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Helping you to pass

As an ACCA Approved Content Provider, BPP Learning Media gives you the opportunity to use study
materials reviewed by the ACCA examination team. By incorporating the examination team's comments
and suggestions regarding the depth and breadth of syllabus coverage, the BPP Learning Media Study
Text provides excellent, ACCA-approved support for your studies.

Before you can qualify as an ACCA member, you not only have to pass all your exams but also fulfil a three
year practical experience requirement (PER). To help you to recognise areas of the syllabus that you
might be able to apply in the workplace to achieve different performance objectives, we have introduced
the 'PER alert' feature. You will find this feature throughout the Study Text to remind you that what you
are learning to pass your ACCA exams is equally useful to the fulfilment of the PER requirement.

Your achievement of the PER should now be recorded in your online My Experience record.

Studying can be a daunting prospect, particularly when you have lots of other commitments. The different
features of the Study Text, the purposes of which are explained fully on the Chapter features page, will
help you whilst studying and improve your chances of exam success.

Our Study Texts are completely focused on helping you pass your exam.

Our advice on Studying F7 outlines the content of the paper, the necessary skills you are expected to be
able to demonstrate and any brought forward knowledge you are expected to have.

Exam focus points are included within the chapters to highlight when and how specific topics were
examined, or how they might be examined in the future.

You can find the syllabus and study guide on pages ix—xx of this Study Text.

Testing yourself helps you develop the skills you need to pass the exam and also confirms that you can
recall what you have learnt.

We include Questions — lots of them — both within chapters and in the Practice Question Bank, as well as
Quick Quizzes at the end of each chapter to test your knowledge of the chapter content.
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Chapter features

Each chapter contains a number of helpful features to guide you through each topic.

Topic list

Introduction
Study Guide

Exam Guide
Knowledge brought forward from earlier studies
EETe)

Examples

Key terms
Exam focus points

Formula to learn

L]
PER alert

Chapter Roundup

Practice Question Bank

m Introduction

Tells you what you will be studying in this chapter and the
relevant section numbers, together with ACCA syllabus
references.

Puts the chapter content in the context of the syllabus as
a whole.

Links the chapter content with ACCA guidance.

Highlights how examinable the chapter content is likely to
be and the ways in which it could be examined.

What you are assumed to know from previous
studies/exams.

Summarises the content of main chapter headings,
allowing you to preview and review each section easily.

Demonstrate how to apply key knowledge and
techniques.

Definitions of important concepts that can often earn you
easy marks in exams.

Tell you when and how specific topics were examined, or
how they may be examined in the future.

Formulae that are not given in the exam but which have to
be learnt.

This is a new feature that gives you a useful indication of
syllabus areas that closely relate to performance
objectives in your Practical Experience Requirement
(PER).

Give you essential practice of techniques covered in the
chapter.

Provide real world examples of theories and techniques.

A full list of the Fast Forwards included in the chapter,
providing an easy source of review.

A quick test of your knowledge of the main topics in the
chapter.

Found at the back of the Study Text with more
comprehensive chapter questions. Cross referenced for
easy navigation.
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1 Studying F7
F7 is a demanding paper covering all the fundamentals of financial reporting. It has five main sections:

The conceptual framework of accounting

The regulatory framework

Preparation of financial statements which conform with IFRS
Preparation of consolidated financial statements

Analysis and interpretation of financial statements

o1k W=

All of these areas will be tested to some degree at each sitting. Sections 3 and 4 are the main areas of
application and you must expect to have to produce consolidated and single company financial statements
in your exam.

Some of this material you will have covered at lower level papers. You should already be familiar with
accounting for inventories and non-current assets and preparing simple statements of profit or loss,
statements of financial position and statements of cash flows. You should know the basic ratios.

F7 takes your financial reporting knowledge and skills up to the next level. New topics are consolidated
financial statements, long-term contracts, biological assets, financial instruments and leases. There is also
coverage of creative accounting and the limitations of financial statements and ratios. New topics from
September 2016 are foreign currency and disposals of subsidiaries. These will be examined at only a very
basic level.

If you had exemptions from lower level papers or feel that your knowledge of lower level financial
reporting is not good enough, you may want to get a copy of the Study Text for F3 Financial Accounting
and read through it, or at least have it to refer to. You have a lot of new material to learn for F7 and basic
financial accounting will be assumed knowledge.

The way to pass F7 is by practising lots of exam-level questions, which you will do when you get onto
revision. Only by practising questions do you get a feel for what you will have to do in the exam. Also,
topics which you find hard to understand in the Study Text will be much easier to grasp when you have
encountered them in a few questions. So don't get bogged down in any area of the Study Text. Just keep
going and a lot of things you find difficult will make more sense when you see how they appear in an exam
question.

BPP Introduction _
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2 The exam paper

Format of the paper

Marks
Question 1 —15 MCQs 30
Question 2 — three case questions — 10 marks each 30
Question 3 20
Question 4 20
100

From September 2016, the exam will be 3 hours and 15 minutes in duration. The exam paper is divided
into three sections.

Section A consists of 15 multiple choice questions of 2 marks each.
Section B consists of 15 mini scenario based multiple choice questions of 2 marks each.

Section C consists of 2 constructive response questions of 20 marks each. In Section C, answers to the
questions will require a mixture of calculations and discussion.

All questions are compulsory.

The exam will cover as much of the syllabus as possible.

Computer Based Examination

ACCA have announced that they intend to commence the launch of computer based exams (CBEs) for F5—
F9 towards the end of 2016. At the time of going to print the exact details had not been confirmed. Paper
based examinations will be run in parallel while the CBEs are phased in and BPP materials have been
designed to support you, whichever exam option you choose.

m Introduction ‘ BPP @
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Syllabus and study guide

The F7 syllabus and study guide can be found below.

MAIN CAPABILITIES

Syllabus

On successful completion of this paper candidates

CR (P2) BA (P3) should be able to:
L [ A Discuss and apply a conceptual and regulatory
: frameworks for financial reporting
CL (F4) R (F;) R AA (F8) B Account for transactions in accordance with
International accounting standards
ry
C  Analyse and interpret financial statements.
PR D  Prepare and present financial statements
for single entities and business combinations in
AlM accordance with International accounting

standards
To develop knowledge and skills in understanding

and applying accounting standards and the
theoretical framework in the preparation of financial
statements of entities, including groups and how to
analyse and interpret those financial statements.

RELATIONAL DIAGRAM OF MAIN CAPABILITIES

The conceptual and regulatory framework
for financial reporting
(A)

Analysing
and
interpreting
financial
statements
(C)

Accounting for transactions in financial statements (B)

F Yy
h 4

Preparation of financial statements (D) “ >

© ACCA 2016-2017 All rights reserved.
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- Introduction

RATIONALE

The financial reporting syllabus assumes knowledge
acquired in Paper F3, Financial Accounting, and
develops and applies this further and in greater
depth.

The syllabus begins with the conceptual framework
for financial reporting with reference to the
qualitative characteristics of useful information and
the fundamental bases of accounting introduced in
the Paper F3 syllabus within the Knowledge
module. It then moves into a detailed examination
of the regulatory framework of accounting and how
this informs the standard setting process.

The main areas of the syllabus cover the reporting of
financial information for single companies and for
groups in accordance with generally accepted
accounting principles and relevant accounting
standards.

Finally, the syllabus covers the analysis and
interpretation of information from financial reports.

© ACCA 2016-2017 All rights reserved.
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DETAILED SYLLABUS

A

10.

11.

The conceptual and regulatory framework for
financial reporting

The need for a conceptual framework and the
characteristics of useful information

Recognition and measurement
Regulatory framework

The concepts and principles of groups and
consolidated financial statements

Accounting for transactions in financial
statements

Tangible non-current assets

Intangible assets

Impairment of assets

Inventory and biological assets

Financial instruments

Leasing

Provisions and events after the reporting period
Taxation

Reporting financial performance

Revenue

Government grants

12. Foreign currency transactions

c

Analysing and interpreting the financial
statements of single entities and groups

Limitations of financial statements
Calculation and interpretation of accounting
ratios and trends to address users’ and

stakeholders’ needs

Limitations of interpretation techniques

© ACCA 2016-2017 All rights reserved.

(AS]

Specialised, not-for-profit, and public sector
entities

Preparation of financial statements
Preparation of single entity financial statements

Preparation of consolidated financial
statements including an associate

Introduction _



m Introduction

APPROACH TO EXAMINING THE SYLLABUS

The syllabus is assessed by a three-hour 15 minutes
paper-based examination.

All questions are compulsory. It will contain both
computational and discursive elements.

Some questions will adopt a scenario/case study
approach.

Section A of the exam comprises 15 objective test
questions of 2 marks each.

Section B of the exam comprises three 10 mark
case-based questions. Each case has five objective
test questions of 2 marks each.

Section B of the exam comprises two 20 mark
questions.

The 20 mark questions will examine the
interpretation and preparation of financial
statements for either a single entity or a group. The
section A questions and the other questions in
section B can cover any areas of the syllabus.

An individual question may often involve elements

that relate to different subject areas of the syllabus.
For example the preparation of an entity's financial
statements could include matters relating to several
accounting standards.

Questions may ask candidates to comment on the
appropriateness or acceptability of management's
opinion or chosen accounting treatment. An
understanding of accounting principles and concepts
and how these are applied to practical examples will
be tested.

Questions on topic areas that are also included in
Paper F3 will be examined at an appropriately
greater depth in this paper.

Candidates will be expected to have an appreciation
of the need for specified accounting standards and
why they have been issued. For detailed or complex
standards, candidates need to be aware of their
principles and key elements.

© ACCA 2016-2017 All rights reserved.

BPP

LEARNING MEDIA

O



Study Guide

A

a)

b)
c)
d)
e

f)

a)
b)

c)

d)

BPP
LEARNING MEDIA

THE CONCEPTUAL AND REGULATORY
FRAMEWORK FOR FINANCIAL REPORTING

The need for a conceptual framework and the
characteristics of useful information

Describe what is meant by a conceptual
framework for financial reporting.'

Discuss whether a conceptual framework is
necessary and what an alternative system
might be.®

Discuss what is meant by relevance and
faithful representation and describe the
qualities that enhance these characteristics.”?!

Discuss whether faithful representation
constitutes more than compliance with
accounting standards.'"!

Discuss what is meant by understandability
and verifiability in relation to the provision of
financial information.””!

Discuss the importance of comparability and
timeliness to users of financial statements.'®’

Discuss the principle of comparability in
accounting for changes in accounting
policies.”

Recognition and measurement

Define what is meant by ‘recognition’ in
financial statements and discuss the
recognition criteria,'”

Apply the recognition criteria to: '?
i) assets and liabilities.
i) income and expenses.

Explain and compute amounts using the
following measures : '

i) historical cost

ii) current cost

i) net realisable value

iv) present value of future cash flows

v) fair value

Discuss the advantages and disadvantages of

© ACCA 2016-2017 All rights reserved.

e)

f)

a)

b)

c)

d)

e)

a)

b)

c)

of historical cost accounting.

Discuss whether the use of current value
accounting overcomes the problems of
historical cost accounting.™

Describe the concept of financial and physical
capital maintenance and how this affects the
determination of profits.'!!

Regulatory framework

Explain why a regulatory framework is needed
including the advantages and disadvantages of
IFRS over a national regulatory framework.”!

Explain why accounting standards on their own
are not a complete regulatory framework.'?!

Distinguish between a principles based and a
rules based framework and discuss whether
they can be complementary.'*!

Describe the IASB's Standard setting process
including revisions to and interpretations of
Standards.””’

Explain the relationship of national standard
setters to the IASB in respect of the standard
setting process.®

The concepts and principles of groups and
consolidated financial statements

Describe the concept of a group as a single
economic unit.'?!

Explain and apply the definition of a subsidiary
within relevant accounting standards,'”

Using accounting standards and other
regulation, identify and outline the
circumstances in which a group is required to
prepare consolidated financial statements, */

Describe the circumstances when a group may
claim exemption from the preparation of
consolidated financial statements.'

Explain why directors may not wish to
consolidate a subsidiary and when this is
permitted by accounting standards and other
applicable regulation.”

Introduction m




a)
b)
c)

d)

e)

g

m Introduction

Explain the need for using coterminous year
ends and uniform accounting polices when
preparing consolidated financial statements.”
Explain why it is necessary to eliminate intra
group transactions. !

Explain the objective of consolidated financial
statements. !

Explain why it is necessary to use fair values
for the consideration for an investment in a
subsidiary together with the fair values of a
subsidiary’s identifiable assets and liabilities
when preparing consolidated financial
statements. '

Define an associate and explain the principles

and reasoning for the use of equity accounting.
121

ACCOUNTING FOR TRANSACTIONS IN
FINANCIAL STATEMENTS

Tangible non-current assets

Define and compute the initial measurement of
a non-current asset (including borrowing costs
and an asset that has been self-constructed )."*’

Identify subsequent expenditure that may be
capitalised, distinguishing between capital and
revenue items.'

Discuss the requirements of relevant
accounting standards in relation to the
revaluation of non-current assets.'?!

Account for revaluation and disposal gains and
losses for non-current assets.'!

Compute depreciation based on the cost and
revaluation models and on assets that have
two or more significant parts (complex
assets).'?

Discuss why the treatment of investment
properties should differ from other properties.”!

Apply the requirements of relevant accounting
standards to an investment property.”?!

© ACCA 2016-2017 All rights reserved.

2.

a)

b)

c)

e)

f)

a)

c)

d)

a)

b)

Intangible non-current assets

Discuss the nature and accounting treatment of
internally generated and purchased
intangibles.'®

Distinguish between goodwill and other
intangible assets.”

Describe the criteria for the initial recognition
and measurement of intangible assets.””

Describe the subsequent accounting treatment,
including the principle of impairment tests in
relation to goodwill.**!

Indicate why the value of purchase
consideration for an investment may be less
than the value of the acquired identifiable net
assets and how the difference should be
accounted for,"”!

Describe and apply the requirements of
relevant accounting standards to research and
development expenditure.’

Impairment of assets

Define and calculate an impairment loss.”

Identify the circumstances that may indicate
impairments to assets.'”

Describe what is meant by a cash generating
unit.®!

State the basis on which impairment losses
should be allocated, and allocate an
impairment loss to the assets of a cash
generating unit.”!

Inventory and biological assets

Describe and apply the principles of inventory
valuation.™

Apply the requirements of relevant accounting
standards for biological assets.'®!

Financial instruments

BPP
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a) Explain the need for an accounting standard on
financial instruments.™™!

b) Define financial instruments in terms of
financial assets and financial liabilities.""

c) Explain and account for the factoring of
receivables.

d) Indicate for the following categories of financial
instruments how they should be measured and
how any gains and losses from subsequent
measurement should be treated in the financial
statements: '

i) amortised cost

ii) fair value through other comprehensive
income ( including where an irrevocable
election has been made for equity
instruments that are not held for trading)

iii) fair value through profit or loss '

e) Distinguish between debt and equity capital.””!

f)  Apply the requirements of relevant accounting
standards to the issue and finance costs of: %!
i) equity
ii) redeemable preference shares and debt
instruments with no conversion rights
(principle of amortised cost)
iii) convertible debt

6. Leasing

a) Explain why recording the legal form of a
finance lease can be misleading to users
(referring to the commercial substance of such
leases).!?!

b) Describe and apply the method of determining
a lease type (i.e. an operating or finance
lease).”!

c) Discuss the effect on the financial statements
of a finance lease being incorrectly treated as
an operating lease.'”

d)  Account for assets financed by finance leases
in the records of the lessee.”!

e) Account for operating leases in the records of

the lessee.”!
f) Account for sale and leaseback agreements.

© ACCA 2016-2017 All rights reserved.
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a)

b)

c)

e)

f)

g

a)

c)

a)

Provisions and events after the reporting period

Explain why an accounting standard on
provisions is necessary."

Distinguish between legal and constructive
obligations.'®

State when provisions may and may not be
made and demonstrate how they should be
accounted for.”!

Explain how provisions should be measured."’

Define contingent assets and liabilities and
describe their accounting treatment and
required disclosures'!

Identify and account for: '*!

i) warranties/guarantees

ii) onerous contracts

i) environmental and similar provisions

iv) provisions for future repairs or
refurbishments.

Events after the reporting period

i} distinguish between and account for
adjusting and non-adjusting events after the
reporting period !

i} ldentify items requiring separate disclosure,
including their accounting treatment and
required disclosures®®

Taxation

Account for current taxation in accordance with
relevant accounting standards.'

Explain the effect of taxable temporary
differences on accounting and taxable profits.'”!

Compute and record deferred tax amounts in

2]

the financial statements.'
Reporting financial performance

Discuss the importance of identifying and
reporting the results of discontinued

operations.'®!

Define and account for non-current assets held
for sale and discontinued operations.”!

Introduction _




m Introduction

c) Indicate the circumstances where separate
disclosure of material items of income and
expense is required.”

d) Account for changes in accounting estimates,
changes in accounting policy and correction of
prior period errors

e) Earnings per share (eps)

i) calculate the eps in accordance with
relevant accounting standards (dealing with
bonus issues, full market value issues and
rights issues) @

ii) explain the relevance of the diluted eps and
calculate the diluted eps involving
convertible debt and share options
(warrants) !

10. Revenue

a) Explain and apply the principles of recognition
of revenue:

(i) Identification of contracts

(i) Identification of performance
obligations

(iii) Determination of transaction price

(iv) Allocation of the price to
performance obligations

(v) Recognition of revenue when/as
performance obligations are
satisfied.

b) Explain and apply the criteria for recognising
revenue generated from contracts where
performance obligations are satisfied over time
or at a point in time.”

c) Describe the acceptable methods for measuring
progress towards complete satisfaction of a
performance obligation.'?

d) Explain and apply the criteria for the recognition
of contract costs. !

e) Apply the principles of recognition of revenue,
and specifically account for the following types
of transaction: ?!

i) principal versus agent

ii) repurchase agreements

iii) bill and hold arrangements
iv) consignments

f)  Prepare financial statement extracts for
contracts where performance obligations are
satisfied over time.”!

© ACCA 2016-2017 All rights reserved.

11,

a)

12.

a)

b)

a)

b)

c)

d)

a)

b)

Government grants

Apply the provisions of relevant accounting
standards in relation to accounting for
government grants.?!

Foreign currency transactions

Explain the difference between functional and
presentation currency and explain why
adjustments for foreign currency transactions
are necessary.

Account for the translation of foreign currency
transactions and monetary/non-monetary
foreign currency items at the reporting date.

ANALYSING AND INTERPRETING THE
FINANCIAL STATEMENTS OF SINGLE
ENTITIES AND GROUPS

Limitations of financial statements

Indicate the problems of using historic
information to predict future performance and
trends.”!

Discuss how financial statements may be
manipulated to produce a desired effect
(creative accounting, window dressing).”!

Explain why figures in a statement of financial

position may not be representative of average

values throughout the period for example, due

to: (2]

i) seasonal trading

i) major asset acquisitions near the end of the
accounting period.

Explain how the use of consolidated financial
statements might limit interpretation techniques

Calculation and interpretation of accounting
ratios and trends to address users’ and
stakeholders' needs

Define and compute relevant financial ratios '

Explain what aspects of performance specific
ratios are intended to assess.'”’

BPP
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d)

a)

b)

c)

d)

e)

f)

4.

Analyse and interpret ratios to give an

assessment of an entity's/group’s performance

and financial position in comparison with: '*!

i) previous period's financial statements

ii) another similar entity/group for the same
reporting period

iii) industry average ratios.

Interpret financial statements to give advice
from the perspectives of different
stakeholders.”!

Discuss how the interpretation of current value
based financial statements would differ from
those using historical cost based accounts.!

Limitations of interpretation techniques

Discuss the limitations in the use of ratio
analysis for assessing corporate performance.’

Discuss the effect that changes in accounting
policies or the use of different accounting
polices between entities can have on the ability
to interpret performance.'?

Indicate other information, including non-
financial information, that may be of relevance
to the assessment of an entity's performance.”!

Compare the usefulness of cash flow
information with that of a statement of profit or
loss or a statement of profit or loss and other
comprehensive income.,

Interpret a statement of cash flows (together
with other financial information) to assess the
performance and financial position of an entity.””

i) explain why the trend of eps may be a
more accurate indicator of performance
than a company's profit trend and the
importance of eps as a stock market
indicator %/

ii) discuss the limitations of using eps as a
performance measure,"’

Specialised, not-for-profit and public sector
entities

© ACCA 2016-2017 All rights reserved.

a)

a)

c)

a)

c)

e)

Explain how the interpretation of the financial
statement of a specialised, not-for-profit or
public sector organisations might differ from
that of a profit making entity by reference to
the different aims, objectives and reporting
requirements.'!

PREPARATION OF FINANCIAL STATEMENTS
Preparation of single entity financial statements

Prepare an entity's statement of financial
position and statement of profit or loss and
other comprehensive income in accordance
with the structure and content prescribed
within IFRS and with accounting treatments as
identified within syllabus areas A, B and C."!

Prepare and explain the contents and purpose
of the statement of changes in equity.”

Prepare a statement of cash flows for a single
entity (not a group) in accordance with relevant
accounting standards using the direct and the
indirect method .

Preparation of consolidated financial
statements including an associate

Prepare a consolidated statement of financial
position for a simple group (parent and one
subsidiary and associate) dealing with pre and
post acquisition profits, non-controlling
interests and consolidated goodwill.”*’

Prepare a consolidated statement of profit or
loss and consolidated statement of profit or
loss and other comprehensive income for a
simple group dealing with an acquisition in the
period and non-controlling interest.'”!

Explain and account for other reserves (e.g.
share premium and revaluation surplus).'!

Account for the effects in the financial
statements of intra-group trading.'”’

Account for the effects of fair value

adjustments (including their effect on

consolidated goodwill) to: @

i) depreciating and non-depreciating non-
current assets

ii) inventory

Introduction m
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f)

g

h)

iii) monetary liabilities

iv) assets and liabilities not included in the
subsidiary’s own statement of financial
position, including contingent assets and
liabilities

Account for goodwill impairment.'!

Describe and apply the required accounting
treatment of consolidated goodwill.”!

Explain and illustrate the effect of the disposal
of a parent’s investment in a subsidiary in the
parent’s individual financial statements and/or
those of the group (restricted to disposals of
the parent's entire investment in the
subsidiary).

© ACCA 2016-2017 All rights reserved.
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SUMMARY OF CHANGES TO F7
RATIONALE FOR CHANGES

ACCA periodically reviews its qualification syllabuses so that they fully meet the needs of stakeholders such as
employers, students, regulatory and advisory bodies and learning providers.

Note of significant changes to study guide Paper F7
The main areas to be added or deleted from the syllabus from that date are shown in Table 1 and 2 below:

Table 1 — Additions to F7

B3 (a) Define and calculate an impairment loss This learning outcome now
clarifies that the calculation of an
impairment loss is required.

B7(e) Define contingent assets and liabilities and describe their This learning outcome now
accounting treatment and required disclosures clarifies that the disclosure of

contingent assets and liabilities is
also examinable.

B12 (a) Explain the difference between functional and presentation These learning outcomes have
currency and explain why adjustments for foreign currency been introduced to better prepare
transactions are necessary. F7 candidates for P2.

B12 (b) Account for the translation of foreign currency transactions and
monetary/non-monetary foreign currency items at the reporting
date,

C ANALYSING AND INTERPRETING THE FINANCIAL These learning outcomes have
STATEMENTS OF SINGLE ENTITIES AND GROUPS been amended to clarify that

Cl(d) Explain how the use of consolidated financial statements interpretation questions can be
might limit interpretation techniques set within the context of groups

using consolidated financial

C2(c) Analyse and interpret ratios to give an assessment of an statements.

entity's/group's performance and financial position in

comparison with:

i} previous period's financial statements

i) another similar entity/group for the same reporting
period

iii) industry average ratios.

C4 (a) Explain how the interpretation of the financial statement of a The inclusion of this learning
specialised, not-for-profit or public sector organisations might | outcome in section C of the F7
differ from that of a profit making entity by reference to the syllabus provides an opportunity
different aims, objectives and reporting requirements. to assess the topic in a more

meaningful way.

D2 (h) Explain and illustrate the effect of the disposal of a parent’s This learning outcome has been

investment in a subsidiary in the parent's individual financial
statements and/or those of the group (restricted to disposals of
the parent’s entire investment in the subsidiary).

introduced to better prepare F7
candidates for P2.

© ACCA 2016-2017 All rights reserved.
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Table 2 — Deletions to F7

A3(a) Distinguish between the primary aims of not-for profit and This learning outcome is now
public sector entities and those of profit oriented entities.' incorporated in section C4 of the
F7 syllabus.
A3(b) Discuss the extent to which International Financial Reporting

Standards (IFRSs) are relevant to specialised, not-for-profit
and public sector entities.

© ACCA 2016-2017 All rights reserved.
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The conceptual
framework

Topic list Syllabus reference

1 Conceptual framework and GAAP Al
2 The IASB's Conceptual Framework

3 The objective of general purpose financial reporting
4 Underlying assumption

5 Qualitative characteristics of useful financial information
6 The elements of financial statements
7 Recognition of the elements of financial statements

8 Measurement of the elements of financial statements
9 Fair presentation and compliance with IFRS

SRR

Introduction

A conceptual framework for financial reporting can be defined as an attempt to
codify existing generally accepted accounting practice (GAAP) in order to
reappraise current accounting standards and to produce new standards.

Under IFRS we have the IASB Conceptual Framework.




Study guide

Al The need for a conceptual framework and the characteristics of useful
information.

(a) Describe what is meant by a conceptual framework of accounting 2

(b) Discuss whether a conceptual framework is necessary and what an 2
alternative system might be

(c) Discuss what is meant by relevance and faithful representation and describe 2
the qualities that enhance these characteristics

(d) Discuss whether faithful representation constitutes more than compliance 1
with accounting standards

(e) Discuss what is meant by understandability and verifiability in relation to the 2
provision of financial information

(f) Discuss the importance of comparability and timeliness to users of financial 2
statements

A2 Recognition and measurement

(a) Define what is meant by 'recognition’ in financial statements and discuss 2

the recognition criteria

(b) Apply the recognition criteria to: 2

(i)  Assets and liabilities

(i) Income and expenses

(c) Explain and compute amounts using the following measures: 2

i) Historical cost
ii) Current cost

iv) Present value of future cash flows

(
(
(iii) Net realisable value
(
(

v) Fair value

1 Conceptual framework and GAAP

) There are advantages and disadvantages to having a conceptual framework.

1.1 The search for a conceptual framework

A conceptual framework, in the field we are concerned with, is a statement of generally accepted
theoretical principles which form the frame of reference for financial reporting.

These theoretical principles provide the basis for the development of new accounting standards and the
evaluation of those already in existence. The financial reporting process is concerned with providing
information that is useful in the business and economic decision-making process. Therefore a conceptual
framework will form the theoretical basis for determining which events should be accounted for, how
they should be measured and how they should be communicated to the user. Although it is theoretical in
nature, a conceptual framework for financial reporting has highly practical final aims.

The danger of not having a conceptual framework is demonstrated in the way some countries' standards
have developed over recent years; standards tend to be produced in a haphazard and fire-fighting
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approach. Where an agreed framework exists, the standard-setting body act as an architect or designer,
rather than a fire-fighter, building accounting rules on the foundation of sound, agreed basic principles. —

The lack of a conceptual framework also means that fundamental principles are tackled more than once in
different standards, thereby producing contradictions and inconsistencies in basic concepts, such as
those of prudence and matching. This leads to ambiguity and it affects the true and fair concept of
financial reporting.

Another problem with the lack of a conceptual framework has become apparent in the USA. The large
number of highly detailed standards produced by the Financial Accounting Standards Board (FASB) has
created a financial reporting environment governed by specific rules rather than general principles. This
would be avoided if a cohesive set of principles were in place.

A conceptual framework can also bolster standard setters against political pressure from various 'lobby
groups' and interested parties. Such pressure would only prevail if it was acceptable under the conceptual
framework.

1.2 Advantages and disadvantages of a conceptual framework

Advantages

(@)  The situation is avoided whereby standards are developed on a patchwork basis, where a particular
accounting problem is recognised as having emerged, and resources were then channelled into
standardising accounting practice in that area, without regard to whether that particular issue was
necessarily the most important issue remaining at that time without standardisation.

(b)  As stated above, the development of certain standards (particularly national standards) have been
subject to considerable political interference from interested parties. Where there is a conflict of
interest between user groups on which policies to choose, policies deriving from a conceptual
framework will be less open to criticism that the standard-setter buckled to external pressure.

(c)  Some standards may concentrate on profit or loss whereas some may concentrate on the
valuation of net assets (statement of financial position).

Disadvantages

(@)  Financial statements are intended for a variety of users, and it is not certain that a single
conceptual framework can be devised which will suit all users.

(b)  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 concepts as a basis).

() It is not clear that a conceptual framework makes the task of preparing and then implementing
standards any easier than without a framework.

Before we look at the IASB's attempt to produce a conceptual framework, we need to consider another
term of importance to this debate: generally accepted accounting practice; or GAAP.

1.3 Generally Accepted Accounting Practice (GAAP)

GAAP signifies all the rules, from whatever source, which govern accounting.

In individual countries this is seen primarily as a combination of:

o National company law
o National accounting standards
o Local stock exchange requirements

Although those sources are the basis for the GAAP of individual countries, the concept also includes the
effects of non-mandatory sources such as:

o International accounting standards
o Statutory requirements in other countries

i BPP @ F7 Financial Reporting | 1: The conceptual framework _
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In many countries, like the UK, GAAP does not have any statutory or regulatory authority or definition,
unlike other countries, such as the US. The term is mentioned rarely in legislation, and only then in fairly
limited terms.

There are different views of GAAP in different countries. The UK position can be explained in the following
extracts from UK GAAP (Davies, Paterson & Wilson, Ernst & Young, 5th edition).

'Our view is that GAAP is a dynamic concept which requires constant review, adaptation and
reaction to changing circumstances. We believe that use of the term 'principle’ gives GAAP an
unjustified and inappropriate degree of permanence. GAAP changes in response to changing
business and economic needs and developments. As circumstances alter, accounting practices are
modified or developed accordingly ... We believe that GAAP goes far beyond mere rules and
principles, and encompasses contemporary permissible accounting practice.

It is often argued that the term 'generally accepted' implies that there must exist a high degree of
practical application of a particular accounting practice. However, this interpretation raises certain
practical difficulties. For example, what about new areas of accounting which have not, as yet, been
generally applied? What about different accounting treatments for similar items — are they all
generally accepted?

