashequivalents
as"short-term(lessthanthreemonths),highlyliquidinvestmentsthatarereadilyconvertibletoknown
amountsofcashandwhicharesubjecttoaninsignificantriskofchangesinvalue"(IAS7:para.6).
However,theloanisnotinplacetoenableRamsburytomanageitsshort-termcashcommitments,it
has no fixed repayment date and the likelihood of the director defaulting is not known. The
classificationasacashequivalentisthereforeinappropriate.

It is likely that the loan should be treatedas a financial asset under IFRS9 Financial Instruments.
Further informationwouldbeneeded, for example, is the$1million the fair value?A case could
even be made that, since the loan may never be repaid, it is in fact a part of the director's
remuneration, and if so should be treated as an expense and disclosed accordingly. In addition,
since the director is likely to fall into the category of key management personnel, related party
disclosuresunderIAS24RelatedPartyDisclosuresarelikelytobenecessary.

The treatment of the loan as a cash equivalent is in breach of the two fundamental
qualitative characteristics prescribed in the IASB's Conceptual Framework for Financial
Reporting,namely:

(i) Relevance.Theinformationshouldbedisclosedseparatelyasitisrelevanttousers.

(ii) Faithfulrepresentation:Informationmustbecomplete,neutralandfreefromerror.
Clearlythisisnotthecaseifaloantoadirectorisshownincash.
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The treatment is also in breach of the Conceptual Framework's key enhancing qualitative
characteristics:

(i) Understandability. Iftheloanisshownincash,ithidesthetruenatureofthepracticesof
thecompany,makingthefinancialstatementslessunderstandabletousers.

(ii) Verifiability. Verifiability helps assure users that information faithfully represents the
economic phenomena it purports to represent. It means that different knowledgeable and
independent observers could reach consensus that a particular depiction is a faithful
representation.Thetreatmentdoesnotmeetthisbenchmarkasitreflectsthesubjectivebiasof
thedirectors.

(iii) Comparability. For financial statements to be comparable year-on-year and with other
companies, transactionsmust be correctly classified,which is not the case here. If the cash
balanceoneyearincludesaloantoadirectorandthenextyearitdoesnot,thenyouarenot
comparinglikewithlike.

Insomecountries,loanstodirectorsareillegal,withdirectorsbeingpersonallyliable.Evenifthisis
not thecase, thereisapotentialconflictof interestbetweenthatof thedirectorandthatof the
company,whichiswhyseparatedisclosureisrequiredasaminimum.Directorsareresponsiblefor
the financialstatements requiredbystatute,and thus it is their responsibility toput rightanyerrors
that mean that the financial statements do not comply with IFRS. There is generally a legal
requirementtomaintainproperaccountingrecords,andrecordingaloanascashconflictswiththis
requirement.

In obscuring the nature of the transaction, it is possible that the directors aremotivated by
personal interest, and are thus failing in their duty to act honestly and ethically. There is
potentially a self-interest threat to the fundamental principles of the ACCA Code of Ethics and
Conduct.Ifonetransactionismisleading,itcastsdoubtonthecredibilityofthefinancialstatements
asawhole.

Inconclusion,thetreatmentisproblematicandshouldberectified.

Ethicalimplicationsofchangeofaccountingpolicy

IAS8Accounting Policies,Changes inAccounting Estimates and Errorsonly permits a change in
accountingpolicy if thechange is: (i) requiredbyan IFRSor (ii) results in the financial statements
providing reliable andmore relevant information about the effects of transactions, other events or
conditions on the entity's financial position, financial performance or cash flows. A retrospective
adjustment is required unless the change arises from a new accounting policy with transitional
arrangements toaccount for thechange. It ispossible todepart from the requirementsof IFRSbut
only in the extremely rare circumstanceswhere compliancewould be somisleading that itwould
conflict with the overall objectives of the financial statements. Practically this override is rarely, if
ever,invoked.

IAS19EmployeeBenefitsrequiresallgainsandlossesonadefinedbenefitpensionschemetobe
recognised in profit or loss except for the remeasurement component relating to the assets and
liabilitiesoftheplan,whichmustberecognisedinothercomprehensiveincome.So,currentservice
cost, past service cost and the net interest cost on the net defined benefit liability must all be
recognisedinprofitorloss.Thereisnoalternativetreatmentavailabletothedirectors,which,under
IAS 8, a change in accounting policy might be applied to move Ramsbury to. The directors'
proposals cannot be justified on the grounds of fair presentation. The directors have an ethical
responsibility to prepare financial statements which are a true representation of the entity's
performanceandcomplywithallaccountingstandards.

There is a clear self-interest threat arising from thebonus scheme. Thedirectors' change in policy
appears to be motivated by an intention to overstate operating profit to maximise their bonus
potential.Theamendment to thepensionschemeisapastservicecostwhichmustbeexpensed to
profit or loss during the period the plan amendment has occurred, ie immediately. This would
thereforebedetrimentaltotheoperatingprofitsofRamsburyanddepressanypotentialbonus.
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Additionally, it appears that thedirectorswish tomanipulateotheraspectsof thepension scheme
suchasthecurrentservicecostand,sincetheschemeisindeficit,thenetfinancecost.Thedirectors
aredeliberatelymanipulatingthepresentationoftheseitemsbyrecordingtheminequityratherthan
inprofitorloss.ThefinancialstatementswouldnotbecompliantwithIFRS,wouldnotgiveareliable
picture of the true costs to the companyof operatingapension schemeand this treatmentwould
make the financial statements less comparablewith other entities correctly applying IAS19. Such
treatment is against ACCA's Code of Ethics and Conduct fundamental principles of objectivity,
integrityandprofessionalbehaviour.Thedirectorsshouldberemindedoftheirethicalresponsibilities
andmustbedissuadedfromimplementingtheproposedchangeinpolicy.

Thedirectorsshouldbeencouragedtoutiliseothertoolswithinthefinancialstatementstoexplainthe
company'sresultssuchasdrawingusersattentiontowardsthecashflowwherethecashgenerated
from operations measure will exclude the non-cash pension expense and if necessary alternative
performancemeasuressuchasEBITDAcouldbedisclosedwherenon-cashitemsmaybeconsistently
strippedoutforcomparisonpurposes.
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SectionB

3Calcula

Workbookreference.IFRS5iscoveredinChapter13.Theconceptofintegratedreportingis
coveredinChapter17.

Toptips.Inpart(a)youarerequiredtoprovideananalysisofwhethertheclassificationofthe
subsidiaryas'heldforsale'andpresentationasadiscontinuedoperationiscorrectinaccordance
withIFRS5,soyouneedtoapplyyourknowledgetothescenario,andnotjustwritedownthe
requirementsofIFRS5.RelatingthetreatmenttotheConceptualFrameworkwasnoteasy,butis
likelytobeafeatureofquestionsintheSBRexam.Readingthe'Basisforconclusions'
accompanyingIFRSsprovidesinsightintothedecisionsoftheIASBindevelopingastandardand
oftenhighlightspotentialconflictswiththeConceptualFramework.

Toscorewellinpart(b)itiscriticalthatyouranswerisrelatedtoCalcula.Thescenarioisprovided
togiveyoutheopportunitytoshowtwothings.Firstly,thatyouunderstandthetheory–iewhat
integratedreportingis–andsecondly,foryoutoshowthatcanapplyyourknowledge.Agood
approachtodealingwithsuchquestionsistosetthescenebyidentifyingwhathasgonewrongin
thescenario.Inthiscasestakeholders(shareholdersandemployees)areconfusedastothestrategic
directionthatCalculaistryingtopursue.

Next,useyourknowledgetoexplainhowintegratedreportingcanhelpCalculatocommunicateits
strategy.Integratedreportingplacesastrongemphasisonrelayingwhatthecompanystandsfor
throughsettingoutitsobjectivesandstrategytorealisethese.Theintroductionofintegratedreporting
wouldthereforeprovidethecompanywithagreatopportunitytoconveyAshaAlexander'snew
mission.

Markingscheme 

 Marks

(a) IFRS5–1markpervalidpointupto 9
(b) (i) Integratedreporting–1markpervalidpointupto 12
 (ii) Cost-cuttingprogramme–1markpervalidpointupto 2
Professionalmarks 2
 25

 

(a) Subsidiaryheldforsale

The subsidiary is a disposal group under IFRS 5 Non-current Assets Held for Sale and
Discontinued Operations. A disposal group is a group of assets and associated liabilities
whicharetobedisposedoftogetherinasingletransaction.IFRS5classifiesadisposalgroup
as held for salewhen its carrying amountwill be recovered principally through sale rather
thanuse.Theheldforsalecriteriain IFRS5areverystrict,andoftenthedecisiontosellan
assetordisposalgroupismadewellbeforetheyaremet.

IFRSrequiresanassetordisposalgrouptobeclassifiedasheldforsalewhereitisavailable
forimmediatesaleinitspresentconditionsubjectonlytotermsthatareusualand
customaryandthesaleishighlyprobable.

Forasaletobehighlyprobable:

 Managementmustbecommittedtothesale.

 Anactiveprogrammetolocateabuyermusthavebeeninitiated.
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 The assetmust bemarketed at a price that is reasonable in relation to its
ownfairvalue.

 Thesalemustbeexpected tobecompletedwithinoneyear fromthedateof
classification.

 It is unlikely that significant changes will be made to the plan or the plan
withdrawn.

In exceptional circumstances, a disposal group may be classified as held for sale or
discontinuedafteraperiodof12months:

(i) Circumstancesaroseduringtheinitial12-monthperiodthatwerepreviouslyconsidered
unlikely,andthedisposalgroupwasnotsold.

(ii) During the 12-month period, the entity took steps to respond to the change in
circumstancesbyactivelymarketingthedisposalgroupatapricethatisreasonablein
thelightofthechangeincircumstances,andtheheld-for-salecriteriaaremet.

Thedraftagreementsandcorrespondencewithbankersarenotspecificenoughtoprove
thatthesubsidiarymettheIFRS5criteriaatthedateitwasclassified.Moredetailwouldbe
requiredtoconfirmthatthesubsidiarywasavailableforimmediatesaleandthatitwasbeing
activelymarketedatanappropriatepriceinordertosatisfythecriteriaintheyearto31May
20X2. Inaddition, theorganisational changesmadebyCalculain theyear to31May
20X3areagoodindicationthatthesubsidiarywasnotavailableforsaleinits
present condition at the point of classification. Additional activities have been
transferred to the subsidiary, which is not an insignificant change. The shareholders'
authorisationwasgivenforayear from1January20X2.Thereisnoevidence that this
authorisationwasextendedbeyond1January20X3.

Conclusion

Fromtheinformationprovided,itappearsthatCalculashouldnotclassifythesubsidiary
as held for sale and should report the results of the subsidiary as a continuing
operationinthefinancialstatementsfortheyearended31May20X2and31May20X3.

EvaluationoftreatmentinthecontextoftheConceptualFramework

The Conceptual Framework states that the economic decisions that are taken by users of
financialstatementsrequireanevaluationoftheabilityofanentitytogeneratecashandcash
equivalents.Separatelyhighlightingtheresultsofdiscontinuedoperationsprovidesuserswith
informationthatisrelevantinassessingtheabilityoftheentitytogeneratefuturecashflows.If
anentityhasmadeafirmdecisiontosellthesubsidiary,itcouldbearguedthatthesubsidiary
shouldbeclassifiedasdiscontinued,evenifthecriteriatoclassifyitas'heldforsale'perIFRS
5havenotbeenmet,because this informationwouldbemoreuseful tousers.However, the
IASBdecidedagainst thiswhendeveloping IFRS5. Thisdecisioncouldbeargued tobe in
conflictwiththeConceptualFramework.

(b) (i) IntegratedreportingatCalcula

Confusion

AsaresultoftherecentmanagementchangesatCalcula,thecompanyhasstruggledto
communicate its 'strategicdirection' tokeystakeholders.Thecompany'sannualreport
hasmadeithardforshareholderstounderstandCalcula'sstrategywhichinturnhasled
to confusion.Uncertaintyamong shareholdersandemployees is likely to increase the
riskofinvestorssellingtheirsharesandtalentedITdevelopersseekingemploymentwith
competitors.
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Integratedreporting

TheintroductionofintegratedreportingmayhelpCalculatoovercometheseissuesasit
places a strong focus on the organisation's future orientation. Integrated reporting is
fundamentally concerned with evaluating value creation, and uses qualitative and
quantitative performance measures to help stakeholders assess how well an
organisation is creating value. In the context of integrated reporting, an entity's
resources are referred to as 'capitals'. The International Integrated ReportingCouncil
haveidentifiedsixcapitalswhichcanbeusedtoassessvaluecreation.

Integratedreportinghelpstoensurethatabalancedviewofperformanceispresented
by requiring organisations to report on both positive and negative movements in
capital. When preparing an integrated report, management should also disclose
matters which are likely to impact on an entity's ability to create value. Internal
weaknessesandexternalthreatsregardedasbeingmateriallyimportantareevaluated
andquantified.Thisprovidesuserswithan indicationofhowmanagement intends to
combatsuchinstancesshouldtheymaterialise.

Communicatingstrategy

An integrated report should detail the entity's mission and values, the nature of its
operations,alongwithfeaturesonhowitdifferentiatesitselffromitscompetitors.

Including Calcula's new mission to become the market leader in the specialist
accountancysoftwareindustrywouldinstantlyconveywhattheorganisationstandsfor.

In linewithbestpractice in integratedreporting,Calculacouldsupplement itsmission
withhowtheboardintendtoachievethisstrategy.Suchdetailcouldfocusonresource
allocationsovertheshorttomediumterm.Forexample,planstoimprovethecompany's
human capital through hiring innovative software developers working at competing
firms would help to support the company's long-term mission. To assist users in
appraising thecompany'sperformance,Calcula shouldprovidedetailsonhow itwill
measurevaluecreationineachcapital.'Humancapital'couldbemeasuredbythenet
movementinnewjoinerstotheorganisationcomparedtothepreviousyear.

Akeyfeatureofintegratedreportingfocusesontheneedfororganisationstousenon-
financial customer-orientated performance measures (KPI's) to help communicate the
entity'sstrategy.Themostsuccessfulcompanies inCalcula's industryarecommitted to
enhancing their offering to customers through producing innovative products.Calcula
could report through the use of KPIs how it is delivering on this objective, measures
could be set which for example measure the number of new software programs
developed in the last two years or report on the number of customer complaints
concerningnewlyreleasedsoftwareprogramsovertheperiod.Whenreportingonnon-
financial measures such as KPIs, it is important for Calcula to be consistent in the
measuresitreportsyearonyearanditshouldconsiderreportingsimilarmeasuresasits
competitorsasitgivesinvestorsabasisonwhichtocomparesimilarcompanies.

Improvinglong-termperformance

The introduction of integrated reporting may also help Calcula to enhance its
performance.Historically,thecompanyhasnotgivenconsiderationtohowdecisionsin
oneareahaveimpactedonotherareas.ThisisclearlyindicatedbytheformerCEO's
costcuttingprogrammewhichservedtoreducethestafftrainingbudget.Althoughthis
move may have enhanced the company's short-term profitability, boosting financial
capital,ithasdamagedlongtermvaluecreation.

The nature of the software industry requires successful organisations to invest in staff
training toensure that theproducts theydevelop remain innovative inorder toattract
customers.Thedecision toreduce the trainingbudgetwillmost likely impactonfuture
profitabilityifCalculaisunabletoproducethesoftwarecustomersdemand.
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Financedirector'scomments

As illustrated in the scenario, the financedirector's comments indicatea very narrow
understandingofhowthecompany'sactivitiesand'capitals'interactwitheachotherin
delivering value. To dismiss developments in integrated reporting as simply being a
'fad',suggest that thefinancedirectorisunawareofcurrentdevelopmentsinfinancial
reportingandthecommitmentof theACCAinpromotingits introduction.TheACCA's
support for integrated reportingmay lead to backing from other global accountancy
bodiestherebyreducingthescopeforitberegardedasapassing'fad'.

However, some critics dispute this and argue that the voluntary nature of integrated
reportingincreasesthelikelihoodthatcompanieswillchoosenottopursueitsadoption.
Such individuals highlight that until companies are legally required to comply with
integratedreportingguidelines,manywillsimplyregarditasanunnecessaryeffortand
cost.

The financedirector'sassertion regardingshareholders is likely to somedegree tobe
correct.InvestorslookingforshorttermresultsfromaninvestmentmightassessCalcula's
performancebasedonimprovements inprofitability.However,manyshareholderswill
alsobe interested inhow theboardpropose tocreate value in the future.Ultimately,
Calcula'saimtoappeasebothgroupsisitsfocusonmaximisingshareholdervalue,the
achievementofwhichrequiresthesuccessfulimplementationofbothshortandlong-term
strategies.

Furthermore, unlike traditional annual reports, integrated reports highlight the
importance of considering a wider range of users. Key stakeholder groups such as
Calcula's customers and suppliers are likely to be interested in assessing how the
companyhasmetornotmettheirneedsbeyondthe'bottomline'.Integratedreporting
encouragescompaniestoreportperformancemeasureswhicharecloselyalignedtothe
concepts of sustainability and corporate social responsibility. This is implied by the
differentcapitalsused:considerationofsocialrelationshipsandnaturalcapitalsdonot
focusonfinancialperformancebutinsteadareconcerned,forexample,withtheimpact
anorganisation'sactivitieshaveonthenaturalenvironment.

 (ii) Cost-cuttingprogramme

The previous CEO instigated an aggressive cost-cutting programme, designed to
increase profitability. This may have put his management team in a difficult position
becausetheywerebeingaskedtoprioritiseprofitaboveallelse.Managershaveaduty
toaimtomaximiseprofitbutatthesametimetheyhaveadutytoguard,preserveand
enhance thevalueof theentity for thegoodofallaffectedby it, includingemployees
andthegeneralpublic.ThehighmanagementturnovermayshowevidenceofCalcula
nottreatingitsemployeesadequatelyandthemchoosingorbeingmadetoleavetheir
employmentunderdifficultcircumstances.Staffredundanciesareachallengingdecision
for senior managers, who must balance their corporate responsibilities with the
individualimpactsofsuddenunemployment.Thecutstostafftrainingfundingmayhave
brought further challenges. Managers have a responsibility to ensure that their own
employeesareprotected fromdanger.Trainingcutsmay introduceunacceptable risks
tohealthandsafety, leadingtodangerousworkingconditionsortoinadequatesafety
standardsinproducts,puttingthegeneralpublic/Calcula'scustomersatrisk.
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4Janne 

Workbookreferences.InvestmentpropertyandfairvaluemeasurementarecoveredinChapter
3.TheIASBDisclosureInitiativeiscoveredinChapter19.Alternativeperformancemeasuresare
coveredinChapter17.

Toptips.Forpart(a)ensurethatyourelateyouranswerbothtotherelevantaccountingstandards,
IAS40andIFRS13,aswellastheConceptualFrameworkandtherelatedExposureDraftas
requiredinthequestion.Thekeymessageisthatthereisguidanceonthemeasurementoffairvalue
whichJanneshouldhavebeenapplying.

Inpart(b)youneedtomakesureyouanswertherequirement:relateyouranswertoJanne's
investorsandreferencethekeyapplicablepointsoftheDisclosureInitiative–PrinciplesofDisclosure.
Part(c)coversalternativeperformancemeasureswhichisakeytopicforSBR.Againyouneedto
considerJanne'sinvestorsinyouranswer.Widerreadingofarticles,particularlythoseontheACCA
website,willbeextremelyhelpfulinbeingabletoanswerquestionssuchasthoseseenhereinparts
(b)and(c).TheESMA(EuropeanSecuritiesandMarketsAuthority)GuidelinesonAlternative
PerformanceMeasures,whichareavailableonline,provideanotherperspectiveandwillbe
beneficialtoread.

Markingscheme 

 Marks

(a) Investmentpropertiesdiscussion– 1markpervalidpointupto  9
(b) Annualreportdiscussion–1markpervalidpointupto  8
(c) Alternativeperformancemeasurediscussion – 1markpervalid

pointupto


8
 25

 

(a) Investmentproperties

IAS40InvestmentPropertyallowstwomethodsforvaluinginvestmentproperty:thefairvalue
model and the cost model. If the fair value method is adopted, then the investment
property must be valued in accordance with IFRS 13 Fair Value Measurement.
IFRS13defines fair value as: 'the price thatwould be received to sell an asset or paid to
transfera liability inanorderly transactionbetweenmarketparticipantsat themeasurement
date'(AppendixA).

Fairvalueisamarket-basedmeasurementratherthanspecific totheentity,soacompanyis
not allowed to choose its own way of measuring fair value. IFRS 13 states that valuation
techniquesmustbe thosewhichareappropriateandforwhichsufficientdataareavailable.
Entities shouldmaximise the use of relevantobservable inputs andminimise the use of
unobservable inputs. The standard establishesa three-level hierarchy for the inputs that
valuationtechniquesusetomeasurefairvalue.

Level1 Quotedprices(unadjusted)inactivemarketsforidenticalassetsorliabilitiesthat
thereportingentitycanaccessatthemeasurementdate

Level2 InputsotherthanquotedpricesincludedwithinLevel1thatareobservableforthe
assetorliability,eitherdirectlyorindirectly,egquotedpricesforsimilarassetsin
activemarkets or for identical or similar assets in non-activemarkets or use of
quotedinterestratesforvaluationpurposes

Level3 Unobservable inputs for the asset or liability, ie using the entity's own
assumptionsaboutmarketexitvalue
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Although the directors claim that 'new-build value less obsolescence' is accepted by the
industry, itmay not be in accordance with IFRS 13. As the fair value hierarchy
suggests, IFRS13 favours Level 1 inputs, that ismarket-basedmeasures, over unobservable
(Level3)inputs.Duetothenatureofinvestmentproperty,whichisoftenuniqueandnottraded
onaregularbasis,fairvaluemeasurementsarelikelytobecategorisedasLevel2orLevel3
valuations.

The Conceptual Framework provides very little guidance on measurement. However, the
ExposureDraftontheConceptualFrameworkclarifiesthatakeyfactortobeconsideredwhen
selecting a measurement basis is the degree of measurement uncertainty. A high level of
measurementuncertaintymayresultininformationthatisnotrelevant.Inthecaseofinvestment
property,IAS40allowsachoiceofcostorfairvalue,however,ifatrecognition,fairvalueis
notexpectedtobereliablymeasureableonacontinuingbasis,thenthecostmodelshouldbe
used. So to some extent, IAS 40 does include consideration ofmeasurement uncertainty in
selectingwhichmeasurementbasistouse.