'It is our view that 'generally accepted' does not mean 'generally adopted or used'. We believe that,
in the UK context, GAAP refers to accounting practices which are regarded as permissible by the
accounting profession. The extent to which a particular practice has been adopted is, in our
opinion, not the overriding consideration. Any accounting practice which is legitimate in the
circumstances under which it has been applied should be regarded as GAAP. The decision as to
whether or not a particular practice is permissible or legitimate would depend on one or more of
the following factors:

o Is the practice addressed either in the accounting standards, statute or other official
pronouncements?

o If the practice is not addressed in UK accounting standards, is it dealt with in International
Accounting Standards, or the standards of other countries such as the US?

) Is the practice consistent with the needs of users and the objectives of financial reporting?

) Does the practice have authoritative support in the accounting literature?

. Is the practice being applied by other companies in similar situations?

. Is the practice consistent with the fundamental concept of 'true and fair'?'

This view is not held in all countries, however. In the US particularly, generally accepted accounting
principles are defined as those principles which have 'substantial authoritative support'. Therefore
accounts prepared in accordance with accounting principles for which there is not substantial authoritative
support are presumed to be misleading or inaccurate.

The effect here is that 'new' or 'different' accounting principles are not acceptable unless they have been
adopted by the mainstream accounting profession, usually the standard-setting bodies and/or professional
accountancy bodies. This is much more rigid than the UK view expressed above.

A conceptual framework for financial reporting can be defined as an attempt to codify existing GAAP in
order to reappraise current accounting standards and to produce new standards.

2 The IASB's Conceptual Framework

) The 1989 Framework for the Preparation and Presentation of Financial Statements was replaced in 2010
by the Conceptual Framework for Financial Reporting. This is the result of a joint project with the FASB.

The IASB Framework for the Preparation and Presentation of Financial Statements was produced in 1989
and is gradually being replaced by the new Conceptual Framework for Financial Reporting. This is being
carried out in phases. The first phase, comprising Chapters 1 and 3, was published in September 2010.
Chapter 2 entitled 'The reporting entity' has not yet been published. The current version of the Conceptual
Framework includes the remaining chapters of the 1989 Framework as Chapter 4.
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The Conceptual Framework for Financial Reporting is currently as follows.
Chapter 1: The objective of general purpose financial reporting

Chapter 2: The reporting entity (to be issued)

Chapter 3: Qualitative characteristics of useful financial information

Chapter 4: Remaining text of the 1989 Framework:

. Underlying assumption

. The elements of financial statements

. Recognition of the elements of financial statements
. Measurement of the elements of financial statements
. Concepts of capital and capital maintenance

We will look briefly at the introduction to the Conceptual Framework as this will place the document in
context with the rest of what you have studied for this paper and in particular the context of the
Conceptual Framework in the IASB's approach to developing IFRSs.

As you read through this chapter think about the impact it has had on standards, particularly the definitions.

2.1 Introduction

The Introduction to the Conceptual Framework points out the fundamental reason why financial
statements are produced worldwide, ie to satisfy the requirements of external users, but that practice
varies due to the individual pressures in each country. These pressures may be social, political, economic
or legal, but they result in variations in practice from country to country, including the form of statements,
the definition of their component parts (assets, liabilities etc), the criteria for recognition of items and both
the scope and disclosure of financial statements.

It is these differences which the IASB wishes to narrow by harmonising all aspects of financial statements,
including the regulations governing their accounting standards and their preparation and presentation.

The preface emphasises the way financial statements are used to make economic decisions and thus
financial statements should be prepared to this end. The types of economic decisions for which financial
statements are likely to be used include the following.

. Decisions to buy, hold or sell equity investments

. Assessment of management stewardship and accountability
. Assessment of the entity's ability to pay employees

. Assessment of the security of amounts lent to the entity

. Determination of taxation policies

. Determination of distributable profits and dividends

. Inclusion in national income statistics

. Regulations of the activities of entities

Any additional requirements imposed by national governments for their own purposes should not affect
financial statements produced for the benefit of other users.

The Conceptual Framework recognises that financial statements can be prepared using a variety of
models. Although the most common is based on historical cost and a nominal unit of currency (ie pound
sterling, US dollar etc), the Conceptual Framework can be applied to financial statements prepared under a
range of models.

2.2 Purpose and status

The introduction gives a list of the purposes of the Conceptual Framework:

(@)  To assist the Board in the development of future IFRSs and in its review of existing IFRSs

(b)  To assist the Board in promoting harmonisation of regulations, accounting standards and
procedures relating to the presentation of financial statements by providing a basis for reducing the
number of alternative accounting treatments permitted by IFRSs




(c)  To assist national standard-setting bodies in developing national standards

(d)  To assist preparers of financial statements in applying IFRSs and in dealing with topics that have
yet to form the subject of an IFRS

()  To assist auditors in forming an opinion as to whether financial statements comply with IFRSs

() To assist users of financial statements in interpreting the information contained in financial
statements prepared in compliance with IFRSs

(@)  To provide those who are interested in the work of the IASB with information about its approach to
the formulation of IFRSs

The Conceptual Framework is not an IFRS and so does not overrule any individual IFRS. In the (rare) case
of conflict between an IFRS and the Conceptual Framework, the IFRS will prevail.

2.2.1 Scope

The Conceptual Framework deals with:

(@)  The objective of financial statements

(b)  The qualitative characteristics that determine the usefulness of information in financial statements

(c)  The definition, recognition and measurement of the elements from which financial statements are
constructed

(d)  Concepts of capital and capital maintenance

2.2.2 Users and their information needs

Users of accounting information consist of investors, employees, lenders, suppliers and other trade
creditors, customers, government and their agencies and the public. You should be able to remember
enough to do the following exercise.

f Users of financial information

Consider the information needs of the users of financial information listed above.

(@)  Investors are the providers of risk capital,

(i) Information is required to help make a decision about buying or selling shares, taking up a
rights issue and voting.

(i) Investors must have information about the level of dividend, past, present and future and
any changes in share price.

(iii)  Investors will also need to know whether the management has been running the company
efficiently.

(iv)  Aswell as the position indicated by the statement of profit or loss and other comprehensive
income, statement of financial position and earnings per share (EPS), investors will want to
know about the liquidity position of the company, the company's future prospects, and how
the company's shares compare with those of its competitors.

(b)  Employees need information about the security of employment and future prospects for jobs in the
company, and to help with collective pay bargaining.

(c)  Lenders need information to help them decide whether to lend to a company. They will also need
to check that the value of any security remains adequate, that the interest repayments are secure,
that the cash is available for redemption at the appropriate time and that any financial restrictions
(such as maximum debt/equity ratios) have not been breached.

(d)  Suppliers need to know whether the company will be a good customer and pay its debts.
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(e)  Customers need to know whether the company will be able to continue producing and supplying
goods.

(f) Government's interest in a company may be one of creditor or customer, as well as being
specifically concerned with compliance with tax and company law, ability to pay tax and the general
contribution of the company to the economy.

(@)  The public at large would wish to have information for all the reasons mentioned above, but it
could be suggested that it would be impossible to provide general purpose accounting information
which was specifically designed for the needs of the public.

3 The objective of general purpose financial reporting

The Conceptual Framework states that:

‘The objective of general purpose financial reporting is to provide information about the reporting
entity that is useful to existing and potential investors, lenders and other creditors in making
decisions about providing resources to the entity.'

These users need information about:

e The economic resources of the entity
e  The claims against the entity
e  Changes in the entity's economic resources and claims

Information about the entity's economic resources and the claims against it helps users to assess the
entity's liquidity and solvency and its likely needs for additional financing.

Information about a reporting entity's financial performance (the changes in its economic resources and
claims) helps users to understand the return that the entity has produced on its economic resources. This
is an indicator of how efficiently and effectively management has used the resources of the entity and is
helpful in predicting future returns.

The Conceptual Framework makes it clear that this information should be prepared on an accruals basis.

Accruals basis. The effects of transactions and other events are recognised when they occur (and not as
cash or its equivalent is received or paid) and they are recorded in the accounting records and reported in
the financial statements of the periods to which they relate.

Financial statements prepared under the accruals basis show users past transactions involving cash and
also obligations to pay cash in the future and resources which represent cash to be received in the future.

Information about a reporting entity's cash flows during a period also helps users assess the entity's
ability to generate future net cash inflows and gives users a better understanding of its operations.

4 Underlying assumption

Going concern is the underlying assumption in preparing financial statements.

4.1 Going concern

Going concern. The entity is normally viewed as a going concern, that is, as continuing in operation for
the foreseeable future. It is assumed that the entity has neither the intention nor the necessity of
liquidation or of curtailing materially the scale of its operations. (Conceptual Framework)

It is assumed that the entity has no intention to liquidate or curtail major operations. If it did, then the
financial statements would be prepared on a different (disclosed) basis.
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5 Qualitative characteristics of useful financial
information

The Conceptual Framework states that qualitative characteristics are the attributes that make financial
information useful to users.

Chapter 3 of the Conceptual Framework distinguishes between fundamental and enhancing qualitative
characteristics, for analysis purposes. Fundamental qualitative characteristics distinguish useful financial
reporting information from information that is not useful or misleading. Enhancing qualitative
characteristics distinguish more useful information from less useful information.

The two fundamental qualitative characteristics are relevance and faithful representation.

5.1 Relevance

Relevance. Relevant information is capable of making a difference in the decisions made by users. It is
capable of making a difference in decisions if it has predictive value, confirmatory value or both.
(Conceptual Framework)

The relevance of information is affected by its nature and its materiality.

Materiality. Information is material if omitting it or misstating it could influence decisions that users make
on the basis of financial information about a specific reporting entity. (Conceptual Framework)

5.2 Faithful representation

Faithful representation. Financial reports represent economic phenomena in words and numbers. To be
useful, financial information must not only represent relevant phenomena but must faithfully represent
the phenomena that it purports to represent. (Conceptual Framework)

To be a faithful representation information must be complete, neutral and free from error.

A complete depiction includes all information necessary for a user to understand the phenomenon being
depicted, including all necessary descriptions and explanations.

A neutral depiction is without bias in the selection or presentation of financial information. This means
that information must not be manipulated in any way in order to influence the decisions of users.

Free from error means there are no errors or omissions in the description of the phenomenon and no
errors made in the process by which the financial information was produced. It does not mean that no
inaccuracies can arise, particularly where estimates have to be made.

5.2.1 Substance over form

This is not a separate qualitative characteristic under the Conceptual Framework. The IASB says that to
do so would be redundant because it is implied in faithful representation. Faithful representation of a
transaction is only possible if it is accounted for according to its substance and economic reality.

5.3 Enhancing qualitative characteristics
5.3.1 Comparability

Comparability. Comparability is the qualitative characteristic that enables users to identify and understand
similarities in, and differences among, items. Information about a reporting entity is more useful if it can
be compared with similar information about other entities and with similar information about the same
entity for another period or date. (Conceptual Framework)
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Consistency, although related to comparability, is not the same. It refers to the use of the same methods
for the same items (ie consistency of treatment) either from period to period within a reporting entity or in
a single period across entities.

The disclosure of accounting policies is particularly important here. Users must be able to distinguish
between different accounting policies in order to be able to make a valid comparison of similar items in the
accounts of different entities.

When an entity changes an accounting policy, the change is applied retrospectively so that the results
from one period to the next can still be usefully compared.

Comparability is not the same as uniformity. Entities should change accounting policies if those policies
become inappropriate.

Corresponding information for preceding periods should be shown to enable comparison over time.

5.3.2 Verifiability

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. (Conceptual Framework)

Information that can be independently verified is generally more decision-useful than information that
cannot.

5.3.3 Timeliness

Timeliness. Timeliness means having information available to decision-makers in time to be capable of
influencing their decisions. Generally, the older information is the less useful it is. (Conceptual Framework)

Information may become less useful if there is a delay in reporting it. There is a balance between
timeliness and the provision of reliable information.

If information is reported on a timely basis when not all aspects of the transaction are known, it may not
be complete or free from error.

Conversely, if every detail of a transaction is known, it may be too late to publish the information because
it has become irrelevant. The overriding consideration is how best to satisfy the economic decision-
making needs of the users.

5.3.4 Understandability

Understandability. Classifying, characterising and presenting information clearly and concisely makes it
understandable. (Conceptual Framework)

O

Financial reports are prepared for users who have a reasonable knowledge of business and economic
activities and who review and analyse the information diligently. Some phenomena are inherently complex
and cannot be made easy to understand. Excluding information on those phenomena might make the
information easier to understand, but without it those reports would be incomplete and therefore
misleading. Therefore matters should not be left out of financial statements simply due to their difficulty as
even well-informed and diligent users may sometimes need the aid of an advisor to understand
information about complex economic phenomena.

The cost constraint on useful financial reporting

This is a pervasive constraint, not a qualitative characteristic. When information is provided, its benefits
must exceed the costs of obtaining and presenting it. This is a subjective area and there are other
difficulties: others, not the intended users, may gain a benefit; also the cost may be paid by someone other
than the users. It is therefore difficult to apply a cost-benefit analysis, but preparers and users should be
aware of the constraint.
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6 The elements of financial statements

) Transactions and other events are grouped together in broad classes and in this way their financial effects
are shown in the financial statements. These broad classes are the elements of financial statements.

The Conceptual Framework lays out these elements as follows.

Elements of
financial statements

Measurement of Measurement of
financial position in performance in
Statement of financial position Statement of profit or loss and
other comprehensive income
o Assets
o Liabilities e Income
« Equity * Expenses

A process of sub-classification then takes place for presentation in the financial statements, eg assets are
classified by their nature or function in the business to show information in the best way for users to take
economic decisions.

6.1 Financial position
We need to define the three terms listed under this heading above.

Key terms . Asset. A resource controlled by an entity as a result of past events and from which future

economic benefits are expected to flow to the entity.

. Liability. A present obligation of the entity arising from past events, the settlement of which is
expected to result in an outflow from the entity of resources embodying economic benefits.

. Equity. The residual interest in the assets of the entity after deducting all its liabilities.

(Conceptual Framework)

These definitions are important, but they do not cover the criteria for recognition of any of these items,
which are discussed in the next section of this chapter. This means that the definitions may include items
which would not actually be recognised in the statement of financial position because they fail to satisfy
recognition criteria particularly the probable flow of any economic benefit to or from the business.

Whether an item satisfies any of the definitions above will depend on the substance and economic reality
of the transaction, not merely its legal form. For example, consider finance leases (see Chapter 16).

6.2 Assets

We can look in more detail at the components of the definitions given above.

Key term Future economic benefit. The potential to contribute, directly or indirectly, to the flow of cash and cash

equivalents to the entity. The potential may be a productive one that is part of the operating activities of

the entity. It may also take the form of convertibility into cash or cash equivalents or a capability to reduce

cash outflows, such as when an alternative manufacturing process lowers the cost of production.
(Conceptual Framework)

Assets are usually employed to produce goods or services for customers; customers will then pay for
these. Cash itself renders a service to the entity due to its command over other resources.
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The existence of an asset, particularly in terms of control, is not reliant on:

(@)  Physical form (hence patents and copyrights); nor
(b)  Legal rights (hence leases).

Transactions or events in the past give rise to assets; those expected to occur in the future do not in
themselves give rise to assets. For example, an intention to purchase a non-current asset does not, in
itself, meet the definition of an asset.

6.3 Liahilities

Again we can look more closely at some aspects of the definition. An essential characteristic of a liability is
that the entity has a present obligation.

Obligation. A duty or responsibility to act or perform in a certain way. Obligations may be legally
enforceable as a consequence of a binding contract or statutory requirement. Obligations also arise,
however, from normal business practice, custom and a desire to maintain good business relations or act
in an equitable manner. (Conceptual Framework)

It is important to distinguish between a present obligation and a future commitment. A management
decision to purchase assets in the future does not, in itself, give rise to a present obligation.

Settlement of a present obligation will involve the entity giving up resources embodying economic
benefits in order to satisfy the claim of the other party. This may be done in various ways, not just by
payment of cash.

Liabilities must arise from past transactions or events. In the case of, say, recognition of future rebates to
customers based on annual purchases, the sale of goods in the past is the transaction that gives rise to
the liability.

6.3.1 Provisions

Is a provision a liability?

Provision. A present obligation which satisfies the rest of the definition of a liability, even if the amount of
the obligation has to be estimated. (Conceptual Framework)

Assets and liabilities

Consider the following situations. In each case, do we have an asset or liability within the definitions given
by the Conceptual Framework? Give reasons for your answer.

(@)  Pat Co has purchased a patent for $20,000. The patent gives the company sole use of a particular
manufacturing process which will save $3,000 a year for the next five years.

(b)  Baldwin Co paid Don Brennan $10,000 to set up a car repair shop, on condition that priority
treatment is given to cars from the company's fleet.

(c)  Deals on Wheels Co provides a warranty with every car sold.

(@)  This is an asset, albeit an intangible one. There is a past event, control and future economic benefit
(through cost savings).

(b)  This cannot be classified as an asset. Baldwin Co has no control over the car repair shop and it is
difficult to argue that there are 'future economic benefits'.
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(c)  The warranty claims in total constitute a liability; the business has taken on an obligation. It would
be recognised when the warranty is issued rather than when a claim is made.

6.4 Equity

Equity is defined above as a residual, but it may be sub-classified in the statement of financial position.
This will indicate legal or other restrictions on the ability of the entity to distribute or otherwise apply its
equity. Some reserves are required by statute or other law, eg for the future protection of creditors. The
amount shown for equity depends on the measurement of assets and liabilities. It has nothing to do with
the market value of the entity's shares.

6.5 Performance

Profit is used as a measure of performance, or as a basis for other measures (eg earnings per share). It
depends directly on the measurement of income and expenses, which in turn depend (in part) on the
concepts of capital and capital maintenance adopted.

The elements of income and expense are therefore defined.

Key terms . Income. Increases in economic benefits during the accounting period in the form of inflows or
enhancements of assets or decreases of liabilities that result in increases in equity, other than
those relating to contributions from equity participants.

. Expenses. Decreases in economic benefits during the accounting period in the form of outflows or
depletions of assets or incurrences of liabilities that result in decreases in equity, other than those
relating to distributions to equity participants. (Conceptual Framework)

Income and expenses can be presented in different ways in the statement of profit or loss and other
comprehensive income, to provide information relevant for economic decision-making. For example,
income and expenses which relate to continuing operations are distinguished from the results of
discontinued operations.

Both revenue and gains are included in the definition of income. Revenue arises in the course of ordinary
activities of an entity.

Key term Gains. Increases in economic benefits. As such they are no different in nature from revenue.

(Conceptual Framework)

Gains include those arising on the disposal of non-current assets. The definition of income also includes
unrealised gains, eg on revaluation of marketable securities.

6.7 Expenses

As with income, the definition of expenses includes losses as well as those expenses that arise in the
course of ordinary activities of an entity.

Key term Losses. Decreases in economic benefits. As such they are no different in nature from other expenses.

(Conceptual Framework)

Losses will include those arising on the disposal of non-current assets. The definition of expenses will also
include unrealised losses, eg the fall in value of an investment.
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6.8 Section summary

Make sure you learn the important definitions.

. Financial position:
- Assets
- Liabilities
- Equity
. Financial performance:

- Income
- Expenses

7 Recognition of the elements of financial statements

Items which meet the definition of assets or liabilities may still not be recognised in financial statements
because they must also meet certain recognition criteria.

Recognition. The process of incorporating in the statement of financial position or statement of profit or loss
and other comprehensive income an item that meets the definition of an element and satisfies the following
criteria for recognition:

(@)  Itis probable that any future economic benefit associated with the item will flow to or from the
entity

(b)  The item has a cost or value that can be measured with reliability (Conceptual Framework)

Regard must be given to materiality (see Section 5 above).

7.1 Probability of future economic benefits

Probability here means the degree of uncertainty that the future economic benefits associated with an
item will flow to or from the entity. This must be judged on the basis of the characteristics of the entity's
environment and the evidence available when the financial statements are prepared.

1.2 Reliability of measurement

The cost or value of an item, in many cases, must be estimated. The Conceptual Framework states,
however, that the use of reasonable estimates is an essential part of the preparation of financial
statements and does not undermine their reliability. Where no reasonable estimate can be made, the item
should not be recognised, although its existence should be disclosed in the notes, or other explanatory
material.

[tems may still qualify for recognition at a later date due to changes in circumstances or subsequent events.

7.3 Assets which cannot be recognised

The recognition criteria do not cover items which many businesses may regard as assets. A skilled
workforce is an undoubted asset but workers can leave at any time so there can be no certainty about the
probability of future economic benefits. A company may have come up with a new name for its product
which is greatly increasing sales but, as it did not buy the name, the name does not have a cost or value
that can be reliably measured, so it is not recognised.

7.4 Recognition of items

We can summarise the recognition criteria for assets, liabilities, income and expenses, based on the
definition of recognition given above.




Asset The statement of financial | It is probable that the future economic benefits will flow to the
position entity and the asset has a cost or value that can be measured
reliably.

Liability |The statement of financial  |It is probable that an outflow of resources embodying economic
position benefits will result from the settlement of a present obligation
and the amount at which the settlement will take place can be
measured reliably.

Income The statement of profit or  |An increase in future economic benefits related to an increase in

loss and other an asset or a decrease of a liability has arisen that can be
comprehensive income measured reliably.

Expenses |The statement of profit or  |A decrease in future economic benefits related to a decrease in
loss and other an asset or an increase of a liability has arisen that can be
comprehensive income measured reliably.

8 Measurement of the elements of financial statements

FAST FORWARD : o : ,
_) A number of different measurement bases are used in financial statements. They include:

- Historical cost

Current cost

Realisable (settlement) value
Present value of future cash flows

Measurement is defined as follows.

Key term Measurement. The process of determining the monetary amounts at which the elements of the financial
statements are to be recognised and carried in the statement of financial position and statement of profit
or loss and other comprehensive income. (Conceptual Framework)

This involves the selection of a particular basis of measurement. A number of these are used to different
degrees and in varying combinations in financial statements. They include the following.

Key terms Historical cost. Assets are recorded at the amount of cash or cash equivalents paid or the fair value of the

consideration given to acquire them at the time of their acquisition. Liabilities are recorded at the amount
of proceeds received in exchange for the obligation, or in some circumstances (for example, income
taxes), at the amounts of cash or cash equivalents expected to be paid to satisfy the liability in the normal
course of business.

Current cost. Assets are carried at the amount of cash or cash equivalents that would have to be paid if
the same or an equivalent asset was acquired currently.

Liabilities are carried at the undiscounted amount of cash or cash equivalents that would be required to
settle the obligation currently.

Realisable (settlement) value.

. Realisable value. The amount of cash or cash equivalents that could currently be obtained by
selling an asset in an orderly disposal.

. Settlement value. The undiscounted amounts of cash or cash equivalents expected to be paid to
satisfy the liabilities in the normal course of business.

Present value. A current estimate of the present discounted value of the future net cash flows in the
normal course of business. (Conceptual Framework)
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Historical cost is the most commonly adopted measurement basis, but this is usually combined with
other bases, eg inventory is carried at the lower of cost and net realisable value. I

Recent standards use the concept of fair value, which is defined by IFRS 13 as 'the price that would be
received to sell an asset or paid to transfer a liability in an orderly transaction between market participants
at the measurement date'.

Example

A machine was purchased on 1 January 20X8 for $3m. That was its original cost. It has a useful life of 10
years and under the historical cost convention it will be carried at original cost less accumulated
depreciation. So in the financial statements at 31 December 20X9 it will be carried at:

$3m - (0.3 x2) =$2.4m

The current cost of the machine, which will probably also be its fair value, will be fairly easy to ascertain if
it is not too specialised. For instance, two year old machines like this one may currently be changing
hands for $2.5m, so that will be an appropriate fair value.

The net realisable value of the machine will be the amount that could be obtained from selling it, less any
costs involved in making the sale. If the machine had to be dismantled and transported to the buyer's
premises at a cost of $200,000, the NRV would be $2.3m.

The replacement cost of the machine will be the cost of a new model less two year's depreciation. The
cost of a new machine may now be $3.5m. Assuming a ten-year life, the replacement cost will therefore be
$2.8m.

The present value of the machine will be the discounted value of the future cash flows that it is expected
to generate. If the machine is expected to generate $500,000 per annum for the remaining eight years of
its life and if the company's cost of capital is 10%, present value will be calculated as:

$500,000 x 5.335* = $2667,500
* Cumulative present of $1 per annum for eight years discounted at 10%

9 Fair presentation and compliance with IFRS

Most importantly, financial statements should present fairly the financial position, financial performance
and cash flows of an entity. Compliance with IFRS is presumed to result in financial statements that
achieve a fair presentation.

IAS 1 stipulates that financial statements shall present fairly the financial position, financial performance
and cash flows of an entity. Fair presentation requires the faithful representation of the effects of
transactions, other events and conditions in accordance with the definitions and recognition criteria for
assets, liabilities, income and expenses set out in the Conceptual Framework.

The following points made by IAS 1 expand on this principle.
(@)  Compliance with IFRS should be disclosed
(b)  All relevant IFRS must be followed if compliance with IFRS is disclosed

(c)  Use of an inappropriate accounting treatment cannot be rectified either by disclosure of
accounting policies or notes/explanatory material

IAS 1 states what is required for a fair presentation.
(@)  Selection and application of accounting policies

(b)  Presentation of information in a manner which provides relevant, reliable, comparable and
understandable information

(c)  Additional disclosures where required




Chapter Roundup

o There are advantages and disadvantages to having a conceptual framework.

o The 1989 Framework for the Preparation and Presentation of Financial Statements was replaced in 2010
by the Conceptual Framework for Financial Reporting. This is the result of a joint project with the FASB.

o The Conceptual Framework states that:

‘The objective of general purpose financial reporting is to provide information about the reporting entity
that is useful to existing and potential investors, lenders and other creditors in making decisions about
providing resources to the entity.'

. Going concern is the underlying assumption in preparing financial statements.

° The Conceptual Framework states that qualitative characteristics are the attributes that make financial
information useful to users.

. Transactions and other events are grouped together in broad classes and in this way their financial effects
are shown in the financial statements. These broad classes are the elements of financial statements.

. Items which meet the definition of assets or liabilities may still not be recognised in financial statements
because they must also meet certain recognition criteria.

o A number of different measurement bases are used in financial statements. They include:

- Historical cost

Current cost

Realisable (settlement) value
Present value of future cash flows

Define a 'conceptual framework'.

What are the advantages and disadvantages of developing a conceptual framework?

The needs of which category of user are paramount when preparing financial statements?
Define 'relevance’.

In which two ways should users be able to compare an entity's financial statements?

A provision can be a liability.

True D
False D

7 Define 'recognition'.
8 The cost or value of items in the financial statements is never estimated. True or false?
9 What is the most common basis of measurement used in financial statements?

o O A W N =
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1 This is a statement of generally accepted theoretical principles, which form the frame of reference for
financial reporting.

2 Advantages
. Standardised accounting practice

. Less open to criticism

. Concentrate on statement of profit or loss and other comprehensive income or statement of
financial position, as appropriate e
Disadvantages
. Variety of users, so not all will be satisfied
. Variety of standards for different purposes
) Preparing and implementing standards not necessarily any easier
3 Needs of investors
4 Information has relevance when it influences the economic decisions of users by helping them evaluate

past, present or future events or confirming (or correcting) their past evaluations.

5 . Through time to identify trends
. With other entities' statements

True. It satisfies the definition of a liability but the amount may need to be estimated.
See Key Term Section 7.

False. Monetary values are often estimated.

© © N o

Historical cost

Now try the question below from the Practice Question Bank

1 10 20 mins
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The regulatory
framework

Topic list Syllabus reference

1 The need for a regulatory framework A4
2 Setting of International Financial Reporting Standards A4
Introduction

We have already discussed the IASB and IFRSs to some extent. Here we are
concerned with the IASB's relationship with other bodies, and with the way the
IASB operates and how IFRSs are produced.

Later in this text we look at some of the theory behind what appears in the
accounts. The most important document in this area is the IASB's Conceptual
Framework for Financial Reporting.




Study guide

A4 Regulatory framework

(a) Explain why a regulatory framework is needed, also including the 2
advantages and disadvantages of IFRS over a national regulatory framework

(b) Explain why accounting standards on their own are not a complete 2
regulatory framework

(c) Distinguish between a principles based and a rules based framework and 1
discuss whether they can be complementary

(d) Describe the IASB's standard-setting process including revisions to and 2
interpretations of Standards

(e) Explain the relationship of national standard setters to the IASB in respect of 2
the standard setting process

Exam guide

You may be asked about these topics as part of a longer question.

1 The need for a regulatory framework

1.1 Introduction

The regulatory framework is the most important element in ensuring relevant and faithfully presented
financial information and thus meeting the needs of shareholders and other users.

Without a single body overall responsible for producing financial reporting standards (the IASB) and a
framework of general principles within which they can be produced (the Conceptual Framework), there
would be no means of enforcing compliance with GAAP. Also, GAAP would be unable to evolve in any
structured way in response to changes in economic conditions.

1.2 Principles-based versus rules-hased systems

) A principles-based system works within a set of laid down principles. A rules-based system regulates for
issues as they arise. Both of these have advantages and disadvantages.

The Conceptual Framework provides the background of principles within which standards can be
developed. This system is intended to ensure that standards are not produced which are in conflict with
each other and also that any departure from a standard can be judged on the basis of whether or not it is
in keeping with the principles set out in the Conceptual Framework. This is a principles-based system.

In the absence of a reporting framework, a more rules-based approach has to be adopted. This leads to a
large mass of regulation designed to cover every eventuality, as in the US. As we have seen over the past
few years, a large volume of regulatory measures does not always detect or prevent financial irregularity.
One presumed advantage of rules-based systems is that the exercise of judgement is minimised. Auditors
who fear litigation tend to prefer rules-based systems. It could be that a rules-based approach is
appropriate for controversial areas in accounting.

1.3 IFRS: advantages and disadvantages

The advantages and disadvantages of adopting IFRS have to be considered by each adopting country and
are being widely debated in the US at the moment.
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The main advantages are seen to be:

(@)  Abusiness can present its financial statements on the same basis as its foreign competitors,
making comparison easier

(b)  Cross-border listing will be facilitated, making it easier to raise capital abroad
(c)  Companies with foreign subsidiaries will have a common, company-wide accounting language
(d)  Foreign companies which are targets for takeovers or mergers can be more easily appraised

The disadvantages are perceived to be:

. The cost of implementing IFRS
. The lower level of detail in IFRS

Countries which have national standards which are very prescriptive are worried about the principles-
based standards in IFRS which require the application of judgement. This is particularly so in the US. US
accountants are subject to a high degree of litigation and their defence in court is usually that they
complied with the relevant sub-section of one of the hundreds of detailed standards which make up US
GAAP. They fear that adoption of IFRS will remove this defence.

j Harmonisation

In accounting terms what do you think are:

(@)  The advantages to international harmonisation?
(b)  The barriers to international harmonisation?

(@)  Advantages of global harmonisation

The advantages of harmonisation will be based on the benefits to users and preparers of accounts,
as follows.

(i) Investors, both individual and corporate, would like to be able to compare the financial
results of different companies internationally as well as nationally in making investment
decisions.

(i) Multinational companies would benefit from harmonisation for many reasons including the
following.

(1)  Better access would be gained to foreign investor funds.

(2)  Management control would be improved, because harmonisation would aid internal
communication of financial information.

(3)  Appraisal of foreign entities for take-overs and mergers would be more
straightforward.

(4) It would be easier to comply with the reporting requirements of overseas stock
exchanges.

(5)  Preparation of group accounts would be easier.

(6)  Areduction in audit costs might be achieved.

(7)  Transfer of accounting staff across national borders would be easier.

(iii)  Governments of developing countries would save time and money if they could adopt
international standards and, if these were used internally, governments of developing
countries could attempt to control the activities of foreign multinational companies in their
own country. These companies could not 'hide' behind foreign accounting practices which
are difficult to understand.

(iv)  Taxauthorities. It will be easier to calculate the tax liability of investors, including
multinationals who receive income from overseas sources.
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(v)  Regional economic groups usually promote trade within a specific geographical region. This
would be aided by common accounting practices within the region.

(vi)  Large international accounting firms would benefit as accounting and auditing would be
much easier if similar accounting practices existed throughout the world.

(b)  Barriers to harmonisation

(i) Different purposes of financial reporting. In some countries the purpose is solely for tax
assessment, while in others it is for investor decision-making.

(ii)  Different legal systems. These prevent the development of certain accounting practices and
restrict the options available.

(iii)  Different user groups. Countries have different ideas about who the relevant user groups are
and their respective importance. In the USA investor and creditor groups are given
prominence, while in Europe employees enjoy a higher profile.

(iv)  Needs of developing countries. Developing countries are obviously behind in the standard
setting process and they need to develop the basic standards and principles already in place
in most developed countries.

(v)  Nationalism is demonstrated in an unwillingness to accept another country's standard.

(vi)  Cultural differences result in objectives for accounting systems differing from country to
country.

(vii)  Unique circumstances. Some countries may be experiencing unusual circumstances which
affect all aspects of everyday life and impinge on the ability of companies to produce proper
reports, for example hyperinflation, civil war, currency restriction and so on.

(viii)  The lack of strong accountancy bodies. Many countries do not have strong independent
accountancy or business bodies which would press for better standards and greater
harmonisation.

1.4 The IASB and current accounting standards

The IASB's predecessor body, the IASC, had issued 41 International Accounting Standards (IASs) and on
1 April 2001 the IASB adopted all of these standards and now issues its own International Financial
Reporting Standards (IFRSs). So far 15 new IFRSs have been issued.

1.5 European Commission and IFRSs

All listed entities in member states have been required to use IFRSs in their consolidated financial
statements since 2005.

To this end the IASB undertook improvements projects, dealing with revisions to IFRS, for example in the
area of materiality, presentation, leases, related parties and earnings per share.

The aim of the European Commission is to build a fully-integrated, globally competitive market. As part of
this it aims to harmonise company law across the member states and to establish a level playing field for
financial reporting.

1.6 UK GAAP and IFRSs

The convergence process between UK GAAP and IFRS began in 2003 but was subsequently paused.
During that time, UK standards did not keep pace with business changes, particularly with regard to
financial instruments. The FRC decided that the optimum solution was a transition to an IFRS-based
framework and over the course of 2012 and 2013 it issued three new standards:

. FRS 100 Application of financial reporting requirements
o FRS 101 Reduced disclosure framework

o FRS 102 The Financial Reporting Standard Applicable in the United Kingdom and Republic of
Ireland
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FRS 102 replaces the majority of UK accounting standards, adopts an IFRS-based framework and
improves accounting for financial instruments. It is based on the /FRS for Small and Medium-sized
Entities, amended to comply with UK company law. It is intended for all UK entities other than those
applying the FRSSE or listed companies preparing group financial statements who are already required to
report under full IFRS. Such companies will be allowed to apply FRS 101 or FRS 102 in preparing their
individual entity financial statements.

This represents a very high level of convergence between UK GAAP and IFRS.

2 Setting of International Financial Reporting Standards

IFRSs are developed through a formal system of due process and broad international consultation
involving accountants, financial analysts and other users and regulatory bodies from around the world.

2.1 Due process

The overall agenda of the IASB will initially be set by discussion with the IFRS Advisory Council. The
process for developing an individual standard would involve the following steps.

Step 1 During the early stages of a project, the IASB may establish an Advisory Committee to give
advice on issues arising in the project. Consultation with the Advisory Committee and the
IFRS Advisory Council occurs throughout the project.

Step 2 IASB may develop and publish Discussion Papers for public comment.

Step 3 Following the receipt and review of comments, the IASB would develop and publish an
Exposure Draft for public comment.

Step 4 Following the receipt and review of comments, the IASB would issue a final International
Financial Reporting Standard.

The period of exposure for public comment is normally 90 days. However, in exceptional circumstances,
proposals may be issued with a comment period of 60 days. Draft IFRS Interpretations are exposed for a
60 day comment period.

2.2 Go-ordination with national standard setters

Close co-ordination between IASB due process and due process of national standard setters is important
to the success of the IASB's mandate.

The IASB is exploring ways in which to integrate its due process more closely with national due process.
Such integration may grow as the relationship between the IASB and national standard setters evolves. In
particular, the IASB is exploring the following procedure for projects that have international implications.

(@)  IASB and national standard setters would co-ordinate their work plans so that when the IASB starts
a project, national standard setters would also add it to their own work plans so that they can play
a full part in developing international consensus. Similarly, where national standard setters start
projects, the IASB would consider whether it needs to develop a new standard or review its existing
standards. Over a reasonable period, the IASB and national standard setters should aim to review
all standards where significant differences currently exist, giving priority to the areas where the
differences are greatest.

(b)  National standards setters would not be required to vote for the IASB's preferred solution in their
national standards, since each country remains free to adopt IASB standards with amendments or
to adopt other standards. However, the existence of an international consensus is clearly one factor
that members of national standard setters would consider when they decide how to vote on
national standards.

(c)  The IASB would continue to publish its own Exposure Drafts and other documents for public
comment.

(d)  National standard setters would publish their own exposure document at approximately the same
time as IASB Exposure Drafts and would seek specific comments on any significant divergences




between the two exposure documents. In some instances, national standard setters may include in

their exposure documents specific comments on issues of particular relevance to their country or
include more detailed guidance than is included in the corresponding IASB document.

()  National standard setters would follow their own full due process, which they would ideally choose

to integrate with the IASB's due process. This integration would avoid unnecessary delays in
completing standards and would also minimise the likelihood of unnecessary differences between
the standards that result.

2.3 IASB liaison members

Seven of the full-time members of the IASB have formal liaison responsibilities with national standard
setters in order to promote the convergence of national accounting standards and International Financial
Reporting Standards. The IASB envisages a partnership between the IASB and these national standard

setters as they work together to achieve convergence of accounting standards worldwide.

In addition all IASB members have contact responsibility with national standard setters not having liaison
members and many countries are also represented on the IFRS Advisory Council.

Exam focus
point

This topic could be examined as an MCQ.

2.4 Current IFRSs/IASs

The current list is as follows.

International Accounting Standards

issue/revision
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IAS 1 (revised) | Presentation of financial statements Sep 2007
IAS 2 Inventories Dec 2003
IAS 7 Statements of cash flows Dec 1992
IAS 8 Accounting policies, changes in accounting estimates and errors Dec 2003
IAS 10 Events after the reporting period Dec 2003
IAS 12 Income taxes Nov 2000
IAS 16 Property, plant and equipment Dec 2003
IAS 17 Leases Dec 2003
IAS 19 * Employee benefits Dec 2004
IAS 20 Accounting for government grants and disclosure of government

assistance S
IAS 21* The effects of changes in foreign exchange rates Dec 2003
IAS 23 (revised) | Borrowing costs Jan 2008
IAS 24* Related party disclosures Dec 2003
IAS 26 * Accounting and reporting by retirement benefit plans Jan 1995
IAS 27 (revised) | Separate financial statements May 2011
IAS 28 Investments in associates and joint ventures™* Dec 2003
IAS 29 * Financial reporting in hyperinflationary economies Jan 1995
IAS 30 * [')isclolsur.e iq thg financial statgments of banks and similar Jan 1995

financial institutions (not examinable)
IAS 32 Financial instruments: presentation Dec 2003
IAS 33 Earnings per share Dec 2003
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International Accounting Standards Date of

issue/revision

IAS 34* Interim financial reporting Feb 1998
IAS 36 Impairment of assets Mar 2004
IAS 37 Provisions, contingent liabilities and contingent assets Sept 1998
IAS 38 Intangible assets Mar 2004
IAS 40 Investment property Dec 2003
IAS 41 Agriculture Feb 2001
IFRS 1* First time adoption of International Financial Reporting Standards June 2003
IFRS 2 * Share-based payment Feb 2004
IFRS 3 (revised) | Business combinations Jan 2008 o
IFRS 4 * Insurance contracts Mar 2004
IFRS 5 Non-current assets held for sale and discontinued operations Mar 2004
IFRS 6 * Exploration for and evaluation of mineral resources Dec 2004
IFRS 7 Financial instruments: disclosures Aug 2005
IFRS 8 * Operating segments Nov 2006
IFRS 9 Financial Instruments Nov 2009
IFRS 10 Consolidated financial statements May 2011
IFRS 11* Joint arrangements May 2011 -
IFRS 12* Disclosures of interests in other entities May 2011
IFRS 13 Fair value measurement May 2011
IFRS 14* Regulatory deferral accounts Jan 2014
IFRS 15 Revenue from contracts with customers May 2014

* These standards are not examinable at F7.
* *Associates are examinable at F7; joint ventures are not.

2.5 Alternative treatments

Many of the old IASs permitted two accounting treatments for like transactions or events. One treatment was
designated as the benchmark treatment (effectively the preferred treatment) and the other was known as
the alternative treatment. This is no longer the case. The last standard to have a benchmark alternative was
IAS 23 which was revised to remove the benchmark treatment. Under the revised standard allowable
borrowing costs must be capitalised. However, some standards do still allow more than one policy — for
instance IAS 16 allows property, plant and equipment to be carried at cost or revalued amount.

2.6 Interpretation of IFRSs

The IASB has developed a procedure for issuing interpretations of its standards. In September 1996, the
IASC Board approved the formation of a Standards Interpretations Committee (SIC) for this task. This
has been renamed under the IASB as the IFRS Interpretations Committee (IFRSIC). The duties of the
Interpretations Committee are:

(@)  To interpret the application of International Financial Reporting Standards and provide timely
guidance on financial reporting issues not specifically addressed in IFRSs or IASs in the context of
the IASB's Framework, and undertake other tasks at the request of the Board.

(b)  To have regard to the Board's objective of working actively with national standard setters to bring
about convergence of national accounting standards and IFRSs to high quality solutions.
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(c)  To publish, after clearance by the Board, Draft Interpretations for public comment and consider
comments made within a reasonable period before finalising an Interpretation.

(d)  To report to the Board and obtain Board approval for final Interpretations.

In developing interpretations, the IFRSIC will work closely with similar national committees. If no more
than three of its members vote against an interpretation, the IFRSIC will ask the Board to approve the
interpretation for issue. Interpretations will be formally published after approval by the Board.

2.7 Scope and application of IFRSs

2.7.1 Scope

Any limitation of the applicability of a specific IFRS is made clear within that standard. IFRSs are not
intended to be applied to immaterial items, nor are they retrospective. Each individual IFRS lays out its
scope at the beginning of the standard.

2.7.2 Application

Within each individual country local regulations govern, to a greater or lesser degree, the issue of
financial statements. These local regulations include accounting standards issued by the national
regulatory bodies and/or professional accountancy bodies in the country concerned.

The IASB concentrated on essentials when producing IFRSs. They tried not to make IFRSs too complex,
because otherwise they would be impossible to apply on a worldwide basis.

2.8 Worldwide effect of IFRSs and the IASB

The IASB, and before it the IASC, has now been in existence for more than 30 years, and it is worth
looking at the effect it has had in that time.

As far as Europe is concerned, the consolidated financial statements of many of Europe's top
multinationals are now prepared in conformity with national requirements, EC directives and IFRSs.
Furthermore, IFRSs are having a growing influence on national accounting requirements and practices.
Many of these developments have been given added impetus by the internationalisation of capital markets.
As mentioned previously, IFRSs have been implemented in the EU for listed companies since 2005.

In Japan, the influence of the IASC had, until recently, been negligible. This was mainly because of links in
Japan between tax rules and financial reporting. The Japanese Ministry of Finance set up a working
committee to consider whether to bring national requirements into line with IFRSs. The Tokyo Stock
Exchange has announced that it will accept financial statements from foreign issuers that conform with
home country standards, which would include IFRS.

This was widely seen as an attempt to attract foreign issuers, in particular companies from Hong Kong
and Singapore. As these countries base their accounting on international standards, this action is
therefore implicit acknowledgement by the Japanese Ministry of Finance of IFRS requirements.

In America, the Securities and Exchange Commission (SEC) agreed in 1993 to permit but not require
foreign issuers (of shares, etc) to follow IFRS treatments on certain issues, including cash flow statements
under IAS 7. The overall effect is that, where an IFRS treatment differs from US GAAP, these treatments
are now acceptable. Domestic issuers are required to apply US GAAP. The SEC is now supporting the

IASB because it wants to attract foreign listings. In October 2002, under the Norwalk Agreement the FASB
and the IASB formally agreed that they would work towards convergence between US GAAP and IFRS and
in February 2006 they released a 'roadmap" setting out the convergence projects.

The pace of convergence has slowed over the past few years, however 2014 saw the publication of IFRS
15 Revenue from contracts with customers, which is the result of an IASB/FASB collaboration.
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2.9 Criticisms of the IASB

You need to be able to understand the problems that can arise.
We will begin by looking at some of the general problems created by accounting standards.

2.9.1 Accounting standards and choice

It is sometimes argued that companies should be given a choice in matters of financial reporting on the
grounds that accounting standards are detrimental to the quality of such reporting. There are arguments
on both sides.

In favour of accounting standards (both national and international), the following points can be made.
. They reduce or eliminate confusing variations in the methods used to prepare accounts.

. They provide a focal point for debate and discussions about accounting practice. I
. They oblige companies to disclose the accounting policies used in the preparation of accounts.
. They are a less rigid alternative to enforcing conformity by means of legislation.

. They have obliged companies to disclose more accounting information than they would otherwise
have done if accounting standards did not exist, for example IAS 33 Earnings per share.

Many companies are reluctant to disclose information which is not required by national legislation.
However, the following arguments may be put forward against standardisation and in favour of choice.

. A set of rules which give backing to one method of preparing accounts might be inappropriate in
some circumstances. For example, IAS 16 on depreciation is inappropriate for investment
properties (properties not occupied by the entity but held solely for investment), which are covered
by IAS 40 on investment property.

o Standards may be subject to lobbying or government pressure (in the case of national standards).
For example, in the US, the accounting standard FAS 19 on the accounts of oil and gas companies
led to a powerful lobby of oil companies, which persuaded the SEC (Securities and Exchange
Commission) to step in. FAS 19 was then suspended.

. Many national standards are not based on a conceptual framework of accounting, although IFRSs
are.
o There may be a trend towards rigidity, and away from flexibility in applying the rules.

2.9.2 Political problems

Any international body, whatever its purpose or activity, faces enormous political difficulties in attempting
to gain international consensus and the IASB is no exception to this. How can the IASB reconcile the
financial reporting situation between economies as diverse as third-world developing countries and
sophisticated first-world industrial powers?

Developing countries are suspicious of the IASB, believing it to be dominated by the US. This arises
because acceptance by the US listing authority, the Securities and Exchange Commission (SEC), of IASs is
seen as a major hurdle to be overcome. For all practical purposes it is the US market which must be
persuaded to accept IFRSs.

Developing countries are being catered for to some extent by the issue of a standard on agriculture, which
is generally of much more relevance to such countries.

There are also tensions between the UK/US model of financial reporting and the European model. The
UK/US model is based around investor reporting, whereas the European model is mainly concerned with
tax rules, so shareholder reporting has a much lower priority.

The break-up of the former USSR and the move in many Eastern European countries to free-market
economies has also created difficulties. It is likely that these countries will have to 'catch up' to
international standards as their economies stabilise.
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You must keep up to date with the IASB's progress and the problems it encounters in the financial press.
You should also be able to discuss:

. Due process of the IASB

Use and application of IFRSs
Future work of the IASB
Criticisms of the IASB

One of the competences you require to fulfil Performance Objective 7 of the PER is the ability to prepare

PERaleN | drafts or review primary financial statements in accordance with relevant accounting standards and
policies and legislation. The information in this chapter will give you knowledge to help you demonstrate
this competence.
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Chapter Roundup

A principles-based system works within a set of laid down principles. A rules-based system regulates for
issues as they arise. Both of these have advantages and disadvantages.

IFRSs are developed through a formal system of due process and broad international consultation
involving accountants, financial analysis and other users and regulatory bodies from around the world.

BPP

LEARNING MEDIA

What recent decisions will have a beneficial effect on global harmonisation of accounting?
One objective of the IASB is to promote the preparation of financial statements using the Euro.

True D
False D

A conceptual framework is:

A A theoretical expression of accounting standards

B A list of key terms used by the IASB

C A statement of theoretical principles which form the frame of reference for financial reporting
D The proforma financial statements

What development at the IASB aided users' interpretation of IFRSs?

Which of the following arguments is not in favour of accounting standards, but is in favour of accounting
choice?

A They reduce variations in methods used to produce accounts

B They oblige companies to disclose their accounting policies

C They are a less rigid alternative to legislation

D They may tend towards rigidity in applying the rules
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The 10SCO endorsement, and the EC requirement that listed companies should use IFRS from 2005.
False

C

The formation of the IFRS Interpretations Committee

D — The other arguments are all in favour of accounting standards.

[S2 T~ SL I\ I

Now try the questions below from the Practice Question Bank

2 10 20 mins
3(a) - 5 10 mins
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Tangible non-current
assets

Topic list Syllabus reference

1 |AS 16 Property, plant and equipment B1
2 Depreciation accounting B1
3 1AS 40 Investment property B1
4 1AS 23 Borrowing costs B1
Introduction

IAS 16 should be familiar to you from your earlier studies, as should the
mechanics of accounting for depreciation, revaluations of non-current assets
and disposals of non-current assets. Some questions are given here for
revision purposes.

IAS 40 deals with investment properties, which can be treated differently from
other property under IAS 16.

IAS 23 deals with borrowing costs, which will form part of the cost of a
qualifying asset.




Study guide

B1 Tangible non-current assets

() Define and compute the initial measurement of a non-current asset 2
(including an asset that has been self-constructed and borrowing costs)

(b) Identify subsequent expenditure that may be capitalised, distinguishing 2
between capital and revenue items

(c) Discuss the requirements of relevant accounting standards in relation to the 2
revaluation of non-current assets

(d) Account for revaluation and disposal gains and losses for non-current 2
assets

(e) Compute depreciation based on the cost and revaluation models and on 2
assets that have two or more significant parts (complex assets)

() Discuss why the treatment of investment properties should differ from other 2
properties

(9) Apply the requirements of relevant accounting standards to an investment 2
property

1 IAS 16 Property, plant and equipment

) IAS 16 covers all aspects of accounting for property, plant and equipment. This represents the bulk of
items which are 'tangible' non-current assets.

1.1 Scope

IAS 16 should be followed when accounting for property, plant and equipment unless another international
accounting standard requires a different treatment.

IAS 16 does not apply to the following.

(@)  Biological assets related to agricultural activity, apart from bearer biological assets (see below)
(b)  Mineral rights and mineral reserves, such as oil, gas and other non-regenerative resources

However, the standard applies to property, plant and equipment used to develop these assets.
1.1.1 Bearer biological assets

Following an amendment to IAS 41, bearer biological assets, especially plantation trees such as grape
vines, rubber trees and oil palms, are now classified under IAS 16. This amendment applies to plants
which are solely used to grow produce over several periods and are not themselves consumed, being
usually scrapped when no longer productive. They are measured at accumulated cost until maturity and
then become subject to depreciation and impairment charges

1.2 Definitions

The standard gives a large number of definitions.

Key term
ey terms o Property, plant and equipment are tangible assets that:

- Are held for use in the production or supply of goods or services, for rental to others, or for
administrative purposes

- Are expected to be used during more than one period
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. Cost is the amount of cash or cash equivalents paid or the fair value of the other consideration
given to acquire an asset at the time of its acquisition or construction.

. Residual value is the net amount which the entity expects to obtain for an asset at the end of its
useful life after deducting the expected costs of disposal.

. Entity specific value is the present value of the cash flows an entity expects to arise from the
continuing use of an asset and from its disposal at the end of its useful life, or expects to incur
when settling a liability.

. Fair value is the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants at the measurement date. (IFRS 13)

o Carrying amount is the amount at which an asset is recognised in the statement of financial
position after deducting any accumulated depreciation and accumulated impairment losses.

. An impairment loss is the amount by which the carrying amount of an asset exceeds its
recoverable amount. (IAS 16)

Note that the definition of fair value has now been changed by IFRS 13.

1.3 Recognition

In this context, recognition simply means incorporation of the item in the business's accounts, in this case
as a non-current asset. The recognition of property, plant and equipment depends on two criteria:

(@)  Itis probable that future economic benefits associated with the asset will flow to the entity
(b)  The cost of the asset to the entity can be measured reliably

These recognition criteria apply to subsequent expenditure as well as costs incurred initially. There are no
separate criteria for recognising subsequent expenditure. ——

Property, plant and equipment can amount to substantial amounts in financial statements, affecting the
presentation of the company's financial position and the profitability of the entity, through depreciation
and also if an asset is wrongly classified as an expense and taken to profit or loss.

1.3.1 First criterion: future economic benefits

The degree of certainty attached to the flow of future economic benefits must be assessed. This should
be based on the evidence available at the date of initial recognition (usually the date of purchase). The
entity should be assured that it will receive the rewards attached to the asset and it will incur the
associated risks, which will only generally be the case when the rewards and risks have actually passed to
the entity. Until then, the asset should not be recognised. e

1.3.2 Second criterion: cost measured reliably

It is generally easy to measure the cost of an asset as the transfer amount on purchase, ie what was paid
for it. Self-constructed assets can also be measured easily by adding together the purchase price of all
the constituent parts (labour, material etc) paid to external parties.

1.4 Separate items

Most of the time assets will be identified individually, but this will not be the case for smaller items, such
as tools, dies and moulds, which are sometimes classified as inventory and written off as an expense.

Major components or spare parts, however, should be recognised as property, plant and equipment.

For very large and specialised items, an apparently single asset should be broken down into its
composite parts. This occurs where the different parts have different useful lives and different depreciation
rates are applied to each part, eg an aircraft, where the body and engines are separated as they have
different useful lives.
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1.5 Safety and environmental equipment

These items may be necessary for the entity to obtain future economic benefits from its other assets. For
this reason they are recognised as assets. However the original assets plus the safety equipment should
be reviewed for impairment.

1.6 Initial measurement

Once an item of property, plant and equipment qualifies for recognition as an asset, it will initially be
measured at cost.

1.6.1 Components of cost

The standard lists the components of the cost of an item of property, plant and equipment.

. Purchase price, less any trade discount or rebate
o Import duties and non-refundable purchase taxes
o Directly attributable costs of bringing the asset to working condition for its intended use, eg:

- The cost of site preparation

- Initial delivery and handling costs

- Installation costs

- Testing

- Professional fees (architects, engineers)

. Initial estimate of the unavoidable cost of dismantling and removing the asset and restoring the site
on which it is located

The revised IAS 16 provides additional guidance on directly attributable costs included in the cost of an
item of property, plant and equipment.

(@)  These costs bring the asset to the location and working conditions necessary for it to be capable of
operating in the manner intended by management, including those costs to test whether the asset
is functioning properly.

(b)  They are determined after deducting the net proceeds from selling any items produced when
bringing the asset to its location and condition.

The revised standard also states that income and related expenses of operations that are incidental to the
construction or development of an item of property, plant and equipment should be recognised in profit or
loss.

The following costs will not be part of the cost of property, plant or equipment unless they can be
attributed directly to the asset's acquisition, or bringing it into its working condition.

o Administration and other general overhead costs
. Start-up and similar pre-production costs
. Initial operating losses before the asset reaches planned performance

All of these will be recognised as an expense rather than an asset.

In the case of self-constructed assets, the same principles are applied as for acquired assets. If the entity
makes similar assets during the normal course of business for sale externally, then the cost of the asset
will be the cost of its production under IAS 2 Inventories. This also means that abnormal costs (wasted
material, labour or other resources) are excluded from the cost of the asset. An example of a self-
constructed asset is when a building company builds its own head office.

1.6.2 Subsequent expenditure

Parts of some items of property, plant and equipment may require replacement at regular intervals. IAS 16
gives examples of a furnace which may require relining after a specified number of hours or aircraft
interiors which may require replacement several times during the life of the aircraft.
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This cost is recognised in full when it is incurred and added to the carrying amount of the asset. It will be
depreciated over its expected life, which may be different from the expected life of the other components
of the asset. The carrying amount of the item being replaced, such as the old furnace lining, is
derecognised when the replacement takes place.

Expenditure incurred in replacing or renewing a component of an item of property, plant and equipment
must be recognised in the carrying amount of the item. The carrying amount of the replaced or renewed
component must be derecognised. A similar approach is also applied when a separate component of an
item of property, plant and equipment is identified in respect of a major inspection to enable the continued
use of the item.

1.6.3 Exchanges of assets

IAS 16 specifies that exchange of items of property, plant and equipment, regardless of whether the assets
are similar, are measured at fair value, unless the exchange transaction lacks commercial substance or
the fair value of neither of the assets exchanged can be measured reliably. If the acquired item is not
measured at fair value, its cost is measured at the carrying amount of the asset given up.

1.7 Measurement subsequent to initial recognition

The standard offers two possible treatments here, essentially a choice between keeping an asset recorded
at cost or revaluing it to fair value.

(@)  Cost model. Carry the asset at its cost less depreciation and any accumulated impairment loss.

(b)  Revaluation model. Carry the asset at a revalued amount, being its fair value at the date of the
revaluation less any subsequent accumulated depreciation and subsequent accumulated
impairment losses. The revised IAS 16 makes clear that the revaluation model is available only if
the fair value of the item can be measured reliably.

1.7.1 Revaluations

The market value of land and buildings usually represents fair value, assuming existing use and line of
business. Such valuations are usually carried out by professionally qualified valuers.

In the case of plant and equipment, fair value can also be taken as market value. Where a market value is
not available, however, depreciated replacement cost should be used. There may be no market value
where types of plant and equipment are sold only rarely or because of their specialised nature (ie they
would normally only be sold as part of an ongoing business). L

The frequency of valuation depends on the volatility of the fair values of individual items of property,
plant and equipment. The more volatile the fair value, the more frequently revaluations should be carried
out. Where the current fair value is very different from the carrying value then a revaluation should be
carried out.

Most importantly, when an item of property, plant and equipment is revalued, the whole class of assets to
which it belongs should be revalued.

All the items within a class should be revalued at the same time, to prevent selective revaluation of
certain assets and to avoid disclosing a mixture of costs and values from different dates in the financial
statements. A rolling basis of revaluation is allowed if the revaluations are kept up to date and the
revaluation of the whole class is completed in a short period of time.

How should any increase in value be treated when a revaluation takes place? The debit will be the
increase in value in the statement of financial position, but what about the credit? IAS 16 requires the
increase to be credited to a revaluation surplus (ie part of owners' equity), unless the increase is
reversing a previous decrease which was recognised as an expense. To the extent that this offset is made,
the increase is recognised as income; any excess is then taken to the revaluation surplus.
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1.8 Example: revaluation surplus

Binkie Co has an item of land carried in its books at $13,000. Two years ago a slump in land values led the
company to reduce the carrying value from $15,000. This was taken as an expense in profit or loss. There
has been a surge in land prices in the current year, however, and the land is now worth $20,000.

Account for the revaluation in the current year.

Solution

The double entry is:

DEBIT Asset value (statement of financial position) ~ $7,000

CREDIT Profit or loss $2,000
Revaluation surplus $5,000

Note. The credit to the revaluation surplus will be shown under 'other comprehensive income'.

The case is similar for a decrease in value on revaluation. Any decrease should be recognised as an
expense, except where it offsets a previous increase taken as a revaluation surplus in owners' equity. Any
decrease greater than the previous upwards increase in value must be taken as an expense in the profit or
loss.

1.9 Example: revaluation decrease

Let us simply swap round the example given above. The original cost was $15,000, revalued upwards to
$20,000 two years ago. The value has now fallen to $13,000.

Account for the decrease in value.

Solution

The double entry is:

DEBIT Revaluation surplus $5,000

DEBIT Profit or loss $2,000

CREDIT Asset value (statement of financial position) $7,000

There is a further complication when a revalued asset is being depreciated. As we have seen, an upward
revaluation means that the depreciation charge will increase. Normally, a revaluation surplus is only
realised when the asset is sold, but when it is being depreciated, part of that surplus is being realised as
the asset is used. The amount of the surplus realised is the difference between depreciation charged on
the revalued amount and the (lower) depreciation which would have been charged on the asset's original
cost. This amount can be transferred to retained (ie realised) earnings but NOT through profit or loss.

1.10 Example: revaluation and depreciation

Crinckle Co bought an asset for $10,000 at the beginning of 20X6. It had a useful life of five years. On
1 January 20X8 the asset was revalued to $12,000. The expected useful life has remained unchanged (ie
three years remain).

Account for the revaluation and state the treatment for depreciation from 20X8 onwards.

Solution

On 1 January 20X8 the carrying value of the asset is $10,000 — (2 x $10,000 + 5) = $6,000. For the
revaluation:

DEBIT Accumulated depreciation $4,000

DEBIT Asset value $2,000

CREDIT Revaluation surplus $6,000
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The depreciation for the next three years will be $12,000 + 3 = $4,000, compared to depreciation on cost
of $10,000 + 5 = $2,000. So each year, the extra $2,000 can be treated as part of the surplus which has
become realised:

DEBIT Revaluation surplus $2,000
CREDIT Retained earnings $2,000
This is a movement on owners' equity only, not an item in profit or loss.

Exam focus

point Note that when a revaluation takes place, the depreciation for the period up to the date of revaluation

should be deducted from the carrying value before calculating the revaluation surplus. The examining
team have drawn attention to this as an error frequently made in exams.

1.11 Depreciation

The standard states:

. The depreciable amount of an item of property, plant and equipment should be allocated on a
systematic basis over its useful life.

o The depreciation method used should reflect the pattern in which the asset's economic benefits
are consumed by the entity.

o The depreciation charge for each period should be recognised as an expense unless it is included
in the carrying amount of another asset.