Thereisdebateaboutwhetherameasurementbasisshouldreflecttheentity'sbusinessmodel,
so in this case, how the property is used. The Exposure Draft states that how an asset
contributes to future cash flows,which in part depends on the entity's business activities, is
important in determining an appropriate measurement basis. IAS 40 does not include this
criteriaforconsiderationwhenselectingwhethertomeasureatcostorfairvalue.However,it
doesrequiretheinclusionofrentalsreceivableundercurrentleasestobetakenintoaccountin
valuationsofinvestmentproperty,whichwouldappeartobeinlinewiththeExposureDraft.

Inconclusion,asJannehaschosentomeasureits investmentpropertyatfairvalue,itshould
applyIFRS13tothevaluation,ensuringthattherequirementsofIAS40inmeasuring
fair value are applied. Janne should also disclose in its financial statements the valuation
techniqueusedandinputsusedtodevelopthosemeasurements.

(b) AnnualReport

Too much information in annual reports can be problematic as it can obscure relevant
informationandprevent investors fromidentifying thekeyissues thatare likely toaffect their
decisions.Removingunnecessaryinformation,or'clutter',fromtheannualreportisthereforea
goodidea.However,itmustbedonecarefullytoensurethefinancialstatementsstillmeettheir
primary objective of satisfying the information needs of existing and potential investors,
lendersandothercreditorsinmakingdecisionsaboutprovidingresourcestotheentity. 

Disclosuresareprescribedby IFRSand thereforearenotoptional.Management cannot just
determinewhich disclosures appear irrelevant. However,materiality needs to be taken into
account when making disclosures. The IASB has issued guidance on the application of
materialitytofinancialstatements,whichincludestheapplicationofmaterialitywhenmaking
decisionsaboutpresentinganddisclosing information.Theguidanceclarifies thatdisclosure
does not need to be made, even when prescribed by an IFRS, if the resulting information
presented is notmaterial.Although the financedirector has usedadisclosure checklist and
determined thatalldisclosuresmadewere 'necessary', it isnotclearwhetheranassessment
has been made as to whether the disclosures are 'material' – would the omission of the
disclosure influence the decisions users make on the basis of the financial statements?
Therefore there is thepotential to reducedisclosure in Janne's financialstatementsbygiving
considerationtomateriality.

Reducing the size of the accounting policy note is a distinct possibility. Only significant
accounting policies are required to be disclosed by IAS 1. Determining what constitutes a
significantaccountingpolicyrequiresjudgmentandtheapplicationofmateriality.TheIASB's
DiscussionPaper:PrinciplesofDisclosurecategorisesaccountingpoliciesinto(1)thosealways
necessarytounderstandthefinancialstatements,(2)thosenotincategory1butnecessaryto
understandthefinancialstatementsand(3)notincategories1or2butusedinpreparingthe
financial statements.Only thoseaccountingpolicies that fall into categories1or2mustbe
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disclosed.Thoseincategory3maybedisclosed.Eventhoughthisispresentlyincludedina
Discussion Paper and not a Standard, Janne could use these principles to help identify the
accounting policies which, if not disclosed, would not affect a user's understanding of the
financial statements. Janne should ensure that accounting policies that requiremanagement
judgmentorchoiceareclearlypresented,inorderthatinvestorshaveaclearunderstandingof
wheremanagementjudgementhasbeenapplied.

Transactionswith related parties arematerial by their very nature,whether or not they are
conductedatarm's length.Disclosures requiredby IAS24 in relation to relatedpartiesare
necessary todrawattention to thepossibility thatanentity's financialpositionandprofit or
loss may have been affected by the existence of related parties and by transactions and
outstanding balances with such parties. Janne should not remove these disclosures from its
financial statements, as to do so would be misleading to investors and other users of the
financialstatementsandwouldnotbeincompliancewithIAS24.

(c) Alternativeperformancemeasure

'Adjustednetassetvaluepershare' (adjustedNAVpershare) isanalternativeperformance
measure (APM). Entities are increasingly reporting APMs in addition to IFRS performance
measures, such as earnings per share, in order to enhance a user's understanding of the
financialstatements.ItispossibleforJannetopresentthisAPM,however,itcannotpresentthis
measureinsteadofearningspershare(EPS).EPSisrequiredbyIAS33whichmustbeapplied
by listed entities. Therefore, in order to comply with IFRS, EPS and diluted EPS must be
presented.

APMsshouldbeprovidedtoenhancetheunderstandingofusersof theaccounts. Investment
properties are likely to form the majority of Janne's assets. Therefore management will be
interestedintheincreaseinthevalueofthosepropertiesandrelatedfinance(egloans),both
of which are taken into account in adjustedNAV per share. Disclosing adjustedNAV per
shareshouldthereforeenhancetheunderstandingofinvestorsasitwillallowthemtoevaluate
Jannethroughtheeyesofmanagement.Additionally,asadjustedNAVpershareisusedby
othercompanies in thesame industry,disclosing it shouldallowinvestors tomoreeffectively
comparetheperformanceofJannewithothercompaniesinthesameindustry.

However,APMscanalsobemisleading.UnlikeEPS,thereisnoofficialdefinitionofadjusted
NAV per share, so management can choose what items to include in the 'adjustment'.
Therefore it isopen tobias in itscalculationasmanagementcoulddecide toonlyadjust for
itemsthatimprovethemeasure.Inordertocounterthecriticisms,managementshouldprovide
a description of what is included when arriving at adjusted NAV per share and ideally
reconciletheinformationbacktotheIFRSinformationincludedwithinthefinancialstatements.
Similarly,inordertobeuseful,thebasisofthecalculationneedstobeconsistentfromyearto
year, otherwise comparison between years will be inaccurate. Furthermore, different
companiesmaydefinethesamemeasureindifferentways,whichreducesthecomparability
betweenentities.

UltimatelyadjustedNAVpersharewillonlyprovideusefulinformationtoJanne'sinvestorsifit
is fairly presented. The European Securities and Markets Authority has developed draft
guidelines that address the issues surrounding the use of APMs,which include appropriate
descriptionofAPMs,consistencyfromyeartoyearandguidanceforpresentation.TheIASB
hasalsogivenconsiderationtothisissueinitsDiscussionPaperonthePrinciplesofDisclosure.
This guidance includes not making APMs more prominent than IFRS information and
reconcilingtheAPMbacktoIFRSmeasures.

ItisadvisableforJanne'sdirectorstoconsiderthisguidanceindeterminingwhethertopresent
adjustedNAVpershareandhowitshouldbepresented.Theyshouldalsoconsiderwhether
providing further information in the form of APMs will result in more information being
reportedintheannualreportwhichtheyareotherwiseattemptingtoreduce.
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SectionA–BOTHquestionsarecompulsoryandMUSTbeattempted 

1Ashanti 
ThefollowingfinancialstatementextractsrelatetoAshanti,apubliclimitedcompany.

STATEMENTS OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME (EXTRACTS)
FORTHEYEARENDED30APRIL20X5

 Ashanti Bochem
 $m $m
Profitfortheyear 41 36
 
Othercomprehensiveincomefortheyear,netoftax
Itemsthatwillnotbereclassifiedtoprofitorloss:



Gainoninvestmentinequityinstruments 6 9
Gains(net)onPPErevaluation 12 6
Othercomprehensiveincomefortheyear,netoftax 18 15
Totalcomprehensiveincomeandexpenseforyear 59 51

Thefollowinginformationisrelevanttothepreparationoftheconsolidatedfinancialstatements:

(i) On1May20X3,Ashantiacquired70%of theequity interestsofBochem,apublic limited
company.Thepurchaseconsiderationcomprisedcashof$150millionand the fairvalueof
Bochem's identifiable net assets was $160 million at that date. The fair value of the non-
controllinginterestinBochemwas$54millionon1May20X3.Ashantiwishestousethe'full
goodwill'methodforallacquisitions.ThesharecapitalandretainedearningsofBochemwere
$55millionand$85millionrespectivelyandothercomponentsofequitywere$10millionat
thedateofacquisition.Theexcessofthefairvalueoftheidentifiablenetassetsatacquisition
isduetoanincreaseinthevalueofplant,whichisdepreciatedonthestraight-linebasisand
hasafiveyearremaininglifeatthedateofacquisition.

(ii) Ashanti disposed of a 10% equity interest in Bochem on 30 April 20X5 for a cash
consideration of $34million. The carrying amount of the net assets of Bochemat 30April
20X5was$210millionbeforeanyadjustmentsonconsolidation.Goodwillhasbeen tested
for impairment annually and as at 30 April 20X4 had reduced in value by 15% and at
30April20X5had losta further5%of itsoriginal valuebefore the saleof the10%equity
interest.

(iii) The salaried employees of Ashanti are entitled to 25 days paid holiday each year. The
entitlementaccruesevenlyovertheyearandunusedholidaymaybecarriedforwardforone
year.Theholidayyearisthesameasthefinancialyear.At30April20X5,Ashantihas900
salariedemployeesandtheaverageunusedholidayentitlement is threedaysperemployee.
5% of employees leave without taking their entitlement and there is no cash payment in
respectofunusedholidayentitlementwhenanemployeeleaves.Thereare255workingdays
intheyearandthetotalannualsalarycostis$19million.Noadjustmenthasbeenmadein
thefinancialstatementsfortheaboveandtherewasnoopeningaccrualrequiredforholiday
entitlement.

Required

(a) (i) Explain,withsuitableworkings,howthedisposalofthe10%equityinterestinBochem
shouldbeaccountedforintheconsolidatedfinancialstatementsofAshantiGroupasat
30April20X5. (10marks)

(ii) Explain, with supporting calculations, how the non-controlling interest should be
accounted for in Ashanti's consolidated statement of profit or loss and other
comprehensiveincomefortheyearended30April20X5. (6marks) 
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(iii) Discuss, with suitable workings and reference to the Conceptual Framework for
FinancialReporting,whether it isappropriate to recordanaccrual forholidaypay in
theconsolidatedfinancialstatementsfortheyearended30April20X5. (5marks)

 Note. Marks will be allocated in (a) for a suitable discussion of the
principlesinvolvedaswellastheaccountingtreatment. 

(b) IncludedinAshanti'stradereceivablesis$128.85mduefromitscustomerKumasi.Thisrelates
to a sale which took place on 1 May 20X4, payable in three annual instalments of
$50millioncommencingon30April20X5discountedatamarketrateofinterest,adjustedto
reflect the risks of Kumasi, of 8%. Based on previous sales where consideration has been
receivedinannualinstalments,thedirectorsofAshantiestimatealifetimeexpectedcreditloss
in relation to this receivableof$75.288million.Theprobabilityofdefaultovernext twelve
months is estimatedat25%. This assumption has not changed since initial recognition. The
$128.85millionwas recorded in receivables and revenue, but no other accounting entries
havebeenmade.

 Required 

 Discuss,withsuitablesupportingworkings,theoptionsavailabletoAshantiintheapplication
of the impairment model in IFRS 9 Financial Instruments to the balance due from Kumasi.
 (9marks)

 (Total=30marks)

2Elevator 
(a) The directors of Elevator, a public limited company, which operates in the UK technology

sector, are paid a bonus based on the profit that they achieve in a year. Employees have
historically been paid a discretionary bonus based on their individual performance in the
year.Elevator'syeartodateresultsindicatethatitmaynotachievetherequiredlevelofprofit
tosecureabonusforthedirectors.Elevator'sChiefExecutiveOfficer(CEO)hassuggestedthat
onewayofmanagingthisisnottopaytheemployeesabonusinthecurrentyearwhichwill
keep thewagesand salaries expenseat aminimum. Elevator reports employee satisfaction
scores, staff turnover, gender equality and employee absentee rates as non-financial
performancemeasuresinitsannualreport.TheCEOhastoldthedirectorsinanemailthat'no
oneeverreadsthenon-financialinformationanyway'andisthereforenotconcernedaboutthe
impactofhissuggestion.

Required

(i) Comment on the ethical consequences of the proposals made by the CEO and the
potentialimplicationsfortheinformationgivenintheannualreport. (7marks)

(ii) Explain,fromtheperspectiveofinvestorsandpotentialinvestors,thebenefitsand
potentialdrawbacksofreportingnon-financialperformancemeasures. (4marks)

(b) Immediatelypriortothe31May20X3yearend,ElevatorsoldlandlocatedadjacenttoitsUK
headofficestoathirdpartyatapriceof$16millionwithanoptiontopurchasethelandback
on1July20X3for$16millionplusapremiumof3%.On31May20X3themarketvalueof
thelandwas$25millionandthecarryingamountwas$12million.Thecashreceivedfrom
this transaction eliminated Elevator's bank overdraft at 31May20X3.As instructed by the
CEOof Elevator, the financedirector hasaccounted for the transactionasa sale, andhas
included a profit on disposal in the statement of profit or loss for the year ended 31May
20X3.

Required

Discussthefinancialreportingandethicalimplicationsoftheabovescenario. (7marks)

Professionalmarkswillbeawardedfortheapplicationofethicalprinciples. (2marks)

 (Total=20marks)
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SectionB–BOTHquestionsarecompulsoryandMUSTbeattempted

3Glowball 
ThedirectorsofGlowball,apubliclimitedcompanyareawarethatanincreasingnumberof large
companiesarevoluntarilyreleasinggreenreportstothepublictopromotecorporateenvironmental
performanceandtoattractcustomersandinvestors.Theyhaveheardthattheirmaincompetitorsare
applying the 'Global Reporting Initiative' (GRI) in an effort to develop a worldwide format for
corporate environmental reporting. However, the directors are unsure as to what this initiative
actuallymeans. Additionally, they require advice as to the nature of any legislation or standards
relatingtoenvironmentalreporting,astheyareworriedthatanyenvironmentalreportproducedby
thecompanymaynotbeof sufficientqualityandmaydetractandnotenhance their image if the
report does not comply with recognised standards. Glowball has a reputation for ensuring the
preservationoftheenvironmentinitsbusinessactivities.

Further,thedirectorshavecollectedinformationinrespectofaseriesofeventsbutarenotsureasto
howtheywouldbeincorporatedintheenvironmentalreportorwhethertheyshouldbeaccountedfor
anddisclosedinthefinancialstatements.

Theeventsareasfollows.

(1) Glowballisacompanythatpipesgasfromoffshoregasinstallationstomajorconsumers.The
company purchased its main competitor during the year and found that there were
environmental obligations arising out of the restoration ofmanymiles of farmland that had
beenaffectedbythelayingofapipeline.Therewasnolegalobligationtocarryoutthework
butthecompanyfeltthattherewouldbeacostofaround$150millionifthefarmlandwasto
berestored.

(2) Mostoftheoffshoregasinstallationsaregovernedbyoperatinglicenseswhichspecifylimits
tothesubstanceswhichcanbedischargedtotheairandwater.Theselimitsvaryaccordingto
local legislation and tests are carried out by the regulatory authorities. During the year the
companywasprosecuted for infringements of an environmental law in theUSAwhen toxic
gas escaped into the atmosphere. In 20X2 the companywas prosecuted five times and in
20X1 eleven times for infringement of the law. The final amount of the fine/costs to be
imposedbythecourtshasnotbeendeterminedbutisexpectedtobearound$5million.The
escapeoccurredovertheseasanditwasconsideredthattherewaslittlethreattohumanlife.

(3) Thecompanyproducedstatisticsthatmeasuretheirimprovementinthehandlingofemissions
ofgaseswhichmayhaveanimpactontheenvironment.Thestatisticsdealwith:

(i) Measurementofthereleaseofgaseswiththepotentialtoformacidrain.Theemissions
havebeenreducedby84%overfiveyearsduetotheclosureofoldplants.

(ii) Measurement of emissions of substances potentially hazardous to human health. The
emissionsaredownby51%on20W8levels.

(iii) Measurementofemissionstowaterthatremovesdissolvedoxygenandsubstancesthat
mayhaveanadverseeffectonaquaticlife.Accuratemeasurementoftheseemissionsis
notpossiblebutthecompanyisplanningtospend$70milliononresearchinthisarea.

(4) The company tries to reduce the environmental impacts associated with the siting and
constructionofitsgasinstallations.Thisisdoneinthewaythatminimisestheimpactonwild
lifeandhumanbeings.Additionallywhentheinstallationsareattheendoftheirlife,theyare
dismantledandare not sunk into the sea. The current provision for thedecommissioningof
theseinstallationsis$215millionandtherearestilldecommissioningcostsof$407millionto
beprovidedasthecompany'spolicyistobuilduptherequiredprovisionoverthelifeofthe
installation.
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Required

Prepare a report suitable for presentation to the directors of Glowball in which you discuss the
followingelements:

(a) Currentreportingrequirementsandguidelinesrelatingtoenvironmentalreporting.
(10marks)

(b) Thenatureofanydisclosurewhichwouldberequiredinanenvironmentalreportand/orthe
financialstatementsfortheevents(1)–(4)above. (13marks)

Professionalmarkswillbeawardedforclarityandqualityofpresentation. (2marks)

 (Total=25marks)

4Suntory 
(a) Suntoryisaprivatelimitedcompany.On1December20X2,Suntoryacquiredatrademark,

Golfo,foralineofgolfequipmentfor$3million.Suntoryexpectedtocontinuemarketingand
receiving cash flows from theGolfoproduct-line for10 years. Suntory thereforedecided to
amortisethetrademarkovera10-yearlife,usingthestraight-linemethod.InDecember20X5,
acompetitorunexpectedlyrevealedatechnologicalbreakthroughwhichisexpectedtoresult
in a product which, when launched, will significantly reduce the demand for the Golfo
product-line. The demand for the Golfo product-line is expected to remain high until May
20X8,whenthecompetitorisexpectedtolaunchitsnewproduct.

At 30 November 20X6, the end of the financial year, Suntory assessed the recoverable
amountofthetrademarkat$500,000andintendstocontinuemanufacturingGolfoproducts
until31May20X8.

ThefinancedirectorofSuntoryhasheard that that theconceptofmateriality in thefinancial
statementsisincludedinanExposureDraft(ED/2015/8).HehasnotreadtheExposureDraft
as materiality is not a new issue in financial reporting so does not understand why an
ExposureDraftwasissuedaboutit.HedoesnotknowifthereisanythingintheExposureDraft
thatislikelytobecomemandatorywhenissued.

Required

(i) Explain to the directors, with reference to relevant International Financial Reporting
StandardsandtheprinciplesoftheConceptualFrameworkforFinancialReporting,how
to account for the trademark in Suntory's financial statements for the year ended
30November20X6. (9marks)

(ii) ExplaintothefinancedirectorthereasontheIASBhasissuedanExposureDraftonthe
application of materiality to financial statements, the key areas the Exposure Draft
coversandwhetheritwillgiverisetoanymandatoryrequirements. (4marks)

(b) At30November20X6, threepeopleown the sharesofSuntory.The financedirectorowns
60%,andtheoperationsdirectorowns30%.Thethirdownerisapassiveinvestorwhodoes
not help manage the entity. All ordinary shares carry equal voting rights. The wife of the
financedirectoristhesalesdirectorofSuntory.Theirsoniscurrentlyundertakinganinternship
withSuntoryandreceivesasalaryof$30,000perannum,whichisnormalcompensation.

The finance director and sales director have set up an investment company, Baleel. They
jointlyownBaleelandtheirsharesinBaleelwilleventuallybetransferredtotheirsonwhenhe
hasfinishedtheinternshipwithSuntory.

Inaddition,on1 June20X6Suntoryobtainedabank loanof$500,000ata fixed interest
rateof6%perannum.The loan is tobe repaidon30November20X7.Repaymentof the
principalandinterest issecuredbyaguaranteeregisteredinfavourof thebankagainst the
privatehomeofthefinancedirector.
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The finance director is of the opinion that none of the above should be disclosed in the
financial statements. He believes that it is not relevant to the passive investor, and as the
financedirectorandoperationsdirectoraretheothertwoshareholders,theyalreadyhaveall
theinformationtheyneed.

Required

(i) AdvisethedirectorsofSuntoryontheidentificationofrelatedpartiesanddisclosureof
related party transactions in the financial statements for the year ending
30November20X6.Youshouldrefertotherequirementsandunderlyingprinciplesof
relevantInternationalFinancialReportingStandards. (7marks)

(ii) Explain to the directors of Suntory why the company's passive investor may be
interested in related party disclosures and comment on the finance director's opinion
thattheinformationshouldnotbedisclosed. (5marks)

 (Total=25marks)
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Answers
 

DO NOT TURN THIS PAGE UNTIL YOU HAVE

COMPLETED THE MOCK EXAM
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SectionA

1Ashanti

Workbookreferences.SubsidiarytosubsidiarydisposalsarecoveredinChapter12.Employee
benefits are covered in Chapter 4 and the Conceptual Framework in Chapter 1. Financial
instrumentsarecoveredinChapter7.

Top tips. Inpart (a), it is important toclearlyunderstandthesales transactionforBochemso that
youidentifythatthegainondisposaloftheinterestinBochemshouldnotbeinthestatementofprofit
or loss and other comprehensive income, but an adjustment to equity. Ensure that you provide
explanations where asked for. Part (b) is reasonably flexible, with credit available for sensible
comments.

Easy marks. There are easy marks available for some straightforward consolidation aspects –
goodwillandNCI,althoughcalculationsalonewillnotbesufficienttopasstheexam.Thenthereare
somemarks for straightforward knowledge in Part (a)(iii) onemployeebenefits and inpart (b) on
IFRS9'simpairmentmodel.

Markingscheme 

  Marks
(a) (i) Saleof10%ofBochem 

 Calculations 4
 Discussion 6
 10
(ii) Non-controllinginterest 
 Calculations 3
 Discussion 3
 6

 (iii) Employeebenefits 
  Calculations 2
  Discussion 3
 5
 21
(b) Tradereceivable 

Calculations 3
Discussion–1markperpointtoamaximum 6

 9
 30

 

(a) (i) Saleof10%ofBochem

Ashantisold10%ofits70%equityinterestinBochemon30April20X5,decreasingits
interest to60%butretainingcontrol. IFRS10ConsolidatedFinancialStatementsviews
thepartialdisposalofasubsidiary,inwhichcontrolisretainedbytheparentcompany,
asanequitytransactionaccountedfordirectlyinequity.Theaccountingtreatmentis
driven by the concept of substance over form. In substance, there has been no
disposal because the entity is still a subsidiary, so no profit on disposal should be
recognisedandthereisnoeffectontheconsolidatedstatementofprofitor
lossandothercomprehensiveincome.Thetransactionis,ineffect,atransfer
betweentheownersofBochem(Ashantiandthenon-controllinginterests).
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Ashanti should continue to consolidate Bochem. The sale of the shares should be
accountedforintheconsolidatedfinancialstatementsperIFRS10by:

(a) Increasing the non-controlling interests (NCI) in the consolidated statement of
financialpositiontoreflecttheincreaseintheirshareholdingof10%;and

(b) Recognisingthedifferencebetweentheconsiderationreceivedforthesharesand
theincreaseinNCIasanadjustmenttoequity,attributedtoAshanti.