Land and buildings are dealt with separately even when they are acquired together because land normally
has an unlimited life and is therefore not depreciated. In contrast buildings do have a limited life and must
be depreciated. Any increase in the value of land on which a building is standing will have no impact on
the determination of the building's useful life.

1.11.1 Review of useful life

A review of the useful life of property, plant and equipment should be carried out at least at each
financial year end and the depreciation charge for the current and future periods should be adjusted if
expectations have changed significantly from previous estimates. Changes are changes in accounting
estimates and are accounted for prospectively as adjustments to future depreciation.

1.11.2 Example: review of useful life

B Co acquired a non-current asset on 1 January 20X2 for $80,000. It had no residual value and a useful
life of ten years.

On 1 January 20X5 the remaining useful life was reviewed and revised to four years.

What will be the depreciation charge for 20X5?

Solution

$
Original cost 80,000
Depreciation 20X2 — 20X4 (80,000 x 3/10) (24,000)
Carrying amount at 31 December 20X4 56,000
Remaining life 4 years
Depreciation charge years 20X5 — 20X8 (56,000/4) 14,000

1.11.3 Review of depreciation method

The depreciation method should also be reviewed at least at each financial year end and, if there has
been a significant change in the expected pattern of economic benefits from those assets, the method
should be changed to suit this changed pattern. When such a change in depreciation method takes place
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the change should be accounted for as a change in accounting estimate and the depreciation charge for
the current and future periods should be adjusted.

1.11.4 Impairment of asset values

An impairment loss should be treated in the same way as a revaluation decrease ie the decrease should
be recognised as an expense. However, a revaluation decrease (or impairment loss) should be charged
directly against any related revaluation surplus to the extent that the decrease does not exceed the amount
held in the revaluation surplus in respect of that same asset.

A reversal of an impairment loss should be treated in the same way as a revaluation increase, ie a
revaluation increase should be recognised as income to the extent that it reverses a revaluation decrease
or an impairment loss of the same asset previously recognised as an expense.

1.12 Complex assets

These are assets which are made up of separate components. Each component is separately depreciated
over their useful life. An example which appeared in a recent examination was that of an aircraft. An
aircraft could be considered as having the following components.

Cost Useful life
$'000

Fuselage 20,000 20 years
Undercarriage 5,000 500 landings
Engines 8,000 1,600 flying hours
Depreciation at the end of the first year, in which 150 flights totalling 400 hours were made would then be:

$'000
Fuselage 1,000
Undercarriage (5,000 x 150/500) 1,500
Engines (8,000 x 400/1,600) 2,000

4,500

1.13 Overhauls

Where an asset requires regular overhauls in order to continue to operate, the cost of the overhaul is
treated as an additional component and depreciated over the period to the next overhaul.

If, in the case of the aircraft above, an overhaul was required at the end of year 3 and every third year
thereafter at a cost of $1.2m this would be capitalised as a separate component. $1.2m would be added to
the cost and the depreciation (assuming 150 flights again) would therefore be:

$'000
Total as above 4,500
Overhaul ($1,200,000/3) 400
4,900

1.14 Retirements and disposals

When an asset is permanently withdrawn from use, or sold or scrapped, and no future economic benefits
are expected from its disposal, it should be withdrawn from the statement of financial position.

Gains or losses are the difference between the estimated net disposal proceeds and the carrying amount
of the asset. They should be recognised as income or expense in profit or loss.

1.15 Derecognition

An entity is required to derecognise the carrying amount of an item of property, plant or equipment that it
disposes of on the date the criteria for the sale in IFRS 15 Revenue from contracts with customers would
be met. This also applies to parts of an asset.
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An entity cannot classify as revenue a gain it realises on the disposal of an item of property, plant and
equipment.

1.16 Disclosure

The standard has a long list of disclosure requirements, for each class of property, plant and equipment.

(@)  Measurement bases for determining the gross carrying amount (if more than one, the gross
carrying amount for that basis in each category)

(b)  Depreciation methods used
(c)  Useful lives or depreciation rates used

(d)  Gross carrying amount and accumulated depreciation (aggregated with accumulated impairment
losses) at the beginning and end of the period

(e)  Reconciliation of the carrying amount at the beginning and end of the period showing:

(i) Additions

(i)  Disposals

(i Acquisitions through business combinations

(iv)  Increases/decreases during the period from revaluations and from impairment losses
(v)  Impairment losses recognised in profit or loss

(vi)  Impairment losses reversed in profit or loss

(vii)  Depreciation

(viii)  Net exchange differences (from translation of statements of a foreign entity)

(ix)  Any other movements

a)  Any recoverable amounts of property, plant and equipment

b)  Existence and amounts of restrictions on title, and items pledged as security for liabilities
c)  Accounting policy for the estimated costs of restoring the site

d)  Amount of expenditures on account of items in the course of construction

e)  Amount of commitments to acquisitions

Revalued assets require further disclosures.

a)  Basis used to revalue the assets

) Effective date of the revaluation

) Whether an independent valuer was involved

) Nature of any indices used to determine replacement cost
)

Carrying amount of each class of property, plant and equipment that would have been included in
the financial statements had the assets been carried at cost less accumulated depreciation and
accumulated impairment losses

(f) Revaluation surplus, indicating the movement for the period and any restrictions on the distribution
of the balance to shareholders

The standard also encourages disclosure of additional information, which the users of financial
statements may find useful.

(@)  The carrying amount of temporarily idle property, plant and equipment

(b)  The gross carrying amount of any fully depreciated property, plant and equipment that is still in use
(c)  The carrying amount of property, plant and equipment retired from active use and held for disposal
(d)  The fair value of property, plant and equipment when this is materially different from the carrying

amount

The following format (with notional figures) is commonly used to disclose non-current assets movements.
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Land and Plant and

Total buildings equipment
$ $ $

Cost or valuation
At 1 January 20X4 50,000 40,000 10,000
Revaluation surplus 12,000 12,000 -
Additions in year 4,000 - 4,000
Disposals in year (1,000) - (1,000)
At 31 December 20X4 65,000 52,000 13,000
Depreciation
At 1 January 20X4 16,000 10,000 6,000
Charge for year 4,000 1,000 3,000
Eliminated on disposals (500) - (500)
At 31 December 20X4 19,500 11,000 8,500
Net book value
At 31 December 20X4 45,500 41,000 4,500
At 1 January 20X4 34,000 30,000 4,000

f Non-current assets

(a) In a statement of financial position prepared in accordance with IAS 16, what does the carrying
amount represent?

(b)  Inaset of financial statements prepared in accordance with IAS 16, is it correct to say that the
carrying amount in a statement of financial position cannot be greater than the market (net
realisable) value of the partially used asset as at the end of the reporting period? Explain your
reasons for your answer.

(a) In simple terms the carrying amount of an asset is the cost of an asset less the '‘accumulated
depreciation’, that is, all depreciation charged so far. It should be emphasised that the main
purpose of charging depreciation is to ensure that profits are fairly reported. Thus depreciation is
concerned with the statement of profit or loss rather than the statement of financial position. In
consequence the carrying amount in the statement of financial position can be quite arbitrary. In
particular, it does not necessarily bear any relation to the market value of an asset and is of little
use for planning and decision making.

An obvious example of the disparity between carrying amount and market value is found in the
case of buildings, which may be worth more than ten times as much as their carrying amount.

(b)  Carrying amount can in some circumstances be higher than market value (net realisable value).
IAS 16 Property, plant and equipment states that the value of an asset cannot be greater than its
'recoverable amount'. However 'recoverable amount' as defined in IAS 16 is the amount
recoverable from further use. This may be higher than the market value.

This makes sense if you think of a specialised machine which could not fetch much on the
secondhand market but which will produce goods which can be sold at a profit for many years.

Exam focus
point Property and/or other non-current assets are likely to be tested as they have come up on a number of

papers.
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2 Depreciation accounting

Where assets held by an entity have a limited useful life to that entity it is necessary to apportion the
value of an asset over its useful life.

2.1 Non-current assets

If an asset's life extends over more than one accounting period, it earns profits over more than one period.
It is a non-current asset.

With the exception of land held on freehold or very long leasehold, every non-current asset eventually
wears out over time. Machines, cars and other vehicles, fixtures and fittings, and even buildings do not
last for ever. When a business acquires a non-current asset, it will have some idea about how long its
useful life will be, and it might decide what to do with it.

(@)  Keep on using the non-current asset until it becomes completely worn out, useless, and worthless.

(b)  Sell off the non-current asset at the end of its useful life, either by selling it as a second-hand item
or as scrap.

Since a non-current asset has a cost, and a limited useful life, and its value eventually declines, it follows
that a charge should be made in profit or loss to reflect the use that is made of the asset by the business.
This charge is called depreciation.

2.2 Scope

Depreciation accounting is governed by IAS 16 Property, plant and equipment. These are some of the IAS
16 definitions concerning depreciation.

. Depreciation is the result of systematic allocation of the depreciable amount of an asset over its
estimated useful life. Depreciation for the accounting period is charged to net profit or loss for the
period either directly or indirectly.

. Depreciable assets are assets which:

- Are expected to be used during more than one accounting period
- Have a limited useful life

- Are held by an entity for use in the production or supply of goods and services, for rental to
others, or for administrative purposes

. Useful life is one of two things:

- The period over which a depreciable asset is expected to be used by the entity, or

- The number of production or similar units expected to be obtained from the asset by the
entity.

. Depreciable amount of a depreciable asset is the historical cost or other amount substituted for
cost in the financial statements, less the estimated residual value.
(IAS 16)

An 'amount substituted for cost' will normally be a current market value after a revaluation has taken
place.

2.3 Depreciation

IAS 16 requires the depreciable amount of a depreciable asset to be allocated on a systematic basis to
each accounting period during the useful life of the asset. Every part of an item of property, plant and
equipment with a cost that is significant in relation to the total cost of the item must be depreciated
separately.
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One way of defining depreciation is to describe it as a means of spreading the cost of a non-current asset
over its useful life, and so matching the cost against the full period during which it earns profits for the
business. Depreciation charges are an example of the application of the accrual assumption to calculate
profits.

There are situations where, over a period, an asset has increased in value, ie its current value is greater
than the carrying value in the financial statements. You might think that in such situations it would not be
necessary to depreciate the asset. The standard states, however, that this is irrelevant, and that
depreciation should still be charged to each accounting period, based on the depreciable amount,
irrespective of a rise in value.

An entity is required to begin depreciating an item of property, plant and equipment when it is available for
use and to continue depreciating it until it is derecognised even if it is idle during the period.

2.4 Useful life

The following factors should be considered when estimating the useful life of a depreciable asset.

. Expected physical wear and tear
o Obsolescence
o Legal or other limits on the use of the assets

Once decided, the useful life should be reviewed at least every financial year end and depreciation rates
adjusted for the current and future periods if expectations vary significantly from the original estimates.
The effect of the change should be disclosed in the accounting period in which the change takes place.

The assessment of useful life requires judgement based on previous experience with similar assets or
classes of asset. When a completely new type of asset is acquired (ie through technological advancement
or through use in producing a brand new product or service) it is still necessary to estimate useful life,
even though the exercise will be much more difficult.

The standard also points out that the physical life of the asset might be longer than its useful life to the
entity in question. One of the main factors to be taken into consideration is the physical wear and tear the
asset is likely to endure. This will depend on various circumstances, including the number of shifts for
which the asset will be used, the entity's repair and maintenance programme and so on. Other factors to
be considered include obsolescence (due to technological advances/improvements in production/
reduction in demand for the product/service produced by the asset) and legal restrictions, eg length of a
related lease.

2.5 Residual value

In most cases the residual value of an asset is likely to be immaterial. If it is likely to be of any significant
value, that value must be estimated at the date of purchase or any subsequent revaluation. The amount of
residual value should be estimated based on the current situation with other similar assets, used in the
same way, which are now at the end of their useful lives. Any expected costs of disposal should be offset
against the gross residual value.

2.6 Depreciation methods

Consistency is important. The depreciation method selected should be applied consistently from period to
period unless altered circumstances justify a change. When the method is changed, the effect should be
quantified and disclosed and the reason for the change should be stated.

Various methods of allocating depreciation to accounting periods are available, but whichever is chosen
must be applied consistently (as required by IAS 1: see Chapter 1), to ensure comparability from period to
period. Change of policy is not allowed simply because of the profitability situation of the entity.

You should be familiar with the various accepted methods of allocating depreciation and the relevant
calculations and accounting treatments, which are revised in questions at the end of this section.
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2.7 Disclosure

An accounting policy note should disclose the valuation bases used for determining the amounts at which
depreciable assets are stated, along with the other accounting policies: see IAS 1.

IAS 16 also requires the following to be disclosed for each major class of depreciable asset.

o Depreciation methods used

. Useful lives or the depreciation rates used

. Total depreciation allocated for the period

. Gross amount of depreciable assets and the related accumulated depreciation

2.8 What is depreciation?

The need to depreciate non-current assets arises from the accruals assumption. If money is expended in
purchasing an asset then the amount expended must at some time be charged against profits. If the asset
is one which contributes to an entity's revenue over a number of accounting periods it would be
inappropriate to charge any single period (eg the period in which the asset was acquired) with the whole
of the expenditure. Instead, some method must be found of spreading the cost of the asset over its useful
economic life.

This view of depreciation as a process of allocation of the cost of an asset over several accounting periods
is the view adopted by IAS 16. It is worth mentioning here two common misconceptions about the
purpose and effects of depreciation.

(@)  Itis sometimes thought that the carrying amount of an asset is equal to its net realisable value and
that the object of charging depreciation is to reflect the fall in value of an asset over its life. This
misconception is the basis of a common, but incorrect, argument which says that freehold
properties (say) need not be depreciated in times when property values are rising. It is true that
historical cost statements of financial position often give a misleading impression when a
property's carrying amount is much below its market value, but in such a case it is open to a
business to incorporate a revaluation into its books, or even to prepare its accounts based on
current costs. This is a separate problem from that of allocating the property's cost over
successive accounting periods.

(b)  Another misconception is that depreciation is provided so that an asset can be replaced at the
end of its useful life. This is not the case:

(i) If there is no intention of replacing the asset, it could then be argued that there is no need to
provide for any depreciation at all

(ii) If prices are rising, the replacement cost of the asset will exceed the amount of depreciation
provided

The following questions are for revision purposes only.

% Depreciation methods

A lorry bought for a business cost $17,000. It is expected to last for five years and then be sold for scrap
for $2,000. Usage over the five years is expected to be:

Year 1 200 days
Year 2 100 days
Year 3 100 days
Year 4 150 days
Year 5 40 days
Required

Work out the depreciation to be charged each year under:
(@  The straight line method
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(b)  The reducing balance method (using a rate of 35%)
(c)  The machine hour method
(d)  The sum-of-the digits method

(@)  Under the straight line method, depreciation for each of the five years is:

$(17,000 - 2,000
5

Annual depreciation = ) - $3,000

(b)  Under the reducing balance method, depreciation for each of the five years is:
Year  Depreciation

1 35% x $17,000 = $5,950
2 35% x ($17,000 — $5,950) = 35% x $11,050 = $3,868
3 35% x ($11,050 — $3,868) = 35% x $7,182 = $2514
4 35% x ($7,182 — $2,514) = 35% x $4,668 = $1,634
5 Balance to bring book value down to $2,000 = $4,668 — $1,634 — $2,000 = $1,034

(c)  Under the machine hour method, depreciation for each of the five years is calculated as follows.
Total usage (days) = 200 + 100 + 100 + 150 + 40 = 590 days
$(17,000-2,000)

Depreciation per day = 590 =$25.42

Usage Depreciation ($)

Year (Qays) (days x $25.42)

1 200 5,084.00

2 100 2,542.00

3 100 2,542.00

4 150 3,813.00

5 40 1,016.80

14,997.80
Note. The answer does not come to exactly $15,000 because of the rounding carried out at the
'depreciation per day' stage of the calculation.
(d)  The sum-of-the digits method begins by adding up the years of expected life. In this case,
5+4+3+2+1=15.
The depreciable amount of $15,000 will then be allocated as follows:
Year 1 15,000 x 5/15 = 5,000

2 15,000 x 4/15 = 4,000
3 15,000 x 3/15 = 3,000
4 15,000 x 2/15 =2,000
5 15,000 x 1/15=1,000
Exam focus
point The December 2008 exam had a question which included machine-hour depreciation. Some candidates

failed to deduct the residual value before calculating the machine hour rate.

f Depreciation discussion

(@)  What are the purposes of providing for depreciation?

(b)  Inwhat circumstances is the reducing balance method more appropriate than the straight-line
method? Give reasons for your answer.
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(@)  The accounts of a business try to recognise that the cost of a non-current asset is gradually
consumed as the asset wears out. This is done by gradually writing off the asset's cost to profit or
loss over several accounting periods. This process is known as depreciation, and is an example of
the accruals assumption. IAS 16 Property, plant and equipment requires that depreciation should
be allocated on a systematic basis to each accounting period during the useful life of the asset.

With regard to the accrual principle, it is fair that the profits should be reduced by the depreciation

charge; this is not an arbitrary exercise. Depreciation is not, as is sometimes supposed, an attempt
to set aside funds to purchase new non-current assets when required. Depreciation is not generally
provided on freehold land because it does not 'wear out' (unless it is held for mining etc).

(b)  The reducing balance method of depreciation is used instead of the straight line method when it is
considered fair to allocate a greater proportion of the total depreciable amount to the earlier years
and a lower proportion to the later years on the assumption that the benefits obtained by the
business from using the asset decline over time.

In favour of this method it may be argued that it links the depreciation charge to the costs of
maintaining and running the asset. In the early years these costs are low and the depreciation
charge is high, while in later years this is reversed.

% Depreciation accounting
.’-,/
A business purchased two rivet-making machines on 1 January 20X5 at a cost of $15,000 each. Each had
an estimated life of five years and a nil residual value. The straight line method of depreciation is used.
Owing to an unforeseen slump in market demand for rivets, the business decided to reduce its output of
rivets, and switch to making other products instead. On 31 March 20X7, one rivet-making machine was
sold (on credit) to a buyer for $8,000.
Later in the year, however, it was decided to abandon production of rivets altogether, and the second
machine was sold on 1 December 20X7 for $2,500 cash.
Prepare the machinery account, provision for depreciation of machinery account and disposal of
machinery account for the accounting year to 31 December 20X7.
MACHINERY ACCOUNT
$ $
20X7 20X7
1 Jan Balance b/f 30,000 31 Mar  Disposal of machinery
account 15,000
1 Dec Disposal of machinery
account 15,000
30,000 30,000
ACCUMULATED DEPRECIATION OF MACHINERY
$ $
20X7 20X7
31 Mar  Disposal of
machinery account* 6,750 1 Jan Balance b/f 12,000
1 Dec Disposal of
machinery account™* 8,750 31 Dec  Profit or loss*** 3,500
15,500 15,500
* Depreciation at date of disposal = $6,000 + $750
**  Depreciation at date of disposal = $6,000 + $2,750
BPP
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* % %k

Depreciation charge for the year = $750 + $2,750
DISPOSAL OF MACHINERY

$ $
20X7 20X7
31 Mar Machinery account 15,000 31 Mar  Account receivable (sale
price) 8,000
31 Mar  Provision for depreciation 6,750
1 Dec Machinery 15,000 1 Dec Cash (sale price) 2,500
1 Dec Provision for depreciation 8,750
31 Dec  Profit or loss (loss on
disposal) 4,000
30,000 30,000

You should be able to calculate that there was a loss on the first disposal of $250, and on the second
disposal of $3,750, giving a total loss of $4,000.

Workings

1 At 1 January 20X7, accumulated depreciation on the machines will be:
$15,000

2 machines x 2 years x per machine pa = $12,000, or $6,000 per machine

3,000 .
2 Monthly depreciation is $ " = $250 per machine per month.

3 The machines are disposed of in 20X7.

(@  On 31 March — after three months of the year. Depreciation for the year on the machine = 3
months x $250 = $750.

(b)  On 1 December — after 11 months of the year. Depreciation for the year on the machine = 11
months x $250 = $2,750

3 IAS 40 Investment property

) An entity may own land or a building as an investment rather than for use in the business. It may
therefore generate cash flows largely independently of other assets which the entity holds. The treatment
of investment property is covered by IAS 40.

3.1 Definitions

Consider the following definitions.

Key terms
Investment property is property (land or a building — or part of a building — or both) held (by the owner or

by the lessee under a finance lease) to earn rentals or for capital appreciation or both, rather than for:

(@)  Useinthe production or supply of goods or services or for administrative purposes, or
(b)  Sale in the ordinary course of business.

Owner-occupied property is property held by the owner (or by the lessee under a finance lease) for use in
the production or supply of goods or services or for administrative purposes.

Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date.

Cost is the amount of cash or cash equivalents paid or the fair value of other consideration given to
acquire an asset at the time of its acquisition or construction.
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Carrying amount is the amount at which an asset is recognised in the statement of financial position.

A property interest that is held by a lessee under an operating lease may be classified and accounted for
as an investment property, if and only if the property would otherwise meet the definition of an
investment property and the lessee uses the IAS 40 fair value model. This classification is available on a
property-by-property basis.

Examples of investment property include:

(@)  Land held for long-term capital appreciation rather than for short-term sale in the ordinary course
of business

(b)  Abuilding owned by the reporting entity (or held by the entity under a finance lease) and leased
out under an operating lease

(c)  Abuilding held by a parent and leased to a subsidiary. Note, however, that while this is regarded
as an investment property in the individual parent company financial statements, in the
consolidated financial statements this property will be regarded as owner-occupied (because it is
occupied by the group) and will therefore be treated in accordance with IAS 16.

(d)  Property that is being constructed or developed for future use as an investment property

j Investment

Rich Co owns a piece of land. The directors have not yet decided whether to build a factory on it for use in
its business or to keep it and sell it when its value has risen.

Would this be classified as an investment property under IAS 407 I

Yes. If an entity has not determined that it will use the land either as an owner-occupied property or for
short-term sale in the ordinary course of business, the land is considered to be held for capital
appreciation.

3.2 IAS 40

IAS 40 Investment property was published in March 2000 and has recently been revised. Its objective is to
prescribe the accounting treatment for investment property and related disclosure requirements.

The standard includes investment property held under a finance lease or leased out under an operating
lease. However, the current IAS 40 does not deal with matters covered in IAS 17 Leases.

You now know what is an investment property under IAS 40. Below are examples of items that are not
investment property.

Property intended for sale in the ordinary course | IAS 2 Inventories

of business

Property being constructed or developed on IFRS 15 Revenue from contracts with customers
behalf of third parties

Owner-occupied property IAS 16 Property, plant and equipment
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3.3 Recognition

Investment property should be recognised as an asset when two conditions are met:

(@) Itis probable that the future economic benefits that are associated with the investment property
will flow to the entity.

(b)  The cost of the investment property can be measured reliably.

3.4 Initial measurement

An investment property should be measured initially at its cost, including transaction costs.

A property interest held under a lease and classified as an investment property shall be accounted for as if
it were a finance lease. The asset is recognised at the lower of the fair value of the property and the
present value of the minimum lease payments. An equivalent amount is recognised as a liability.

3.5 Measurement subsequent to initial recognition

IAS 40 requires an entity to choose between two models:

. The fair value model
. The cost model

Whatever policy it chooses should be applied to all of its investment property.

Where an entity chooses to classify a property held under an operating lease as an investment property,
there is no choice. The fair value model must be used for all the entity's investment property,
regardless of whether it is owned or leased.

3.5.1 Fair value model

Key terms
(@)  Afterinitial recognition, an entity that chooses the fair value model should measure all of its

investment property at fair value, except in the extremely rare cases where this cannot be
measured reliably. In such cases it should apply the IAS 16 cost model.

(b)  Again or loss arising from a change in the fair value of an investment property should be
recognised in net profit or loss for the period in which it arises.

(c)  The fair value of investment property should reflect market conditions at the end of the reporting
period.

This was the first time that the IASB has allowed a fair value model for non-financial assets. This is not the
same as a revaluation, where increases in carrying amount above a cost-based measure are recognised as
revaluation surplus. Under the fair-value model all changes in fair value are recognised in profit or loss.

The standard elaborates on issues relating to fair value.

(@)  Fair value assumes that an orderly transaction has taken place between market participants, ie both
buyer and seller are reasonably informed about the nature and characteristics of the investment
property.

(b) A buyer participating in an orderly transaction is motivated but not compelled to buy. A seller
participating in an orderly transaction is neither an over-eager nor a forced seller, nor one prepared
to sell at any price or to hold out for a price not considered reasonable in the current market.

(c)  Fairvalue is not the same as 'value in use' as defined in IAS 36 /Impairment of assets. Value in
use reflects factors and knowledge specific to the entity, while fair value reflects factors and
knowledge relevant to the market.

(d)  Indetermining fair value an entity should not double count assets. For example, elevators or air
conditioning are often an integral part of a building and should be included in the investment
property, rather than recognised separately.

m 3: Tangible non-current assets | F7 Financial Reporting ARNING B[EE @
LEA \%) /



()  Inthose rare cases where the entity cannot determine the fair value of an investment property
reliably, the cost model in IAS 16 must be applied until the investment property is disposed of.
The residual value must be assumed to be zero.

3.5.2 Cost model

The cost model is the cost model in IAS 16. Investment property should be measured at depreciated
cost, less any accumulated impairment losses. An entity that chooses the cost model should disclose
the fair value of its investment property.

3.5.3 Changing models

Once the entity has chosen the fair value or cost model, it should apply it to all its investment property. It
should not change from one model to the other unless the change will result in a more appropriate
presentation. IAS 40 states that it is highly unlikely that a change from the fair value model to the cost
model will result in a more appropriate presentation.

3.6 Transfers

Transfers to or from investment property should only be made when there is a change in use. For
example, owner occupation commences so the investment property will be treated under IAS 16 as an
owner-occupied property.

When there is a transfer from investment property carried at fair value to owner-occupied property or
inventories, the property's cost for subsequent accounting under IAS 16 or IAS 2 should be its fair value
at the date of change of use.

Conversely, an owner-occupied property may become an investment property and need to be carried at fair
value. An entity should apply IAS 16 up to the date of change of use. It should treat any difference at that date
between the carrying amount of the property under |AS 16 and its fair value as a revaluation under IAS 16.

3.7 Worked example: Transfer to investment property

A business owns a building which it has been using as a head office. In order to reduce costs, on
30 June 20X9 it moved its head office functions to one of its production centres and is now letting out its
head office. Company policy is to use the fair value model for investment property.

The building had an original cost on 1 January 20X0 of $250,000 and was being depreciated over
50 years. At 31 December 20X9 its fair value was judged to be $350,000.

How will this appear in the financial statements at 31 December 20X97?

Solution
The building will be depreciated up to 30 June 20X9.

Original cost 250,000
Depreciation 1.1.X0 —1.1.X9 (250/50 x 9) (45,000)
Depreciation to 30.6.X9 (250/50 x 6/12) (2,500)
Carrying amount at 30.6.X9 202,500
Revaluation surplus 147,500
Fair value at 30.6.X9 350,000

The difference between the carrying amount and fair value is taken to a revaluation surplus in accordance
with IAS 16.

However the building will be subjected to a fair value exercise at each year end and these gains or losses
will go to profit or loss. If at the end of the following year the fair value of the building is found to be
$380,000, $30,000 will be credited to profit or loss.
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3.8 Disposals

Derecognise (eliminate from the statement of financial position) an investment property on disposal or
when it is permanently withdrawn from use and no future economic benefits are expected from its disposal.

Any gain or loss on disposal is the difference between the net disposal proceeds and the carrying amount
of the asset. It should generally be recognised as income or expense in profit or loss.

Compensation from third parties for investment property that was impaired, lost or given up shall be
recognised in profit or loss when the compensation becomes receivable.

3.9 Disclosure requirements
These relate to:

. Choice of fair value model or cost model

. Whether property interests held as operating leases are included in investment property
. Criteria for classification as investment property

. Assumptions in determining fair value

. Use of independent professional valuer (encouraged but not required)

. Rental income and expenses

. Any restrictions or obligations

3.9.1 Fair value model - additional disclosures

An entity that adopts this must also disclose a reconciliation of the carrying amount of the investment
property at the beginning and end of the period.

3.9.2 Cost model - additional disclosures

These relate mainly to the depreciation method. In addition, an entity which adopts the cost model must
disclose the fair value of the investment property.

4 1AS 23 Borrowing costs

) IAS 23 looks at the treatment of borrowing costs, particularly where the related borrowings are applied to
the construction of certain assets. These are what are usually called 'self-constructed assets', where an
entity builds its own inventory or non-current assets over a substantial period of time.

4.1 Definitions

IAS 23 Borrowing costs was revised in March 2007. Previously it gave a choice of methods in dealing with
borrowing costs: capitalisation or expense. The revised standard requires capitalisation.

Only two definitions are given by the standard:

Key terms Borrowing costs. Interest and other costs incurred by an entity in connection with the borrowing of funds.

Qualifying asset. An asset that necessarily takes a substantial period of time to get ready for its intended
use or sale. (IAS 23)

The standard lists what may be included in borrowing costs.

. Interest on bank overdrafts and short-term and long-term borrowings

. Amortisation of discounts or premiums relating to borrowings

. Amortisation of ancillary costs incurred in connection with the arrangement of borrowings
. Finance charges in respect of finance leases recognised in accordance with IAS 17
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. Exchange differences arising from foreign currency borrowings to the extent that they are regarded
as an adjustment to interest costs

Depending on the circumstances, any of the following may be qualifying assets.

. Inventories

. Manufacturing plants

. Power generation facilities
. Intangible assets

. Investment properties

Financial assets and inventories that are manufactured, or otherwise produced over a short period of time
are not qualifying assets. Assets that are ready for their intended use or sale when purchased are not
qualifying assets.

4.2 IAS 23 revised: capitalisation
Under the revised treatment, all eligible borrowing costs must be capitalised.

Only borrowing costs that are directly attributable to the acquisition, construction or production of a
qualifying asset can be capitalised as part of the cost of that asset. The standard lays out the criteria for
determining which borrowing costs are eligible for capitalisation.

4.2.1 Borrowing costs eligible for capitalisation

Those borrowing costs directly attributable to the acquisition, construction or production of a qualifying
asset must be identified. These are the borrowing costs that would have been avoided had the
expenditure on the qualifying asset not been made. This is obviously straightforward where funds have
been borrowed for the financing of one particular asset.

Difficulties arise, however, where the entity uses a range of debt instruments to finance a wide range of
assets, so that there is no direct relationship between particular borrowings and a specific asset. For example,
all borrowings may be made centrally and then lent to different parts of the group or entity. Judgement is
therefore required, particularly where further complications can arise (eg foreign currency loans).

Once the relevant borrowings are identified, which relate to a specific asset, then the amount of borrowing
costs available for capitalisation will be the actual borrowing costs incurred on those borrowings during
the period, less any investment income on the temporary investment of those borrowings. It would not be
unusual for some or all of the funds to be invested before they are actually used on the qualifying asset.

f Capitalisation

On 1 January 20X6 Stremans Co borrowed $1.5m to finance the production of two assets, both of which
were expected to take a year to build. Work started during 20X6. The loan facility was drawn down and
incurred on 1 January 20X6, and was utilised as follows, with the remaining funds invested temporarily.

Asset A Asset B

$'000 $'000

1 January 20X6 250 500
1 July 20X6 250 500

The loan rate was 9% and Stremans Co can invest surplus funds at 7%.
Required

Ignoring compound interest, calculate the borrowing costs which may be capitalised for each of the assets
and consequently the cost of each asset as at 31 December 20X6.
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Asset A Asset B

$ $
Borrowing costs
To 31 December 20X6  $500,000/$1,000,000 x 9% 45,000 90,000
Less investment income
To 30 June 20X6 $250,000/$500,000 x 7% x 6/12 (8,750) (17,500)
36,250 72,500
Cost of assets
Expenditure incurred 500,000 1,000,000
Borrowing costs 36,250 72,500
536,250 1,072,500

In a situation where borrowings are obtained generally, but are applied in part to obtaining a qualifying
asset, then the amount of borrowing costs eligible for capitalisation is found by applying the 'capitalisation
rate' to the expenditure on the asset.

The capitalisation rate is the weighted average of the borrowing costs applicable to the entity's
borrowings that are outstanding during the period, excluding borrowings made specifically to obtain a
qualifying asset. However, there is a cap on the amount of borrowing costs calculated in this way: it must
not exceed actual borrowing costs incurred.

Sometimes one overall weighted average can be calculated for a group or entity, but in some situations it
may be more appropriate to use a weighted average for borrowing costs for individual parts of the group
or entity.

% Construction

Acruni Co had the following loans in place at the beginning and end of 20X6.

1 January 31 December

20X6 20X6

$m $m

10% Bank loan repayable 20X8 120 120
9.5% Bank loan repayable 20X9 80 80
8.9% debenture repayable 20X7 - 150

The 8.9% debenture was issued to fund the construction of a qualifying asset (a piece of mining
equipment), construction of which began on 1 July 20X6.

On 1 January 20X86, Acruni Co began construction of a qualifying asset, a piece of machinery for a hydro-
electric plant, using existing borrowings. Expenditure drawn down for the construction was: $30m on
1 January 20X6, $20m on 1 October 20X6.

Required
Calculate the borrowing costs that can be capitalised for the hydro-electric plant machine.

o . 120 80
Capitalisat te = hted te = (10% 9.5% =9.8%
apitalisation rate = weighted average rate = ( x 120+80)+( x 120+80)
Borrowing costs = ($30m x 9.8%) + ($20m x 9.8% x 3/12)

= $3.43m
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4.2.2 Carrying amount exceeds recoverable amount

A situation may arise whereby the carrying amount (or expected ultimate cost) of the qualifying asset
exceeds its recoverable amount or net realisable value. In these cases, the carrying amount must be
written down or written off, as required by other |ASs. In certain circumstances (again as allowed by other
|ASs), these amounts may be written back in future periods.

4.2.3 Commencement of capitalisation

Three events or transactions must be taking place for capitalisation of borrowing costs to be started.

(@)  Expenditure on the asset is being incurred
(b)  Borrowing costs are being incurred
(c)  Activities are in progress that are necessary to prepare the asset for its intended use or sale

Expenditure must result in the payment of cash, transfer of other assets or assumption of interest-bearing
liabilities. Deductions from expenditure will be made for any progress payments or grants received in
connection with the asset. IAS 23 allows the average carrying amount of the asset during a period
(including borrowing costs previously capitalised) to be used as a reasonable approximation of the
expenditure to which the capitalisation rate is applied in the period. Presumably more exact calculations
can be used.

Activities necessary to prepare the asset for its intended sale or use extend further than physical
construction work. They encompass technical and administrative work prior to construction, eg obtaining
permits. They do not include holding an asset when no production or development that changes the
asset's condition is taking place, eg where land is held without any associated development activity.

4.2.4 Suspension of capitalisation

If active development is interrupted for any extended periods, capitalisation of borrowing costs should be
suspended for those periods.

Suspension of capitalisation of borrowing costs is not necessary for temporary delays or for periods
when substantial technical or administrative work is taking place.

4.2.5 Cessation of capitalisation

Once substantially all the activities necessary to prepare the qualifying asset for its intended use or sale
are complete, then capitalisation of borrowing costs should cease. This will normally be when physical
construction of the asset is completed, although minor modifications may still be outstanding.

The asset may be completed in parts or stages, where each part can be used while construction is still
taking place on the other parts. Capitalisation of borrowing costs should cease for each part as it is
completed. The example given by the standard is a business park consisting of several buildings.
4.2.6 Disclosure

The following should be disclosed in the financial statements in relation to borrowing costs.

(@)  Amount of borrowing costs capitalised during the period
(b)  Capitalisation rate used to determine the amount of borrowing costs eligible for capitalisation
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Chapter Roundup

o IAS 16 covers all aspects of accounting for property, plant and equipment. This represents the bulk of
items which are 'tangible' non-current assets.

o Where assets held by an entity have a limited useful life it is necessary to apportion the value of an asset
over its useful life.

. An entity may own land or a building as an investment rather than for use in the business. It may
therefore generate cash flows largely independently of other assets which the entity holds. The treatment
of investment property is covered by IAS 40.

. IAS 23 looks at the treatment of borrowing costs, particularly where the related borrowings are applied to
the construction of certain assets. These are what are usually called 'self-constructed assets', where an
entity builds its own inventory or non-current assets over a substantial period of time.

1 Define depreciation.
2 Which of the following elements can be included in the production cost of a non-current asset?

(i) Purchase price of raw materials
(i) Architect's fees
(iii)  Import duties
(iv)  Installation costs
3 Market value can usually be taken as fair value.

True D
False D

4 Investment properties must always be shown at fair value.

True D
False D

5 What is the correct treatment for property being constructed for future use as investment property?
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See Section 2.2

All of them

True

False. The cost model may be used, provided it is used consistently.
It is treated as an investment property under IAS 40.

[S2 B~ SS BN |G I

Now try the question below from the Practice Question Bank

5 - 10 20 mins
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Intangible assets

Topic list Syllabus reference

1 1AS 38 Intangible assets B2

2 Research and development costs B2

3 Goodwill (IFRS 3) B2
Introduction

We begin our examination of intangible non-current assets with a discussion of
the IAS on the subject (IAS 38).

Goodwill and its treatment is a controversial area, as is the accounting for
items similar to goodwill, such as brands. Goodwill is very important in group
accounts and we will look at it again in Chapter 9.




Study guide

B2 Intangible non-current assets

(a) Discuss the nature and accounting treatment of internally generated and 2
purchased intangibles

(b) Distinguish between goodwill and other intangible assets 2

(c) Describe the criteria for the initial recognition and measurement of 2

intangible assets

(d) Describe the subsequent accounting treatment, including the principle of 2
impairment tests in relation to goodwill

(e) Indicate why the value of purchase consideration for an investment may be 2
less than the value of the acquired identifiable net assets and how the
difference should be accounted for

() Describe and apply the requirements of relevant accounting standards to 2
research and development expenditure

1 1AS 38 Intangible assets

) Intangible assets are defined by IAS 38 as non-monetary assets without physical substance.

IAS 38 Intangible assets was published in 1998 and revised in 2008.

1.1 The objectives of the standard

(@)  To establish the criteria for when an intangible asset may or should be recognised
(b)  To specify how intangible assets should be measured
(c)  To specify the disclosure requirements for intangible assets

1.2 Definition of an intangible asset

The definition of an intangible asset is a key aspect of the standard, because the rules for deciding whether
or not an intangible asset may be recognised in the accounts of an entity are based on the definition of
what an intangible asset is.

Key term
An intangible asset is an identifiable non-monetary asset without physical substance The asset must be:

(@)  Controlled by the entity as a result of events in the past
(b)  Something from which the entity expects future economic benefits to flow

Examples of items that might be considered as intangible assets include computer software, patents,
copyrights, motion picture films, customer lists, franchises and fishing rights. An item should not be
recognised as an intangible asset, however, unless it fully meets the definition in the standard. The
guidelines go into great detail on this matter.

1.3 Intangible asset: must be identifiable

An intangible asset must be identifiable in order to distinguish it from goodwill. With non-physical items,
there may be a problem with "identifiability’.

(a) If an intangible asset is acquired separately through purchase, there may be a transfer of a legal
right that would help to make an asset identifiable.
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(b)  Anintangible asset may be identifiable if it is separable, ie if it could be rented or sold separately.
However, 'separability’ is not an essential feature of an intangible asset.

1.4 Intangible asset: control by the entity

Another element of the definition of an intangible asset is that it must be under the control of the entity as
a result of a past event. The entity must therefore be able to enjoy the future economic benefits from the
asset, and prevent the access of others to those benefits. A legally enforceable right is evidence of such
control, but is not always a necessary condition.

(@)  Control over technical knowledge or know-how only exists if it is protected by a legal right.

(b)  The skill of employees, arising out of the benefits of training costs, are most unlikely to be
recognisable as an intangible asset, because an entity does not control the future actions of its staff.

(c)  Similarly, market share and customer loyalty cannot normally be intangible assets, since an entity
cannot control the actions of its customers.

1.5 Intangible asset: expected future economic henefits

An item can only be recognised as an intangible asset if economic benefits are expected to flow in the
future from ownership of the asset. Economic benefits may come from the sale of products or services, or
from a reduction in expenditures (cost savings).

An intangible asset, when recognised initially, must be measured at cost. It should be recognised if, and
only if both the following occur.

(a) It is probable that the future economic benefits that are attributable to the asset will flow to the
entity.
(b)  The cost can be measured reliably.

Management has to exercise its judgement in assessing the degree of certainty attached to the flow of
economic benefits to the entity. External evidence is best.

(a) If an intangible asset is acquired separately, its cost can usually be measured reliably as its
purchase price (including incidental costs of purchase such as legal fees, and any costs incurred in
getting the asset ready for use).

(b)  When an intangible asset is acquired as part of a business combination (ie an acquisition or
takeover), the cost of the intangible asset is its fair value at the date of the acquisition.

IFRS 3 explains that the fair value of intangible assets acquired in business combinations can normally be
measured with sufficient reliability to be recognised separately from goodwill.

Quoted market prices in an active market provide the most reliable estimate of the fair value of an
intangible asset. If no active market exists for an intangible asset, its fair value is the amount that the entity
would have paid for the asset, at the acquisition date, in an orderly transaction between market
participants, on the basis of the best information available. In determining this amount, an entity should
consider the outcome of recent transactions for similar assets. There are techniques for estimating the fair
values of unique intangible assets (such as brand names) and these may be used to measure an intangible
asset acquired in a business combination.

In accordance with IAS 20, intangible assets acquired by way of government grant and the grant itself may
be recorded initially either at cost (which may be zero) or fair value.

1.6 Exchanges of assets L

If one intangible asset is exchanged for another, the cost of the intangible asset is measured at fair value
unless:

(@)  The exchange transaction lacks commercial substance, or
(b)  The fair value of neither the asset received nor the asset given up can be measured reliably.

Otherwise, its cost is measured at the carrying amount of the asset given up.
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Rule to learn

FAST FORWARD )

1.7 Internally generated goodwill

Internally generated goodwill may not be recognised as an asset.

The standard deliberately precludes recognition of internally generated goodwill because it requires that,
for initial recognition, the cost of the asset rather than its fair value should be capable of being measured
reliably and that it should be identifiable and controlled. Thus you do not recognise an asset which is
subjective and cannot be measured reliably.

2 Research and development costs

Development costs can be recognised as an asset if they meet certain criteria.

2.1 Research

Research activities by definition do not meet the criteria for recognition under IAS 38. This is because, at
the research stage of a project, it cannot be certain that future economic benefits will probably flow to the
entity from the project. There is too much uncertainty about the likely success or otherwise of the project.
Research costs should therefore be written off as an expense as they are incurred.

Examples of research costs

(@)  Activities aimed at obtaining new knowledge

(b)  The search for, evaluation and final selection of, applications of research findings or other
knowledge

(c)  The search for alternatives for materials, devices, products, processes, systems or services

(d)  The formulation, design evaluation and final selection of possible alternatives for new or improved
materials, devices, products, systems or services

2.2 Development

Development costs may qualify for recognition as intangible assets provided that the following strict
criteria can be demonstrated.

QO

) The technical feasibility of completing the intangible asset so that it will be available for use or sale

b)  Itsintention to complete the intangible asset and use or sell it

c)  Its ability to use or sell the intangible asset

d)  How the intangible asset will generate probable future economic benefits. Among other things, the
entity should demonstrate the existence of a market for the output of the intangible asset or the
intangible asset itself or, if it is to be used internally, the usefulness of the intangible asset.

(e) Its ability to measure the expenditure attributable to the intangible asset during its development

reliably

(
(
(
(

In contrast with research costs development costs are incurred at a later stage in a project, and the
probability of success should be more apparent. Examples of development costs include:

(@)  The design, construction and testing of pre-production or pre-use prototypes and models

(b)  The design of tools, jigs, moulds and dies involving new technology

(c)  The design, construction and operation of a pilot plant that is not of a scale economically feasible
for commercial production

(d)  The design, construction and testing of a chosen alternative for new or improved materials,
devices, products, processes, systems or services
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2.3 Other internally generated intangible assets

The standard prohibits the recognition of internally generated brands, mastheads, publishing titles and
customer lists and similar items as intangible assets. These all fail to meet one or more (in some cases all)
the definition and recognition criteria and in some cases are probably indistinguishable from internally
generated goodwill.

2.4 Cost of an internally generated intangible asset

Intangible assets should be initially be measured at cost, but subsequently they can be carried at cost or at
a revalued amount.

The costs allocated to an internally generated intangible asset should be only costs that can be directly
attributed or allocated on a reasonable and consistent basis to creating, producing or preparing the asset
for its intended use. The principles underlying the costs which may or may not be included are similar to
those for other non-current assets and inventory.

The cost of an internally generated intangible asset is the sum of the expenditure incurred from the date
when the intangible asset first meets the recognition criteria. If, as often happens, considerable costs have
already been recognised as expenses before management could demonstrate that the criteria have been
met, this earlier expenditure should not be retrospectively recognised at a later date as part of the cost of
an intangible asset.

Treatment

Doug Co is developing a new production process. During 20X3, expenditure incurred was $100,000, of
which $90,000 was incurred before 1 December 20X3 and $10,000 between 1 December 20X3 and

31 December 20X3. Doug Co can demonstrate that, at 1 December 20X3, the production process met the
criteria for recognition as an intangible asset. The recoverable amount of the know-how embodied in the
process is estimated to be $50,000.

Required

How should the expenditure be treated?

At the end of 20X3, the production process is recognised as an intangible asset at a cost of $10,000. This is
the expenditure incurred since the date when the recognition criteria were met, that is 1 December 20X3. The
$90,000 expenditure incurred before 1 December 20X3 is expensed, because the recognition criteria were
not met. It will never form part of the cost of the production process recognised in the statement of financial
position.

2.5 Recognition of an expense

All expenditure related to an intangible which does not meet the criteria for recognition either as an
identifiable intangible asset or as goodwill arising on an acquisition should be expensed as incurred. The
IAS gives examples of such expenditure:

o Start up costs ) Advertising costs
o Training costs o Business relocation costs

Prepaid costs for services, for example advertising or marketing costs for campaigns that have been
prepared but not launched, can still be recognised as a prepayment.




2.6 Measurement of intangible assets subsequent to initial recognition

The standard allows two methods of valuation for intangible assets after they have been first recognised.

Applying the cost model, an intangible asset should be carried at its cost, less any accumulated
amortisation and less any accumulated impairment losses.

The revaluation model allows an intangible asset to be carried at a revalued amount, which is its fair
value at the date of revaluation, less any subsequent accumulated amortisation and any subsequent
accumulated impairment losses.

(@)  The fair value must be able to be measured reliably with reference to an active market in that type
of asset.

(b)  The entire class of intangible assets of that type must be revalued at the same time (to prevent
selective revaluations).

(c)  Ifanintangible asset in a class of revalued intangible assets cannot be revalued because there is no
active market for this asset, the asset should be carried at its cost less any accumulated
amortisation and impairment losses.

(d)  Revaluations should be made with such regularity that the carrying amount does not differ from
that which would be determined using fair value at the end of the reporting period.

Pointto note | 1pis treatment is not available for the initial recognition of intangible assets. This is because the cost of the

asset must be reliably measured.

The guidelines state that there will not usually be an active market in an intangible asset; therefore the
revaluation model will usually not be available. For example, although copyrights, publishing rights and
film rights can be sold, each has a unique sale value. In such cases, revaluation to fair value would be
inappropriate. A fair value might be obtainable however for assets such as fishing rights or quotas or taxi
cab licences.

Where an intangible asset is revalued upwards to a fair value, the amount of the revaluation should be
credited directly to equity under the heading of a revaluation surplus.

However, if a revaluation surplus is a reversal of a revaluation decrease that was previously charged
against income, the increase can be recognised as income.

Where the carrying amount of an intangible asset is revalued downwards, the amount of the downward
revaluation should be charged as an expense against income, unless the asset has previously been
revalued upwards. A revaluation decrease should be first charged against any previous revaluation surplus
in respect of that asset.

f Downward revaluation

An intangible asset is measured by a company at fair value. The asset was revalued by $400 in 20X3, and
there is a revaluation surplus of $400 in the statement of financial position. At the end of 20X4, the asset
is valued again, and a downward valuation of $500 is required.

Required

State the accounting treatment for the downward revaluation.

In this example, the downward valuation of $500 can first be set against the revaluation surplus of $400.
The revaluation surplus will be reduced to $nil and a charge of $100 made as an expense in 20X4.
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When the revaluation model is used, and an intangible asset is revalued upwards, the cumulative
revaluation surplus may be transferred to retained earnings when the surplus is eventually realised. The
surplus would be realised when the asset is disposed of. However, the surplus may also be realised over
time as the asset is used by the entity. The amount of the surplus realised each year is the difference
between the amortisation charge for the asset based on the revalued amount of the asset, and the
amortisation that would be charged on the basis of the asset's historical cost. The realised surplus in such
case should be transferred from revaluation surplus directly to retained earnings, and should not be taken
through profit or loss.

2.7 Useful life

An entity should assess the useful life of an intangible asset, which may be finite or indefinite. An
intangible asset has an indefinite useful life when there is no foreseeable limit to the period over which
the asset is expected to generate net cash inflows for the entity.

Many factors are considered in determining the useful life of an intangible asset, including:

o Expected usage

. Typical product life cycles

. Technical, technological, commercial or other types of obsolescence

. The stability of the industry; expected actions by competitors

. The level of maintenance expenditure required

. Legal or similar limits on the use of the asset, such as the expiry dates of related leases

Computer software and many other intangible assets normally have short lives because they are
susceptible to technological obsolescence. However, uncertainty does not justify choosing a life that is
unrealistically short.

The useful life of an intangible asset that arises from contractual or other legal rights should not exceed
the period of the rights, but may be shorter depending on the period over which the entity expects to use
the asset.

2.8 Amortisation period and amortisation method

An intangible asset with a finite useful life should be amortised over its expected useful life.
(@)  Amortisation should start when the asset is available for use.

(b)  Amortisation should cease at the earlier of the date that the asset is classified as held for sale in
accordance with IFRS 5 Non-current assets held for sale and discontinued operations and the date
that the asset is derecognised.

(c)  The amortisation method used should reflect the pattern in which the asset's future economic
benefits are consumed. If such a pattern cannot be predicted reliably, the straight-line method
should be used.

(d)  The amortisation charge for each period should normally be recognised in profit or loss.

The residual value of an intangible asset with a finite useful life is assumed to be zero unless a third party
is committed to buying the intangible asset at the end of its useful life or unless there is an active market
for that type of asset (so that its expected residual value can be measured) and it is probable that there will
be a market for the asset at the end of its useful life.

The amortisation period and the amortisation method used for an intangible asset with a finite useful life
should be reviewed at each financial year end.

2.9 Intangible assets with indefinite useful lives

An intangible asset with an indefinite useful life should not be amortised. (IAS 36 requires that such an
asset is tested for impairment at least annually.)
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The useful life of an intangible asset that is not being amortised should be reviewed each year to
determine whether it is still appropriate to assess its useful life as indefinite. Reassessing the useful life of
an intangible asset as finite rather than indefinite is an indicator that the asset may be impaired and
therefore it should be tested for impairment.

Exam focus , . . ,
point Intangible assets could appear as part of an accounts preparation question or in an MCQ. Make sure you

know the capitalisation criteria.

f Intangible asset

>

It may be difficult to establish the useful life of an intangible asset, and judgement will be needed.
Required

Consider how to determine the useful life of a purchased brand name.

Factors to consider would include the following.

(@)  Legal protection of the brand name and the control of the entity over the (illegal) use by others of
the brand name (ie control over pirating)

(b)  Age of the brand name
(c)  Status or position of the brand in its particular market

(d)  Ability of the management of the entity to manage the brand name and to measure activities that
support the brand name (eg advertising and PR activities)

(e)  Stability and geographical spread of the market in which the branded products are sold
(f) Pattern of benefits that the brand name is expected to generate over time

(9) Intention of the entity to use and promote the brand name over time (as evidenced perhaps by a
business plan in which there will be substantial expenditure to promote the brand name)

2.10 Disposals/retirements of intangible assets

An intangible asset should be eliminated from the statement of financial position when it is disposed of or
when there is no further expected economic benefit from its future use. On disposal the gain or loss
arising from the difference between the net disposal proceeds and the carrying amount of the asset
should be taken to profit or loss as a gain or loss on disposal (ie treated as income or expense).

2.11 Section summary

. An intangible asset should be recognised if, and only if, it is probable that future economic benefits
will flow to the entity and the cost of the asset can be measured reliably.

. An asset is initially recognised at cost and subsequently carried either at cost or revalued amount.
o Costs that do not meet the recognition criteria should be expensed as incurred.

. An intangible asset with a finite useful life should be amortised over its useful life. An intangible
asset with an indefinite useful life should not be amortised.

V4 R&D

As an aid to your revision, list the examples given in IAS 38 of activities that might be included in either
research or development.
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IAS 38 gives these examples.

Research

Activities aimed at obtaining new knowledge
The search for applications of research findings or other knowledge
The search for product or process alternatives

. The formulation and design of possible new or improved product or process alternatives
Development
. The design, construction and testing of chosen alternative materials, processes or systems

. The design, construction and testing of pre-production prototypes and models
o The design of tools, jigs, moulds and dies involving new technology

o The design, construction and operation of a pilot plant that is not of a scale economically feasible
for commercial production

3 Goodwill (IFRS 3)

Purchased goodwill arising on consolidation is retained in the statement of financial position as an
intangible asset under IFRS 3. It must then be reviewed annually for impairment.

3.1 What is goodwill?

Goodwill is created by good relationships between a business and its customers.

(@) By building up a reputation (by word of mouth perhaps) for high quality products or high
standards of service

(b) By responding promptly and helpfully to queries and complaints from customers
(c)  Through the personality of the staff and their attitudes to customers

The value of goodwill to a business might be considerable. However, goodwill is not usually valued in the
accounts of a business at all, and we should not normally expect to find an amount for goodwill in its
statement of financial position. For example, the welcoming smile of the bar staff may contribute more to a
bar's profits than the fact that a new electronic cash register has recently been acquired. Even so, whereas
the cash register will be recorded in the accounts as a non-current asset, the value of staff would be
ignored for accounting purposes.

On reflection, we might agree with this omission of goodwill from the accounts of a business.

(@)  The goodwill is inherent in the business but it has not been paid for, and it does not have an
'objective’ value. We can guess at what such goodwill is worth, but such guesswork would be a
matter of individual opinion, and not based on hard facts.

(b)  Goodwill changes from day to day. One act of bad customer relations might damage goodwill and
one act of good relations might improve it. Staff with a favourable personality might retire or leave
to find another job, to be replaced by staff who need time to find their feet in the job, etc. Since
goodwill is continually changing in value, it cannot realistically be recorded in the accounts of the
business.
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3.2 Purchased goodwill

There is one exception to the general rule that goodwill has no objective valuation. This is when a
business is sold. People wishing to set up in business have a choice of how to do it — they can either buy
their own long-term assets and inventory and set up their business from scratch, or they can buy up an
existing business from a proprietor willing to sell it. When a buyer purchases an existing business, he will
have to purchase not only its long-term assets and inventory (and perhaps take over its accounts payable
and receivable too) but also the goodwill of the business.

) Purchased goodwill is shown in the statement of financial position because it has been paid for. It has no
tangible substance, and so it is an intangible non-current asset.

3.3 How is the value of purchased goodwill decided?

When a business is sold, there is likely to be some purchased goodwill in the selling price. But how is the
amount of this purchased goodwill decided?

This is not really a problem for accountants, who must simply record the goodwill in the accounts of the
new business. The value of the goodwill is a matter for the purchaser and seller to agree upon in fixing
the purchase/sale price. However, two methods of valuation are worth mentioning here:

(@)  The seller and buyer agree on a price for the business without specifically quantifying the
goodwill. The purchased goodwill will then be the difference between the price agreed and the
value of the identifiable net assets in the books of the new business.

(b)  However, the calculation of goodwill often precedes the fixing of the purchase price and becomes a
central element of negotiation. There are many ways of arriving at a value for goodwill and most
of them are related to the profit record of the business in question.

No matter how goodwill is calculated within the total agreed purchase price, the goodwill shown by the
purchaser in his accounts will be the difference between the purchase consideration and his own
valuation of the net assets acquired. If A values his net assets at $40,000, goodwill is agreed at $21,000
and B agrees to pay $61,000 for the business but values the net assets at only $38,000, then the goodwill
in B's books will be $61,000 — $38,000 = $23,000.

3.4 IFRS 3 Business combinations

IFRS 3 covers the accounting treatment of goodwill acquired in a business combination.

Key term Goodwill. Future economic benefits arising from assets that are not capable of being individually identified

and separately recognised. (IFRS 3)

Goodwill acquired in a business combination is recognised as an asset and is initially measured at cost.
Cost is the excess of the cost of the combination over the acquirer's interest in the net fair value of the
acquiree's identifiable assets, liabilities and contingent liabilities.

After initial recognition goodwill acquired in a business combination is measured at cost less any
accumulated impairment losses. It is not amortised. Instead it is tested for impairment at least annually,
in accordance with IAS 36 /mpairment of assets.

Negative goodwill arises when the acquirer's interest in the net fair value of the acquiree's identifiable
assets, liabilities and contingent liabilities exceeds the cost of the business combination. IFRS 3 refers to
negative goodwill as the 'excess of acquirer's interest in the net fair value of acquiree's identifiable assets,
liabilities and contingent liabilities over cost'.

Negative goodwill can arise as the result of errors in measuring the fair value of either the cost of the
combination or the acquiree's identifiable net assets. It can also arise as the result of a bargain purchase.
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Where there is negative goodwill, an entity should first reassess the amounts at which it has measured
both the cost of the combination and the acquiree's identifiable net assets. This exercise should identify
any errors.

Any negative goodwill remaining should be recognised immediately in profit or loss.

IFRS 3 requires extensive disclosures. These include a reconciliation of the carrying amount of goodwill
at the beginning and end of the period, showing separately:

(@)  The gross amount and accumulated impairment losses at the beginning of the period
(b)  Additional goodwill recognised during the period
(c) Impairment losses recognised during the period
(d)  Net exchange differences arising during the period, and
(e)  The gross amount and accumulated impairment losses at the end of the period
f Characteristics of goodwill

What are the main characteristics of goodwill which distinguish it from other intangible non-current
assets? To what extent do you consider that these characteristics should affect the accounting treatment
of goodwill? State your reasons.

Goodwill may be distinguished from other intangible non-current assets by reference to the following
characteristics.

(@)  Itisincapable of realisation separately from the business as a whole.
(b) Its value has no reliable or predictable relationship to any costs which may have been incurred.

(c)  Its value arises from various intangible factors such as skilled employees, effective advertising or a
strategic location. These indirect factors cannot be valued.

(d)  The value of goodwill may fluctuate widely according to internal and external circumstances over
relatively short periods of time.

(e)  The assessment of the value of goodwill is highly subjective.

It could be argued that, because goodwill is so different from other intangible non-current assets it does
not make sense to account for it in the same way. Thus the capitalisation and amortisation treatment
would not be acceptable. Furthermore, because goodwill is so difficult to value, any valuation may be
misleading, and it is best eliminated from the statement of financial position altogether. However, there are I
strong arguments for treating it like any other intangible non-current asset. This issue remains
controversial.

i BPP @ F7 Financial Reporting | 4 Intangible assets _
LEARNING MEDIA




Chapter Roundup

o Intangible assets are defined by IAS 38 as non-monetary assets without physical substance.
o Development costs can be recognised as an asset if they meet certain criteria.
o Intangible assets should initially be measured at cost, but subsequently they can be carried at cost or at a

revalued amount.

o Purchased goodwill arising on consolidation is retained in the statement of financial position as an
intangible asset under IFRS 3. It must then be reviewed annually for impairment.

o Purchased goodwill is shown in the statement of financial position because it has been paid for. It has no
tangible substance, and so it is an intangible non-current asset.

1 Intangible assets can only be recognised in a company's accounts if:
o Itis probablethat ........................... will flow to the entity.
o Thecostcanbe ........cooeveiiinininnn

2 What are the criteria which must be met before development expenditure can be deferred?
3 Start up costs must be expensed.

True D
False D

4 Peggy buys Phil's business for $30,000. The business assets are a bar valued at $20,000, inventories at
$3,000 and receivables of $3,000. How much is goodwill valued at?

5 What method of accounting for goodwill arising on consolidation is required by IFRS 3?
6 How should negative goodwill be accounted for under IFRS 37
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Future economic benefits; measured reliably
See Section 2.2

True

$30,000 - $20,000 — $3,000 — $3,000 = $4,000
Cost less impairment losses

Recognised in profit or loss immediately

o O AW N =

Now try the question below from the Practice Question Bank

6 - 10 20 mins
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Impairment of assets

Topic list Syllabus reference

1 1AS 36 Impairment of assets B3

2 Cash generating units B3

3 Goodwill and the impairment of assets B3

4 Accounting treatment of an impairment loss B3
Introduction

IAS 36 is an important standard. Impairment rules apply to both tangible and
intangible assets.