NCI

TheNCIinBochemshouldbeincreasedby10%ofthenetassetsatthedateofsaleto
reflectthetransferof10%ofthesharesfromAshantitothenon-controllinginterest.The
fairvalueofthenetassetsofBochematthedateofsaleiscalculatedasfollows.

NetassetsofBochematdateofsale

 $m
Netassetsat30April20X5 210.0
Fairvalue adjustments(W1) 6.0
 216.0
Goodwill(W2) 35.2
 251.2

TheNCIwillbeallocateda10%shareofthenetassets,whichis$25.12m($251.2m
10%).

Adjustmenttoequity

Theadjustmenttoequityisthencalculatedas:

 $m
Cashconsideration 34.00
IncreaseinNCI 25.12
 8.80

Conclusion

Ashanti should therefore make the following entries in its consolidated financial
statements:

DEBIT Cash(proceedsperquestion) $34m 
CREDIT Non-controllinginterest $25.12m
CREDIT AdjustmenttoAshanti'sequity $8.88m

Workings

1 Fairvalueadjustment

The fair value adjustment on acquisition in respect of plant is a consolidation
adjustment only and has not been recorded in the financial statements of
Bochem.Assuch,wemustadjust thenetassetsat30April20X5 to reflect the
remainingcarryingamountof thefairvalueadjustment.Theincreasein thefair
value of the plant is depreciated on the straight line basis over the remaining
usefullifeoffiveyears.

Bochem Atacquisition Movement Atyearend
 1May20X3 20X4 20X5 30April

20X5
 $m $m $m $m
Plant 
(160–(55+85+10)) 10 10

5 
=(2)

(2) 6

  (4) 
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2 Goodwill

Goodwillisalsoaconsolidationadjustmentthatisnotreflectedinthenetassets
of the subsidiary at 30 April 20X5 and therefore needs to be adjusted when
calculating the net assets at disposal. The closing balance of goodwill is
calculatedafterimpairmentlosseshavebeendeducted.

 Bochem
 $m
Considerationtransferred(perquestion) 150.0
Fairvalueofnon-controllinginterest (perquestion) 54.0
Fairvalueofnetassets (perquestion) (160.0)
Asat1May20X3 44.0
Impairmentlossto30.4.X4:4415% (6.6)
 37.4
Impairmentlossto30.4.X5:445% (2.2)
Asat30April20X5(pre-disposal) 35.2

(ii) Non-controlling interest represents the share of a subsidiary's financial position and
performance that is not owned by the parent. For the statement of profit or loss and
othercomprehensive income,Ashanti shouldconsolidate the resultsofBochem for the
fullyear,allocatingthenon-controllinginterestashareof30%.Thisisbecausethe10%
disposaltransaction,reducingits70%holdingto60%,didnotoccuruntilthefinalday
ofthefinancialyear,30April20X5.

TherearetwoadjustmentstomaketotheprofitofBochemonconsolidationasaresult
of the saleofAshanti's10%shareholding. The first is toaccount for the reductionof
$2millioninadditionalannualdepreciationwhichwaschargedonthefairvalueuplift
ofBochem'splantatacquisition.Thesecond toaccount for the impairmentchargeof
$2.2millionongoodwill.NCIshouldbeallocatedits30%shareof therevisedprofit
and total comprehensive income, which is $9.54 million and $14.04 million
respectively.

 Working

 Non-controllinginterestsinprofitandTCIfortheyearended30April20X5

 Bochem
 Profitfor

year


TCI

 $m $m
Perquestion 36.0 51.0
Depreciationoffairvalueadjustment((a)(i)W1) (2.0) (2.0)
 
Impairmentof'full'
goodwill((a)(i)W2)


(2.2) (2.2)


Revisedprofit/totalcomprehensiveincome 31.8 46.8
  30% 30%
NCIshareofprofit/totalcomprehensiveincome 9.54 14.04

(iii) Holidaypayaccrual

IAS 19 Employee Benefits classifies this type of holiday pay as a short-term
accumulating paid absence as any unused entitlement may be carried forward and
utilised in the following year. The obligation arises as the employees render services
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thatentitlethemtofuturepaidabsences.Theobligationexistseveniftheemployeesare
notentitledtoacashpayment(non-vesting).

ThisisconsistentwiththedefinitionofaliabilitygivenintheConceptualFramework:'a
liability isapresentobligationof theentityarising frompastevents, the settlementof
which is expected to result in an outflow from the entity of resources embodying
economicbenefits'(para.4.4(b)).Thecompanyhasapresentobligation,asitneedsto
provide a paid absence, as a result of past events, as the employee has already
undertaken employment and accumulated the benefit from which an outflow of
resources is expected. Making payments to employees in respect of absences is
consideredtobeanoutflowofbenefits.

ThemeasurementoftheobligationisaffectedbyAshanti'sestimateofpossibleleavers
(5%). IAS 19 requires that an accrual be made by Ashanti for holiday entitlement
carriedforwardasthecurrentperiod'sentitlementhasnotbeenusedinfullat30April
20X5. A corresponding increase in the wages and salaries expense will also be
recorded.Thecurrentliabilityiscalculatedasfollows:

Numberofdaysc/fwd: 900395%=2,565days

Numberofworkingdays: 900255=229,500

Accrual=
2, 565

229, 500
$19m=$0.21m

(b) Tradereceivable

The impairment model in IFRS 9 Financial Instruments is based on providing for expected
credit losses. The financial statements should reflect the general pattern of deterioration or
improvementinthecreditqualityoffinancialinstrumentswithinthescopeofIFRS9.Expected
creditlossesaretheexpectedshortfallincontractualcashflows,inAshanti'scasethedirectors
haveidentifiedthisasafigureof$75.288million.

For trade receivables that do not have an IFRS 15Revenue from Contracts with Customers
financingelement,thelossallowanceismeasuredatthelifetimeexpectedcreditlosses,from
initial recognition, ie $75.288 million. For trade receivables that do have an IFRS 15
financingelement,whichthedebtduefromKumasidoes,(calculatedasinterestonthetrade
receivableis$128.85m×8%=$10.308million),theentitycanchoosetoapplythe3stage
approach or to recognise an allowance for lifetime expected credit losses from initial
recognition.

Option1:The3stageapproach

The12-monthexpectedcreditlossesarecalculatedbymultiplyingtheprobabilityofdefaultin
thenexttwelvemonthsbythelifetimeexpectedcreditlossesthatwouldresultfromthedefault.
Here this amounts to $18.822million ($75.288m × 25%). Because this allowance is
recognisedat1May20X4atinitialrecognition,thediscountmustbeunwoundbyoneyear:
$18.822m × 8% = $1.506 million for incorporation in the 30 April 20X5 financial
statements.

As the directors' estimate of the probability of default has not changed between the initial
recognitionand theyearend, the trade receivable remainswithin the stage1 classification
and12monthexpectedcreditlossesareappropriatefortheimpairmentcalculation.Werethe
creditqualityof the trade receivable tohave significantlydeteriorated,or if therehadbeen
objective evidence of impairment at the reporting date; the debt would have moved into
stage2or stage3of the impairmentmodel,asappropriate,andAshantiwouldhavebeen
obligedtorecordlifetimeexpectedcreditlosses.
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Overalladjustment:

DEBIT Financecosts(impairmentofreceivable)

 (18.822+1.506) $20.328m

CREDIT Lossallowance  $20.328m

Option2:Lifetimeexpectedcreditlosses

IftheIFRS9optionforthelossallowancefortradereceivableswithafinancingcomponentto
alwaysbemeasuredatthelifetimeexpectedlossesistaken,Ashantiwouldneedtorecordthe
followingentries in its financial statements for theyearended30April20X5, incorporating
theunwindof8%asaboveat$75.288mx8%=$6.023million:

Overalladjustment:

DEBIT Financecosts(impairmentofreceivable)

 (75.288+6.023) $81.311m

CREDIT Lossallowance  $81.311m

The directors of Ashanti must decide which approach is the most appropriate accounting
policy to apply to its trade receivables balance.As demonstrated above, recording lifetime
expectedcreditlossesmaybesimplerbutitwillalsoresultinapotentiallyhigherfinancecost
oninitialrecognition.

2Elevator

Workbookreference.EthicalissuesarespecificallycoveredinChapter2oftheWorkbookbut
featurethroughoutallchapters.Non-financialreportingiscoveredinChapter17.

Toptips.Part(a)(i)ontheethicalimplicationsofthesuggestioncombinesknowledgeofnon-financial
reportingandethics.Therearemarksavailableforcommentoneach.Part(a)(ii)discussesthebenefits
anddrawbacksofreportingnon-financialinformationfromaninvestor'sperspective,focusingonthe
employeeinformationgiveninthequestion.Part(b)requiresdiscussionoftheethicssurroundingthe
dubiouslandtransaction.

Easymarks.Inparts(a)and(b),thereareplentyofmarksavailableforsensiblediscussionof
ethicsaswellasmarksavailableinpart(b)forstraightforwardknowledgeofratiosandrepurchase
agreements.Linkyouranswertothescenario.

Markingscheme 

  Marks

(a) (i) Ethicalconsiderations  3
  Implicationsforreportedinformation  4
 (ii) Commentonnon-financialperformancemeasures  4
  11
  
(b) Financialreporting–1markperpointuptomaximum  4
 Ethicalissues–1markperpointuptomaximum   3
  7
Professionalmarks  2
  20
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(a) (i) Ethicalconsiderations

Ethicalbehaviourinthefairtreatmentofemployeesisimportanttothelongtermsuccess
ofacompany,andhow it isperceivedby stakeholders.ThedirectorsofElevatorare
considering not paying employees a discretionary bonus in order to achieve profit
targets.Thiswillenablethedirectorstocollecttheirbonus.Itisworthnotingthatthereis
nothingillegalabouttheproposal–thebonuspaidtoemployeesisdiscretionaryrather
thancontractualandthereforethecompanyhasnolegalobligationtopaythebonus.It
is the reason behind the non-payment that gives rise to ethical considerations. The
suggestionbytheCEOwouldworkinreducingexpensesandimprovingprofit.

Morally, thesuggestion is likely tohavenegativeconsequences for thecompany.The
employeeswillbeunhappy that theirbonushasbeenwithdrawn,particularly if there
hasbeenapastpolicyofpayingannualbonuses.Thismayhaveanegativeimpacton
productivity and staff morale, and therefore on employee satisfaction scores and
possibly on employee retention rates that are reported as non-financial information
withintheannualreport.Itisnotclearwhatthegendercompositionofthecompanyis
tounderstandwhethertherewouldalsobeimplicationsfortheinformationreportedon
genderequality,whichisamatterbeingwidelyreportedinthemedia.Companiesare
also under increasing pressure to reduce the wage gap between management and
employees.Notpayingstaffabonuswillhaveanegativeimpactonthismetric.

The comments of the CEO imply that he does not think the negative impact on non-
financialreportingwillhaveanimpactonthecompanyastheinformationisnotwidely
read. This type of information is becoming increasingly important to the users of
financial statements as they care about companies' treatment of their employees and
see itasbeing important in the long termsuccessof thecompany. IfElevatordidnot
reportemployeematters, itmayhavebeenable to 'hide' theproposal tonotpay the
employee bonus from the users of the financial statements, however this additional
reportingwillbringtheissuemoretotheirattention.

(ii) Implicationsforreportedinformation

Financialperformancemeasuresareoftencriticisedforbeingbackward-lookingasthey
reporthistorical information, toofocusedonshort-termismas thereareoftenincentives
forachieving,forexample,profitorrevenuetargetsandforfailingtoprovideenough
relevant informationon the factors thatdrive thesuccessof thebusiness.Whilst some
speculativeinvestorsmayonlybeinterestedinshorttermperformance,otherswillbase
investmentdecisionsonhowabusinessperformsovertimeandhowwellthebusinessis
expectedtoperforminthefuture.Informationthatcanhelpinvestorstoevaluatethiswill
be valuable. Reporting non-financial performance information such as the staff
informationreportedbyElevatorhasthebenefitofdisclosingtotheinvestorsthefactors
thatmanagementconsidersimportantinensuringthelongertermviabilityandsuccess
of the business. Staff are seen as important assets to businesses and employee
satisfaction is an important consideration for companies. Reporting non-financial
informationcanhelpcompaniestoattractandretaintheappropriatelevelofstaff.

Therearedrawbacksofreportingnon-financialinformation.Itisgenerallymoredifficult
forinvestorstoverifythanquantitativeinformationwhichcanleadtoconcernsaboutits
reliability. As companies decide what information to report, it can be difficult for
investors to compare between companies and across different periods.Non-financial
informationisalsomoreopentomanipulationthanIFRS-basedinformationasthereare
no underlying standards or principles which companies must apply. The IASB's
Disclosure Initiative project is also concerned as to the volume of information being
reportedbycompaniesandwhetherextensivedisclosuresarecloudingtheinformation
thatisrelevanttoinvestorswithinthefinancialstatements.
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(b) Saleofland

Accountingtreatment

The sale of land is a repurchase agreement under IFRS 15 Revenue from Contracts with
CustomersasElevatorhasanoptiontobuythelandbackfromthethirdpartyand,therefore,
controlhasnottransferredasthepurchaser'sabilitytouseandgainbenefitfromthelandis
limited. Elevatormust treat the transaction as a financing arrangement and record both an
asset(theland)andafinancial liability(thecashamountreceivedwhichisrepayabletothe
thirdparty).

Elevatorshouldnothavederecognisedthelandfromthefinancialstatementsbecausetherisks
and rewards of ownership have not been transferred. The substanceof the transaction is a
loanof$16million,andthe3%'premium'onrepurchaseiseffectivelyaninterestpayment.

Recording the transaction as a sale is an attempt to manipulate the financial statements in
ordertoshowanimprovedprofitfigureandmorefavourablecashposition.Thesalemustbe
reversedandthelandreinstatedatitscarryingamountbeforethetransaction.Therepurchase,
ietherepaymentoftheloan,takesplaceonemonthaftertheyearend,andsothisisacurrent
liability:

DEBIT Property,plantandequipment $12m

DEBIT Retainedearnings
 (toreverseprofitondisposal(16–12)) $4m

CREDIT Currentliabilities  $16m

Ethicalissues

ACCA qualified accountants are required to comply with the fundamental principles of
ACCA'sCodeofEthicsandConduct.This includesactingwith integrity.The integrityof the
financedirectorappearstobecompromisedinthissituation.Theeffectofthesalejustbefore
the year endwas to improve profits and to eliminate the bank overdraft, making the cash
positionlookbetter.However,thisiseffectively'windowdressing',andisnothonestasitdoes
notrepresenttheactualpositionandperformanceofElevator.

Accountantsmustalsoactwithobjectivity,whichmeansthattheymustnotallowbias,conflict
of interest or undue influence of others to override professional or business judgments.
Therefore,thedirectorsmustputtheinterestsofthecompanyanditsshareholdersbeforetheir
owninterests.Thepressuretomeetprofittargetsandachieveabonusisintheself-interestof
the directors and seems to have at least partly driven the transaction and the subsequent
accounting,whichisclearlyaconflictofinterest.

Accountants must also comply with the principle of professional behaviour, which requires
compliancewithrelevantlawsandregulations.Inthiscasetheaccountingtreatmentdoesnot
conformtoIFRS.Itisnotclearfromthescenariowhetherthefinancedirectorisawareofthis
ornot.Ifheisaware,buthehasappliedanincorrecttreatmentanyway,hehasnotcomplied
withtheprincipleofprofessionalbehavior.Itmaybethathewasunderunduepressurefrom
the CEO to record the transaction in this manner, if so there is potentially an intimidation
threat. Ifhowever,he isnotaware that the treatment is incorrect, thenhehasnotcomplied
withtheprincipleofprofessionalcompetenceashisknowledgeandskillarenotuptodate.

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




430

SectionB

3Glowball

Workbookreference.EnvironmentalreportingiscoveredinChapter17oftheWorkbook.

Toptips.Thisisacomprehensivequestioncoveringmostaspectsofenvironmentalreportingthat
arelikelytocomeup.Learnouranswerandapplyittomanyquestionsonthistopics.

Markingscheme 

 Marks

(a) Currentreportingrequirements 10
(b) Restoration 4
 Infringementoflaw 3
 Emissions 3
 Decommissioningactivities 3
Professionalmarks 2

 25

 

REPORT

To: Thedirectors Date: 8June20X3
 Glowball

From:Anaccountant

EnvironmentalReporting

(a) Introduction

Thepurposeofthisreportistoprovideinformationaboutcurrentreportingrequirementsand
guidelinesonthesubjectofenvironmentalreporting,andtogiveanindicationoftherequired
disclosureinrelationtothespecificeventswhichyouhavebroughttomyattention.Wehope
thatitwillassistyouinpreparingyourenvironmentalreport.

Currentreportingrequirementsandguidelines

Most businesses havegenerally ignored environmental issues in thepast.However, the use
andmisuseofnaturalresourcesallleadtoenvironmentalcostsgeneratedbybusinesses,
bothlargeandsmall.

There are very few rules, legal or otherwise, to ensure that companies disclose and report
environmental matters. Any disclosures tend to be voluntary, unless environmental
matters happen to fall under standard accounting principles. Environmentalmattersmay be
reportedintheaccountsofcompaniesinthefollowingareas.

IFRSandenvironmentalreporting

There are no required disclosures under IFRS. However, if environmental matters fall
within thescopeofspecificaccountingprinciples theymustbedealtwithunder the relevant
standard.Inparticular:

 IAS1 Presentation of Financial Statements requires disclosure of facts material to a
properunderstandingoffinancialstatements.

 IAS37Provisions,Contingent LiabilitiesandContingentAssets requiresprovisions for
environmentaldamagetoberecognised.
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Nationalandlegalrequirements

In the UK, the Companies Act 2006 requires disclosure of environmental matters in the
Operatingand Financial Reviewas best practice in Reporting Statement 1.Other countries
requireenvironmentalreportingundernationallaw.

Voluntarydisclosure:sustainability

Mostenvironmentaldisclosureisvoluntary,althoughlistsofcompaniesinparticularareunder
agreatdealofpressuretomakesuchdisclosures.

TheGRI is a long-term, multi-stakeholder international not-for-profit organisation, with many
stakeholders. Its aim is to develop and disseminate globally applicable Sustainability
Reporting Guidelines for voluntary use. These guidelines cover a number of areas
(economic,environmentalandsocial),andthelatestguidelines(G4)werepublishedin2013.

TheGuidelinessetouttheframeworkofasustainabilityreportandoffertwooptions:
theCoreoptionandtheComprehensiveoption.

(1) The Core option contains the essential elements of a sustainability report.  It
providesthebackgroundagainstwhichanorganisationcommunicatestheimpactsofits
economic,environmentalandsocialandgovernanceperformanceandimpacts.

(2) The Comprehensive option builds on the Core option by requiring additional
disclosures

OrganisationschoosingtheCoreoptionhavetodiscloseatleastoneindicatorrelatedto
each 'identified material aspect', while organisations choosing the Comprehensive option
have todiscloseall indicators related toeach 'identifiedmaterialaspect'.Forenvironmental
reporting the indicators are: materials; energy; water; biodiversity; emissions; effluents and
waste; products and services; compliance; transport; supplier environmental assessment;
environmentalgrievancemechanisms.

(b) Commentson'environmentalevents'

(1) OfrelevancetothefarmlandrestorationisIAS37Provisions,ContingentLiabilitiesand
ContingentAssets. Provisions for environmental liabilities shouldbe recognisedwhere
there is a legal or constructive obligation to rectify environmental damage or
performrestorativework.Themereexistenceoftherestorativeworkdoesnotgiverise
toanobligationandthereisnolegalobligation.However,itcouldbearguedthatthere
is a constructive obligation arising from the company's approach in previous years,
whichmayhavegivenrisetoanexpectation that theworkwouldbecarriedout. If
this is the case, a provision of $150million would be required in the financial
statements.Inaddition,thisprovisionandspecificexamplesofrestorationoflandcould
beincludedintheenvironmentalreport.

(2) The treatment of the fine is straightforward: it is an obligation to transfer economic
benefits. An estimate of the fine should be made and a provision set up in the
financial statements for $5 million. This should be mentioned in the environmental
report. The reportmight alsoput the fines in context by stating howmany tests
have been carried out and howmany times the company has passed the tests. The
directorsmayfeel that itwoulddo thecompany'sreputationnoharmtopointout the
factthatthenumberofprosecutionshasbeenfallingfromyeartoyear.

(3) These statistics are good news and need to be covered in the environmental report.
However, the emphasis should be on accurate factual reporting rather than
boasting. It might be useful to provide target levels for comparison, or an industry
averageifavailable.Theemissionsstatisticsshouldbesplitintothreecategories:

 Aciditytoairandwater
 Hazardoussubstances
 Harmfulemissionstowater
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As regards theaquaticemissions, the$70millionplannedexpenditureonresearch
shouldbementioned in the environmental report. It showsa commitment to
benefitingtheenvironment.However,IAS37wouldnotpermitaprovisiontobe
made for this amount, since an obligation does not exist and the expenditure is
avoidable.NordoesitqualifyasdevelopmentexpenditureunderIAS38.

(4) Theenvironmentalreportshouldmentionthestepsthecompanyistakingtominimisethe
harmfulimpactontheenvironmentinthewayitsitesandconstructsitsgasinstallations.
The report should also explain the policy of dismantling the installations rather than
sinkingthemattheendoftheirusefullife.

Currentlythecompanybuildsupaprovisionfordecommissioningcostsoverthelifeof
theinstallation.However,IAS37doesnotallowthis.Instead,thefullamountmust
beprovidedassoonasthereisanobligationarisingasaresultofpastevents,
thesettlement ofwhich isexpected to result in anoutflow of resources. The
obligation exists right at the beginning of the installation's life, and so the full $407
millionmustbeprovidedfor.Acorrespondingassetiscreated.

4Suntory

Workbookreference.IntangibleassetsarecoveredinChapter3andtheConceptualFramework
iscoveredinChapter1,currentissuesareinChapter19andrelatedpartiesinChapter2.

Toptips.Part(a)(i)requireddiscussionoftheConceptualFrameworkinreferencetotherecognition
ofintangibleassets.Theexaminerhasstatedthatanin-depthknowledgeoftheConceptual
FrameworkisrequiredtopasstheSBRexam.Youmustbeabletodiscusstheconsistencyofthe
ConceptualFramework(andrelatedExposureDraft)witheachIFRSthatisexamined.Ensureyou
applythistechniqueinyouranswers.Inpart(a)(ii),Exposuredraft2017/6ismentionedandbriefly
discussed,indicatingtheneedtoreadwidelytobeawareofthecurrentissues.Part(b)isonrelated
parties–identifyingtherelatedpartiesandrequireddisclosuresanddiscussinghowsuchdisclosures
areusefultoinvestors.Youareadvisedtojotdownaplanordiagramoftherelationshipsbefore
launchingintoyouranswer.Considerationofthereasonswhythefinancedirectordoesnotwantto
makethesedisclosuresmeansyoucanbringethicsintoyouranswer.

Easymarks.Thetechnicalrequirementsinparts(a)and(c)requirerelativelystraightforward
knowledgeofIAS38andIAS24.

Markingscheme 

  Marks

(a) (i) DiscussionofIAS38,1markperpointuptomaximum  6
ConsistencywithConceptualFrameworkanddiscussion
ofprinciplesunderlyingstandards,1markperpointup
toamaximum

 


3
  9

(ii) DiscussionofExposureDraft,1markperpointuptoa
maximum

 
4

(b) (i) RelatedpartiesanddisclosurerequirementsperIAS 24,
1markperpointuptomaximum

 
7

(ii) Discussionofinvestorperspective1markperpointuptoa
maximum

 
5

  25
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(a) (i) Trademark

Treatmentinfinancialstatements

IAS38 IntangibleAssets states that thecost less residual valueofan intangibleasset
withafiniteusefullifeshouldbeamortisedonasystematicbasisoverthatlife,thatthe
amortisationmethodshouldreflectthepatternofbenefitsandthatitshouldbereviewed
atleastannually.

If thepatternofconsumptionofbenefitshaschanged, theamortisationmethodshould
be changed prospectively as a change in estimate under IAS 8Accounting Policies,
Changes inAccountingEstimatesandErrors. The launchof the competitorproduct in
December20X5changed theexpecteduseful lifeof the trademarkasexpected future
reductionsinsalesindicateahigherrateofconsumptionofthefutureeconomicbenefits
embodied in theasset.Hence, the trademarkshouldbeamortisedover theremaining
usefullifeof2.5yearsuntilMay20X8,asfollows.

Cost of trademark $3m ÷ 10 years useful life = $300,000 amortisation per year.
Thereforethecarryingamountat1December20X5is($3millioncostless($300,000
amortisationperyear×3yearssinceacquisition))=$2.1million.

Amortisationof$840,000($2.1m÷2.5years'remainingusefullife=$840,000)for
theyearto30November20X6shouldbeexpensedtoprofitorlossandincludedinthe
accumulatedamortisationofthetrademark.

IAS 36 Impairment of Assets states that an entity should assess at the end of each
reporting periodwhether there is any indication that an assetmaybe impaired. The
launch of the competitor product in December 20X5 is an external indicator of
impairmentasthefutureexpectedbenefitsfromtheassetarereducedasaresultofthe
competitor launch. As such Suntory should test the trademark for impairment. An
impairmentlossshouldberecognisediftherecoverableamountislessthanthecarrying
amountoftheasset.Therecoverableamountofanassetisthehigherofthefairvalue
lesscostsofdisposalanditsvalueinuse.

The carrying amount of the trademark at 30 November 20X6 is $3 million less
$900,000 (amortisation for three years as above) less $840,000 (amortisation for
currentyearasabove)=$1.26million.

The recoverable amount of the trademark has been calculated by Suntory as
$500,000. Therefore an impairment loss of $760,000 ($500,000 – $1.26m =
$760,000)shouldberecognisedat30November20X6.

ConceptualFrameworkandrelatedExposureDraft

TherequirementofIAS38toamortiseanintangibleassetisinlinewiththeprinciplesof
theConceptualFrameworkfortherecognitionofexpenses.TheConceptualFramework
statesthatexpensesshouldberecognisedwhenadecreaseinfutureeconomicbenefits
related to an asset has arisen that can be measured reliably. It also states that this
recognitionofexpenses shouldbeona systematicbasiswheneconomicbenefitsare
expectedtoariseoverseveralaccountingperiodsandtheassociationwithincomecan
only be broadly determined. The requirement of IAS 38 to select an amortisation
method that reflects the consumption of the economic benefits associated with the
intangibleassetisinagreementwiththisprinciple.

TheConceptualFrameworkdoesnotconsiderthemeasurementofassetsinanydetail.
However, the relatedExposureDraftdoesoutline that the carryingamountofa (non-
financial) asset held at historical cost is adjusted over time to depict the usage (ie
amortisation)andanyimpairment.TherequirementsofIAS38regardingmeasurement
ofintangibleassetsandthoseofIAS36regardingimpairmentofintangibleassetsare
inlinewiththeseproposals.
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(ii) Materiality

It iscorrect to say thatmateriality isa long-establishedconcept in financial reporting.
Thedefinitionofmaterialityisgenerallywellunderstood–itisanassessmentofwhether
theomissionormisstatementof informationwould impacton thedecisionsofusersof
the financial statements. Transactions, itemsormatters canbematerialeitherby their
size or their nature. The information needs of users is central to the definition of
materiality.TheIASBhasidentifiedthemainusersasinvestorsandpotentialinvestors,
lenders and other creditors, although there are a number of other users of financial
statements.

The reason the IASB has issued an Exposure Draft is because it believes there is
uncertaintyonbehalfofthepreparersoffinancialstatementsastohowtheconceptof
materiality should be applied. There is concern that too much information is being
reported in someareaswhereas important information is not being reported in other
areas,particularlyinrespectofthenotestothefinancialstatements.

It seems that some companies are unsure about how tomakemateriality judgements
andhave thereforeused thedisclosure requirements in IFRSsasachecklist. The IASB
believesthisiscontributingtotheproblemofalackofclarityandexcessivevolumeof
information being disclosed in the financial statements. It is hoped that better
applicationof thematerialityprinciplescanresult inannualreports thataremorefair,
balancedandrelevant.

TheExposureDraftproposedtoprovideguidanceastohowtheconceptofmateriality
shouldbeapplied.Itcovers:

 Thecharacteristicsofmateriality

 Howmaterialityshouldbeappliedwhenmakingdecisionsaboutthepresentation
anddisclosureofinformationinthefinancialstatements

 Howmaterialityshouldbeappliedwhenrecognisingandmeasuringinformation
inthefinancialstatements

 How to assess whether the omission if information is material to financial
statements

A Practice Statement has since been issuedwhich provides non-mandatory guidance
relatingtotheabove..

Inaseparateproject(ED2017/6)theIASBisconsultingonthedefinitionofmateriality.
The current definition of materiality has come under some criticism as it focuses on
ensuring that material information is not misstated or omitted, when in fact there is
concernthatkeyinformationisbeingobscuredbyimmaterialdisclosuresinthefinancial
statements. The IASB has proposed to amend the definition of materiality to make it
clearer that information is material if omitting, misstating or obscuring it could
reasonablybeexpectedtoinfluencethedecisionsofusersofthefinancialstatements.

(b) (i) Relatedparties

IAS24RelatedPartyDisclosuresrequiresanentity'sfinancialstatementstocontainthe
disclosuresnecessary todrawattention to thepossibility that its financialpositionand
profit or loss may have been affected by the existence of related parties and by
transactionsandoutstandingbalanceswithsuchparties.

The existence of a related party relationship, even if no transactions occur, may be
enough toaffect the transactionsof theentity.Knowledgeofanentity's relatedparty
relationships may therefore affect a user's assessment of an entity and the risks and
opportunitiesithas–whichiswhyIAS24requiresthisinformationtobedisclosed.
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AfundamentalprincipleofACCA'sCodeofEthicsandConductisthatofprofessional
behaviour,which includes compliancewith relevant regulation. It would therefore be
unethical not to disclose the information required by IAS 24. The motivation of the
finance director should be considered. It may be that he has other reasons for not
wantingtodisclosethisinformationwhichcouldbedubious.

IAS24definesarelatedpartyasfollows.

"Apersonoraclosememberof thatperson's family is related toareportingentity if
thatperson:

(i) Hascontrolorjointcontroloverthereportingentity;

(ii) Hassignificantinfluenceoverthereportingentity;or

(iii) Is amember of the keymanagement personnel of the reporting entity or of a
parentofthereportingentity."(IAS24:para.9(a))

WithregardstoSuntory,thefinancedirectorisarelatedparty,asheownsmorethan
halfofthevotingpower(60%).Intheabsenceofevidencetothecontrary,hecontrols
Suntoryandisamemberofthekeymanagementpersonnel.Thesalesdirectorisalsoa
relatedpartyofSuntoryassheisamemberofthekeymanagementpersonnelandisa
closemember(spouse)ofthefamilyofthefinancedirector.Theirsonisarelatedparty
ofSuntoryasheisaclosemember(son)oftheirfamily.Theoperationsdirectorisalso
a related party as he owns more than 20% of the voting power in Suntory. In the
absence of evidence to the contrary, the operations director has significant influence
overSuntoryandisamemberofthekeymanagementpersonnel.

Anentityisrelatedtoareportingentityiftheentityiscontrolledorjointlycontrolledby
a person identified as a related party. Hence, Baleel is a related party of Suntory.
Baleeliscontrolledbyrelatedparties,thefinanceandsalesdirectors,forthebenefitof
aclosememberoftheirfamily,ietheirson.

Intheabsenceofevidencetothecontrary,thethirdownerofthesharesisnotarelated
party. The person is a passive investor who does not appear to exert significant
influence over Suntory. The loan from the bank, which has been guaranteed by the
finance director, will be disclosed as such in the financial statements. Disclosure of
personalguaranteesgivenbydirectorsinrespectofborrowingsbythereportingentity
shouldbedisclosedinthenotestothefinancialstatements.

(ii) IAS24requiresrelatedpartydisclosuresinordertodrawattentiontothepossibilitythat
anentity'sfinancialpositionandprofitorlossmayhavebeenaffectedbytheexistence
of relatedparties andby transactionsandoutstandingbalanceswith suchparties. In
thiscase,thereisasingleinvestorowning10%oftheshareswhoseinvestmentmaybe
affected by the related party transactions undertaken. Related party transactions are
often not undertaken on the same commercial terms as normal 'arms-length'
transactions.Iftheentity,forexample,makespurchasesorobtainsborrowingsundera
relatedpartytransaction,thiscouldbeofbenefittotheinvestorasthetransactionmay
beatadiscountorarateofinterestthatislowerthancouldbeobtainedontheopen
market.Iftheentitymakesasaleorprovidesaloantoarelatedparty,thismaynotbe
ofbenefit to the investoras the transactionmaybeata lowerprofit level thanwould
otherwisebeobtainedorthepaymenttermsmaybesuchthat thecashflowsfromthe
transactionaresignificantlydelayed.Notallrelatedpartytransactionsareundertaken
on different terms offered in the normal course of business. An investor will want to
understand the relatedparty transactions inorder toassess their impact on the entity
anditsultimateobjectiveofmaximisingshareholderwealth.
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SectionA–BOTHquestionsarecompulsoryandMUSTbeattempted 

1Diamond 
P2Mar/Jun17,amended

The followingdraft statementsof financialposition relate toDiamond,SpadeandClub,allpublic
listedentities,asat31March20X7.

 Diamond Spade Club
$m $m $m

Assets 
Non-currentassets 
Property,plantandequipment 1,252 1,210 1,265
Investmentsinsubsidiaries 
Spade 1,140 
Club 928 
InvestmentinHeart 68    
 3,388 1,210 1,265
Currentassets 885 782 224
Totalassets 4,273 1,992 1,489
 
Equityandliabilities 
Equitysharecapital($1each) 1,650 720 700
Retainedearnings 1,180 880 364
Othercomponentsofequity 128 78 59
Totalequity 2,958 1,678 1,123
 
Non-currentliabilities 1,143 189 172
Currentliabilities 172 125 194
Totalliabilities 1,315 314 366
Totalequityandliabilities 4,273 1,992 1,489

Thefollowinginformationisrelevanttothepreparationoftheconsolidatedfinancialstatements:

1 On1April20X6,Diamondacquired70%oftheequityinterestsofSpade.At1April20X6,
theretainedearningsandothercomponentsofequityofSpadewere$780millionand$64
millionrespectively.

In accounting for theacquisitionof Spade, the financedirector did not takeaccount of the
non-controllinginterest,calculatingandrecordinganegativegoodwillfigureof$460million
ontheacquisition,beingthepurchaseconsiderationof$1,140millioncashlessthefairvalue
oftheidentifiablenetassetsofSpadeat1April20X6of$1,600million.However,itisgroup
policy tovaluenon-controllinginterestsat fairvalueand,at thedateofacquisition, thiswas
$485million.Theexcessinfairvalueoftheidentifiablenetassetsisduetonon-depreciable
land.

2 On 1 April 20X5, Diamond acquired 40% of the equity interests of Club for cash
consideration of $420 million. At this date the carrying amount and fair value of the
identifiablenetassetsofClubwas$1,032million.DiamondtreatedClubasanassociateand
equityaccountedforClubupto31March20X6.On1April20X6,Diamondtookcontrolof
Club, acquiring a further 45% interest and adding the consideration paid to the carrying
amount of its investment in Club. On 1 April 20X6, the retained earnings and other
components of equity ofClubwere$293millionand$59million respectively. The finance
director has calculatedanegativegoodwill figureof$562millionatacquisition,being the
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cashconsiderationof$500millionlessthefairvalueoftheidentifiablenetassetsof$1,062
million. Thedifferencebetween the carryingamounts and the fair valueswas in relation to
plantwitharemaininguseful lifeof fiveyears.ThesharepricesofDiamondandClubwere
$5.00and$1.60respectivelyon1April20X6.The fairvalueof theoriginal40%holding
and the fair value of the non-controlling interest should both be estimated using themarket
valueoftheshares.

3 Diamondhasowneda25%equityinterestinHeartforanumberofyears.Hearthadprofits
for theyearended31March20X7of$20millionwhichcanbeassumed tohaveaccrued
evenly. Heart does not have any other comprehensive income. On 30 September 20X6,
Diamondsolda10%equityinterestforcashof$42million.ThefinancedirectorofDiamond
was unsure of how to treat the disposal and has deducted the proceeds from the carrying
amountoftheinvestmentat1April20X6whichwas$110million(calculatedusingtheequity
accountingmethod).The fairvalueof the remaining15%shareholdingwasestimated tobe
$65millionat30September20X6and$67millionat31March20X7.Diamondnolonger
exercises significant influenceoverHeartandhasdesignated the remaining investmentasa
financialassetatfairvaluethroughothercomprehensiveincome.

4 Diamond operates a defined benefit pension scheme. On 31 March 20X7, the company
announcedthatitwastoclosedownabusinessdivisionandagreedtopayeachofits150
staffacashpaymentof$50,000 tocompensate them for lossofpensionasa resultof the
closure.Itisestimatedthattheclosurewillreducethepresentvalueofthepensionobligation
by$5.8million.ThefinancedirectorofDiamondisunsureofhowtodealwiththesettlement
andcurtailmentandhasnotyetrecordedanythingwithinitsfinancialstatements.

5 On 1 April 20X6, Diamond acquired a manufacturing unit under an eight-year lease
agreement.Theleaseassetandobligationshavebeenaccountedforcorrectlyinthefinancial
statements of Diamond. However, Diamond could not operate effectively from the unit until
alterations to its structure costing$6.6millionwere completed. Themanufacturing unitwas
ready for use on 31 March 20X7. The alteration costs of $6.6 million were charged to
administration expenses. The lease requires Diamond to restore the unit to its original
condition at the end of the lease term. Diamond estimates that this will cost a further $5
million.Marketinterestratesarecurrently6%.

Note.Thefollowingdiscountfactorsmayberelevant:

Periods 6%

 7 0.665
 8 0.627

Required

(a) (i) Explain to the financedirectorofDiamond,withappropriateworkings,howgoodwill
should have been calculated on the acquisitions of Spade and Club. Explain any
adjustmentsneededtocorrectanyerrorsmadebythefinancedirector. (10marks)

(ii) ExplaintothefinancedirectorofDiamond,withsupportingcalculations,howtorecord
the disposal of Heart in the consolidated financial statements for the year ended
31March20X7. Explain any adjustments needed to correct any errorsmade by the
financedirector. (5marks)

(iii) Discuss, with suitable workings, how the settlement and curtailment of Diamond's
defined benefit pension scheme should be reflected in the consolidated financial
statementsfortheyearended31March20X7. (3marks)

(iv) Advise the finance director how the manufacturing unit alteration costs should have
beendealtwith in theconsolidated financialstatements for theyearended31March
20X7. (3marks)
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(b) Diamond is looking atways to improve its liquidity.One option is to sell some of its trade
receivablestoadebtfactor.Thedirectorsareconsideringtwopossiblealternativeagreements
asdescribedbelow:

(i) Diamondcouldsell$40millionreceivablestoafactorwiththefactoradvancing80%of
thefundsinfullandfinalsettlement.Thefactoringisnon-recourseexceptthatDiamond
wouldguaranteethatitwillpaythe factorafurther9%ofeachreceivablewhichisnot
recoveredwithinsixmonths.Diamondbelievesthatitscustomersrepresentalowcredit
risk and so the probability of default is very low. The fair value of the guarantee is
estimatedtobe$50,000.

(ii) Alternatively,thefactorwouldadvance20%ofthe$40millionreceivablessold.Further
amountswillbecomepayabletoDiamondbutaresubjecttoanimputedinterestcharge
sothatDiamondreceivesprogressivelylessoftheremainingbalancethelongerittakesthe
factortorecoverthefunds.ThefactorhasfullrecoursetoDiamondforasix-monthperiod
afterwhichDiamondhasnofurtherobligationsandhasnorightstoreceiveanyfurther
paymentsfromthefactor.

Required

Explain the financial reportingprinciples involved indebt factoringandadvisehoweachof
theabovearrangementswouldimpactuponthefinancialstatementsoffutureyears.
 (9marks)

(Total=30marks)

2Star 

P2Mar/Jun17,amended

(a) Star,apubliclimitedcompanysupplyingoilproductsglobally,hasdebtcovenantsattachedto
someoftheloanbalancesincludedwithinliabilitiesonitsstatementoffinancialposition.The
covenantscreatealegalobligationtorepaythedebtinfullifStarfailstomaintainaliquidity
ratioandoperatingprofitmarginaboveaspecifiedminimum.Thedirectorsareconsidering
entering into a new five-year leasing arrangement but are concerned about the negative
impactwhichanypotential leaseobligationsmayhaveon thesecovenants. If theyproceed,
theyareproposing to construct the leaseagreement in suchaway that it is a seriesof six
ten-monthleasesratherthanasinglefive-yearleaseinordertoutilisetheshort-termtermlease
exemptionunderIFRS16Leases.Itwouldthenaccountfortheleasesinaccordancewiththeir
legal form. The directors believe that this will meet the requirements of the debt covenant,
thoughtheyareawarethattheproposedtreatmentmaybecontrarytoaccountingstandards.

Required

DiscusstheethicalissueswhicharisefromtheproposalbyStar. (6marks)

(b) Stariscurrentlysufferingadegreeofstagnationinitsbusinessdevelopment.Itsdomesticand
international markets are beingmaintained but it is not attracting new customers. Its share
price has not increasedwhilst that of its competitors has seen a rise of between 10%and
20%.Additionally,ithasrecentlyreceivedasignificantamountofadversepublicitybecause
of itspoorenvironmental recordand is tobe investigatedbyregulators inseveralcountries.
Although Star is a leading supplier of oil products, it has never felt the need to promote
sociallyresponsiblepoliciesandpracticesormakepositivecontributionstosocietybecauseit
has alwaysmaintained itsmarket share. It is renowned for poor customer support, bearing
little regard for the customs and cultures in the communitieswhere it does business. It had
recentlymadeadecisionnottopaytheamountsowingtocertainsmallandmediumentities
(SMEs)as thedirectors feel thatSMEsdonothavesufficient resources tochallenge thenon-
paymentinacourtoflaw.Themanagementofthecompanyisquiteauthoritarianandtends
nottovalueemployees'ideasandcontributions.
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Required

DiscusstheethicalandsocialresponsibilitiesofStarandwhetherachangeintheethicaland
socialattitudesofthemanagementcouldimprovebusinessperformance. (9marks)

(c) Inmanyorganisations,bonuspaymentsrelatedtoannualprofitsformasignificantpartofthe
totalremunerationofallseniormanagers,notjustthetopfewmanagers.ThedirectorsofStar
feel that the chief internal auditor makes a significant contribution to the company's
profitability,andshouldthereforereceiveabonusbasedonprofit.

Required

AdviseStar'sdirectorsastowhetherthisisappropriate. (3marks)

Professionalmarkswillbeawardedfortheapplicationofethicalprinciples. (2marks)

 (Total=20marks)
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SectionB–BOTHquestionsarecompulsoryandMUSTbeattempted

3Chesterfield 
You have just been appointed financial controller of Chesterfield Co, a family-controlled business
whichoperatesalargenumberoffurnitureshops,whicharelocatedacrossthecountry.Italsoowns
anumberoffactorieswhichmanufactureavarietyofproducts,mostofwhicharesoldthroughthe
shops.

Thenewmanagingdirector,ThomasConrad,appointedatthesametimeasyou,isveryconcerned
aboutthelimitedmanagementinformationavailable.Thefollowingareregularlyprepared:

 Quarterlyinternalfinancialaccounts
 Dailyandweeklysalesreports
 Statementscomparingratiosofgrossprofitandexpensestosales

Hewishestointroducebetterwaysofreportingperformanceasapreliminarysteptowards:

 Assessthequalityofthemanagementofthevariousoperations;and
 Undertakingsomerationalisationoftheoperations.