Study guide

B3 Impairment of assets

() Define an impairment loss 2

(b) Identify the circumstances that may indicate impairments to assets 2

(c) Describe what is meant by a cash generating unit 2

(d) State the basis on which impairment losses should be allocated, and 2
allocate an impairment loss to the assets of a cash generating unit

1 IAS 36 Impairment of assets

) Impairment is determined by comparing the carrying amount of the asset with its recoverable amount.
This is the higher of its fair value less costs of disposal and its value in use.

There is an established principle that assets should not be carried at above their recoverable amount. An
entity should write down the carrying amount of an asset to its recoverable amount if the carrying amount
of an asset is not recoverable in full. IAS 36 puts in place a detailed methodology for carrying out
impairment reviews and related accounting treatments and disclosures.

1.1 Scope

IAS 36 applies to all tangible, intangible and financial assets except inventories, assets arising from
construction contracts, deferred tax assets, assets arising under |AS 19 Employee benefits and financial
assets within the scope of IAS 32 Financial instruments: presentation. This is because those IASs already
have rules for recognising and measuring impairment. Note also that IAS 36 does not apply to non-current
assets held for sale, which are dealt with under IFRS 5 Non-current assets held for sale and discontinued
operations.

Key terms
. Impairment. A fall in the value of an asset, so that its 'recoverable amount' is now less than its

carrying amount in the statement of financial position.
. Carrying amount. The net value at which the asset is included in the statement of financial position
(ie after deducting accumulated depreciation and any impairment losses).
(IAS 36)

The basic principle underlying IAS 36 is relatively straightforward. If an asset's value in the accounts is
higher than its realistic value, measured as its 'recoverable amount', the asset is judged to have suffered
an impairment loss. It should therefore be reduced in value, by the amount of the impairment loss. The
amount of the impairment loss should be written off against profit immediately.

The main accounting issues to consider are therefore:

(@)  How is it possible to identify when an impairment loss may have occurred?
(b)  How should the recoverable amount of the asset be measured?
(c)  How should an 'impairment loss' be reported in the accounts?

1.2 Identifying a potentially impaired asset

An entity should assess at the end of each reporting period whether there are any indications of
impairment to any assets. The concept of materiality applies, and only material impairment needs to be
identified.

If there are indications of possible impairment, the entity is required to make a formal estimate of the
recoverable amount of the assets concerned.
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IAS 36 suggests how indications of a possible impairment of assets might be recognised. The
suggestions are based largely on common sense. —

(@)  External sources of information
(i) A fall in the asset's market value that is more significant than would normally be expected

from passage of time over normal use

(i) Asignificant change in the technological, market, legal or economic environment of the
business in which the assets are employed

(iii)  Anincrease in market interest rates or market rates of return on investments likely to affect
the discount rate used in calculating value in use

(iv)  The carrying amount of the entity's net assets being more than its market capitalisation

(b)  Internal sources of information: evidence of obsolescence or physical damage, adverse changes in
the use to which the asset is put, or the asset's economic performance

Even if there are no indications of impairment, the following assets must always be tested for impairment
annually.

(@)  Anintangible asset with an indefinite useful life
(b)  Goodwill acquired in a business combination

1.3 Measuring the recoverable amount of the asset

What is an asset's recoverable amount?

Key term
The recoverable amount of an asset should be measured as the higher value of:
(@)  The asset's fair value less costs of disposal
(b)  Itsvalue in use (IAS 36)
An asset's fair value less costs of disposal is the price that would be received to sell the asset in an orderly
transaction between market participants at the measurement date, less direct disposal costs, such as legal
expenses.
(@)  Ifthere is an active market in the asset, the fair value should be based on the market price, or on
the price of recent transactions in similar assets.
(b)  Ifthere is no active market in the asset it might be possible to estimate fair value using best
estimates of what market participants might pay in an orderly transaction.
Fair value less costs of disposal cannot be reduced, however, by including within costs of disposal any
restructuring or reorganisation expenses, or any costs that have already been recognised in the accounts
as liabilities.
The concept of 'value in use' is very important.
Key term

The value in use of an asset is measured as the present value of estimated future cash flows (inflows
minus outflows) generated by the asset, including its estimated net disposal value (if any) at the end of its
expected useful life.

1.4 Recognition and measurement of an impairment loss

The rule for assets at historical cost is:

Rule to learn If the recoverable amount of an asset is lower than the carrying amount, the carrying amount should be
reduced by the difference (ie the impairment loss) which should be charged as an expense in profit or
loss.

BPP @ F7 Financial Reporting | 5 Impairment of assets _
LEARNING MEDIA



The rule for assets held at a revalued amount (such as property revalued under IAS 16) is:

Rule to learn The impairment loss is to be treated as a revaluation decrease under the relevant IAS.

In practice this means:

. To the extent that there is a revaluation surplus held in respect of the asset, the impairment loss
should be charged to revaluation surplus

. Any excess should be charged to profit or loss

2 Cash generating units

) When it is not possible to calculate the recoverable amount of a single asset, then that of its cash-
generating unit should be measured instead.

2.1 Use of cash-generating unit

The IAS goes into quite a large amount of detail about the important concept of cash generating units. As
a basic rule, the recoverable amount of an asset should be calculated for the asset individually. However,
there will be occasions when it is not possible to estimate such a value for an individual asset, particularly
in the calculation of value in use. This is because cash inflows and outflows cannot be attributed to the
individual asset.

If it is not possible to calculate the recoverable amount for an individual asset, the recoverable amount of
the asset's cash-generating unit should be measured instead.

Key term
A cash-generating unit is the smallest identifiable group of assets for which independent cash flows can

be identified and measured.

f Cash-generating unit |

Can you think of some examples of how a cash-generating unit would be identified?

Here are two possibilities.

(@) A mining company owns a private railway that it uses to transport output from one of its mines.
The railway now has no market value other than as scrap, and it is impossible to identify any
separate cash inflows with the use of the railway itself. Consequently, if the mining company
suspects an impairment in the value of the railway, it should treat the mine as a whole as a cash
generating unit, and measure the recoverable amount of the mine as a whole.

(b) A bus company has an arrangement with a town's authorities to run a bus service on four routes in
the town. Separately identifiable assets are allocated to each of the bus routes, and cash inflows
and outflows can be attributed to each individual route. Three routes are running at a profit and one
is running at a loss. The bus company suspects that there is an impairment of assets on the loss-
making route. However, the company will be unable to close the loss-making route, because it is
under an obligation to operate all four routes, as part of its contract with the local authority.
Consequently, the company should treat all four bus routes together as a cash generating unit, and
calculate the recoverable amount for the unit as a whole.
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Cash-generating unit Il I

e
‘ﬁ%

Minimart belongs to a retail store chain Maximart. Minimart makes all its retail purchases through
Maximart's purchasing centre. Pricing, marketing, advertising and human resources policies (except for
hiring Minimart's cashiers and salesmen) are decided by Maximart. Maximart also owns five other stores
in the same city as Minimart (although in different neighbourhoods) and 20 other stores in other cities. All
stores are managed in the same way as Minimart. Minimart and four other stores were purchased five
years ago and goodwill was recognised.

Required

What is the cash-generating unit for Minimart?

In identifying Minimart's cash-generating unit, an entity considers whether, for example:

(@)  Internal management reporting is organised to measure performance on a store-by-store basis.
(b)  The business is run on a store-by-store profit basis or on a region/city basis.

All Maximart's stores are in different neighbourhoods and probably have different customer bases. So,
although Minimart is managed at a corporate level, Minimart generates cash inflows that are largely
independent from those of Maximart's other stores. Therefore, it is likely that Minimart is a cash-
generating unit.

If an active market exists for the output produced by the asset or a group of assets, this asset or group
should be identified as a cash generating unit, even if some or all of the output is used internally.

Cash-generating units should be identified consistently from period to period for the same type of asset
unless a change is justified.

The group of net assets less liabilities that are considered for impairment should be the same as those
considered in the calculation of the recoverable amount. (For the treatment of goodwill and corporate
assets see below.)

2.2 Example: Recoverable amount and carrying amount
Fourways Co is made up of four cash generating units. All four units are being tested for impairment.
Assets and liabilities will be allocated to them as follows.

(@)  Property, plant and equipment and separate intangibles will be allocated to the cash-generating
units as far as possible.

(b)  Current assets such as inventories, receivables and prepayments will be allocated to the relevant
cash-generating units.

(c)  Liabilities (eg payables) will be deducted from the net assets of the relevant cash-generating units.

(d)  The net figure for each cash-generating unit resulting from this exercise will be compared to the
relevant recoverable amount, computed on the same basis.

3 Goodwill and the impairment of assets

3.1 Allocating goodwill to cash-generating units

Goodwill acquired in a business combination does not generate cash flows independently of other assets.
It must be allocated to each of the acquirer's cash-generating units (or groups of cash-generating units)
that are expected to benefit from the synergies of the combination. Each unit to which the goodwill is so
allocated should:
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(@)  Represent the lowest level within the entity at which the goodwill is monitored for internal
management purposes

(b)  Not be larger than a reporting segment determined in accordance with IFRS 8 Operating
segments

It may be impracticable to complete the allocation of goodwill before the first reporting date after a
business combination, particularly if the acquirer is accounting for the combination for the first time using
provisional values. The initial allocation of goodwill must be completed before the end of the first reporting
period after the acquisition date.

3.2 Testing cash-generating units with goodwill for impairment

A cash-generating unit to which goodwill has been allocated is tested for impairment annually. The
carrying amount of the unit, including goodwill, is compared with the recoverable amount. If the carrying
amount of the unit exceeds the recoverable amount, the entity must recognise an impairment loss.

The annual impairment test may be performed at any time during an accounting period, but must be
performed at the same time every year.

3.3 Example: allocation of impairment loss
A cash-generating unit comprises the following:

$m
Building 30
Plant and equipment 6
Goodwill 10
Current assets 20
66

Following a recession, an impairment review has estimated the recoverable amount of the cash-generating
unit to be $50m.

How do we allocate the impairment loss?
The loss will be applied first against the goodwill and then against the tangible non-current assets on a

pro-rata basis. After writing off the goodwill, the balance to be allocated is $6m. This is pro-rated over the
total of $36m for the remaining non-current assets at a rate of $1m per $6m.

Carrying amount

Carrying amount Impairment loss post-impairment
$m $m $m
Building 30 (5) 25
Plant and equipment 6 (1) 5
Goodwill 10 (10) -
Current assets 20 - 20
66 (16) 50

4 Accounting treatment of an impairment loss

If, and only if, the recoverable amount of an asset is less than its carrying amount in the statement of
financial position, an impairment loss has occurred. This loss should be recognised immediately.

(@)  The asset's carrying amount should be reduced to its recoverable amount in the statement of
financial position.

(b)  The impairment loss should be recognised immediately in profit or loss (unless the asset has been
revalued in which case the loss is treated as a revaluation decrease).

After reducing an asset to its recoverable amount, the depreciation charge on the asset should then be
based on its new carrying amount, its estimated residual value (if any) and its estimated remaining useful
life.
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An impairment loss should be recognised for a cash-generating unit if (and only if) the recoverable
amount for the cash- generating unit is less than the carrying amount in the statement of financial position
for all the assets in the unit. When an impairment loss is recognised for a cash- generating unit, the loss
should be allocated between the assets in the unit in the following order.

(@)  First, to any assets that are obviously damaged or destroyed
(b)  Next, to the goodwill allocated to the cash generating unit
(c)  Thento all other assets in the cash-generating unit, on a pro rata basis

In allocating an impairment loss, the carrying amount of an asset should not be reduced below the highest
of:

(@)  Its fair value less costs of disposal
(b)  Itsvalue in use (if determinable)
(c)  Zero S

Any remaining amount of an impairment loss should be recognised as a liability if required by other IASs.

4.1 Example 1: impairment loss

A company that extracts natural gas and oil has a drilling platform in the Caspian Sea. It is required by
legislation of the country concerned to remove and dismantle the platform at the end of its useful life.
Accordingly, the company has included an amount in its accounts for removal and dismantling costs, and
is depreciating this amount over the platform's expected life.

The company is carrying out an exercise to establish whether there has been an impairment of the
platform.

(@) Its carrying amount in the statement of financial position is $3m.

(b)  The company has received an offer of $2.8m for the platform from another oil company. The bidder
would take over the responsibility (and costs) for dismantling and removing the platform at the end
of its life.

(c)  The present value of the estimated cash flows from the platform's continued use is $3.3m (before
adjusting for dismantling costs).

(d)  The carrying amount in the statement of financial position for the provision for dismantling and
removal is currently $0.6m.

What should be the value of the drilling platform in the statement of financial position, and what, if
anything, is the impairment loss?

Solution

Fair value less costs of

disposal = $2.8m

Value in use = PV of cash flows from use less the carrying amount of the
provision/liability = $3.3m — $0.6m = $2.7m

Recoverable amount = Higher of these two amounts, ie $2.8m

Carrying value = $3m

Impairment loss = $0.2m

The carrying value should be reduced to $2.8m

4.2 Example 2: impairment loss

A company has acquired another business for $4.5m: tangible assets are valued at $4.0m and goodwill at
$0.5m.

An asset with a carrying value of $1m is destroyed in a terrorist attack. The asset was not insured. The
loss of the asset, without insurance, has prompted the company to assess whether there has been an
impairment of assets in the acquired business and what the amount of any such loss is.

The recoverable amount of the business (a single cash generating unit) is measured as $3.1m.
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Solution

There has been an impairment loss of $1.4m ($4.5m — $3.1m).

The impairment loss will be recognised in profit or loss. The loss will be allocated between the assets in
the cash generating unit as follows.

(@)  Aloss of $1m can be attributed directly to the uninsured asset that has been destroyed.
(b)  The remaining loss of $0.4m should be allocated to goodwill.

The carrying value of the assets will now be $3m for tangible assets and $0.1m for goodwill.

Exam focus

point An exam question may ask you to calculate and allocate an impairment loss. Make sure you know the

order in which to allocate the loss.

4.3 Summary

The main aspects of IAS 36 to consider are:

. Indications of impairment of assets

. Measuring recoverable amount, as fair value less costs of disposal or value in use

. Measuring value in use

. Cash generating units

o Accounting treatment of an impairment loss, for individual assets and cash generating units
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Chapter Roundup S

Impairment is determined by comparing the carrying amount of the asset with its recoverable amount.
This is the higher of its fair value less costs of disposal and its value in use.

When it is not possible to calculate the recoverable amount of a single asset, then that of its cash-
generating unit should be measured instead.

1 Define recoverable amount of an asset.
2 How is an impairment loss on a revalued asset treated?
3 How is an impairment loss allocated to the assets in a cash-generating unit?
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1 Higher of fair value less costs of disposal and value in use
2 As a revaluation decrease

3 In the following order: (a) against any damaged or destroyed assets; then (b) against goodwill; then (c)
against all other non-current assets on a pro rata basis.

Now try the question below from the Practice Question Bank

7 Examination 15 29 mins
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Topic list Syllabus reference

1 Introduction B10
2 IFRS 15 Revenue from contracts with customers B10
3 Recognition and measurement B10
4 Common types of transaction B10
5 Presentation and disclosure B10
6 Performance obligations satisfied over time B10
7 1AS 20 Government grants and disclosure of B11
Government Assistance
Introduction

Revenue is now the subject of a new standard: IFRS 15 Revenue from

contracts with customers.

This replaces both IAS 18 Revenue and IAS 11 Construction contracts.

Another issue considered in this chapter is the treatment of government grants.




FAST FORWARD )

Study guide

B10 Revenue

(a) Explain and apply the principles of recognition of revenue: 2

i) Identification of contracts

ii) ldentification of performance obligations

iv) Allocation of the price to performance obligations

(
(
(iii) Determination of transaction price
(
(

v) Recognition of revenue when/as performance obligations are satisfied

(b) Explain and apply the criteria for recognising revenue generated from 2
contracts where performance obligations are satisfied over time or at a point
in time.

(c) Describe the acceptable methods for measuring progress towards complete 2
satisfaction of a performance obligation.

(d) Explain and apply the criteria for the recognition of contract costs. 2

(e) Prepare financial statement extracts for contracts where performance 2

obligations are satisfied over time.

(f) Apply the principles of recognition of revenue and specifically account for
the following types of transaction:

(i)  Principal versus agent

(if) Repurchase agreements

(iii) Bill and hold arrangements

DN NN

(iv) Consignments

B11 Government grants

(a) Apply the provisions of relevant accounting standards in relation to 2
accounting for government grants

1 Introduction

Revenue recognition is straightforward in most business transactions, but it is open to manipulation.

1.1 Revenue

Income, as defined by the IASB Conceptual Framework includes both revenues and gains. Revenue is
income arising in the ordinary course of an entity's activities and it may be called different names, such as
sales, fees, interest, dividends or royalties.

Revenue is usually the largest amount in a statement of profit or loss so it is important that it is correctly
stated. US studies have shown that over half of all financial statement frauds and requirements for
restatements of previously published financial information involved revenue manipulation.

The most blatant recent example was the Satyam Computer Services fraud in 2010, in which false invoices
were used to record fictitious revenue amounting to $1.5bn.

Revenue recognition fraud also featured in the Enron and Worldcom cases.

The directors of Enron inflated the value of 'agency’ services by reporting the entire value of each of its
trades as revenue, rather than just the agency commission on the sale. Other energy companies then
adopted this 'model’ in a bid to keep up with Enron's results.
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Worldcom was an entity in which all executive bonuses were tied to revenue targets and dubious
accounting adjustments were constantly made to keep revenue 'on target'. By the time Worldcom filed for
bankruptcy, revenue had been overstated by about $960m.

In the UK we have recently seen Tesco admit to profits for the half-year overstated by £250m partly due to
'accelerated' revenue recognition.

So it is not surprising that it was decided that a 'comprehensive and robust framework' for accounting for
revenue was needed.

2 IFRS 15 Revenue from contracts with customers

IFRS 15 sets out rules for the recognition of revenue based on transfer of control to the customer from the
entity supplying the goods or services.

IFRS 15 Revenue from contracts with customers was issued in May 2014. It is the result of a joint IASB
and FASB project on revenue recognition. It seeks to strike a balance between the IASB rules in I1AS 18,
which were felt to be too general, leading to a lot of diversity in practice, and the FASB regulations, which
were t00 numerous.

IFRS 15 replaces both IAS 18 Revenue and |AS 11 Construction contracts. It is effective for reporting
periods beginning on or after 1 January 2017. Its core principle is that revenue is recognised to depict the
transfer of goods or services to a customer in an amount that reflects the consideration to which the entity
expects to be entitled in exchange for those goods or services.

Under IFRS 15 the transfer of goods and services is based upon the transfer of control, rather than the
transfer of risks and rewards as in IAS 18. Control of an asset is described in the standard as the ability to
direct the use of, and obtain substantially all of the remaining benefits from, the asset.

For straightforward retail transactions IFRS 15 will have little, if any, effect on the amount and timing of
revenue recognition. For contracts such as long-term service contracts and multi-element arrangements it
could result in changes either to the amount or to the timing of revenue recognised.

2.1 Scope

IFRS 15 applies to all contracts with customers except:
. Leases within the scope of IAS 17

. Insurance contracts within the scope of IAS 4

. Financial instruments and other contractual rights and obligations within the scope of IFRS 9, IFRS
10, IFRS 11, IAS 27 or IAS 28

. Non-monetary exchanges between entities in the same line of business

2.2 Definitions

The following definitions are given in the standard.

Income. Increases in economic benefits during the accounting period in the form of inflows or
enhancements of assets or decreases of liabilities that result in an increase in equity, other than those
relating to contributions from equity participants.

Revenue. Income arising in the course of an entity's ordinary activities.

Contract. An agreement between two or more parties that creates enforceable rights and obligations.
Contract asset. An entity's right to consideration in exchange for goods or services that the entity has
transferred to a customer when that right is conditioned on something other than the passage of time (for
example the entity's future performance).

Receivable. An entity's right to consideration that is unconditional — ie only the passage of time is
required before payment is due.
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Contract liability. An entity's obligation to transfer goods or services to a customer for which the entity
has received consideration (or the amount is due) from the customer.

Customer. A party that has contracted with an entity to obtain goods or services that are an output of the
entity's ordinary activities in exchange for consideration.

Performance obligation. A promise in a contract with a customer to transfer to the customer either:
(@)  agood or service (or a bundle of goods or services) that is distinct; or

(b)  aseries of distinct goods or services that are substantially the same ad that have the same pattern
of transfer to the customer.

Stand-alone selling price. The price at which an entity would sell a promised good or service separately
to a customer.

Transaction price. The amount of consideration to which an entity expects to be entitled in exchange for
transferring promised goods or services to a customer, excluding amounts collected on behalf of third
parties. (IFRS 15)

Revenue does not include sales taxes, value added taxes or goods and service taxes which are only
collected for third parties, because these do not represent an economic benefit flowing to the entity.

3 Recognition and measurement

) Generally revenue is recognised when the entity has transferred promised goods or services to the
customer. IFRS 15 sets out five steps for the recognition process.

3.1 The five-step model
Under IFRS 15 revenue is recognised and measured using a five step model.
Step 1 Identify the contract with the customer.
A contract with a customer is within the scope of IFRS 15 only when:
(@)  The parties have approved the contract and are committed to carrying it out.

(b)  Each party's rights regarding the goods and services to be transferred can be
identified.

(c)  The payment terms for the goods and services can be identified.
(d)  The contract has commercial substance.
(e)  Itis probable that the entity will collect the consideration to which it will be entitled.
(f)  The contract can be written, verbal or implied.
Step 2 Identify the separate performance obligations.

The key point is distinct goods or services. A contract includes promises to provide goods
or services to a customer. Those promises are called performance obligations. A company
would account for a performance obligation separately only if the promised good or service
is distinct. A good or service is distinct if it is sold separately or if it could be sold separately
because it has a distinct function and a distinct profit margin.

Factors for consideration as to whether an entity's promise to transfer the good or service
to the customer is separately identifiable include, but are not limited to:

(@)  The entity does not provide a significant service of integrating the good or service
with other goods or services promised in the contract.
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Step 3

Step 4

Step 5

O

(c)

The good or service does not significantly modify or customise another good or
service promised in the contract.

The good or service is not highly dependent on or highly interrelated with other
goods or services promised in the contract.

Determine the transaction price.

The transaction price is the amount of consideration a company expects to be entitled to
from the customer in exchange for transferring goods or services. The transaction price
would reflect the company's probability-weighted estimate of variable consideration
(including reasonable estimates of contingent amounts) in addition to the effects of the
customer's credit risk and the time value of money (if material).

Variable contingent amounts are only included where it is highly probable that there will not
be a reversal of revenue when any uncertainty associated with the variable consideration is

resolved. Examples of where a variable consideration can arise include: discounts, rebates,
refunds, price concessions, credits and penalties.

Allocate the transaction price to the performance obligations.

Where a contract contains more than one distinct performance obligation a company
allocates the transaction price to all separate performance obligations in proportion to the
stand-alone selling price of the good or service underlying each performance obligation. If
the good or service is not sold separately, the company would have to estimate its stand-
alone selling price.

So, if any entity sells a bundle of goods and/or services which it also supplies unbundled,

the separate performance obligations in the contract should be priced in the same
proportion as the unbundled prices. This would apply to mobile phone contracts where the
handset is supplied 'free'. The entity must look at the stand-alone price of such a handset
and some of the consideration for the contract should be allocated to the handset.

Recognise revenue when (or as) a performance obligation is satisfied.

The entity satisfies a performance obligation by transferring control of a promised good or
service to the customer. A performance obligation can be satisfied at a point in time, such
as when goods are delivered to the customer, or over time. An obligation satisfied over
time will meet one of the following criteria:

The customer simultaneously receives and consumes the benefits as the
performance takes place.

The entity's performance creates or enhances an asset that the customer controls as
the asset is created or enhanced.

The entity's performance does not create an asset with an alternative use to the
entity and the entity has an enforceable right to payment for performance completed
to date.

The amount of revenue recognised is the amount allocated to that performance obligation in

Step 4.

An entity must be able to reasonably measure the outcome of a performance obligation
before the related revenue can be recognised.

In some circumstances, such as in the early stages of a contract, it may not be possible to
reasonably measure the outcome of a performance obligation, but the entity expects to
recover the costs incurred. In these circumstances, revenue is recognised only to the extent
of costs incurred.
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3.2 Example: identifying the separate performance obligation

Office Solutions, a limited company, has developed a communications software package called CommSoft.
Office Solutions has entered into a contract with Logisticity to supply the following:

(@)  Licence to use Commsoft

(b) Installation service. This may require an upgrade to the computer operating system, but the
software package does not need to be customised.

(c)  Technical support for three years
(d)  Three years of updates for Commsoft

Office Solutions is not the only company able to install CommSoft, and the technical support can also be
provided by other companies. The software can function without the updates and technical support.

Required

Explain whether the goods or services provided to Logisticity are distinct in accordance with IFRS 15
Revenue from contracts with customers.

Solution

CommSoft was delivered before the other goods or services and remains functional without the updates
and the technical support. It may be concluded that Logisticity can benefit from each of the goods and
services either on their own or together with the other goods and services that are readily available.

The promises to transfer each good and service to the customer are separately identifiable. In particular,
the installation service does not significantly modify the software itself and, as such, the software and the
installation service are separate outputs promised by Office Solutions rather than inputs used to produce a
combined output.

In conclusion, the goods and services are distinct and amount to four performance obligations in the
contract under IFRS 15.

3.3 Example: determining the transaction price

Taplop supplies laptop computers to large businesses. On 1 July 20X5, Taplop entered into a contract with
TrillCo, under which TrillCo was to purchase laptops at $500 per unit. The contract states that if TrillCo
purchases more than 500 laptops in a year, the price per unit is reduced retrospectively to $450 per unit.
Taplop's year end is 30 June.

(@)  Asat 30 September 20X5, TrillCo had bought 70 laptops from Taplop. Taplop therefore estimated
that TrillCo's purchases would not exceed 500 in the year to 30 June 20X86, and TrillCo would
therefore not be entitled to the volume discount.

(b)  During the quarter ended 31 December 20X5, TrillCo expanded rapidly as a result of a substantial
acquisition, and purchased an additional 250 laptops from Taplop. Taplop then estimated that
TrillCo's purchases would exceed the threshold for the volume discount in the year to 30 June
20X6.

Required
Calculate the revenue Taplop would recognise in:

(@)  Quarter ended 30 September 20X5
(b)  Quarter ended 31 December 20X5

We need to apply the principles of IFRS 15 Revenue from contracts with customers.
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Solution

(@)  Applying the requirements of IFRS 15 to TrillCo's purchasing pattern at 30 September 20X5,
Taplop should conclude that it was highly probable that a significant reversal in the cumulative
amount of revenue recognised ($500 per laptop) would not occur when the uncertainty was
resolved, that is when the total amount of purchases was known.

Consequently, Taplop should recognise revenue of 70 x $500 = $35,000 for the first quarter ended
30 September 20X5.

(b)  Inthe quarter ended 31 December 20X5, TrillCo's purchasing pattern changed such that it would
be legitimate for Taplop to conclude that TrillCo's purchases would exceed the threshold for the
volume discount in the year to 30 June 20X6, and therefore that it was appropriate to reduce the
price to $450 per laptop.

Taplop should therefore recognise revenue of $109,000 for the quarter ended 31 December 20X5.
The amount is calculated as from $112,500 (250 laptops x $450) less the change in transaction
price of $3,500 (70 laptops x $50 price reduction) for the reduction of the price of the laptops sold
in the quarter ended 30 September 20X5.

3.4 Example: allocating the transaction price to the performance
obligations

A mobile phone company gives customers a free handset when they sign a two-year contract for provision
of network services. The handset has a stand-alone price of $100 and the contract is for $20 per month.

Prior to IFRS 15, the company would recognise no revenue in relation to the handset and a total of $240
per annum in relation to the contract.

Under IFRS 15, revenue must be allocated to the handset because delivery of the handset constitutes a
performance obligation. This will be calculated as follows:

$ %
Handset 100 17%
Contract — two years 480 83%
Total value 580 100%

As the total receipts are $480, this is the amount which must be allocated to the separate performance
obligations. Revenue will be recognised as follows (rounded to nearest $).

$
Year 1
Handset (480 x 17%) 82
Contract (480 — 82)/2 199
281
Year 2
Contract as above 199

So application of IFRS 15 has moved revenue of $41 from Year 2 to Year 1.

3.5 Contract costs

The incremental costs of obtaining a contract (such as sales commission) are recognised as an asset if
the entity expects to recover those costs.

Costs that would have been incurred regardless of whether the contract was obtained are recognised as an
expense as incurred.

Costs incurred in fulfilling a contract, unless within the scope of another standard (such as IAS 2
Inventories, |AS 16 Property, plant and equipment or |AS 38 Intangible assets) are recognised as an asset
if they meet the following criteria:
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(@)  The costs relate directly to an identifiable contract (costs such as labour, materials, management
costs)

(b)  The costs generate or enhance resources of the entity that will be used in satisfying (or continuing
to satisfy) performance obligations in the future; and

(c)  The costs are expected to be recovered

Costs recognised as assets are amortised on a systematic basis consistent with the transfer to the
customer of the goods or services to which the asset relates.

3.6 Performance obligations satisfied over time

A performance obligation satisfied over time meets the criteria in Step 5 above and, if it entered into more
than one accounting period, would previously have been described as a long-term contract.

In this type of contract an entity often has an enforceable right to payment for performance completed to
date. The standard describes this as an amount that approximates the selling price of the goods or
services transferred to date (for example recovery of the costs incurred by the entity in satisfying the
performance plus a reasonable profit margin).

Methods of measuring the amount of performance completed to date encompass output methods and
input methods.

Output methods recognise revenue on the basis of the value to the customer of the goods or services
transferred. They include surveys of performance completed, appraisal of units produced or delivered etc.

Input methods recognise revenue on the basis of the entity's inputs, such as labour hours, resources
consumed, costs incurred. If using a cost-based method, the costs incurred must contribute to the entity's
progress in satisfying the performance obligation.

3.7 Performance obligations satisfied at a point in time

A performance obligation not satisfied over time will be satisfied at a point in time. This will be the point in
time at which the customer obtains control of the promised asset and the entity satisfies a performance
obligation.

Some indicators of the transfer of control are:

a)  The entity has a present right to payment for the asset.

The customer has legal title to the asset.

The entity has transferred physical possession of the asset.

The significant risks and rewards of ownership have been transferred to the customer.
The customer has accepted the asset.

4 Common types of transaction

The application notes to IFRS 15 provide guidance on how to deal with a number of different transactions.

4.1 Warranties

If a customer has the option to purchase a warranty separately from the product to which it relates, it
constitutes a distinct service and is accounted for as a separate performance obligation. This would apply
to a warranty which provides the customer with a service in addition to the assurance that the product
complies with agreed-upon specifications.