Hisinitialviewisthatbothmanagementandtheoperationsareveryvariableinquality.

His first thoughtswere that it couldbeuseful to receive reportson the returnoncapital employed
(ROCE)foreachoperation.

Required

Writeareporttothemanagingdirector,ThomasConrad,which:

(a) Explains the problems in measuring return on capital employed (ROCE) and the practical
problems this causes in developing and interpreting the ROCE measure for the purposes
envisaged (14marks)

(b) Explains the process of determining which financial and non-financial performance
measurementsareappropriateinthistypeofbusiness. (9marks)

 Professional marks will be awarded in this question for clarity and quality of presentation.
 (2marks)

  (Total=25marks)

4Skye 
P2Mar/Jun17,amended

(a) The existing Conceptual Framework has several notable omissions. It does not include an
explicit reference to substance over form nor does it define derecognition or when
derecognitionshouldoccur.TheInternationalAccountingStandardsBoardhasalsoremoved
prudence from its frameworkandhasattractedcriticism from theacademicandpractitioner
communities for doing so. The Exposure Draft ED 2015/3 on the Conceptual Framework
attemptstoexplaintherolesofprudenceandsubstanceoverforminfinancialreportingwhilst
puttingforwardproposalstoclarifytheaimsoftheaccountingrequirementsforderecognition.

Required

(i) Discussthefeaturesoftheconceptofprudenceandtheargumentsforandagainstitsre-
introductionintotheConceptualFramework. (6marks)

(ii) Explainwhy it is important for there tobeguidance in theConceptualFrameworkon
theroleofsubstanceover form,and theprinciplesrelating toderecognitionsetout in
theExposureDraftED2015/3ontheConceptual Framework. (8marks)
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(b) (i) SkyehasBshares in issuewhichallowtheholders torequest redemptionatspecified
datesandamounts.ThelegalcharterofSkyestatesthattheentityhasachoicewhether
ornottoaccepttherequestforrepaymentoftheBshares.Therearenootherconditions
attachedtothesharesandSkyehasneverrefusedtoredeemanyofthesharesuptothe
current year end of 31 May 20X7. In all other respects the instruments have the
characteristicsofequity.

Skyealsohaspreferencesharesinissuewhichareputtablebytheholdersatanytime
after31May20X7.Underthetermsoftheshares,Skyehastosatisfytheobligationfor
thepreference sharesonly if it has sufficientdistributable reserves. Local legislation is
quiterestrictiveindefiningtheprofitsavailablefordistributionasdividends.

ThedirectorsofSkyerequireadviceonhowtoclassifytheabovefinancialinstruments
inthecompany'sfinancialstatementsat31May20X7. (6marks)

(ii) Skye faces a claim for infringement of the intellectual property rights of a competitor
company.On31May20X7,Skyeagreedtosettletheclaimandhaspaid$15million
to thecompetitorplusavariableamountof2%baseduponfuturesales.Thevariable
amount represents compensation for the use of the intellectual property in the past
(0.5%)and for itsuse in the future (1.5%).ThedirectorsofSkyehave recentlyheard
that the ED 2015/3 on theConceptual Framework has changed the definition of a
liabilityandnowfeelthatthereisnofutureliabilityarisingonthesettlementoftheclaim
asithaspaidthecompensationduetodate.

ThedirectorsofSkye,however,stillrequireadviceonthematter. (5marks)

Required

AdvisethedirectorsofSkyeonhowtheabovetransactionsshouldbedealtwithinitsfinancial
statements with reference to relevant International Financial Reporting Standards and the
ExposureDraftED2015/3.

Note.Themarkallocationisshownagainsteachofthethreeissuesabove.

(Total=25marks)
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DO NOT TURN THIS PAGE UNTIL YOU HAVE

COMPLETED THE MOCK EXAM
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SectionA

1Diamond

Workbookreferences.Groupaccountingiscoveredinchapters10–14.Employeebenefitsare
coveredinChapter4,non-currentassetsinChapter3,leasinginChapter8anddebtfactoringin
Chapter7.

Toptips.Thisquestionfocusesonthecalculationofgoodwillandadisposalwheresignificant
influencewaslost.Itisimportantthatyoufocusontherequirementsandensurethatyougiveadvice
aswellaspreparingrelevantcalculations.Providingthecalculationsalonewillnotbesufficientto
meettherequirementsofthequestion.

Easymarks.Boththepensionsandleasepartsofthequestionalsocontaineasymarksifyouare
familiarwiththeseareasofthesyllabus.

Markingscheme 

  Marks

(a) (i) Goodwillonacquisitionof– Spade 5
 – Club 5
  10

(ii) DisposalofHeart  5
(iii) Pensionadjustment  3
(iv) Leasedmanufacturingunit   3

  21
(b) Debtfactoring   9
  30

 

(a) DiamondGroup

(i) GoodwillonacquisitionofSpadeandClub

GoodwillontheacquisitionofSpadeshouldhavebeencalculatedasfollows:

 $m $m
Cashconsideration  1,140
Non-controllinginterest–fairvalue  485
  1,625
Fairvalueofidentifiablenetassetsacquired: 
Sharecapital 720
Retainedearnings 780
Othercomponentsofequity 64
Fairvalueadjustment–land 36
  (1,600)
Goodwill  25

The finance director has not taken into account the fair value of the non-controlling
interest in the value of the goodwill. As the finance director had calculated negative
goodwill,theresultinggainisabargainpurchasetakendirectlytoprofitandlossunder
IFRS3BusinessCombinations,beforeanygainwas taken toprofitand lossareview
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should have been undertaken to ensure all of the assets and liabilities acquired had
beenfullyrecognisedandmeasuredappropriately.

Theadjustmenttotheconsolidatedfinancialstatementswouldbeasfollows:

DEBIT Goodwill $25million
DEBIT Profitorloss $460million
CREDIT NCI  $485million

GoodwillontheacquisitionofClubshouldhavebeencalculatedasfollows:

Diamond initially has equity accounted for its 40% interest inClub. Thiswould have
been accounted for as follows: (Note that the carrying amount of net assets at
31March20X6wouldbe$1,052million($700m+$293m+$59m))

 $m
Costofinvestment 420
Shareofpost-acquisitionnetassets(40%× ($1,052m– $1,032m) 8
 428

When purchasing the extra 45% the $500million cash has been added, hence the
investment in Club is $928 million in Diamond's financial statements. However, on
obtaining control in Club, the finance director of Diamond should have restated the
valueofitsoriginal40%investmenttofairvalue.Thefairvalueisbestestimatedusing
thesharepriceofClubandiscalculatedas(40%×$700m×$1.60)=$448million.
InDiamond's separate financial statements, the investment should have been debited
with a further $20 million ($448m – $428m) and the gain on the step acquisition
creditedtoprofitorloss.ThetreatmentisdrivenbyDiamondhavinggainedcontrolon
1April20X6.Theoriginal investment is treated is though itweredisposedofandre-
acquiredatfairvalue.

Goodwillwillbecalculatedasfollows:

 $m $m
Cashconsideration  500
Fairvalueoforiginal40%interest  448
  948
Non-controllinginterest(15%× $700m× $1.60)  168
  1,116

Fairvalueofidentifiablenetassetsacquired:

Sharecapital 700
Retainedearnings 293
Othercomponentsofequity 59
Fairvalueadjustment–plant 10
  (1,062)
Goodwill  54

Theadjustmenttotheconsolidatedfinancialstatementswouldbeasfollows:

DEBIT Goodwill $54million
DEBIT Profitorloss $562million
CREDIT NCI  $168million
CREDIT InvestmentinClub  $448million

Totalgoodwillistherefore$79million($25m+$54m).

Goodwillshouldbe testedfor impairmentonanannualbasis.Anyimpairmentshould
bechargedtoprofitorlossintheyearitisincurred.
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(ii) DisposalofHeart

Diamond would originally have had significant influence over Heart via its 25%
holding. The finance director of Diamond has equity accounted for Heart up to
31March 20X6 giving an equity value of $110million. The finance director should
have equity accounted right up to 30 September 20X6, at which point significant
influenceislost.Afurther$2.5million(25%×$20m×6/12)shouldhavebeenadded
totheinvestmentandincludedwithinretainedearnings.

On losing significant influence,aprofit or loss ondisposal shouldbe calculatedand
takentoprofitorlossasfollows:
 $m
Proceeds 42
Fairvalueofremaininginterestat30September20X6 65
 107
Investmentinassociateat30September20X6($110m+$2.5m) (112.5)
Lossondisposal (5.5)

Theremaining15%holdingisaninvestmentunderIFRS9FinancialInstrumentsandis
restated to fair valueof$67millionat31March20X7.Again is tobe recorded in
othercomponentsofequityof$2million($67m–$65m).

TheadjustmentstoDiamond'sfinancialstatementswouldbeasfollows:

DEBIT InvestmentinHeart $2.5million
CREDIT Retainedearnings  $2.5million

BeingDiamond'sshareofHeart'sresultsfrom1Aprilto30September20X6

CREDIT InvestmentinHeart  $47.5million
DEBIT Profitorloss $5.5million
DEBIT Cash $42million

Beinglossondisposalof10%interestinHeart

DEBIT InvestmentinHeart $2million
CREDIT Othercomponentsofequity  $2million

Beinggainonrestatementofinvestmenttofairvalue

(iii) Pensionadjustment

Hereacurtailmentandsettlementarehappening together,asDiamond is limiting the
future benefits from its defined benefit plan for this group of employees due to the
restructuring (curtailment) and compensating them by settling part of the existing
expectedfutureobligationwithaone-offlumpsumpaymentaspartoftheirtermination
benefits (settlement). The estimated settlement on the pension liability is $7.5 million
(150×$50,000)andshouldbeincludedwithincurrentliabilities,asitappearstobe
immediately due to Diamond's employees. As this is $1.7 million more than the
estimated curtailment gain of $5.8million, a loss of $1.7million should be taken to
profitorloss.Non-currentliabilitiesarereducedbythereductioninpensionobligations
of$5.8million.

The adjustments to incorporate the transaction into Diamond's financial statements
wouldbeasfollows:

DEBIT Profitorloss–settlementloss $1.7million
DEBIT Retirementbenefitobligation $5.8million
CREDIT Currentliabilities  $7.5million
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Being entries to reflect pension settlement and curtailment on closure of division,
unrecordedbyDiamond

(iv) Leasedmanufacturingunit

Thefactthatthisisaleasedassetdoesnotchangehowthesubsequentexpenditureon
theassetshouldbe treated.Thealterationcostsof$6.6millionshouldbecapitalised,
and not charged as an expense to profit or loss as they have been.A provision for
restoration costs of $3.3 million ($5m  0.665) should also be recognised and
capitalisedaspartofthecarryingamountoftheasset.

Diamondhasapresentobligationtoincurexpenditureasaresultofapastevent(the
structural alterations it has made to the manufacturing unit, which it must restore to
originalconditionunder the leaseithassignedtoreturn theunit to the lessee).Under
IAS37Provisions,Contingent LiabilitiesandContingentAssets aprovision shouldbe
recognisedforthefullrestorationcostof$3.3million.Becausethestructuralalterations
representaccesstofutureeconomicbenefits,thefuturecostalsorepresentsanassetand
thisshouldberecognised.

The adjustments to incorporate the transaction into Diamond's financial statements
wouldbeasfollows:

 $m $m
DEBIT Property,plantandequipment 9.9 
CREDITProfitorloss 6.6
CREDITNon-currentliabilities– restorationcost

provision
3.3

Being entries to reflect obligation for restoration of leasedasset and capitalisation of
alterationcosts

Theadditionalproperty,plantandequipment costsof$9.9millionwill require tobe
depreciatedovertheremaining7yearsofthelease($1.4millionperyear).

(b) IFRS 9 Financial Instruments requires Diamond to consider the commercial substance rather
than the legal form of the debt factoring arrangements. IFRS 9 suggests that the trade
receivables should be derecognised from the financial statements of Diamond when the
followingconditionsaremet:

(i) WhenDiamondhasnofurtherrightstoreceivecashfromthefactor

(ii) Whentherisksandrewardsofownershiprelatingtothereceivableshavesubstantiallybeen
transferredtothefactor

(iii) WhenDiamondhasnofurthercontroloverthetradereceivables

Agreementone

Withagreementonethereisasharingoftherisksandrewardsofownershipasthefactoring
is non-recourse except that Diamond retains an obligation to refund the factor 9% of
irrecoverabledebts. It canbe seen, however, that substantially all the risks and rewards of
ownershiphavepassedtothefactor.Theprobabilityofanindividualdefaultislowgiventhat
thereislowcreditriskandthefactorwouldsufferthevastmajorityofthelossarisingfromany
default. Diamond also has no further access to the rewards of ownership as the initial
$32million (80%  $40million) is in full and final settlement. Furthermore, the factor has
assumedfullcontroloverthecollectabilityofthereceivables.Thetradereceivablesshouldbe
derecognised from the financial statementsofDiamondand$8million,being thedifference
between the valueof the receivables soldand the cash received, shouldbe chargedasan
irrecoverabledebtexpenseagainsttheprofitsofDiamond.

Theguaranteeshouldbe treatedasaseparate financial liability inaccordancewith IFRS9.
Thiswouldinitiallybemeasuredatitsfairvalueof$50,000.
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Agreementtwo

Therisksandrewardsofownershipdonotinitiallypasstothefactorinrelationtoagreement
two.ThefactorhasfullrecoursetoDiamondforasix-monthperiodsotheirrecoverabledebt
risk is still with Diamond. Furthermore, Diamond still has the right to receive further cash
payments from the factor, theamounts tobe receivedbeingdependentonwhenand if the
customerspay the factor.Diamond thereforestillhas therisksassociatedwithslowpayment
by their customers. The receivables must not initially be derecognised from the financial
statementswiththe$8million(20%×$40m)proceedsbeingtreatedasashort-termliability
due to the factor.The receivablesand liabilitybalanceswouldgraduallybe reducedas the
factorrecoveredthecashfromDiamond'scustomerswhichwouldbeadjustedfortheimputed
interestandexpensed inprofitor loss.Should therebeany indicationof impairmentduring
thesix-monthperiod,thereceivablesshouldbecreditedwithacorrespondingchargetoprofit
orloss.

Followingsixmonths the risksand rewardsofownershiphavepassed to the factorand the
balanceson the loanand the receivableswouldbeoffset.The remainingbalance following
offset within the receivables of Diamond should be expensed in profit or loss as an
irrecoverabledebt.

2Star

Workbookreferences.EthicsarecoveredinChapter2.LeasingiscoveredinChapter8.

Toptips.Therearegenerousmarksavailableforthisthree-partethicsquestion.Ensureyousplit
yourtimeappropriatelyacrosstheparts.Donotwaffle.Remembertolinkyouranswertothe
scenario,theinformationisgivenforyoutouseit.Inbothparts(a)and(b)youmustensurethatyour
answerdemonstratesagoodunderstandingofethicalprinciplesratherthansimplytheabilityto
reiteratetheethicalcodes.

Easymarks.Parts(b)and(c)aremoregenericsothereisscopetogainmarksforsensible
discussion.

Markingscheme 

  Marks

(a) Leaseagreement 6
(b) Ethicalandsocialresponsibilities 9
(c) Internalauditorprofit-relatedbonus 3
Professionalmarks 2
  20

 

(a) Leaseagreementsubstancepresentation

Itisofcrucialimportancethatstakeholdersofacompanycanrelyonthefinancialstatements
in order to make informed and accurate decisions. The directors of Star have an ethical
responsibility to produce financial statements which comply with accounting standards, are
transparentandfreefrommaterialerror.Lenderswilloftenattachcovenantstothetermsofan
agreement in order to protect their interests in an entity. They would also be of crucial
importance topotential debt andequity investorswhenassessing the risksand returns from
anyfutureinvestmentintheentity.

The proposals by Star appear to be a deliberate attempt to circumvent the terms of the
covenants. The legal formwould be to treat the lease as a series of short-term leases. This
wouldbeaccountedforasexpensesinprofitor lossandnotrecognise theright-of-useasset
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andtheassociatedleaseobligationthatthesubstanceofthetransactionandIFRS16Leases
requires. Thiswouldbea formof 'off-balance sheet finance' andwould not report the true
assets and obligations of Star. It is likely that liquidity ratios would be adversely
misrepresented from the proposed accounting treatment. The operating profit margins are
likelytobeadverselyaffectedbytheattempttousetheshort-termexemption,astheexpenses
associatedwiththeleasearelikelytobehigherthanthedepreciationchargeifaleasedasset
was recognised, hence the proposal may actually be detrimental to the operating profit
covenant.

Star is aware that the proposed accounting treatment may be contrary to accounting
standards. Such manipulation would be a clear breach of the fundamental principles of
objectivity and integrity as outlined in the ACCA Code of Ethics. It is important that
accountants are seen to exercise professional behaviour and due care at all times. The
proposals by Star are likely to mislead stakeholders in the entity. This could discredit the
professioncreatinga lackofconfidencewithin theprofession.ThedirectorsofStarmustbe
reminded of their ethical responsibilities and persuaded that the accounting treatment must
fully complywith accounting standards andprinciples outlinedwithin the framework should
theyproceedwiththedebtfactoringagreements.

(b) Ethicalandsocialresponsibilities

Ethicsandcorporatesocial responsibilityare important in themselves,butalsobecause they
can improve business performance. At present the company is stagnating, because it has
focused onmaintainingmarket share and on its own shareholders at the expense of other
stakeholders.Corporatesocialresponsibilityisconcernedwithacompany'saccountabilityto
a wide range of stakeholders, not just shareholders. For Star, the most significant of these
include:

(i) Regulators
(ii) Customers
(iii) Creditors
(iv) Employees

Regulators

The relationship with regulators is not good, mainly because of a poor reputation on
environmental matters. Star just does the bare minimum, for example cleaning up
contaminationonlywhenlegallyobligedtodoso.

Adoptingenvironmentallyfriendlypoliciesandreportingindetailontheseinanenvironmental
report will go some way towards mending the relationship. Litigation costs, which have a
directimpactonprofit,canbeavoided.

Customers

Currently,Starprovidespoorcustomersupportandmakesnoefforttounderstandthecustoms
andculturesofthecountriesinwhichitoperates.Moreover,itmakesnopositivecontributions
and does not promote socially responsible policies. This attitude could easily alienate its
presentcustomersanddeternewones.Acompetitorwhodoesmakepositivecontributionsto
the community, for example in sponsoring education or environmental programmes,will be
seen as having the edge and could take customers away from Star. Corporate social
responsibility involves thinking long-term about the community rather than about short-term
profits, but in the long-term, profits could suffer if socially responsible attitudes are not
adopted.

Creditors

Suppliersarekeystakeholderswhomustbehandledresponsiblyifareputationin thewider
business community is not to suffer. Star's policy of not paying small and medium-sized
companies is very shortsighted.While such companiesmay not be in a position to sue for

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



Mockexam4:answers

 453

payment, the effect on goodwill and reputation will be very damaging in the long-term.
Suppliersmay be put off doing businesswith Star. Perhaps a key component can only be
sourced fromasmall supplier,whowillnot sell toStar ifwordgetsaround that itdoesnot
pay. This unethical and damaging policy must be discontinued and relationships with all
suppliersfostered.

Employees

Employeesareveryimportantstakeholders.Star'sauthoritarianapproachtomanagementand
its refusal to value employees or listen to their ideas, is potentially damaging to business
performance. High staff turnover is costly as new staff must be recruited and trained.
Employees who do not feel valued will not work as hard as those who do. In addition,
employeesmayhave somegood ideas to contribute thatwouldbenefitperformance;at the
momentStarismissingoutontheseideas.Actingresponsiblyandethicallyisnotjustright;it
shouldalsoleadtothecompanybeingmoreprofitableinthelongterm.

(c) Internalauditorbonus

For

ThechiefinternalauditorisanemployeeofStar,whichpaysasalarytohimorher.Aspartof
theinternalcontrolfunction,heorsheishelpingtokeepdowncostsandincreaseprofitability.
Itcouldthereforebearguedthatthechiefinternalauditorshouldhavearewardforaddingto
theprofitofthebusiness.

Against

Conversely,theproblemremainsthat,ifthechiefinternalauditorreceivesabonusbasedon
results, he or shemay be tempted to allow certain actions, practices or transactionswhich
should be stopped, but which are increasing the profit of the business, and therefore the
bonus.

Conclusion

Onbalance,itisnotadvisableforthechiefinternalauditortoreceiveabonusbasedonthe
company'sprofit.
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SectionB

3Chesterfield

Workbookreferences.TheinterpretationoffinancialstatementsiscoveredinChapter17.

Toptips.Inpart(a)youaregivenareasonableamountofinformationaboutthespecificreasons
whybetterperformancemeasurementisneeded,sodotrytousethisratherthanjustproducingan
answerlearntbyrote.Part(b)isquitehard:itisabouttheprocessofselectingmeasures,notabout
the measures themselves. Another valid approach would be to talk about critical success factors.
YouranswershouldbetailoredtothetypeofbusinessChesterfieldisinvolvedin.

Easymarks. Interpretation questions are generally not easy, but you should consider breaking
downtheratiointoitscomponentpartsanddiscussingtheproblemsaroundthoseasastartingpoint.
Providing appropriate headings and a professional tone in the report should help to gain the
professionalmarks.

Markingscheme 

  Marks

(a) ProblemsinmeasuringROCE 5
ProblemsindevelopingandinterpretingROCE 9
  14
(b) Explaintheprocessindevelopingmeasures

Professionalmarks

  9


 2
  25

 

REPORT

To: ThomasConrad,ManagingDirector

From: TheFinancialController  Date:XX.XX.XX

Subject: Returnoncapitalemployedandotherperformancemeasurements

(a) TheproblemswithReturnonCapitalEmployed

Returnoncapitalemployed(ROCE)isasimplemeasuretocalculate:itisthepercentagegiven
bydividingtheoperatingprofit (profitbeforeinterestandtax)madebyanoperationbythe
amountofcapital(totalassetslesscurrentliabilities)investedinordertomakethatprofit.Itisa
usefulmeasureof theefficiencyofoperations.However,bothelementsof theROCEfraction
presentproblemsinpractice.

Problemswithprofitbeforeinterestandtax(PBIT)

Chesterfield has a range of operations, with both manufacturing and retail components in
diversegeographical locations Inorder to calculateROCE,Chesterfieldneeds to separately
calculateandreportonthePBITforeachoperation.ThemanagementofChesterfieldneedto
decidewhatan'operation'isandensurethattheaccountingsystemcanprovidetherelevant
information.Itisreasonabletoexpectthattheretailoperationswouldgenerateahigherprofit
thanthefactories,socomparingretailvmanufacturingisnotareasonablemeasure.

Profitisafairlyarbitraryaccountingmeasure.Itdoesnotfocusonthequalityofanoperations
profits, nor how that operation uses and generates cash.Cash is likely to be an important
measurewhenconsideringthepotentialrationalisationofthebusiness.
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It is important that themanagementdonot justconsider theprofitandROCEfor thecurrent
year.Theywillhavetoobtainhistoricalinformationinordertodosometrendanalysisonthe
returns(whichinitselfhasproblemsashistoricalinformationisnotnecessarilyanindicatorof
futureperformance)orcalculateROCEacrossthenextfewperiodsinordertounderstandthe
movementovertime.

Problemswithcapitalemployed

Capitalemployedisallassetslesscurrentliabilitiesofabusiness.Forthebusinessasawhole
thesefiguresmaybeeasytoidentify,butwhenjudgingtheperformanceoftheseparate
operations that make up the business it will be hard to decide what element of
assets sharedby several different operations shouldbe taken intoaccount.
Forexample receivablesandpayablesmaybemanagedcentrallybyheadoffice,ormotor
vehiclesusedbyindividualshopsfordeliveriesmightbepartofapoolcoveringseveralshops
inaregion.

Eveniftheassetsusedbyseparateoperationscanbeidentifiedthereisthefurtherproblem
ofascribingavaluetothem.

(i) Ifassetsarevaluedathistoricalcost, thenanolderassetwillhavealowervaluethan
anidenticaloneacquiredmorerecently,whichwillresultinahigherROCE.Thiscould
meanthatshopsthathavenothadrecentinvestmentreportabetterROCEthannewer
shopsorthosethathaverecentlybeenrefitted.

(ii) If the value is restated at current cost, this may disguise the impact of the relative
inefficiencyofolderassetscomparedwithnewerones (forexample, repaircostsand
lackoftechnologicalimprovements).

(iii) Ifdepreciationistakenintoaccount,areallsimilarassetsbeingdepreciatedaccording
tothesameaccountingpolicy?

TheROCEmeasuremay,inanycase,notbeareliableguide to thequalityof the
managementofthevariousoperations.

(i) There is a considerable difference between the return likely to be achievable by a
factoryonitsassetscomparedwithashopandits,quitedifferent,assets.Likeshould
be comparedwith like,orallowancesshouldbemade fordifferences,otherwise
theexercisehasnovalidity.

(ii) If investment decisions are made centrally it may not be fair to measure a
manager'sability toearnareturnoncapital thatheorshemightnothavechosen to
investin,inthefirstplace.

(iii) Ifmanagershavecontrolovertheassetsinuseintheiroperation,theymaybe
inclinedtounder-investinnewassets inordertokeepcapitalemployedfigure
lowwhichwillhelptoinflateROCE.Thisisunlikelytobeintheinterestsofthe
companyasawhole.

(b) Determiningwhichperformancemeasurementsareappropriateforparticular
businesses

Overriding factors thatwilldeterminewhatperformancemeasuresareused inanybusiness
are the costs of setting up information systems to provide them and the
benefits of having them. As Chesterfield is a family-controlled company, performance
measurement is likely to bemore formanagement purposes than for external investors and
therefore the owners need to consider whether the investment needed to obtain relevant
informationisnecessarytofulfilitsstewardshipneeds.

The process is a matter of looking atwhat the business is aiming to achieve (its
mission)andwhat itactuallydoes.Forexample,onecompanymaybeaimingtobe
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thebiggestplayerinitsmarketwhileanotheraimstocornertheniche,luxuryendofamarket.
Speed of delivery may be crucial to the success of one business, whereas quality of the
finishedproduct,nomatterhowlongthistakes,maybecrucialtoanother.

The mission of an organisation can be split into four elements and
performancemeasurescanbedevisedtoreflecteachofthese.

(i) Purpose,forexamplemaximisingthewealthofthefamilyowners.

(ii) Strategy, defining the business the company is in (eg manufacturing and retail of
furniture), and the special competences it intends to use toprosper (eghandbuilt by
craftsmen).

(iii) Policiesandstandardsofbehaviour; forexample,customerservicestandards,
employeesallpaidlivingwageorabove.

(iv) Values, related to the organisation's culture. For example, employees who are
encouragedtotrainanddevelop,nogenderpay-gaps,fairtreatmentofsuppliers.

Measures are more likely to compare performance against that of
competitors.

Itislesseasytogeneraliseaboutmeasuresofwhatthebusinessdoes.Itisnecessary
tohaveadetailedunderstandingofhowthebusinessoperates,howitsproduction
systemsorservicedeliverysystemswork,whatchannelsitusesforsales,andsoon.Measures
suchasoutputpermachine,numberofreturnsperproductsoldorsalesperregion,canthen
bedevisedasappropriate.

Signed:FinancialController

4Skye

Workbookreferences.TheConceptualFrameworkandthedevelopmentsrelatedtoitare
coveredinChapter1,financialinstrumentsarecoveredinChapter7.

Toptips.Therearefourpartstothisquestionsobesuretoallocateyourtimeappropriatelyacross
themarks.Thequestionisdiscussion-basedsofocusyournarrativethroughoutanddonotwaffle.
Part(a)(i)aboutprudencetestsakeyconceptthatyoushouldbefamiliarwith.Statethearguments
infavourof,andagainst,theinclusionofprudenceintheConceptualFrameworklogically.Part(b)
(i)looksattheclassificationofequityinstrumentsintoliabilitiesandequity,anarrowfocusbutone
whichisfundamentaltounderstandingandinterpretingfinancialstatements.IfyouhaverevisedIAS
32thisisnotdifficultbutyouneedtousetheinformationgiventoclearlyexplainhowtheinstruments
fitthecriteria.Part(b)(ii)isalittlemorechallengingbutevenifyoudonotknowthefullanswer
therearemarksavailableforstraightforwardknowledgeoftheliabilitiesdefinitions,whichare
fundamental.

Easymarks.Part(a)(i)aboutprudencecontainsno'right'answerandsocontainsscopeforeasy
marksifyouareabletostatetheargumentsforandagainstclearly.Therearegenerousmarks
availableinPart(a)(ii)onsubstanceoverformandderecogition.Thisisstraightforwardknowledge
butyouneedtobefamiliarwiththecurrentdevelopmentsaroundtheConceptualFramework.Part
(b)(i)isnotdifficultisyouarefamiliarwithIAS32andPart(b)(ii)containsfurthereasymarksfor
knowledgeandapplicationofthedefinitionofaliability.
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Markingscheme 

  Marks

(a) (i) 1markperpointuptomaximum 6
(ii) 1markperpointuptomaximum 8

(b) (i) 1markperpointuptomaximum 6
 (ii) 1markperpointuptomaximum  5
 25

 

(a) (i) Thepreparersoffinancialstatementshavetodealwiththeuncertaintieswhichsurround
thepreparationoffinancialstatements.Forexample,eventssuchasthecollectabilityof
doubtfulreceivablesandtheprobableusefullifeofplantandequipmenthaveadegree
ofuncertaintyattachedtothem.Suchuncertaintiesarerecognisedbythedisclosureand
bytheexerciseofprudenceinthepreparationoffinancialstatements.Prudenceis the
inclusionofadegreeofcautionintheexerciseofthejudgementsneededinmakingthe
estimates requiredunderconditionsofuncertainty, such thatassetsor incomearenot
overstated and liabilities or expenses are not understated. However, the exercise of
prudence does not allow for deliberate understatement or deliberate overstatement
because the financial statements would not be neutral and, therefore, not have the
qualityof reliability. 

Prudence is a term used by different people tomean different things. Some use it to
refer to a need to bemore cautiouswhenmaking judgements relating to gains and
assets thanfor thoserelating to lossesandliabilities.Others feel that lossesshouldbe
recognisedatanearlierstagethangains.Faithfulrepresentationrequiresthatfinancial
statements are neutral and so an understanding of prudence is linked to an
understandingoftheterm'neutrality'.

Theargumentsput forwardagainst thereintroductionofprudenceinto theConceptual
Framework include the fact that there isnocommonunderstandingofwhatprudence
meansandthustherearedifferentinterpretationsastoitsmeaning.Thiscouldleadto
inconsistentapplicationoftheconcept.

The exercise of prudence can lead to greater subjectivity in the financial statements,
whichwillaffecttheevaluationoftheentity'sperformance.

However,theoppositeviewisthatareferencetoprudenceshouldbereinstatedinthe
ConceptualFramework.CertainStandardsareunderpinnedbytheconceptofprudence
andthereforeitisimportanttoexplainprudenceintheConceptualFrameworksothatit
can be applied consistently. Preparers of financial statements have a natural bias
towards optimismand therefore prudence is needed to counteract this bias. Investors
areoftenmoreconcernedwith the financial riskrelating topotential losses.Thereare
views that some form of conservatism has a role to play in financial reporting even
though there are different views about what form this would take. Additionally, the
financialcrisishasdemonstratedtheneedforprudencewhenmakingestimates.

(ii) TheexistingConceptualFrameworkdoesnotincludeanexplicitreferencetosubstance
overform.However,accountinginaccordancewithanelement'slegalform,andnotits
economic substance,would not result in a faithful representation. The ExposureDraft
proposes thata faithful representationshouldprovide informationabout thesubstance
of an economic phenomenon instead of merely information about its legal form.
Accounting for something in accordance with its legal form, even with appropriate
disclosures, cannot result in a faithful representation if the economic substance of the
itemisdifferent.
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TheexistingConceptualFrameworkdoesnotdefinederecognition,nordoesitdescribe
when derecognition should occur. As a result, different standards have adopted
different approaches to derecognition. The derecognition criteria need to reflect how
best toportraybothanentity'srightsandobligationsand changesin thoserightsand
obligations. The accounting requirements for derecognition should aim to represent
faithfully theassetsandtheliabilitiesretainedafter thederecognitionandthechanges
in the assets and the liabilities as a result of the transaction or event. If an entity
disposesofanentireassetoranentireliabilityandretainsnoexposuretothatassetor
liability,thennormallythereisnoissue,butitcanbemoredifficultifanentitydisposes
ofonlypartofanassetoraliability.Inmostcases,anentitywillachievethebestresult
ifitappliesthecontrolapproach,thatisbyderecognisinganassetoraliabilitywhenit
nolongermeetstherecognitioncriteria.

(b) (i) IAS 32 Financial Instruments: Presentation states that a liability is a contractual
obligationtodelivercashoranotherfinancialassettoanotherentityandthatanequity
instrumentisanycontractwhichevidencesaresidual interest in theassetsofanentity
afterdeductingallofitsliabilities.Inthiscase,Skyehasnoobligationtotransfercash
oranotherassettotheholdersoftheinstrumentsandthereforetheBsharesshouldbe
classedasequity.The fact thatSkyehasnot refused redemption in thepastdoesnot
causetheBsharestobeclassifiedasaliability.

ThepreferencesharescreateanobligationforSkyebecauseoftheputoptionclausein
the agreement. The fact that Skyemay not be in a position to satisfy the put option
featurebecauseofinsufficientdistributablereservesdoesnotnegatethefactthatSkye
hasanobligation.

(ii) TheEDConceptualFrameworksaysthataliabilityisapresentobligationoftheentityto
transfer an economic resource as a result of past events. A present obligation is an
obligation to transfer economic resources which the entity has no practical ability to
avoidandhasarisenfromapastevent,thatis,economicbenefitsalreadyreceivedor
activitiesalready conducted. The future sales-linked compensation isamechanism for
determining the amount of past and future use of the intellectual property. Therefore,
becausepartofthesettlementisavariableamounttopayforpastusage(eventhough
this is basedon future sales) Skye should recognisea financial liability under IFRS9
Financial Instrumentsat31May20X7. It isapresentobligationasa resultofapast
eventandthisprincipleisthebasisofthedefinitionofaliabilitynotonlyintheEDbut
alsointheexistingConceptualFramework.Asregardsthesales-linkedpaymentrelating
tofutureuse,theliabilityarisesasnewsalesarerealisedandrepresentsanexecutory
contractunderIAS37Provisions,ContingentLiabilitiesandContingentAssets.Inthese
circumstances, Skye should not recognise a liability as the variable amount is based
uponfuturesales,unlesstheexecutorycontractisdeemedtobeonerous.
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SectionA–BOTHquestionsarecompulsoryandMUSTbeattempted 

1Kutchen
The following group financial statements relate to the Kutchen Group which comprised Kutchen,
HouseandMach,allpubliclimitedcompanies.

GROUPSTATEMENTOFFINANCIALPOSITIONASAT31DECEMBER20X6

 $m
Assets 
Non-currentassets  
Property,plantandequipment  365
Goodwill –
Intangibleassets  23
  388
Currentassets  133
Totalassets  521
Equityandliabilities  
Sharecapitalof$1each  63
Retainedearnings  56
Othercomponentsofequity  26
Non-controllinginterest  3
  148
Non-currentliabilities  101
Currentliabilities  
Tradepayables  272
Totalliabilities  373
Totalequityandliabilities 521


At the time of the internal review of the group financial statements, the following issues were
discovered:

(1) On 1 June 20X6, Kutchen acquired 70% of the equity interests of House. The purchase
consideration comprised 20million shares of $1 of Kutchen at the acquisition date and a
further5millionshareson31December20X7ifHouse'snetprofitaftertaxationwasatleast
$4millionfortheyearendingonthatdate.

ThemarketpriceofKutchen's shareson1 June20X6was$2per shareand thatofHouse
was$4.20pershare.Itisfeltthatthereisa20%chanceoftheprofittargetbeingmet.

Inaccountingfor theacquisitionofHouse, the financedirectordidnot takeintoaccount the
non-controllinginterestinthegoodwillcalculation.Hedeterminedthatabargainpurchaseof
$8millionaroseontheacquisitionofHouse,beingthepurchaseconsiderationof$40million
less the fair value of the identifiable net assets of House acquired on 1 June 20X6 of
$48million.Thisvaluationwasincludedinthegroupfinancialstatementsabove.

AfterthedirectorsofKutchendiscoveredtheerror,theydecidedtomeasurethenon-controlling
interest at fair value at the date of acquisition. The fair value of the non-controlling interest
(NCI)inHousewastobebaseduponquotedmarketpricesatacquisition.Househadissued
sharecapitalof$1each,totalling$13millionat1June20X6andtherehasbeennochange
inthisamountsinceacquisition.
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(2) On1January20X6,Kutchenacquired80%oftheequityinterestsofMach,aprivatelyowned
entity, fora considerationof$57million. The consideration comprised cashof$52million
andthetransferofnon-depreciablelandwithafairvalueof$5million.Thecarryingamount
of the land at the acquisition date was $3 million and the land has only recently been
transferred to the sellerof the shares inMachand is still carriedat$3million in thegroup
financialstatementsat31December20X6.

Atthedateofacquisition,theidentifiablenetassetsofMachhadafairvalueof$55million.
Machhadmadeanetprofitattributabletoordinaryshareholdersof$3.6millionfortheyear
to31December20X5.

ThedirectorsofKutchenwishtomeasurethenon-controllinginterestatfairvalueatthedateof
acquisitionbut hadagainomittedNCI from thegoodwill calculation. TheNCI is tobe fair
valuedusingapublicentitymarketmultiplemethod.ThedirectorsofKutchenhaveidentified
twocompanieswhoare comparable toMachandwhoare tradingatanaverageprice to
earningsratio(P/Eratio)of21.ThedirectorshaveadjustedtheP/Eratioto19fordifferences
betweentheentitiesandMach,for thepurposeoffairvaluingtheNCI.Thefinancedirector
hasdeterminedthatabargainpurchaseof$3millionaroseontheacquisitionofMachbeing
the cash consideration of $52million less the fair value of the net assets ofMach of $55
million.Thisgainonthebargainpurchasehadbeenincludedinthegroupfinancialstatements
above.

(3) Kutchenhadpurchasedan80%interestinNichefor$40millionon1January20X6whenthe
fairvalueoftheidentifiablenetassetswas$44million.Thepartialgoodwillmethodhadbeen
usedtocalculategoodwillandanimpairmentof$2millionhadarisenintheyearended31
December20X6.TheholdinginNichewassoldfor$50millionon31December20X6.The
carryingamountofNiche'sidentifiablenetassetsotherthangoodwillwas$60millionatthe
date of sale. Kutchen had carried the investment in Niche at cost. The finance director
calculated that a gain arose of $2 million on the sale of Niche in the group financial
statementsbeing the saleproceedsof$50million less$48millionbeing their shareof the
identifiablenetassetsatthedateofsale(80%of$60million).Thiswascreditedtoretained
earnings.

(4) Kutchenhasdecidedtorestructureoneofitsbusinesssegments.Theplanwasagreedbythe
board of directors on 1October 20X6 and affects employees in two locations. In the first
location,halfof the factoryunitshavebeenclosedby31December20X6and theaffected
employees'pensionbenefitshavebeenfrozen.Anynewemployeeswillnotbeeligibletojoin
the defined benefit plan. After the restructuring, the present value of the defined benefit
obligationinthislocationis$8million.Thefollowingtablerelatestolocation1.

Valuebeforerestructuring     Location1
$m

Presentvalueofdefinedbenefitobligation    (10)
Fairvalueofplanassets       7
Netpensionliability       (3)

In the second location, all activities have been discontinued. It has been agreed that
employees will receive a payment of $4 million in exchange for the pension liability of
$2.4millionintheunfundedpensionscheme.

Kutchen estimates that the costs of the above restructuring excluding pension costs will be
$6million. Kutchen has not accounted for the effects of the restructuring in its financial
statementsbecauseitisplanningarightsissueanddoesnotwishtodepresstheshareprice.
Thereforetherehasbeennoformalannouncementoftherestructuring.
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Required

(a) (i) Explain to thedirectorsofKutchen,withsuitableworkings,howgoodwillshouldhave
beencalculatedontheacquisitionofHouseandMachshowingtheadjustmentswhich
need tobemade to theconsolidated financial statements tocorrectanyerrorsby the
financedirector. (10marks)

(ii) Explain,with suitable calculations, how the gain or loss on the sale ofNiche should
havebeenrecordedinthegroupfinancialstatements. (5marks)

(iii) Discuss,withsuitableworkings,howthepensionschemeshouldbedealtwithafterthe
restructuringof thebusiness segmentandwhetheraprovision for restructuring should
have beenmade in the financial statements for the year ended31December20X6.
 (7marks)

Note.Markswillbeallocatedin(a)forasuitablediscussionoftheprinciplesinvolvedaswell
astheaccountingtreatment.

(b) When Kutchen acquired the majority shareholding in Mach, there was an option on the
remainingnon-controllinginterest(NCI),whichcouldbeexercisedatanytimeupto31March
20X7.On31January20X7,KutchenacquiredtheremainingNCIinMach.Thepaymentfor
theNCIwasstructuredsothatitcontainedafixedinitialpaymentandaseriesofcontingent
amountspayableoverthefollowingtwoyears.

Thecontingentpaymentswere tobebasedon the futureprofitsofMachup toamaximum
amount. Kutchen felt that the fixed initial payment was an equity transaction. Additionally,
Kutchen was unsure as to whether the contingent payments were either equity, financial
liabilitiesorcontingentliabilities.

After a board discussion which contained disagreement as to the accounting treatment,
Kutchen is preparing to disclose the contingent payments in accordance with IAS 37
Provisions, Contingent Liabilities and Contingent Assets. The disclosure will include the
estimatedtimingofthepaymentsandthedirectors'estimateoftheamountstobesettled.

Required

Advise Kutchen on the difference between equity and liabilities, and on the proposed
accountingtreatmentofthecontingentpaymentsonacquisitionoftheNCIofMach. 
 (8marks)

 (Total=30marks)
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2Abby 
Abbyisacompanywhichconductsbusinessinseveralpartsoftheworld.

The accountant has discovered that the finance director of Abby has purchased goods from a
company,Arwight,whichthedirectorjointlyownswithhiswifeandtheaccountantbelievesthatthis
purchase should be disclosed. However, the director refuses to disclose the transaction as in his
opinion it is an 'arm's length' transaction. He feels that if the transaction is disclosed, it will be
harmful to business and feels that the information asymmetry caused by such non-disclosure is
irrelevantasmostentitiesundertakerelatedpartytransactionswithoutdisclosingthem.Similarly,the
directorfelt thatcompetitiveharmwouldoccurifdisclosureofoperatingsegmentprofitorlosswas
made.Asa result, the entity onlydisclosedameasureof total assets and total liabilities for each
reportablesegment.

Whenpreparingthefinancialstatementsfortherecentyearend,theaccountantnoticedthatArwight
has not paid an invoice for several million dollars and it is significantly overdue for payment. It
appearsthattheentityhasliquidityproblemsanditisunlikelythatArwightwillpay.Theaccountant
believesthatalossallowancefortradereceivablesisrequired.Thefinancedirectorhasrefusedto
make such an allowance and has told the accountant that the issue must not be discussed with
anyonewithinthetradebecauseofpossiblerepercussionsforthecreditworthinessofArwight.

Additionally,whencompletingtheconsolidatedfinancialstatements,thedirectorhassuggestedthat
thereshouldbenopositivefairvalueadjustmentsforarecentlyacquiredsubsidiaryandhasstated
thattheaccountant'scurrentpositionisdependentuponfollowingtheseinstructions.Thefairvalueof
thesubsidiary is$50millionabovethecarryingamount in thefinancialrecords.Thereasongiven
for not fair valuing the subsidiary's net assets is that goodwill is an arbitrary calculationwhich is
meaninglessinthecontextoftheperformanceevaluationofanentity.

Finally,whenpreparing the annual impairment tests of goodwill arising onother subsidiaries, the
director has suggested that theaccountant is flexible in theassumptions used in calculating future
expectedcashflows,sothatnoimpairmentofgoodwillarisesandthattheaccountantshouldusea
discountratewhichreflectsrisksforwhichfuturecashflowshavebeenadjusted.Hehasindicated
thathewillsupportasalaryincreasefortheaccountantifhefollowshissuggestions.