If the customer does not have the option to purchase the warranty separately, for instance if the warranty
is required by law, that does not give rise to a performance obligation and the warranty is accounted for in
accordance with IAS 37.
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4.2 Principal versus agent

An entity must establish in any transaction whether it is acting as principal or agent.

It is a principal if it controls the promised good or service before it is transferred to the customer. When
the performance obligation is satisfied, the entity recognises revenue in the gross amount of the
consideration to which it expects to be entitled for those goods or services.

It is acting as an agent if its performance obligation is to arrange for the provision of goods or services by
another party. Satisfaction of this performance obligation will give rise to the recognition of revenue in the
amount of any fee or commission to which it expects to be entitled in exchange for arranging for the other
party to provide its goods or services.

Indicators that an entity is an agent rather than a principal include the following:
(@)  Another party is primarily responsible for fulfilling the contract.

(b)  The entity does not have inventory risk before or after the goods have been ordered by a customer,
during shipping or on return.

(c)  The entity does not have discretion in establishing prices for the other party's goods or services
and, therefore, the benefit that the entity can receive from those goods or services is limited.

(d)  The entity's consideration is in the form of a commission.

()  The entity is not exposed to credit risk for the amount receivable from a customer in exchange for
the other party's goods or services.

4.3 Example: principal versus agent

This example is taken from the standard.

An entity operates a website that enables customers to purchase goods from a range of suppliers. The
suppliers deliver directly to the customers, who have paid in advance, and the entity receives a
commission of 10% of the sales price.

The entity's website also processes payments from the customer to the supplier at prices set by the
supplier. The entity has no further obligation to the customer after arranging for the products to be
supplied.

Is the entity a principal or an agent?
The following points are relevant:

(@)  Goods are supplied directly from the supplier to the customer, so the entity does not obtain control
of the goods.

(b)  The supplier is primarily responsible for fulfilling the contract.
(c)  The entity's consideration is in the form of commission.
(d)  The entity does not establish prices and bears no credit risk.

The entity would therefore conclude that it is acting as an agent and that the only revenue to be recognised
is the amounts received as commission.

4.4 Repurchase agreements

Under a repurchase agreement an entity sells an asset and promises, or has the option, to repurchase it.
Repurchase agreements generally come in three forms.

(@)  An entity has an obligation to repurchase the asset (a forward contract).
(b)  An entity has the right to repurchase the asset (a call option).
(c)  Anentity must repurchase the asset if requested to do so by the customer (a put option).

_BPP @ F7 Financial Reporting | 6: Revenue _
LEARNING MEDIA




In the case of a forward or a call option the customer does not obtain control of the asset, even if it has
physical possession. The entity will account for the contract as:

(@)  Alease in accordance with IAS 17, if the repurchase price is below the original selling price; or

(b)  Afinancing arrangement if the repurchase price is equal to or greater than the original selling price.
In this case the entity will recognise both the asset and a corresponding liability.

If the entity is obliged to repurchase at the request of the customer (a put option), it must consider
whether or not the customer is likely to exercise that option.

If the repurchase price is lower than the original selling price and it is considered that the customer does
not therefore have significant economic incentive to exercise the option, the contract should be accounted
for as an outright sale, with a right of return. If the customer is considered to have a significant economic
incentive to exercise the option, the entity should account for the agreement as a lease in accordance with
IAS 17.

If the repurchase price is greater than or equal to the original selling price and is above the expected
market value of the option, the contract is treated as a financing arrangement.

4.5 Example: contract with a call option

This example is taken from the standard.

An entity enters into a contract with a customer for the sale of a tangible asset on 1 January 20X7 for
$1m. The contract includes a call option that gives the entity the right to repurchase the asset for $1.1m
on or before 31 December 20X7.

This means that the customer does not obtain control of the asset, because the repurchase option means
that it is limited in its ability to use and obtain benefit from the asset.

As control has not been transferred, the entity accounts for the transaction as a financing arrangement,
because the exercise price is above the original selling price. The entity continues to recognise the asset
and recognises the cash received as a financial liability. The difference of $0.1m is recognised as interest
expense.

If on 31 December 20X7 the option lapses unexercised, the customer now obtains control of the asset.
The entity will derecognise the asset and recognise revenue of $1.1m (the $1m already received plus the
$0.1m charged to interest).

4.6 Example: contract with a put option

The same contract as above includes instead a put option that obliges the entity to repurchase the asset at
the customer's request for $900,000 on or before 31 December 20X7, at which time the market value is
expected to be $750,000.

In this case the customer has a significant economic incentive to exercise the put option because the
repurchase price exceeds the market value at the repurchase date. This means that control does not pass
to the customer. Since the customer will be exercising the put option, this limits its ability to use or obtain
benefit from the asset.

In this situation the entity accounts for the transaction as a lease in accordance with IAS 17. The asset has
been leased to the customer for the period up to the repurchase and the difference of $100,000 will be
accounted for as payments received under an operating lease.

4.7 Consignment arrangements

When a product is delivered to a customer under a consignment arrangement, the customer (dealer) does
not obtain control of the product at that point in time, so no revenue is recognised upon delivery.

Indicators of a consignment arrangement include:

(@)  The product is controlled by the entity until a specified event occurs, such as the product is sold
on, or a specified period expires.
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(b)  The entity can require the return of the product, or transfer it to another party.

(c)  The customer (dealer/distributor) does not have an unconditional obligation to pay for the product.
4.7.1 Required accounting

The following apply where it is concluded that control of the inventory has been transferred to the dealer.

(@)  The inventory should be recognised as such in the dealer's statement of financial position, together
with a corresponding liability to the manufacturer.

(b)  Any deposit should be deducted from the liability and the excess classified as a trade payable.

Where it is concluded that control of the inventory has not been transferred to the dealer, the following
apply.

(@)  The inventory should not be included in the dealer's statement of financial position until the
transfer of control has taken place.

(b)  Any deposit should be included under 'other receivables'.

4.8 Example: Consignment arrangement

A wholesaler supplies goods to a retailer on a consignment basis. The wholesaler retains title until the
goods are sold by the retailer. The retailer does not pay the wholesaler until the goods are sold and any
unsold goods can be returned.

In this situation control of the goods is not transferred to the retailer until the goods are sold to the end-
user, so it is only at that point that the wholesaler can recognise the revenue.

% Recognition

Daley Motors Co owns a number of car dealerships throughout a geographical area. The terms of the
arrangement between the dealerships and the manufacturer are:

(@)  Legal title passes when the cars are either used by Daley Co for demonstration purposes or sold to
a third party.

(b)  The dealer has the right to return vehicles to the manufacturer without penalty. (Daley Co has rarely
exercised this right in the past.)

(c)  The transfer price is based on the manufacturer's list price at the date of delivery.

(d)  Daley Co makes a substantial interest-free deposit based on the number of cars held.
Required

Should the asset and liability be recognised by Daley Co at the date of delivery?

) Legal form is irrelevant

) Yes: only because rarely exercised (otherwise 'no')
) Yes
)

Yes: the dealership is effectively forgoing the interest which could be earned on the cash sum

4.9 Bill-and-hold arrangements

Under a bill-and-hold arrangement goods are sold but remain in the possession of the seller for a specified
period, perhaps because the customer lacks storage facilities.
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An entity will need to determine at what point the customer obtains control of the product. For some
contracts, control will not be transferred until the goods are delivered to the customer. For others, a
customer may obtain control even though the goods remain in the entity's physical possession. In this
case the entity would be providing custodial services (which may constitute a separate performance
obligation) to the customer over the customer's asset.

For a customer to have obtained control of a product in a bill and hold arrangement, the following criteria
must all be met:

(@)  The reason for the bill-and-hold must be substantive (for example, requested by the customer).
(b)  The product must be separately identified as belonging to the customer.

(c)  The product must be ready for physical transfer to the customer.

(d)  The entity cannot have the ability to use the product or to transfer it to another customer.
4.10 Example: bill and hold arrangement

This example is taken from the standard.

An entity enters into a contract with a customer on 1 January 20X8 for sale of a machine and spare parts.
It takes two years to manufacture these and on 31 December 20X9 the customer pays for both the
machine and the spare parts but only takes physical possession of the machine. The customer inspects
and accepts the spare parts but requests that they continue to be stored at the entity's warehouse.

There are now three performance obligations — transfer of the machine, transfer of the spare parts and the
custodial services. The transaction price is allocated to the three performance obligations and revenue is
recognised when (or as) control passes to the customer.

The machine and the spare parts are both performance obligations satisfied at a point in time, and for both
of them that point in time is 31 December 20X9. In the case of the spare parts, the customer has paid for
them, the customer has legal title to them and the customer as control of them as they can remove them
from storage at any time.

The custodial services are a performance obligation satisfied over time, so revenue will be recognised over
the period during which the spare parts are stored.

5 Presentation and disclosure

The presentation and disclosure requirements are important in relation to contracts where performance
obligations are satisfied over time, where there are likely to be contract assets and liabilities to be
accounted for at the end of the reporting period.

5.1 Presentation

Contracts with customers will be presented in an entity's statement of financial position as a contract
liability, a contract asset or a receivable, depending on the relationship between the entity's performance
and the customer's payment.

A contract liability is recognised and presented in the statement of financial position where a customer
has paid an amount of consideration prior to the entity performing by transferring control of the related
good or service to the customer.

When the entity has performed but the customer has not yet paid the related consideration, this will give
rise to either a contract asset or a receivable. A contract asset is recognised when the entity's right to
consideration is conditional on something other than the passage of time, for instance future performance.
A receivable is recognised when the entity's right to consideration is unconditional except for the passage
of time.

Where revenue has been invoiced a receivable is recognised. Where revenue has been earned but not
invoiced, it is recognised as a contract asset.
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5.2 Disclosure

The objective is for an entity to disclose sufficient information to enable users of financial statements to
understand the nature, amount, timing and uncertainty of revenue and cash flows arising from contracts
with customers. The following amounts should be disclosed unless they have been presented separately in
the financial statements in accordance with other standards.

(@)  Revenue recognised from contracts with customers, disclosed separately from other sources of
revenue

(b)  Anyimpairment losses recognised (in accordance with IFRS 9) on any receivables or contract
assets arising from an entity's contracts with customers, disclosed separately from other
impairment losses

(c)  The opening and closing balances of receivables, contract assets and contract liabilities from
contracts with customers .

(d)  Revenue recognised in the reporting period that was included in the contract liability balance at the
beginning of the period, and

(e)  Revenue recognised in the reporting period from performance obligations satisfied in previous
periods (such as changes in transaction price)

Other information that should be provided;

(@)  Anexplanation of significant changes in the contract asset and liability balances during the
reporting period

(b)  Information regarding the entity's performance obligations, including when they are typically
satisfied (upon delivery, upon shipment, as services are rendered etc), significant payment terms
(such as when payment is typically due) and details of any agency transactions, obligations for
returns or refunds and warranties granted

(c)  The aggregate amount of the transaction price allocated to the performance obligations that are not
fully satisfied at the end of the reporting period and an explanation of when the entity expects to
recognise these amounts as revenue

(d)  Judgements, and changes in judgements, made in applying the standard that significantly affect the
determination of the amount and timing of revenue from contracts with customers

(e)  Assets recognised from the costs to obtain or fulfil a contract with a customer. This would include
pre-contract costs and set-up costs. The method of amortisation should also be disclosed.

6 Performance obligations satisfied over time

Where performance obligations are satisfied over time, an entity must determine what amounts to include
as revenue and costs in each accounting period.

6.1 Contracts where performance obligations are satisfied over time

A company is building a large tower block that will house offices, under a contract with an investment
company. It will take three years to build the block and over that time it will obviously have to pay for
building materials, wages of workers on the building, architects' fees and so on. It will receive periodic
payments from the investment company at various predetermined stages of the construction. How does it
decide, in each of the three years, what to include as income and expenditure for the contract in profit or
loss?

6.2 Example: contract

Suppose that a contract is started on 1 January 20X5, with an estimated completion date of 31 December
20X6. The final contract price is $1,500,000. In the first year, to 31 December 20X5:




) Costs incurred amounted to $600,000.
b)  Half the work on the contract was completed.
) Certificates of work completed have been issued, to the value of $750,000.
) Itis estimated with reasonable certainty that further costs to completion in 20X6 will be $600,000.

What is the contract profit in 20X5, and what entries would be made for the contract at 31 December
20X57?

Solution

This is a contract in which the performance obligation is satisfied over time. The entity is carrying out the
work for the benefit of the customer rather than creating an asset for its own use and in this case it has an
enforceable right to payment for work completed to date. We can see this from the fact that certificates of
work completed have been issued.

IFRS 15 states that the amount of payment that the entity is entitled to corresponds to the amount of
performance completed to date (ie goods and/or services transferred), which approximates to the costs
incurred in satisfying the performance obligation plus a reasonable profit margin.

In this case the contract is certified as 50% complete, measuring progress under the output method. At 31
December 20X5 the entity will recognise revenue of $750,000 and cost of sales of $600,000, leaving profit
of $150,000. The contract asset will be the costs to date plus the profit, that is $750,000. We are not told
that any of this amount has yet been invoiced, so none of this amount is classified as receivables.

6.3 Summary of accounting treatment

Statement of profit or loss
(@)  Revenue and costs

(i) Sales revenue and associated costs should be recorded in profit or loss as the contract
activity progresses.

(i) Include an appropriate proportion of total contract value as sales revenue in profit or loss.

(iii) ~ The costs incurred in completing that amount of the performance obligation are matched
with this sales revenue, resulting in the reporting of results which can be attributed to the
proportion of work completed.

(iv)  Sales revenue is the value of work carried out to date.

(b)  Profit recognised in the contract

(i) It must reflect the proportion of work carried out, which will be equivalent to the amount of
performance obligation satisfied.

(ii) It should take into account any known inequalities in profitability in the various stages of a
contract.

Statement of financial position

(@)  Contract asset (presented separately under current
assets)

Costs to date
Plus recognised profits

Less any recognised losses

Less receivables (amounts invoiced)
Contract asset (amount due from the customer)
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(b)  Receivables
Unpaid invoices

(c) Contract liability
Where (a) gives a net amount due to the customer this amount should be included as a contract
liability, presented separately under current liabilities.

Example: contract profits
P Co has the following contract in progress:

$m
Total contract price 750
Costs incurred to date 225
Estimated costs to completion 340
Payments invoiced and received 290 I

Now we will calculate the amounts to be recognised for the contract in the statement of profit or loss and
statement of financial position assuming the amount of performance obligation satisfied is calculated
using the proportion of costs incurred method.

1 Estimated profit

$m
Total contract price 750
Less costs incurred to date (225)
Less estimated costs to completion (340)
Estimated profit E
2 Percentage complete
Costs to date/total estimated costs: 225/(225 + 340) = 40%
3 Statement of profit or loss
$m
Revenue (40% x $750) 300
Cost of sales (40% x(225 + 340)) (226)
Profit (40%  185) 74
4 Statement of financial position
$m
Costs incurred to date 225
Recognised profits 74
Less receivable (290)
Contract asset 9

How would we account for this if it was a loss-making contract?

IFRS 15 states that an entity's right to payment for performance completed to date should
approximate the selling price of the service completed to date. Selling price would be recovery of
costs incurred plus a reasonable profit margin. Where no profit can be estimated, revenue is
limited to recoverable costs.

Where a loss is anticipated, this means that a proportion of the entity's costs will not be recovered,
and this needs to be recognised.

We will reduce P Co's contract price to $550m.

1 Estimated loss
$m
Total contract price 550
Less costs incurred to date (225)
Less estimated costs to completion (340)
Estimated loss — costs not recoverable (15)
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2 Percentage complete
Costs to date/total estimated costs: 225/(225 + 340) = 40%

3 Statement of profit or loss
$m
Revenue (40% x $550) 220
Cost of sales (balancing figure) (235)
Loss (1)
4 Statement of financial position
$m
Costs incurred to date 225
Recognised loss (15)
Less receivable (290)
Contract liability ~ (80)
% Contract profits

The main business of Santolina Co is building work. At the end of September 20X3 there is an
uncompleted contract on the books, details of which are as follows.

Date commenced 1.4.X1
Expected completion date 23.12.X3
$

Total contract revenue 290,000
Costs t0 30.9.X3 210,450
Value of performance obligations satisfied to 30.9.X3 230,000
Amounts invoiced for work certified to 30.9.X3 210,000
Cash received to 30.9.X3 194,000
Estimated costs to completion at 30.9.X3 20,600

Santolina calculates satisfaction of performance obligations based on work certified as a percentage of
contract price.

Required

Prepare calculations showing the amount to be included in the statement of profit or loss and statement of
financial position at 30 September 20X3 in respect of the above contract.

This is a contract where performance obligations are recognised over time. It will be included in the
statement of financial position at cost plus recognised profit less amounts invoiced.

The estimated final profit is:

$
Final contract price 290,000
Less: costs to date (210,450)
estimated future costs (20,600)
Estimated final profit 58,950

The recognised profit is found as follows:

Estimated final profit Work cert|f|ed.
Total contract price
$58,950 x 230,000 = $58,950 x 79.31%
290,000

Profit recognised = $46,753
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STATEMENT OF PROFIT OR LOSS

$
Revenue (work certified) 230,000
Cost of sales ((210,450 + 20,600) x 79.31% (183,247)
Gross profit 46,753
STATEMENT OF FINANCIAL POSITION
Contract asset s
Costs to date 210,450
Attributable profit 46,753
257,203
Amounts invoiced (210,000)
Contract asset 47,203
Contract receivables (210 — 194) 16,000
IE:;?:; focus Contracts where performance obligations are satisfied over time are likely to appear in a single-entity

financial statements preparation question, or as an MCQ.

% IFRS 15 calculations

Haggrun Co has two contracts in progress, the details of which are as follows.
Happy (profitable) Grumpy (loss-making)

$'000 $'000
Total contract revenue 300 300
Costs incurred to date 90 150
Estimated costs to completion 135 225
Payments invoiced and received 116 116
Haggrun measures satisfaction of performance obligations based on percentage of work certified as
complete.
Required

Show extracts from the statement of profit or loss and other comprehensive income and the statement of
financial position for each contract, assuming they are both certified as:

(@)  40% complete; and
(b)  36% complete.

Happy contract
(@)  40% complete
$'000
Statement of profit or loss
Revenue (300 x 40%) 120
Cost of sales ((90 + 135) x 40%) (90)
30
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Working

Profit to date
$'000
Total contract revenue 300
Costs to date (90)
Cost to completion (135)
Total expected profit 75
Profit to date (75 x 40%) 30
Statement of financial position
$'000
Costs to date 90
Profit recognised to date 30
Amounts invoiced (116)
Contract asset 4
(b)  36% complete
$'000
Statement of profit or loss
Revenue (300 x 36%) 108
Cost of sales (((90 + 135) x 36%)) (81)
Profit to date (75 x 36%) 27
Statement of financial position
Costs to date 90
Profit recognised to date 27
Amounts invoiced (116)
Contract asset 1
Grumpy contract
(@)  40% complete
$'000
Statement of profit or loss
Revenue (300 x 40%) 120
Cost of sales (balancing figure*) (195)
Foreseeable loss (W) (7%)
Working
$'000
Total contract revenue 300
Costs to date (150)
Costs to complete (225)
Foreseeable loss — costs which will not be recovered 75
Statement of financial position
Costs to date 150
Foreseeable loss (75)
Amounts invoiced (116)
Contract liability (41)
=Costs to date (150 + 225) x 40% 150
Foreseeable loss (75) x 60% ** 45
195

**The other 40% is taken into account in costs to date. We make this adjustment to bring in the
whole of the foreseeable loss.
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(b)  36% complete

$'000
Statement of profit or loss

Revenue (300 x 36%) 108
Cost of sales™ (183)
Foreseeable loss (75)

Statement of financial position
Costs to date 150
Foreseeable loss (75)
Amounts invoiced (116)
Contract liability (41)
*Costs to date (150 + 225) x 36% 135
Foreseeable loss (75) x 64%** 48
183

7 1AS 20 Government grants and disclosure of
Government Assistance

It is common for entities to receive government grants for various purposes (grants may be called
subsidies, premiums, etc). They may also receive other types of assistance which may be in many forms.

7.1 Scope

The treatment of government grants is covered by IAS 20 Accounting for government grants and
disclosure of government assistance.

IAS 20 does not cover the following situations.

. Accounting for government grants in financial statements reflecting the effects of changing prices
. Government assistance given in the form of 'tax breaks'

. Government acting as part-owner of the entity

1.2 Definitions

These definitions are given by the standard.

o Government. Government, government agencies and similar bodies whether local, national or
international.

. Government assistance. Action by government designed to provide an economic benefit specific
to an entity or range of entities qualifying under certain criteria.

. Government grants. Assistance by government in the form of transfers of resources to an entity in
return for past or future compliance with certain conditions relating to the operating activities of the
entity. They exclude those forms of government assistance which cannot reasonably have a value
placed upon them and transactions with government which cannot be distinguished from the
normal trading transactions of the entity.

. Grants related to assets. Government grants whose primary condition is that an entity qualifying
for them should purchase, construct or otherwise acquire non-current assets. Subsidiary
conditions may also be attached restricting the type or location of the assets or the periods during
which they are to be acquired or held.




. Grants related to income. Government grants other than those related to assets.

. Forgivable loans. Loans for which the lender undertakes to waive repayment under certain

prescribed conditions. (IAS 20)
. Fair value. The price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants at the measurement date. (IFRS 13)

You can see that there are many different forms of government assistance: both the type of assistance
and the conditions attached to it will vary. Government assistance may have encouraged an entity to
undertake something it otherwise would not have done.

How will the receipt of government assistance affect the financial statements?

(@)  Anappropriate method must be found to account for any resources transferred.

(b)  The extent to which an entity has benefited from such assistance during the reporting period
should be shown.

7.3 Government grants

An entity should not recognise government grants (including non-monetary grants at fair value) until it has
reasonable assurance that:

. The entity will comply with any conditions attached to the grant
. The entity will actually receive the grant

Even if the grant has been received, this does not prove that the conditions attached to it have been or will
be fulfilled.

It makes no difference in the treatment of the grant whether it is received in cash or given as a reduction in
a liability to government, ie the manner of receipt is irrelevant.

Any related contingency should be recognised under IAS 37 Provisions, contingent liabilities and
contingent assets, once the grant has been recognised.

In the case of a forgivable loan (as defined in key terms above) from government, it should be treated in
the same way as a government grant when it is reasonably assured that the entity will meet the relevant
terms for forgiveness.

7.3.1 Accounting treatment of government grants

IAS 20 requires grants to be recognised as income over the relevant periods to match them with related
costs which they have been received to compensate. This should be done on a systematic basis. Grants
should not, therefore, be credited directly to equity.

It would be against the accruals assumption to credit grants to income on a receipts basis, so a
systematic basis of matching must be used. A receipts basis would only be acceptable if no other basis
was available.

It will usually be easy to identify the costs related to a government grant, and thereby the period(s) in
which the grant should be recognised as income, ie when the costs are incurred. Where grants are
received in relation to a depreciating asset, the grant will be recognised over the periods in which the asset
is depreciated and in the same proportions.

Recognition
Arturo Co receives a government grant representing 50% of the cost of a depreciating asset which costs
$40,000. How will the grant be recognised if Arturo Co depreciates the asset:

(@)  Over four years straight line; or
(b) At 40% reducing balance?

The residual value is nil. The useful life is four years.
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The grant should be recognised in the same proportion as the depreciation.
(@)  Straight line

Depreciation Grant income
$ $
Year 1 10,000 5,000
2 10,000 5,000
3 10,000 5,000
4 10,000 5,000
(b)  Reducing balance
Depreciation Grant income
$ $
Year 1 16,000 8,000
2 9,600 4,800
3 5,760 2,880
4 (remainder) 8,640 4,320

In the case of grants for non-depreciable assets, certain obligations may need to be fulfilled, in which
case the grant should be recognised as income over the periods in which the cost of meeting the
obligation is incurred. For example, if a piece of land is granted on condition that a building is erected on
it, then the grant should be recognised as income over the building's life.

There may be a series of conditions attached to a grant, in the nature of a package of financial aid. An
entity must take care to identify precisely those conditions which give rise to costs which in turn
determine the periods over which the grant will be earned. When appropriate, the grant may be split and
the parts allocated on different bases.

An entity may receive a grant as compensation for expenses or losses which it has already incurred.
Alternatively, a grant may be given to an entity simply to provide immediate financial support where no
future related costs are expected. In cases such as these, the grant received should be recognised as
income of the period in which it becomes receivable.

7.3.2 Non-monetary government grants

A non-monetary asset may be transferred by government to an entity as a grant, for example a piece of
land, or other resources. The fair value of such an asset is usually assessed and this is used to account
for both the asset and the grant. Alternatively, both may be valued at a nominal amount.

7.3.3 Presentation of grants related to assets

There are two choices here for how government grants related to assets (including non-monetary grants
at fair value) should be shown in the statement of financial position:

(@)  Setup the grant as deferred income.
(b)  Deduct the grant in arriving at the carrying amount of the asset.

These are considered to be acceptable alternatives and we can look at an example showing both.

Example: accounting for grants related to assets

A company receives a 20% grant towards the cost of a new item of machinery, which cost $100,000. The
machinery has an expected life of four years and a nil residual value. The expected profits of the company,
before accounting for depreciation on the new machine or the grant, amount to $50,000 per annum in
each year of the machinery's life.
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Solution
The results of the company for the four years of the machine's life would be as follows.

(@)  Reducing the cost of the asset

Year 1 Year 2 Year 3 Year 4 Total
$ $ $ $ $
Profit before depreciation 50,000 50,000 50,000 50,000 200,000
Depreciation* 20,000 20,000 20,000 20,000 80,000
Profit 30,000 30,000 30,000 30,000 120,000
*The depreciation charge on a straight line basis, for each year, is % of $(100,000 — 20,000) =
$20,000.
Statement of financial position at year end (extract)
$ $ $ $
Non-current asset 80,000 80,000 80,000 80,000
Depreciation 25% 20,000 40,000 60,000 80,000
Carrying amount 60,000 40,000 20,000 -
(b)  Treating the grant as deferred income
Year 1 Year 2 Year 3 Year 4 Total
$ $ $ $ $
Profit as above 50,000 50,000 50,000 50,000 200,000
Depreciation (25,000) (25,000) (25,000) (25,000)  (100,000)
Grant 5,000 5,000 5,000 5,000 20,000
Profit 30,000 30,000 30,000 30,000 120,000

Statement of financial position at year end (extract)

Year 1 Year 2 Year 3 Year 4
$ $ $ $
Non-current asset at cost 100,000 100,000 100,000 100,000
Depreciation 25% (25,000) (50,000) (75,000) (100,000)
Carrying amount 75,000 50,000 25,000 -
Government grant
deferred income 15,000 10,000 5,000 -

Whichever of these methods is used, the cash flows in relation to the purchase of the asset and the
receipt of the grant are often disclosed separately because of the significance of the movements in cash
flow.

Deducting the grant from the cost of the asset is simpler, but the deferred income method has the
advantage that the non-current asset continues to be carried at cost in the financial statements.

7.3.4 Presentation of grants related to income
These grants are a credit in profit or loss, but there is a choice in the method of disclosure:

(@)  Present as a separate credit or under a general heading, eg 'other income’
(b)  Deduct from the related expense

Some would argue that offsetting income and expenses in the statement of profit or loss is not good
practice. Others would say that the expenses would not have been incurred had the grant not been
available, so offsetting the two is acceptable. Although both methods are acceptable, disclosure of the
grant may be necessary for a proper understanding of the financial statements, particularly the effect on
any item of income or expense which is required to be separately disclosed.
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7.3.5 Repayment of government grants
If a grant must be repaid it should be accounted for as a revision of an accounting estimate (see IAS 8).

(@)  Repayment of a grant related to income: apply first against any unamortised deferred income set
up in respect of the grant; any excess should be recognised immediately as an expense.

(b)  Repayment of a grant related to an asset: increase the carrying amount of the asset or reduce the
deferred income balance by the amount repayable. The cumulative additional depreciation that
would have been recognised to date in the absence of the grant should be immediately recognised
as an expense.

It is possible that the circumstances surrounding repayment may require a review of the asset value and
an impairment of the new carrying amount of the asset.

7.4 Government assistance

Some forms of government assistance are excluded from the definition of government grants.

(@)  Some forms of government assistance cannot reasonably have a value placed on them, eg free
technical or marketing advice, provision of guarantees.

(b)  There are transactions with government which cannot be distinguished from the entity's normal
trading transactions, eg government procurement policy resulting in a portion of the entity's sales.
Any segregation would be arbitrary.

Disclosure of such assistance may be necessary because of its significance; its nature, extent and duration
should be disclosed. Loans at low or zero interest rates are a form of government assistance, but the
imputation of interest does not fully quantify the benefit received.

7.5 Disclosure

Disclosure is required of the following.

. Accounting policy adopted, including method of presentation
. Nature and extent of government grants recognised and other forms of assistance received
. Unfulfilled conditions and other contingencies attached to recognised government assistance

7.6 SIC 10 Government assistance - no specific relation to operating
activities

In some countries government assistance to entities may be aimed at encouragement or long-term
support of business activities either in certain regions or industry sectors. Conditions to receive such
assistance may not be specifically related to the operating activities of the entity. Examples of such
assistance are transfers of resources by governments to entities which:

(@)  Operate in a particular industry
(b)  Continue operating in recently privatised industries
(c)  Start or continue to run their business in underdeveloped areas

The issue is whether such government assistance is a 'government grant' within the scope of IAS 20 and,
therefore, should be accounted for in accordance with this Standard.

Government assistance to entities meets the definition of government grants in IAS 20, even if there are
no conditions specifically relating to the operating activities of the entity other than the requirement to
operate in certain regions or industry sectors. Such grants should therefore not be credited directly to
equity.
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Chapter Roundup

o Revenue recognition is straightforward in most business transactions, but it is open to manipulation.

o IFRS 15 sets out rules for the recognition of revenue based on transfer of control to the customer from the
entity supplying the goods or services.

° Generally revenue is recognised when the entity has transferred promised goods or services to the
customer. IFRS 15 sets out five steps for this recognition process.

° The application notes to IFRS 15 provide guidance on how to deal with a number of different transactions.

. The presentation and disclosure requirements are important in relation to contracts where performance

obligations are satisfied over time, where there are likely to be contract assets and liabilities to be
accounted for at the end of the reporting period.

. Where performance obligations are satisfied over time, an entity must determine what amounts to include
as revenue and costs in each accounting period.

o It is common for entities to receive government grants for various purposes (grants may be called
subsidies, premiums, etc). They may also receive other types of assistance which may be in many forms.

1 Why was a new standard on revenue needed?

What are output methods of measuring satisfaction of performance obligations?
What are the two types of contract dealt with in IFRS 157

What is the transfer that must take place before revenue can be recognised?
What is a repurchase agreement?