Required

Discuss theethicalandaccounting implicationsof theabove situations from theperspectiveof the
reportingaccountant. (18marks)

Professionalmarkswillbeawardedinquestion2fortheapplicationofethicalprinciples.(2marks)

 (Total=20marks)
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SectionB–BOTHquestionsarecompulsoryandMUSTbeattempted 

3Africant
(a) Africant owns several farms and also owns a divisionwhich sells agricultural vehicles. It is

consideringsellingthisagriculturalretaildivisionandwishestomeasurethefairvalueofthe
inventoryofvehiclesforthepurposeofthesale.Threemarketscurrentlyexistforthevehicles.
Africanthastransactedregularlyinallthreemarkets.

At31December20X5,Africantwishestofindthefairvalueof150newvehicles,whichare
identical.Thecurrentvolumeandpricesinthethreemarketsareasfollows:

Market Salesprice
pervehicle

$

Historical
volume–

vehiclessold
byAfricant

Totalvolume
ofvehicles
soldinthe

market

Transaction
costsper
vehicle
$

Transportcost
tomarketper

vehicle
$

 
Europe 40,000 6,000 150,000 500 400
Asia 38,000 2,500 750,000 400 700
Africa 34,000 1,500 100,000 300 600

Africant wishes to value the vehicles at $39,100 per vehicle as these are the highest net
proceedspervehicle,andEuropeisthelargestmarketforAfricant'sproduct.

(i) Africantwishes to understand the principles behind the valuation of the new vehicles
and also whether their valuation would be acceptable under IFRS 13 Fair Value
Measurement. (8marks)

(ii) Africantusestherevaluationmodelforitsnon-currentassets.Africanthasseveralplots
offarmlandwhichareunproductive.Thecompanyfeelsthatthelandwouldhavemore
valueifitwereusedforresidentialpurposes.Thereareseveralpotentialpurchasersfor
the land but planning permission has not yet been granted for use of the land for
residential purposes. However, preliminary enquiries with the regulatory authorities
seem to indicate that planning permission may be granted. Additionally, the
government has recently indicated that more agricultural land should be used for
residentialpurposes.

Africant hasalsobeenapproached to sell the land for commercialdevelopmentata
higher price than that for residential purposes and understands that fair value
measurementofanon-financialassettakesintoaccountamarketperspective.

Africant would like an explanation of what is meant by a 'market perspective' and
advice on how to measure the fair value of the land in its financial statements.
 (7marks)

Required

Advise Africant on the matters set out above (in (i) and (ii)) with reference to relevant
InternationalFinancialReportingStandards.

Note.Themarkallocationisshownagainsteachofthetwoissuesabove.

(b) Africantisabouttoholditsannualgeneralmeetingwithshareholdersandthedirectorswish
toprepareforanypotentialquestionswhichmayberaisedatthemeeting.Therehavebeen
discussions in themediaover the fact that themost relevantmeasurementmethodshouldbe
selected for each category of assets and liabilities. This 'mixed measurement approach' is
usedbymanyentitieswhenpreparingfinancialstatements.Therehavealsobeencommentsin
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themediaabouttheimpactthatmeasurementuncertaintyandpricevolatilitycanhaveonthe
qualityoffinancialinformation.

Required

Discusstheimpactwhichtheabovemattersmayhaveontheanalysisoffinancialstatements
byinvestorsinAfricant. (8marks)

Professional marks will be awarded in part (b) for clarity and quality of presentation.
 (2marks)

 (Total=25marks)

4Rationale
The directors of Rationale are reviewing the published financial statements of the group. The
followingisanextractofinformationtobefoundinthefinancialstatements.

Yearended  31
December

 31
December

  20X6  20X5
  $m $m  $m
Netprofit/(loss)beforetaxationandaftertheitems
setoutbelow (5)


38

 
Netinterestexpense 10  4
Depreciation  9  8
Amortisationofintangibleassets 3  2
Impairmentofproperty  10 
Insuranceproceeds  (7) 3 
  
Debtissuecosts  2 
Share-basedpayment  3  1
Restructuringcharges  4 
Impairmentofacquiredintangibleassets 6  8

Thedirectorsuse'underlyingprofit' tocommentonitsfinancialperformance.Underlyingprofit isa
measurenormallybasedonearningsbefore interest, tax,depreciationandamortisation (EBITDA).
However, the effects of eventswhichare not part of the usual business activity arealso excluded
whenevaluatingperformance.

Thefollowingitemswereexcludedfromnetprofittoarriveat'underlyingprofit'.In20X6,theentity
hadtowriteoffapropertyduetosubsidenceandtheinsuranceproceedsrecoveredforthisproperty
was recordedbut notapproveduntil20X7,when the company's insurer concluded that the claim
wasvalid.In20X6,theentityconsideredissuingloannotestofinanceanassetpurchase,however,
thepurchasedidnotgoahead.Theentityincurredcostsassociatedwiththepotentialissueandso
thesecostswereexpensedaspartofnetprofitbefore taxation.Theentity felt that theshare-based
paymentwasnota cashexpenseand that the valueof theoptionswas subjective. Therefore, the
directorswishedtoexcludetheitemfrom'underlyingprofit'.Similarly,thedirectorswishtoexclude
restructuringchargesincurredintheyear,andimpairmentsofacquiredintangibleassets.

Required

(a) (i) Discuss the possible concerns where an entity may wish to disclose additional
informationinitsfinancialstatementsandwhethertheExposureDraftontheConceptual
FrameworkforFinancialReportinghelpsindeterminingtheboundariesfordisclosure. 
 (8marks)
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(ii) Discusstheuseandthelimitationsoftheproposedcalculationof'underlyingprofit'by
Rationale.

Note. Your answer should includea comparative calculation of underlyingprofit for
theyearsended31December20X5and20X6. (9marks)

(b) Thedirectorsof Rationaleare confusedover thenatureofa reclassificationadjustmentand
understandthattheIASBhasissuedpronouncementsonthesubject.

Required

Discuss,withexamples,thenatureofareclassificationadjustmentandtheargumentsforand
againstallowingreclassificationofitemstoprofitorloss.

Note.AbriefreferenceshouldbemadeinyouranswertotheIASB'sExposureDraftonthe
ConceptualFramework. (8marks)

 (Total=25marks)
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Answers
 

DO NOT TURN THIS PAGE UNTIL YOU HAVE

COMPLETED THE MOCK EXAM

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




470

 

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551



Mockexam5:answers

 471

SectionA

Markingscheme 

 Marks

(a) (i) Discussion1markperpointtoamaximum  6
  Calculation  4
 (ii) Discussion1markperpointtoamaximum  3
  Calculation  2
 (iii) 1markforeachpointtoamaximum  7

(b) 1markforeachpointtoamaximum  8
  30

 

1Kutchen
(a) (i) Goodwill on the acquisition of House and Mach should have been calculated as

follows:

House 
 $m $m
Fairvalueofconsiderationfor70%interest  42 
Fairvalueofnon-controllinginterest 16.38 58.38
Fairvalueofidentifiablenetassetsacquired (48)
Goodwill 10.38

Contingent consideration should be valued at fair value and will have to take into
accountthevariousmilestonessetundertheagreement.Theexpectedvalueis(20%
5millionshares)1millionshares$2,ie$2million.Therewillbenoremeasurement
of the fair value in subsequent periods. If this were a liability, there would be
remeasurement.Thecontingentconsiderationwillbeshown inOCE.The fairvalueof
the consideration is therefore 20 million shares at $2 plus $2 million (above), ie
$42million.

ThefairvalueoftheNCIis30%13million$4.20=$16.38million.

ThefinancedirectorhasnottakenintoaccountthefairvalueoftheNCIinthevaluation
ofgoodwillor thecontingentconsideration. If thedifferencebetween the fairvalueof
theconsideration,NCIandtheidentifiablenetassetsisnegative,theresultinggainisa
bargainpurchaseinprofitor loss,whichmayariseincircumstancessuchasaforced
seller acting under compulsion. However, before any bargain purchase gain is
recognised inprofitor loss,andhence in retainedearnings in thegroupstatementof
financialposition, the financedirector shouldhaveundertakena review toensure the
identificationofassetsandliabilitiesiscomplete,andthatmeasurementsappropriately
reflectconsiderationofallavailableinformation.

Theadjustmenttothegroupfinancialstatementswouldbeasfollows:

DEBIT Goodwill $10.38million
DEBIT Profitorloss $8million
CREDIT NCI     $16.38million
CREDIT OCE     $2million

Downloaded by Taskin Reza Khalid (trk6868@gmail.com)

lOMoARcPSD|5054551

https://www.studocu.com/row?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=sbr-2019-revision-kit




472

Mach

NetprofitofMach for theyear to31December20X5 is$3.6million.TheP/E ratio
(adjusted)is19.ThereforethefairvalueofMachis19$3.6million,ie$68.4million.
TheNCIhasa20%holding;thereforethefairvalueoftheNCIis$13.68million.

 $m $m
Fairvalueofconsiderationfor80%interest($52m+$5m) 57
Fairvalueofnon-controllinginterest 13.68 70.68
Fairvalueofidentifiablenetassetsacquired  (55) 
Goodwill  15.68

The land transferred as part of the purchase consideration should be valued at its
acquisition date fair value of $5 million and included in the goodwill calculation.
Therefore the increase of $2 million over the carrying amount should be shown in
retainedearnings.

DEBIT PPE $2million
CREDIT Retainedearnings $2million

Theadjustmenttothegroupfinancialstatementswouldbeasfollows:

DEBIT Goodwill $15.68million
DEBIT Retainedearnings $3million
CREDIT NCI $13.68million
CREDIT PPE $5million

Totalgoodwillistherefore$(15.68+10.38)million,ie$26.06million.

(ii) Niche

Thefinancedirectorhadcalculatedthatagainaroseof$2milliononthesaleofNiche
in the group financial statements being the sale proceeds of $50 million less
$48millionwhichistheirshareoftheidentifiablenetassetsatthedateofsale(80%of
$60million).However,thecalculationofthegainorlossonsaleshouldhavebeenthe
difference between the carrying amount of the net assets (including any unimpaired
goodwill) disposed of and any proceeds received. The calculation of net assets will
include the appropriate portion of cumulative exchange differences and any other
amounts recognised in other comprehensive income and accumulated in equity.
Additionally, the loss on sale should have been reported as a loss in profit or loss
attributabletotheparent.

ThegainonthesaleofNicheshouldhavebeenrecordedasfollows:

 $m
Gain/(Loss)ingroupfinancialstatementsonsaleofNiche 
Saleproceeds 50
Less 
Shareofidentifiablenetassetsatdateofdisposal(80% $60million) (48)
Goodwill$(40m–(80%of$44m)– impairment$2m) (2.8)
LossonsaleofNicherecognisedingroupprofitorloss (0.8)

(iii) Afterrestructuring,thepresentvalueofthepensionliabilityinlocation1isreducedto
$8 million. Thus there will be a negative past service cost in this location of
$(10 – 8) million, ie $2 million. As regards location 2, there is a settlement and a
curtailmentasall liabilitywillbeextinguishedbythepaymentof$4million.Therefore
thereisalossof$(2.4–4)million,ie$1.6million.Thechangestothepensionscheme
inlocations1and2willbothaffectprofitorlossasfollows:
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Location1
DEBIT Pensionobligation $2m
CREDIT Retainedearnings $2m

Location2
DEBIT Pensionobligation $2.4m
DEBIT Retainedearnings $1.6m
CREDIT Currentliabilities $4m

IAS37Provisions,Contingent LiabilitiesandContingentAssets states thataprovision
forrestructuringshouldbemadeonlywhenadetailedformalplanisinplaceandthe
entity has started to implement the plan, or announced its main features to those
affected. A board decision is insufficient. Even though there has been no formal
announcementoftherestructuring,Kutchenhasstartedimplementingitandthereforeit
mustbeaccountedforunderIAS37.

Aprovisionof$6millionshouldalsobemadeattheyearend.

(b) TheFrameworkdefinesaliabilityasapresentobligation,arisingfrompasteventsandthereis
an expected outflow of economic benefits. IAS 32 Financial Instruments: Presentation
establishesprinciplesforpresentingfinancial instrumentsas liabilitiesorequity. IAS32does
notclassifyafinancialinstrumentasequityorfinancial liabilityonthebasisofits legalform
butonthesubstanceofthetransaction.Thekeyfeatureofafinancialliabilityisthattheissuer
isobliged todelivereithercashoranother financialasset to theholder.Anobligationmay
arisefromarequirementtorepayprincipalorinterestordividends.

In contrast, equity has a residual interest in the entity's assets after deducting all of its
liabilities.Anequityinstrumentincludesnoobligationtodelivercashoranotherfinancialasset
toanotherentity.Acontractwhichwillbesettledbytheentityreceivingordeliveringafixed
number of its own equity instruments in exchange for a fixed amount of cash or another
financial asset is an equity instrument.However, if there is any variability in theamount of
cashorownequityinstrumentswhichwillbedeliveredorreceived,thensuchacontractisa
financialassetorliabilityasapplicable.

The contingent payments should not be treated as contingent liabilities but they should be
recognised as financial liabilities and measured at fair value at initial recognition. IAS 37
Provisions, Contingent Liabilities and Contingent Assets excludes from its scope contracts
which are executory in nature, and therefore prevents the recognition of a liability.
Additionally,thereisnoonerouscontractinthisscenario.

Contingent consideration for a business must be recognised at the time of acquisition, in
accordancewithIFRS3BusinessCombinations.However,IFRSdonotcontainanyguidance
whenaccountingforcontingentconsiderationfortheacquisitionofaNCIinasubsidiary.The
contractforcontingentpaymentsdoesmeetthedefinitionofafinancialliabilityunderIAS32.
KutchenhasanobligationtopaycashtothevendoroftheNCIunderthetermsofacontract.
It is not within Kutchen's control to be able to avoid that obligation. The amount of the
contingentpaymentsdependsontheprofitabilityofMach,whichitselfdependsonanumber
of factorswhich are uncontrollable. IAS 32 states that a contingent obligation to pay cash
which is outside the control of both parties to a contractmeets the definition of a financial
liabilitywhichshallbeinitiallymeasuredatfairvalue.Sincethecontingentpaymentsrelateto
theacquisitionoftheNCI,theoffsettingentrywouldberecogniseddirectlyinequity.
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2Abby

Markingscheme 

 Marks

Accountingissues–1markperpointuptomaximum  10
Ethicalissues–1markperpointuptomaximum  8
Professional  2
  20

 

Theobjective of IAS24Related PartyDisclosures is to ensure that an entity's financial statements
contain thedisclosures necessary todrawattention to thepossibility that its financial positionand
profit or lossmayhavebeenaffectedby theexistenceof relatedpartiesandby transactionsand
outstandingbalanceswithsuchparties.Iftherehavebeentransactionsbetweenrelatedparties,there
shouldbedisclosureofthenatureoftherelatedpartyrelationshipaswellasinformationaboutthe
transactionsandoutstandingbalancesnecessary foranunderstandingof thepotentialeffectof the
relationshiponthefinancialstatements.Thedirectorisamemberofthekeymanagementpersonnel
of thereportingentityand theentity fromwhomthegoodswerepurchased is jointlycontrolledby
thatdirector.Thereforearelatedpartyrelationshipexistsandshouldbedisclosed.

IFRS8OperatingSegmentsrequiresanentitytoreportfinancialanddescriptiveinformationaboutits
reportable segments. Reportable segments are operating segments or aggregations of operating
segmentswhichmeetspecifiedcriteria.IFRS8doesnotcontaina'competitiveharm'exemptionand
requires entities to disclose the financial information which is provided by the chief operating
decision maker (CODM). The management accounts reviewed by the CODM may contain
commercially sensitive information, and IFRS 8 might require that information to be disclosed
externally.Under IFRS8,firmsshouldprovidefinancialsegmentdisclosureswhichenableinvestors
toassess thedifferent sourcesof riskand incomeasmanagementdoes. This sensitive information
would also be available for competitors. The potential competitive harm may encourage firms to
withholdsegmentinformation.However,thisiscontrarytoIFRS8whichrequiresinformationabout
the profit or loss for each reportable segment, including certain specified revenues and expenses
suchasrevenuefromexternalcustomersandfromtransactionswithothersegments,interestrevenue
andexpense,depreciationandamortisation,incometaxexpenseorincomeandmaterialnon-cash
items.

Areassuchasimpairmentsoffinancialassetsofteninvolvetheapplicationofprofessionaljudgement.
Thedirectormayhave receivedadditional information,whichhasallowedhim to formadifferent
opiniontothatoftheaccountant.Themattershouldbediscussedwiththedirectortoascertainwhy
no provision is required and to ask whether there is additional information available. However,
suspicionisraisedbythefactthattheaccountanthasbeentoldnottodiscussthematter.Whilstthere
maybe valid reasons for this, it appears again that the related party relationship is affecting the
judgementofthedirector.

Positivefairvalueadjustmentsincreasetheassetsoftheacquiredcompanyandassuchreducethe
goodwill recognised on consolidation. However, the majority of positive fair value adjustments
usuallyrelatetoitemsofproperty,plantandequipment.Asaresult,extradepreciationbasedonthe
net fair valueadjustment reduces thepost-acquisitionprofitsof the subsidiary. Thishasanegative
impactonimportantfinancialperformancemeasuressuchasEPS.Therefore,byreducingfairvalue
adjustments it will improve the apparent performance of new acquisitions and the consolidated
financial statements. Accountants should act ethically and ignore undue pressure to undertake
creativeaccountinginpreparingsuchadjustments.GuidancesuchasIFRS3BusinessCombinations
and IFRS 13 Fair Value Measurement should be used in preparing adjustments and professional
valuersshouldbeengagedwherenecessary.
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Inmeasuring value in use, thediscount rate used shouldbe thepre-tax ratewhich reflects current
marketassessmentsofthetimevalueofmoneyandtherisksspecifictotheasset.Thediscountrate
shouldnotreflectrisksforwhichfuturecashflowshavebeenadjustedandshouldequaltherateof
returnwhichinvestorswouldrequireiftheyweretochooseaninvestmentwhichwouldgeneratecash
flows equivalent to those expected from the asset. By reducing the impairment, it would have a
positive impacton the financial statements. Theofferofa salary increase is inappropriateandno
actionshouldbe takenuntil thesituation isclarified. Inappropriate financial reportingraises issues
and risks for those involved and others associated with the company.Whilst financial reporting
involvesjudgement,itwouldappearthatthissituationisrelatedtojudgement.

Thereareseveralpotentialbreachesofaccountingstandardsandunethicalpracticesbeingusedby
thedirector.Thedirectoristryingtocoercetheaccountantintoactingunethically.IAS1Presentation
of Financial Statements requiresall standards tobeapplied if fair presentation is tobeobtained.
Directorscannotchoosewhich standards theydoordonotapply. It is important thataccountants
identify issues of unethical practice and act appropriately in accordance with ACCA's Code of
Ethics. Theaccountant should discuss thematterswith the director. The technical issues should be
explainedandtherisksofnon-complianceexplainedtothedirector.Ifthedirectorrefusestocomply
withaccounting standards, then itwouldbeappropriate todiscuss thematterwithothersaffected
such as other directors and seek professional advice from the ACCA. Legal advice should be
consideredifnecessary.

Anaccountantwhocomesunderpressurefromseniorcolleagues tomakeinappropriatevaluations
anddisclosuresshoulddiscussthematterwiththepersonsuggestingthis.Thediscussionshouldtryto
confirmthefactsandthereportingguidancewhichneeds tobefollowed.Financialreportingdoes
involve judgement but the cases above seem to be more than just differences in opinion. The
accountant should keepa recordof conversationsandactionsanddiscuss thematterswithothers
affected by the decision, such as directors. Additionally, resignation should be considered if the
matterscannotbesatisfactorilyresolved.
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SectionB

3Africant

Markingscheme 

 Marks

(a) 1markperpointuptomaximum  15
(b) 1markperpointuptomaximum  8
Professional  2
  25

 

(a) (i) IFRS13 FairValueMeasurement says that fair value is an exit price in theprincipal
market, which is the market with the highest volume and level of activity. It is not
determinedbasedonthevolumeorlevelofactivityofthereportingentity'stransactions
inaparticularmarket.Oncetheaccessiblemarketsareidentified,market-basedvolume
andactivitydetermines theprincipalmarket.There isapresumption that theprincipal
marketistheoneinwhichtheentitywouldnormallyenterintoatransactiontosellthe
asset or transfer the liability, unless there is evidence to the contrary. In practice, an
entity would first consider the markets it can access. In the absence of a principal
market,itisassumedthatthetransactionwouldoccurinthemostadvantageousmarket.
Thisisthemarketwhichwouldmaximisetheamountwhichwouldbereceivedtosellan
asset orminimise the amountwhichwould be paid to transfer a liability, taking into
considerationtransportandtransactioncosts.Ineithercase,theentitymusthaveaccess
tothemarketonthemeasurementdate.Althoughanentitymustbeabletoaccessthe
marketat themeasurementdate, IFRS13doesnotrequireanentity tobeable tosell
theparticularassetortransfertheparticularliabilityonthatdate.Ifthereisaprincipal
marketfor theassetor liability, thefairvaluemeasurementrepresents thepriceinthat
marketatthemeasurementdateregardlessofwhetherthatpriceisdirectlyobservable
or estimated using another valuation technique and even if the price in a different
marketispotentiallymoreadvantageous.

Theprincipal(ormostadvantageous)marketpriceforthesameassetorliabilitymight
be different for different entities and therefore, the principal (or most advantageous)
marketisconsideredfromtheentity'sperspectivewhichmayresultindifferentpricesfor
thesameasset.

InAfricant'scase,Asiawouldbetheprincipalmarketasthisisthemarketinwhichthe
majority of transactions for the vehicles occur. As such, the fair value of the 150
vehicleswouldbe$5,595,000($38,000–$700=$37,300150).Actualsalesof
thevehicles ineitherEuropeorAfricawouldresult inagainor loss toAfricantwhen
comparedwith the fair value, ie$37,300. Themost advantageousmarketwouldbe
Europewhereanetpriceof$39,100(afterallcosts)wouldbegainedbysellingthere
andthenumberofvehiclessoldinthismarketisatitshighest.Africantwouldtherefore
utilisethefairvaluecalculatedbyreferencetotheAsianmarketasthisistheprincipal
market.

The IASB decided to prioritise the price in the most liquid market (ie the principal
market)asthismarketprovidesthemostreliablepricetodeterminefairvalueandalso
servestoincreaseconsistencyamongreportingentities.

IFRS13makesitclearthatthepriceusedtomeasurefairvaluemustnotbeadjustedfor
transaction costs, but should consider transportation costs. Africant has currently
deducted transaction costs in its valuation of the vehicles. Transaction costs are not
deemed to be a characteristic of an asset or a liability but they are specific to a
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transactionandwilldifferdependingonhowanentityentersintoatransaction.While
not deducted from fair value, an entity considers transaction costs in the context of
determining themostadvantageousmarketbecause theentity is seeking todetermine
the market which would maximise the net amount which would be received for the
asset.

(ii) A fair value measurement of a non-financial asset takes into account a market
participant'sabilitytogenerateeconomicbenefitsbyusingtheassetinitshighestand
best use or by selling it to anothermarket participantwhowould use the asset in its
highestandbestuse.Themaximumvalueofanon-financialassetmayarisefromitsuse
incombinationwithotherassetsorbyitself.IFRS13requirestheentitytoconsideruses
whicharephysicallypossible,legallypermissibleandfinanciallyfeasible.Theusemust
notbelegallyprohibited.Forexample,ifthelandisprotectedinsomewaybylawand
achangeoflawisrequired,thenitcannotbethehighestandbestuseoftheland.In
thiscase,Africant'slandforresidentialdevelopmentwouldonlyrequireapprovalfrom
theregulatoryauthorityandasthatapprovalseemstobepossible,thenthisalternative
usecouldbedeemedtobelegallypermissible.Marketparticipantswouldconsiderthe
probability, extent and timing of the approval which may be required in assessing
whetherachangeinthelegaluseofthenon-financialassetcouldbeobtained.

Africant would need to have sufficient evidence to support its assumption about the
potential for analternative use, particularly in light of IFRS13's presumption that the
highestandbestuseisanasset'scurrentuse.Africant'sbeliefthatplanningpermission
was possible is unlikely to be sufficient evidence that the change of use is legally
permissible.However,thefactthegovernmenthasindicatedthatmoreagriculturalland
shouldbereleasedforresidentialpurposesmayprovideadditionalevidenceastothe
likelihood that the land being measured should be based upon residential value.
Africantwouldneedtoprovethatmarketparticipantswouldconsiderresidentialuseof
thelandtobelegallypermissible.Providedthereissufficientevidencetosupportthese
assertions,alternativeuses,forexample,commercialdevelopmentwhichwouldenable
marketparticipantstomaximisevalue,shouldbeconsidered,butasearchforpotential
alternativeusesneednotbeexhaustive.Inaddition,anycoststotransformtheland,for
example, obtaining planning permission or converting the land to its alternative use,
and profit expectations from a market participant's perspective should also be
consideredinthefairvaluemeasurement.

If there aremultiple types ofmarket participantswhowould use the asset differently,
thesealternativescenariosmustbeconsideredbeforeconcludingontheasset'shighest
andbestuse. Itappears thatAfricant isnotcertainaboutwhatconstitutes thehighest
andbestuseand therefore IFRS13'spresumption that thehighestandbestuse isan
asset'scurrentuseappearstobevalidatthisstage.

(b) Someinvestorsmightargueinfavourofasinglemeasurementbasisforallrecognisedassets
and liabilities as the resulting totals and subtotals can have little meaning if different
measurement methods are used. Similarly, profit or loss may lack relevance if it reflects a
combinationofflowsbasedonhistoricalcostandofvaluechangesforitemsmeasuredona
currentvaluebasis.

However, the majority of investors would tend to favour a mixed measurement approach,
whereby themost relevantmeasurementmethod is selected foreachcategoryofassetsand
liabilities. This approach is consistent with how investors analyse financial statements. The
problemsofmixedmeasurementareoutweighedbythegreaterrelevanceachievedifthemost
relevant measurement basis is used for each class of assets and liabilities. The mixed
measurement approach is reflected in recent standards; for example, IFRS 9 Financial
Instruments and IFRS 15 Revenue from Contracts with Customers. Historical cost would not
have been relevant for all financial assets and has severe limitations for many liabilities;
hence,theonlyviablesinglemeasurementmethodwouldhavebeenfairvalue.
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IFRS9 requires the use of cost in some cases and fair value in other cases,while IFRS15
essentiallyappliescostallocation.ThedraftConceptualFrameworkdoesnotproposeasingle
measurementmethodforallassetsandliabilities,andinsteadsupportsthecontinueduseofa
mixedmeasurementapproach.

Mostaccountingmeasuresofassetsandliabilitiesareuncertainandrequireestimation.While
somemeasuresofhistoricalcostarestraightforwardasitistheamountpaidorreceived,there
aremanyoccasionswhenthemeasurementofcostcanbeuncertain–particularlyrecoverable
cost, forwhich impairmentanddepreciationestimatesare required. Ina similar vein,while
somemeasuresoffairvaluecanbeeasilyobservedbecauseoftheavailabilityofpricesinan
activelytradedmarket(aso-called'Level1'fairvalue),othersinevitablyrelyonmanagement
estimatesandjudgements('Level2'and'Level3').

Highmeasurementuncertaintymight reduce thequalityof informationavailable to investors.
Highprice volatilitymaymakeanalysingan investment in thatentitymorechallenging. Ifa
relevant measure of an asset or liability value is volatile, this should not be hidden from
investors.Toconcealitsvolatilitywoulddecreasetheusefulnessofthefinancialstatements.Of
course,suchvolatilegainsandlossesdoneedtobeclearlypresentedanddisclosed,because
theirpredictivevaluemaydifferfromthatprovidedbyothercomponentsofperformance.

4Rationale

Markingscheme 

 Marks

(a) (i) 1markperpointuptoamaximum  8
 (ii) 1markperpointuptoamaximum  9

(b) 1markperpointuptoamaximum   8
  25

 

(a) (i) There is no specific guidanceon informationwhich is not requiredbyan IFRSbeing
disclosed in financial statements. IFRS requires an entity to disclose additional
informationwhichisrelevant toanunderstandingof theentity's financialpositionand
financialperformance.

A company may disclose additional information where it is felt that an entity's
performance may not be apparent from accounts prepared under IFRS. A single
standardised set of accounting practices can never be sufficient information to
understandanentity'spositionorperformance.Additional informationcanhelpusers
understand management's view of what is important to the entity and the nature of
management'sdecisions.

Thereareconcernsrelatingtothedisclosureofadditionalinformation.Suchinformation
may not readily be derived or reconciled back to financial statements. There is also
difficulty comparing information across periods and between entities because of the
lackof standardisedapproaches.Also thepresentationofadditional informationmay
be inconsistent with that defined or specified in IFRS and the entity may present an
excessivelyoptimisticpictureofanentity'sfinancialperformance.Non-IFRSinformation
may make it difficult to identify the complete set of financial statements, including
whether the information isauditedornot.Additionally, the informationmaybegiven
undue prominence or credibility merely because of its location within the financial
statements. Non-IFRS financial information should be clearly labelled in a way that
distinguishes it from the corresponding IFRS financial information. Any term used to
describe the information should be appropriate having regard to the nature of the
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information. The term or label should not cause confusionwith IFRS information and
shouldaccuratelydescribethemeasure.

Disclosureboundariesarenotspecificallydefinedin IFRS,but theydoderivefromthe
objectiveoffinancialstatements.AccordingtotheproposalsintheongoingConceptual
Frameworkproject,theobjectiveoffinancialstatementsistoprovideinformationabout
an entity's assets, liabilities, equity, income and expenseswhich is useful to users of
financial statements inassessing theprospects for futurenet cash inflows to theentity
and in assessing management's stewardship of the entity's resources. As a result,
financial statementsprovide informationabout an entity's assets, liabilitiesandequity
which existed at the end of or during the reporting period and about income and
expenseswhicharoseduring the reportingperiod. It isdirectedatuserswhoprovide
resourcestothereportingentitybutlacktheabilitytocompeltheentitytoprovidethem
with the information which they need. The revised Framework limits the range of
addressees of general-purpose financial statements to existing or potential investors,
lenders and other creditors. The revised Framework continues to acknowledge that
general purpose financial statements may not provide information which serves all
users'needs.

(ii) ThedirectorsofRationaleareutilisingacontroversialfigureforevaluatingacompany's
earnings.Depreciationandamortisationarenon-cashexpensesrelatedtoassetswhich
havealreadybeenpurchasedandtheyareexpenseswhicharesubjecttojudgementor
estimates based on experience and projections. The company, by using EBITDA, is
attemptingtoshowoperatingcashflowsincethenon-cashexpensesareaddedback.

However, EBITDA can also be misused and manipulated. For example, depreciation
schedulescanbeextendedinordertoincreaseprofitswiththeconsequentialimpacton
this ratio. It can be argued that because the estimation of depreciation, amortisation
and other non-cash items is vulnerable to judgement error, the profit figure can be
distorted but by focusing on profits before these elements are deducted, a truer
estimation of cash flow can be given. However, the substitution of EBITDA for
conventional profit fails to take into account the need for investment in fixed capital
items.

Therecanbeanargument forexcludingnon-recurringitemsfromthenetprofit figure.
Therefore, it isunderstandable that thedeductions for the impairmentofproperty, the
insurance recoveryand thedebt issuecostsaremade toarriveat 'underlyingprofit'.
However, IAS1PresentationofFinancialStatements states thatanentityshallpresent
additionallineitems,headingsandsubtotalsinthestatementspresentingprofitandloss
and other comprehensive income when such presentation is relevant to an
understandingof theentity's financialperformance (para.55).Thisparagraphshould
notbeusedtojustifypresentationofunderlying,adjustedandpre-exceptionalmeasures
ofperformanceonthefaceoftheincomestatement.Themeasuresproposedareentity
specificandcouldobscureperformanceandpoormanagement.

Share-basedcompensationmaynotrepresentcashbutifanentitychoosestopayequity
toanemployee,thataffectsthevalueofequity,nomatterwhatformthatpaymentisin
and therefore it should be chargedas employee compensation. It is an outlay in the
form of equity. There is therefore little justification in excluding this expense from net
profit. Restructuring charges are a feature of an entity's business and they can be
volatile.Theyshouldnotbeexcludedfromnetprofitbecausetheyarepartofcorporate
life. In the case of Rationale, they have occurred in consecutive years and certainly
could not be considered 'one-off'. Severance costs and legal fees are not non-cash
items.

Impairments of acquired intangible assets usually reflect a weaker outlook for an
acquired business than was expected at the time of the acquisition, and could be
consideredtobenon-recurring.However, theimpairmentchargesareausefulwayof
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holdingmanagementaccountable for itsacquisitions. In this case, it seemsas though
Rationalehasnotpurchasedwiselyin20X6.

It appears as though Rationale wishes to disguise a weak performance in 20X6 by
adding back a series of expense items. EBITDA, although reduced significantly from
20X5,isnowapositivefigureandthereisanunderlyingprofitcreatedasopposedto
a loss.However,userswill stillbe facedwithasignificantdecline inprofitwhichever
measureisdisclosedbyRationale.Thelogicfortheincreaseinprofitisflawedinmany
casesbutthereisalackofauthoritativeguidanceinthearea.Manycompaniesadopt
non-financial measures without articulating the relationship between themeasures and
thefinancialstatements.

Yearended 31December 31December
 20X6 20X5

 ($m)  ($m)
Netprofit/(loss)beforetaxationandafterthe
itemssetoutbelow

(5) 38

Netinterestexpense 10 4
Depreciation 9 8
Amortisationofintangibleassets 3 2
EBITDA 17 52
Impairmentofproperty 10 
Insurancerecovery (7) –
Debtissuecosts  2 –
EBITDAafternon-recurringitems  22 52
Share-basedpayment  3 1
Restructuringcharges  4 
Impairmentofacquiredintangibleassets  6 8
Underlyingprofit 35 61

(b) Reclassificationadjustmentsareamountsrecycledtoprofitorlossinthecurrentperiodwhich
wererecognisedinOCIinthecurrentorpreviousperiods.Anexampleofitemsrecognisedin
OCIwhichmaybereclassifiedtoprofitorlossareforeigncurrencygainsonthedisposalofa
foreignoperationandrealisedgainsor lossesoncashflowhedges.Thoseitemswhichmay
not be reclassified are changes in a revaluation surplus under IAS 16 Property, Plant and
Equipment,andactuarialgainsandlossesonadefinedbenefitplanunderIAS19Employee
Benefits. However, there is a general lack of agreement about which items should be
presented in profit or loss and in OCI. The interaction between profit or loss and OCI is
unclear, especially the notion of reclassification and when or which OCI items should be
reclassified.Acommonmisunderstandingisthatthedistinctionisbaseduponrealisedversus
unrealisedgains.

There are several arguments for and against reclassification. If reclassification ceased, then
therewouldbenoneedtodefineprofitorloss,oranyothertotalorsubtotalinprofitorloss,
andanypresentationdecisionscanbe left tospecific IFRSs. It isargued that reclassification
protects the integrity of profit or loss and provides users with relevant information about a
transactionwhich occurred in the period.Additionally, it can improve comparabilitywhere
IFRSpermitssimilaritemstoberecognisedineitherprofitorlossorOCI.

Those against reclassification argue that the recycled amounts add to the complexity of
financial reporting, may lead to earnings management and the reclassification adjustments
maynotmeetthedefinitionsofincomeorexpenseintheperiodasthechangeintheassetor
liabilitymayhaveoccurredinapreviousperiod.
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The lackofaconsistentbasis fordetermininghow items shouldbepresentedhas led toan
inconsistentuseofOCIin IFRS.Opinionsvarybut thereisafeelingthatOCIhasbecomea
home for anything controversial because of a lack of clear definition of what should be
includedinthestatement.ManyusersarethoughttoignoreOCI,asthechangesreportedare
notcausedbytheoperatingflowsusedforpredictivepurposes.

TheEDstatesthatitisnotfeasibletoattempttodefineintheConceptualFrameworkwhenan
itemofincomeorexpenseshouldbeincludedinthestatementofprofitorlossorOCI.Instead,
high level guidance on reclassification has been included. The ED proposes that there is a
presumption that if income and expenses are included inOCI in one period, they will be
reclassifiedinsomefutureperiodwhenincludingtheincomeinthestatementofprofitorloss
enhancestherelevanceof theinformationinthatperiod.Thepresumptioncanberebuttedif
there isnoclearbasis for identifying theperiod inwhich thereclassificationwouldenhance
the relevanceof the information in the statementofprofitor loss. Thismay indicate that the
incomeor expense should not havebeen included inOCIoriginally. It canbeargued that
reclassificationadjustmentsdonotmeet thedefinitionof incomeandexpenses in theperiod
they occur and that, therefore, the IASB should acknowledge in theConceptual Framework
thoseadjustmentsasitemsofthestatement(s)ofperformancewhichdonotfulfilthedefinition
ofincomeandexpense.
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Mathematicaltables
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Presentvaluetable
Presentvalueof1=(1+r)-nwherer=discountrate,n=numberofperiodsuntilpayment.

Thistableshowsthepresentvalueof£1perannum,receivableorpayableattheendofnyears.

Periods Discountrates(r)
(n) 1% 2% 3% 4% 5% 6% 7% 8% 9% 10%
1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909
2 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826
3 0.971 0.942 0.915 0.889 0.864 0.840 0.816 0.794 0.772 0.751
4 0.961 0.924 0.888 0.855 0.823 0.792 0.763 0.735 0.708 0.683
5 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621
6 0.942 0.888 0.837 0.790 0.746 0.705 0.666 0.630 0.596 0.564
7 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.583 0.547 0.513
8 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.467
9 0.914 0.837 0.766 0.703 0.645 0.592 0.544 0.500 0.460 0.424
10 0.905 0.820 0.744 0.676 0.614 0.558 0.508 0.463 0.422 0.386
11 0.896 0.804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0.350
12 0.887 0.788 0.701 0.625 0.557 0.497 0.444 0.397 0.356 0.319
13 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290
14 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 0.299 0.263
15 0.861 0.743 0.642 0.555 0.481 0.417 0.362 0.315 0.275 0.239
16 0.853 0.728 0.623 0.534 0.458 0.394 0.339 0.292 0.252 0.218
17 0.844 0.714 0.605 0.513 0.436 0.371 0.317 0.270 0.231 0.198
18 0.836 0.700 0.587 0.494 0.416 0.350 0.296 0.250 0.212 0.180
19 0.828 0.686 0.570 0.475 0.396 0.331 0.277 0.232 0.194 0.164
20 0.820 0.673 0.554 0.456 0.377 0.312 0.258 0.215 0.178 0.149

 

Periods Discountrates(r)
(n) 11% 12% 13% 14% 15% 16% 17% 18% 19% 20%
1 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833
2 0.812 0.797 0.783 0.769 0.756 0.743 0.731 0.718 0.706 0.694
3 0.731 0.712 0.693 0.675 0.658 0.641 0.624 0.609 0.593 0.579
4 0.659 0.636 0.613 0.592 0.572 0.552 0.534 0.516 0.499 0.482
5 0.593 0.567 0.543 0.519 0.497 0.476 0.456 0.437 0.419 0.402
6 0.535 0.507 0.480 0.456 0.432 0.410 0.390 0.370 0.352 0.335
7 0.482 0.452 0.425 0.400 0.376 0.354 0.333 0.314 0.296 0.279
8 0.434 0.404 0.376 0.351 0.327 0.305 0.285 0.266 0.249 0.233
9 0.391 0.361 0.333 0.308 0.284 0.263 0.243 0.225 0.209 0.194
10 0.352 0.322 0.295 0.270 0.247 0.227 0.208 0.191 0.176 0.162
11 0.317 0.287 0.261 0.237 0.215 0.195 0.178 0.162 0.148 0.135
12 0.286 0.257 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112
13 0.258 0.229 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093
14 0.232 0.205 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.078
15 0.209 0.183 0.160 0.140 0.123 0.108 0.095 0.084 0.074 0.065
16 0.188 0.163 0.141 0.123 0.107 0.093 0.081 0.071 0.062 0.054
17 0.170 0.146 0.125 0.108 0.093 0.080 0.069 0.060 0.052 0.045
18 0.153 0.130 0.111 0.095 0.081 0.069 0.059 0.051 0.044 0.038
19 0.138 0.116 0.098 0.083 0.070 0.060 0.051 0.043 0.037 0.031
20 0.124 0.104 0.087 0.073 0.061 0.051 0.043 0.037 0.031 0.026
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Cumulativepresentvaluetable
Thistableshowsthepresentvalueof£1perannum,receivableorpayableattheendofeachyear
fornyears.

Periods Discountrates(r)
(n) 1% 2% 3% 4% 5% 6% 7% 8% 9% 10%
1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909
2 1.970 1.942 1.913 1.886 1.859 1.833 1.808 1.783 1.759 1.736
3 2.941 2.884 2.829 2.775 2.723 2.673 2.624 2.577 2.531 2.487
4 3.902 3.808 3.717 3.630 3.546 3.465 3.387 3.312 3.240 3.170
5 4.853 4.713 4.580 4.452 4.329 4.212 4.100 3.993 3.890 3.791
6 5.795 5.601 5.417 5.242 5.076 4.917 4.767 4.623 4.486 4.355
7 6.728 6.472 6.230 6.002 5.786 5.582 5.389 5.206 5.033 4.868
8 7.652 7.325 7.020 6.733 6.463 6.210 5.971 5.747 5.535 5.335
9 8.566 8.162 7.786 7.435 7.108 6.802 6.515 6.247 5.995 5.759
10 9.471 8.983 8.530 8.111 7.722 7.360 7.024 6.710 6.418 6.145
11 10.37 9.787 9.253 8.760 8.306 7.887 7.499 7.139 6.805 6.495
12 11.26 10.58 9.954 9.385 8.863 8.384 7.943 7.536 7.161 6.814
13 12.13 11.35 10.63 9.986 9.394 8.853 8.358 7.904 7.487 7.103
14 13.00 12.11 11.30 10.56 9.899 9.295 8.745 8.244 7.786 7.367
15 13.87 12.85 11.94 11.12 10.38 9.712 9.108 8.559 8.061 7.606
16 14.718 13.578 12.561 11.652 10.838 10.106 9.447 8.851 8.313 7.824
17 15.562 14.292 13.166 12.166 11.274 10.477 9.763 9.122 8.544 8.022
18 16.398 14.992 13.754 12.659 11.690 10.828 10.059 9.372 8.756 8.201
19 17.226 15.678 14.324 13.134 12.085 11.158 10.336 9.604 8.950 8.365
20 18.046 16.351 14.877 13.590 12.462 11.470 10.594 9.818 9.129 8.514

 

Periods Discountrates(r)
(n) 11% 12% 13% 14% 15% 16% 17% 18% 19% 20%
1 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833
2 1.713 1.690 1.668 1.647 1.626 1.605 1.585 1.566 1.547 1.528
3 2.444 2.402 2.361 2.322 2.283 2.246 2.210 2.174 2.140 2.106
4 3.102 3.037 2.974 2.914 2.855 2.798 2.743 2.690 2.639 2.589
5 3.696 3.605 3.517 3.433 3.352 3.274 3.199 3.127 3.058 2.991
6 4.231 4.111 3.998 3.889 3.784 3.685 3.589 3.498 3.410 3.326
7 4.712 4.564 4.423 4.288 4.160 4.039 3.922 3.812 3.706 3.605
8 5.146 4.968 4.799 4.639 4.487 4.344 4.207 4.078 3.954 3.837
9 5.537 5.328 5.132 4.946 4.772 4.607 4.451 4.303 4.163 4.031
10 5.889 5.650 5.426 5.216 5.019 4.833 4.659 4.494 4.339 4.192
11 6.207 5.938 5.687 5.453 5.234 5.029 4.836 4.656 4.486 4.327
12 6.492 6.194 5.918 5.660 5.421 5.197 4.988 4.793 4.611 4.439
13 6.750 6.424 6.122 5.842 5.583 5.342 5.118 4.910 4.715 4.533
14 6.982 6.628 6.302 6.002 5.724 5.468 5.229 5.008 4.802 4.611
15 7.191 6.811 6.462 6.142 5.847 5.575 5.324 5.092 4.876 4.675
16 7.379 6.974 6.604 6.265 5.954 5.668 5.405 5.162 4.938 4.730
17 7.549 7.120 6.729 6.373 6.047 5.749 5.475 5.222 4.990 4.775
18 7.702 7.250 6.840 6.467 6.128 5.818 5.534 5.273 5.033 4.812
19 7.839 7.366 6.938 6.550 6.198 5.877 5.584 5.316 5.070 4.843
20 7.963 7.469 7.025 6.623 6.259 5.929 5.628 5.353 5.101 4.870
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