List the five steps for recognising revenue under IFRS 15.

N oo o AW N

What are the two methods available for treatment of government grants related to assets?
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1 Because the existing standards on revenue were felt to be inadequate. The IFRS standard (IAS 18) was too
general and the FASB regulations were too numerous and detailed. It was considered that better regulation
was needed for this area which was vulnerable to fraud and manipulation.

2 Methods of measurement based on value to the customer of goods or services transferred. Examples
would be surveys of work performed.

3 Contracts where performance obligations are satisfied at a point in time
Contracts where performance obligations are satisfied over time

4 Control must be transferred before revenue can be recognised.

5 A repurchase agreement is one in which an entity sells an asset and promises, or has the option, to
repurchase it.
6 1 ldentify the contract with the customer
2 |dentify the separate performance obligations
3 Determine the transaction price
4 Allocate the transaction price to the performance obligations
5 Recognise revenue when (or as) a performance obligation is satisfied

7 Reduce carrying amount of the asset or treat the grant as deferred income

Now try the questions below from the Practice Question Bank S

20 - 18 35 mins
21 - 10 20 mins
22 Examination 10 20 mins
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Introduction
to groups

Topic list ‘ Syllabus reference

1 Group accounts A5

2 Consolidated financial statements A5

3 Content of group accounts and group structure A5
Introduction

Consolidation is an extremely important area of your Paper F7 syllabus.

The key to consolidation questions in the examination is to adopt a logical
approach and to practise as many questions as possible.

In this chapter we will look at the major definitions in consolidation. These
matters are fundamental to your comprehension of group accounts, so make
sure you can understand them and then learn them.

107




Study guide

A5 The concepts and principles of groups and consolidated financial
statements
(a) Describe the concept of a group as a single economic unit 2
(b) Explain and apply the definition of a subsidiary within relevant accounting 2
standards
(c) Using accounting standards and other regulation identify and outline the 2
circumstances in which a group is required to prepare consolidated financial
statements
(d) Describe the circumstances when a group may claim exemption from the 2

preparation of consolidated financial statements

(e) Explain why directors may not wish to consolidate a subsidiary and when 2
this is permitted by accounting standards and other applicable regulation.

(f) Explain the need for using coterminous year ends and uniform accounting 2
policies when preparing consolidated financial statements

(h) Explain the objective of consolidated financial statements 2

Exam guide

The principles of group accounting can be tested in any of sections A, B or C. Section C questions will
require the preparation of financial statements for either a single entity or a group.

1 Group accounts

) Many large businesses consist of several companies controlled by one central or administrative company.
Together these companies are called a group. The controlling company, called the parent or holding
company, will own some or all of the shares in the other companies, called subsidiaries.

1.1 Introduction

There are many reasons for businesses to operate as groups; for the goodwill associated with the names
of the subsidiaries, for tax or legal purposes and so forth. In many countries, company law requires that
the results of a group should be presented as a whole. Unfortunately, it is not possible simply to add all
the results together and this chapter and those following will teach you how to consolidate all the results
of companies within a group.

In traditional accounting terminology, a group of companies consists of a parent company and one or
more subsidiary companies which are controlled by the parent company.

1.2 Accounting standards

We will be looking at five accounting standards in this and the next three chapters.

. IFRS 3 Business combinations

. IFRS 10 Consolidated financial statements

. IFRS 13 Fair value measurement

. IAS 28 Investments in associates and joint ventures™
) IAS 27 Separate financial statements

*Joint ventures are not examinable in F7.

These standards are all concerned with different aspects of group accounts, but there is some overlap
between them, particularly between IFRS 3 and IFRS 10.
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In this and the next chapter we will concentrate on IAS 27 and IFRS 10, which cover the basic group
definitions and consolidation procedures of a parent-subsidiary relationship. First of all, however, we will
look at all the important definitions involved in group accounts, which determine how to treat each
particular type of investment in group accounts.

1.3 Definitions

We will look at some of these definitions in more detail later, but they are useful here in that they give you
an overview of all aspects of group accounts.

All the definitions relating to group accounts are extremely important. You must learn them and
understand their meaning and application.

. Control. An investor controls an investee when the investor is exposed, or has rights, to variable
returns from its involvement with the investee and has the ability to affect those returns through
power over the investee. (IFRS 10)

. Power. Existing rights that give the current ability to direct the relevant activities of the investee

(IFRS 10)

o Subsidiary. An entity that is controlled by another entity.  (/FRS 10)

. Parent. An entity that controls one or more subsidiaries. (IFRS 10)

. Group. A parent and all its subsidiaries. (IFRS 10)

. Associate. An entity over which an investor has significant influence and which is neither a subsidiary
nor an interest in a joint venture. (IFRS 10)

. Significant influence. The power to participate in the financial and operating policy decisions of an
investee but it is not control or joint control over those policies. (IAS 28)

We can summarise the different types of investment and the required accounting for them as follows.

Subsidiary Control Full consolidation

Associate Significant influence Equity accounting (see Chapter 11)

Investment which is none | Asset held for accretion As for single company accounts per IFRS 9
of the above of wealth

O

1.4 Investments in subsidiaries

The important point here is control. In most cases, this will involve the holding company or parent owning
a majority of the ordinary shares in the subsidiary (to which normal voting rights are attached). There are
circumstances, however, when the parent may own only a minority of the voting power in the subsidiary,
but the parent still has control.

IFRS 10 provides a definition of control and identifies three separate elements of control:
An investor controls an investee if and only if it has all of the following.

(@)  Power over the investee
(b)  Exposure to, or rights to, variable returns from its involvement with the investee
(c)  The ability to use its power over the investee to affect the amount of the investor's returns

If there are changes to one or more of these three elements of control, then an investor should reassess
whether it controls an investee.
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Power (as defined under Key Terms) can be obtained directly from ownership of the majority of voting
rights or can be derived from other rights, such as:

o Rights to appoint, reassign or remove key management personnel who can direct the relevant
activities
. Rights to appoint or remove another entity that directs the relevant activities

. Rights to direct the investee to enter into, or veto changes to, transactions for the benefit of the
investor

o Other rights, such as those specified in a management contract

Exam focus
point You should learn the contents of the above paragraph as you may be asked to apply them in the exam.

1.4.1 Accounting treatment in group accounts

IFRS 10 requires a parent to present consolidated financial statements, in which the accounts of the parent
and subsidiary (or subsidiaries) are combined and presented as a single entity.

1.5 Investments in associates

This type of investment is something less than a subsidiary, but more than a simple investment. The key
criterion here is significant influence. This is defined as the 'power to participate’, but net to 'control’
(which would make the investment a subsidiary).

Significant influence can be determined by the holding of voting rights (usually attached to shares) in the
entity. IAS 28 states that if an investor holds 20% or more of the voting power of the investee, it can be
presumed that the investor has significant influence over the investee, unless it can be clearly shown that
this is not the case.

Significant influence can be presumed not to exist if the investor holds less than 20% of the voting power
of the investee, unless it can be demonstrated otherwise.

The existence of significant influence is evidenced in one or more of the following ways.

) Representation on the board of directors (or equivalent) of the investee
) Participation in the policy making process

) Material transactions between investor and investee

) Interchange of management personnel

(a
(b
(c
(d
(e) Provision of essential technical information

IAS 28 requires the use of the equity method of accounting for investments in associates. This method
will be explained in detail in Chapter 11.

f Treatments

The section summary after this question will give an augmented version of the table given in Section 1.3
above. Before you look at it, see if you can write out the table yourself.

1.6 Section summary

Subsidiary Control (> 50% rule) Full consolidation (IFRS 10)
Associate Significant influence Equity accounting (IAS 28)
(20%+ rule)
Investment which is Asset held for accretion of | As for single company accounts (IFRS 9)
none of the above wealth
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2 Consolidated financial statements

IFRS 10 requires a parent to present consolidated financial statements.

2.1 Introduction

Consolidated financial statements. The financial statements of a group in which the assets, liabilities,
equity, income, expenses and cash flows of the parent and its subsidiaries are presented as those of a
single economic entity. (IFRS 10)

When a parent issues consolidated financial statements, it should consolidate all subsidiaries, both
foreign and domestic.

2.2 Exemption from preparing group accounts

A parent need not present consolidated financial statements if and only if all of the following hold.

(@)  The parent is itself a wholly-owned subsidiary or it is a partially owned subsidiary of another
entity and its other owners, including those not otherwise entitled to vote, have been informed
about, and do not object to, the parent not presenting consolidated financial statements.

(b)  Its securities are not publicly traded.
(c)  Itis notin the process of issuing securities in public securities markets.

(d)  The ultimate or intermediate parent publishes consolidated financial statements that comply with
International Financial Reporting Standards.

A parent that does not present consolidated financial statements must comply with the IAS 27 rules on
separate financial statements (discussed later in this section).

2.3 Potential voting rights

An entity may own share warrants, share call options, or other similar instruments that are convertible
into ordinary shares in another entity. If these are exercised or converted they may give the entity voting
power or reduce another party's voting power over the financial and operating policies of the other entity
(potential voting rights). The existence and effect of potential voting rights, including potential voting
rights held by another entity, should be considered when assessing whether an entity has control over
another entity (and therefore has a subsidiary).

2.4 Exclusion of a subsidiary from consolidation

The rules on exclusion of subsidiaries from consolidation are necessarily strict, because this is a common
method used by entities to manipulate their results. If a subsidiary which carries a large amount of debt
can be excluded, then the gearing of the group as a whole will be improved. In other words, this is a way
of taking debt out of the consolidated statement of financial position.

IAS 27 did originally allow a subsidiary to be excluded from consolidation where control is intended to be
temporary. This exclusion was then removed by IFRS 5.

Subsidiaries held for sale are accounted for in accordance with IFRS 5 Non-current assets held for sale
and discontinued operations.

It has been argued in the past that subsidiaries should be excluded from consolidation on the grounds of
dissimilar activities, ie the activities of the subsidiary are so different to the activities of the other
companies within the group that to include its results in the consolidation would be misleading. IFRS 10
rejects this argument: exclusion on these grounds is not justified because better (relevant) information can
be provided about such subsidiaries by consolidating their results and then giving additional information
about the different business activities of the subsidiary.

F7 Financial Reporting | 7: Introduction to groups m



The previous version of IAS 27 permitted exclusion where the subsidiary operates under severe long-term
restrictions and these significantly impair its ability to transfer funds to the parent. This exclusion has now
been removed. Control must actually be lost for exclusion to occur.

2.5 Different reporting dates

In most cases, all group companies will prepare accounts to the same reporting date. One or more
subsidiaries may, however, prepare accounts to a different reporting date from the parent and the bulk of
other subsidiaries in the group.

In such cases the subsidiary may prepare additional statements to the reporting date of the rest of the
group, for consolidation purposes. If this is not possible, the subsidiary's accounts may still be used for
the consolidation, provided that the gap between the reporting dates is three months or less.

Where a subsidiary's accounts are drawn up to a different accounting date, adjustments should be made
for the effects of significant transactions or other events that occur between that date and the parent's
reporting date.

2.6 Uniform accounting policies

Consolidated financial statements should be prepared using uniform accounting policies for like
transactions and other events in similar circumstances.

Adjustments must be made where members of a group use different accounting policies, so that their
financial statements are suitable for consolidation.

2.7 Date of inclusion/exclusion

IFRS 10 requires the results of subsidiary undertakings to be included in the consolidated financial
statements from:

(@)  The date of 'acquisition’, ie the date on which the investor obtains control of the investee, to
(b)  The date of 'disposal’, ie the date the investor loses control of the investee.

Once an investment is no longer a subsidiary, it should be treated as an associate under IAS 28 (if
applicable) or as an investment under IFRS 9 (see Chapter 11).

2.8 Accounting for subsidiaries and associates in the parent's separate
financial statements

A parent company will usually produce its own single company financial statements and these should be
prepared in accordance with IAS 27 (revised) Separate financial statements. In these statements,
investments in subsidiaries and associates included in the consolidated financial statements should be
either:

(@)  Accounted for at cost, or
(b)  Inaccordance with IFRS 9 (see Chapter 11)

Where subsidiaries are classified as held for sale in accordance with IFRS 5 they should be accounted for
in accordance with IFRS 5 (see Chapter 17) in the parent's separate financial statements.

2.9 Disclosure - individual financial statements

Where a parent chooses to take advantage of the exemptions from preparing consolidated financial
statements (see above) under IAS 27 the separate financial statements must disclose:

(@)  The fact that the financial statements are separate financial statements; that the exemption from
consolidation has been used; the name and country of incorporation of the entity whose
consolidated financial statements that comply with IFRSs have been published; and the address
where those consolidated financial statements are obtainable
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(b)  Alist of significant investments in subsidiaries, jointly controlled entities and associates, including
the name, country of incorporation, proportion of ownership interest and, if different, proportion of
voting power held

(c)  Adescription of the method used to account for the investments listed under (b)

When a parent prepares separate financial statements in addition to consolidated financial statements, the
separate financial statements must disclose:

(@)  The fact that the statements are separate financial statements and the reasons why they have been
prepared if not required by law

(b)  Information about investments and the method used to account for them, as above

3 Content of group accounts and group structure

It is important to distinguish between the parent company individual accounts and the group accounts.

3.1 Introduction

The information contained in the individual financial statements of a parent company and each of its
subsidiaries does not give a picture of the group's total activities. A separate set of group statements can
be prepared from the individual ones. Remember that a group has no separate (legal) existence, except for
accounting purposes.

Consolidated accounts are one form of group accounts which combines the information contained in the
separate accounts of a holding company and its subsidiaries as if they were the accounts of a single entity.
'Group accounts' and 'consolidated accounts' are terms often used synonymously. —

In simple terms a set of consolidated accounts is prepared by adding together the assets and liabilities of
the parent company and each subsidiary. The whole of the assets and liabilities of each company are
included, even though some subsidiaries may be only partly owned. The 'equity and liabilities' section of
the statement of financial position will indicate how much of the net assets are attributable to the group
and how much to outside investors in partly owned subsidiaries. These outside investors are known as
the non-controlling interest.

Non-controlling interest. The equity in a subsidiary not attributable, directly or indirectly, to a parent.
(IFRS 3, IFRS 10)

Non-controlling interest should be presented in the consolidated statement of financial position within
equity, separately from the parent shareholders' equity.

Most parent companies present their own individual accounts and their group accounts in a single
package. The package typically comprises the following.

. Parent company financial statements, which will include 'investments in subsidiary undertakings'
as an asset in the statement of financial position, and income from subsidiaries (dividends) in the
statement of profit or loss

o Consolidated statement of financial position
. Consolidated statement of profit or loss and other comprehensive income
. Consolidated statement of cash flows

It may not be necessary to publish all of the parent company's financial statements, depending on local or
national regulations.




3.2 Group structure

With the difficulties of definition and disclosure dealt with, let us now look at group structures. The
simplest are those in which a parent company has only a direct interest in the shares of its subsidiary

companies. For example:

100% 80% 75% 90%

Sy S S; Sy

S1 Co is a wholly owned subsidiary of P Co. S» Co, S3 Co and S4 Co are partly owned subsidiaries; a
proportion of the shares in these companies is held by outside investors.

Often a parent will have indirect holdings in its subsidiary companies. This can lead to more complex
group structures, involving sub-subsidiaries.

P Co owns 51% of the equity shares in S Co, which is therefore its subsidiary. S Co in its turn owns 51% of
the equity shares in SS Co. SS Co is therefore a subsidiary of S Co and consequently a subsidiary of P Co.
SS Co would describe S Co as its parent (or holding) company and P Co as its ultimate parent company.

Note that although P Co can control the assets and business of SS Co by virtue of the chain of control, its
interest in the assets of SS Co is only 26%. This can be seen by considering a dividend of $100 paid by SS
Co: as a 51% shareholder, S Co would receive $51; P Co would have an interest in 51% of this $51 =
$26.01.

During the time until your examination you should obtain as many sets of the published accounts of large
companies in your country as possible. Examine the accounting policies in relation to subsidiary and
associated companies and consider how these policies are shown in the accounting and consolidation
treatment. Also, look at all the disclosures made relating to fair values, goodwill etc and match them to the
disclosure requirements outlined in this chapter and in subsequent chapters on IFRS 3 and IAS 28.

Alternatively (or additionally) you should attempt to obtain such information from the financial press.

Exam focus
point You will not be tested on complex group structures at F7. Your exam will not feature sub-subsidiaries, but

you will meet this topic again at P2.
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Chapter Roundup

o Many large businesses consist of several companies controlled by one central or administrative company.
Together these companies are called a group. The controlling company, called the parent or holding
company, will own some or all of the shares in the other companies, called subsidiaries.

o IFRS 10 requires a parent to present consolidated financial statements.

o It is important to distinguish between the parent company individual accounts and the group accounts.

1 Define a 'subsidiary'.

When can control be assumed?

What accounting treatment does IFRS 10 require of a parent company?

When is a parent exempted from preparing consolidated financial statements?

Under what circumstances should subsidiary undertakings be excluded from consolidation?

oo o AW N

How should an investment in a subsidiary be accounted for in the separate financial statements of the
parent?

7 What is a non-controlling interest?
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Answers to Quick Quiz

1 An entity that is controlled by another entity

2 When the investor has rights to variable returns from the investee and is able to affect those returns by its
power over the investee.

3 The accounts of parent and subsidiary are combined and presented as a single entity.

4 When the parent is itself a wholly owned subsidiary, or a partially owned subsidiary and the non-
controlling interests do not object, when its securities are not publicly traded and when its ultimate or
intermediate parent publishes IFRS-compliant financial statements

5 Very rarely, if at all. See Section 2.4.

6 (@)  Atcost, or
(b)  Inaccordance with IFRS 9.

7 The equity in a subsidiary not attributable, directly or indirectly, to a parent.
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1 IFRS 10: Summary of consolidation procedures D2
2 Non-controlling interests D2
3 Dividends paid by a subsidiary D2
4 Goodwill arising on consolidation D2

5 Non-controlling interest at fair value D2

6 Intra-group trading A5, D2
7 Intra-group sales of non-current assets A5, D2
8 Summary: consolidated statement of financial position D2
9 Acquisition of a subsidiary during its accounting period D2
10 Fair values in acquisition accounting A5, D2
Introduction

This chapter introduces the basic procedures required in consolidation and
gives a formal step plan for carrying out a statement of financial position
consolidation. This step procedure should be useful to you as a starting guide
for answering any question, but remember that you cannot rely on it to answer
the question for you.

Each question must be approached and answered on its own merits.
Examiners often put small extra or different problems in because, as they are
always reminding students, it is not possible to 'rote-learn’ consolidation.

The method of consolidation shown here uses schedules for workings
(retained earnings, non-controlling interest etc) rather than the ledger accounts
used in some other texts. This is because we believe that ledger accounts lead
students to 'learn' the consolidation journals without thinking about what they
are doing — always a dangerous practice in consolidation questions.

There are plenty of questions in this chapter — work through all of them
carefully.
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Study guide

A5 The concepts and principles of groups and consolidated financial

statements
(9) Explain why it is necessary to eliminate intra-group transactions 2
(i) Explain why it is necessary to use fair values for the consideration for an 2

investment in a subsidiary together with the fair values of a subsidiary's
identifiable assets and liabilities when preparing consolidated financial

statements
D2 Preparation of consolidated financial statements including an associate
(a) Prepare a consolidated statement of financial position for a simple 2

group(parent and one subsidiary) dealing with pre and post acquisition
profits, non-controlling interests and consolidated goodwill

(c) Explain and account for other reserves (eg share premium and revaluation 1
surplus).

(d) Account for the effects in the financial statements of intra-group trading 2

(e) Account for the effects of fair value adjustments (including their effect on 2

consolidated goodwill) to:

(
(i
(i
(iv) Assets and liabilities not included in the subsidiary's own
statement of financial position, including contingent assets and

i) Inventory

i)  Depreciating and non-depreciating non-current assets

ii) Monetary liabilities

liabilities
(f) Account for goodwill impairment 2
(9) Describe and apply the required accounting treatment of consolidated 2

goodwill

1 IFRS 10: Summary of consolidation procedures

) IFRS 10 lays out the basic procedures for preparing consolidated financial statements.

1.1 Basic procedure

The financial statements of a parent and its subsidiaries are combined on a line-by-line basis by adding
together like items of assets, liabilities, equity, income and expenses.

The following steps are then taken, in order that the consolidated financial statements should show
financial information about the group as if it was a single entity.

(@)  The carrying amount of the parent's investment in each subsidiary and the parent's portion of
equity of each subsidiary are eliminated or cancelled

(b)  Non-controlling interests in the net income of consolidated subsidiaries are adjusted against
group income, to arrive at the net income attributable to the owners of the parent

(c)  Non-controlling interests in the net assets of consolidated subsidiaries should be presented
separately in the consolidated statement of financial position
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Other matters to be dealt with include:

(@)  Goodwill on consolidation should be dealt with according to IFRS 3
(b)  Dividends paid by a subsidiary must be accounted for

IFRS 10 states that all intragroup balances and transactions, and the resulting unrealised profits, should
be eliminated in full. Unrealised losses resulting from intragroup transactions should also be eliminated
unless cost can be recovered. This will be explained later in this chapter.

1.2 Cancellation and part cancellation

The preparation of a consolidated statement of financial position, in a very simple form, consists of two
procedures:

(@)  Take the individual accounts of the parent company and each subsidiary and cancel out items
which appear as an asset in one company and a liability in another

(b)  Add together all the uncancelled assets and liabilities throughout the group
Items requiring cancellation may include:

(@)  The asset 'shares in subsidiary companies' which appears in the parent company's accounts will
be matched with the liability 'share capital' in the subsidiaries' accounts.

(b)  There may be intra-group trading within the group. For example, S Co may sell goods on credit to
P Co. P Co would then be a receivable in the accounts of S Co, while S Co would be a payable in
the accounts of P Co.

1.3 Example: cancellation

P Co regularly sells goods to its one subsidiary company, S Co, which it has owned since S Co's
incorporation. The statement of financial position of the two companies on 31 December 20X6 are given
below.

STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER 20X6

P Co S Co
$ $
Assets
Non-current assets
Property, plant and equipment 35,000 45,000
Investment in 40,000 $1 shares in S Co at cost 40,000
75,000
Current assets
Inventories 16,000 12,000
Receivables: S Co 2,000 -
Other 6,000 9,000
Cash at bank 1,000
Total assets 100,000 66,000
Equity and liabilities
Equity
40,000 $1 ordinary shares - 40,000
70,000 $1 ordinary shares 70,000 -
Retained earnings 16,000 19,000
86,000 59,000
Current liabilities
Bank overdraft 3,000
Payables: P Co 2,000
Payables: Other 14,000 2,000
Total equity and liabilities 100,000 66,000
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Required

Prepare the consolidated statement of financial position of P Co at 31 December 20X6.

Solution

The cancelling items are:

(@) P Co'sasset 'investment in shares of S Co' ($40,000) cancels with S Co's liability 'share capital'
($40,000)

(b) P Co'sasset 'receivables: S Co' ($2,000) cancels with S Co's liability 'payables: P Co' ($2,000)

The remaining assets and liabilities are added together to produce the following consolidated statement of
financial position.

P CO
CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER 20X6
Assets $ $
Non-current assets
Property, plant and equipment 80,000
Current assets
Inventories 28,000
Receivables 15,000
Cash at bank 1,000

44,000
Total assets 124,000
Equity and liabilities
Equity
70,000 $1 ordinary shares 70,000
Retained earnings 35,000

105,000

Current liabilities
Bank overdraft 3,000
Payables 16,000

19,000
Total equity and liabilities 124,000
Notes
1 P Co's bank balance is not netted off with S Co's bank overdraft. To offset one against the other

would be less informative and would conflict with the principle that assets and liabilities should not
be netted off.

2 The share capital in the consolidated statement of financial position is the share capital of the
parent company alone. This must always be the case, no matter how complex the consolidation,
because the share capital of subsidiary companies must always be a wholly cancelling item.

1.4 Part cancellation

An item may appear in the statements of financial position of a parent company and its subsidiary, but not
at the same amounts.

(@)  The parent company may have acquired shares in the subsidiary at a price greater or less than
their par value. The asset will appear in the parent company's accounts at cost, while the liability
will appear in the subsidiary's accounts at par value. This raises the issue of goodwill, which is
dealt with later in this chapter.
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(b)  Even if the parent company acquired shares at par value, it may not have acquired all the shares
of the subsidiary (so the subsidiary may be only partly owned). This raises the issue of non-
controlling interests, which are also dealt with later in this chapter.

(c)  The inter-company trading balances may be out of step because of goods or cash in transit.

(d)  One company may have issued loan stock of which a proportion only is taken up by the other
company.

The following question illustrates the techniques needed to deal with items (c) and (d) above. The
procedure is to cancel as far as possible. The remaining uncancelled amounts will appear in the
consolidated statement of financial position.

(@)  Uncancelled loan stock will appear as a liability of the group.

(b)  Uncancelled balances on intra-group accounts represent goods or cash in transit, which will
appear in the consolidated statement of financial position.

% Cancellation

The statements of financial position of P Co and of its subsidiary S Co have been made up to 30 June. P
Co has owned all the ordinary shares and 40% of the loan stock of S Co since its incorporation.

STATEMENT OF FINANCIAL POSITION AS AT 30 JUNE

P Co SCo
$ $
Assets
Non-current assets
Property, plant and equipment 120,000 100,000
Investment in S Co, at cost
80,000 ordinary shares of $1 each 80,000
$20,000 of 12% loan stock in S Co 20,000
220,000
Current assets
Inventories 50,000 60,000
Receivables 40,000 30,000
Current account with S Co 18,000
Cash 4,000 6,000
112,000 96,000
Total assets 332,000 196,000
Equity and liabilities 7
Equity
Ordinary shares of $1 each, fully paid 100,000 80,000
Retained earnings 95,000 28,000
195,000 108,000
Non-current liabilities
10% loan stock 75,000
12% loan stock 50,000
Current liabilities
Payables 47,000 16,000
Taxation 15,000 10,000
Current account with P Co 12,000 S
62,000 38,000
Total equity and liabilities 332,000 196,000

The difference on current account arises because of goods in transit.
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Required
Prepare the consolidated statement of financial position of P Co.

P CO
CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 30 JUNE s s
Assets
Non-current assets
Property, plant and equipment (120,000 + 100,000) 220,000
Current assets
Inventories (50,000 + 60,000) 110,000
Goods in transit (18,000 — 12,000) 6,000
Receivables (40,000 + 30,000) 70,000
Cash (4,000 + 6,000) 10,000

196,000
Total assets 416,000
Equity and liabilities
Equity
Ordinary shares of $1 each, fully paid (parent) 100,000
Retained earnings (95,000 + 28,000) 123,000

223,000
Non-current liabilities
10% loan stock 75,000
12% loan stock (50,000 x 60%) 30,000

105,000
Current liabilities
Payables (47,000 + 16,000) 63,000
Taxation (15,000 + 10,000) 25,000

88,000

Total equity and liabilities 416,000

Note especially how:

(@)  The uncancelled loan stock in S Co becomes a liability of the group
(b)  The goods in transit is the difference between the current accounts ($18,000 — $12,000)
()  Theinvestmentin S Co's shares is cancelled against S Co's share capital

2 Non-controlling interests

) In the consolidated statement of financial position it is necessary to distinguish non-controlling interests
from those net assets attributable to the group and financed by shareholders' equity.

2.1 Introduction

It was mentioned earlier that the total assets and liabilities of subsidiary companies are included in the
consolidated statement of financial position, even in the case of subsidiaries which are only partly owned.
A proportion of the net assets of such subsidiaries in fact belongs to investors from outside the group
(non-controlling interests).

IFRS 3 allows two alternative ways of calculating non-controlling interest in the group statement of
financial position. Non-controlling interest can be valued at:
(@)  Its proportionate share of the fair value of the subsidiary's net assets; or

(b)  Full (or fair) value (usually based on the market value of the shares held by the non-controlling
interest).
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You are required to be able to apply both of these methods in F7. The exam question will tell you which
method to use. If you are required to use the 'full (or fair) value' method, then you will be given the share
price or told what the fair value of the non-controlling interest is. You will normally be required to use the
fair value method.

The following example shows non-controlling interest calculated at its proportionate share of the
subsidiary's net assets.

2.2 Example: non-controlling interest

P Co has owned 75% of the share capital of S Co since the date of S Co's incorporation. Their latest
statements of financial position are given below.

P Co S Co
$ $
Assets
Non-current assets
Property, plant and equipment 50,000 35,000
30,000 $1 ordinary shares in S Co at cost 30,000
80,000

Current assets 45,000 35,000
Total assets 125,000 70,000
Equity and liabilities
Equity
$1 ordinary shares 80,000 40,000
Retained earnings 25,000 10,000

105,000 50,000
Current liabilities 20,000 20,000
Total equity and liabilities 125,000 70,000
Required

Prepare the consolidated statement of financial position.

Solution

All of S Co's net assets are consolidated despite the fact that the company is only 75% owned. The
amount of net assets attributable to non-controlling interests is calculated as follows.

$
Non-controlling share of share capital (25% x $40,000) 10,000
Non-controlling share of retained earnings (25% x $10,000) 2,500
12,500
0f S Co's share capital of $40,000, $10,000 is included in the figure for non-controlling interest, while
$30,000 is cancelled with P Co's asset 'investment in S Co'.
The consolidated statement of financial position can now be prepared.
$ $

Assets
Property, plant and equipment 85,000
Current assets 80,000
Total assets 165,000
Equity and liabilities
Equity attributable to owners of the parent
Share capital 80,000
Retained earnings $(25,000 + (75% x $10,000)) 32,500

112,500
Non-controlling interest 12,500

125,000
Current liabilities 40,000
Total equity and liabilities 165,000
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2.3 Procedure

(@)  Aggregate the assets and liabilities in the statement of financial position ie 100% P + 100% S
irrespective of how much P actually owns.

This shows the amount of net assets controlled by the group.
(b)  Share capital is that of the parent only.
(c)  Balance of subsidiary's reserves are consolidated (after cancelling any intra-group items).

(d)  Calculate the non-controlling interest share of the subsidiary's net assets (share capital plus
reserves).

Exam focus
point

See F7 resources on the ACCA website for an article entitled 'IFRS 3 Business Combinations (revised)'.

3 Dividends paid by a subsidiary

When a subsidiary company pays a dividend during the year the accounting treatment is not difficult.
Suppose S Co, a 60% subsidiary of P Co, pays a dividend of $1,000 on the last day of its accounting
period. Its total reserves before paying the dividend stood at $5,000.

(@)  $400 of the dividend is paid to non-controlling shareholders. The cash leaves the group and will
not appear anywhere in the consolidated statement of financial position.

(b)  The parent company receives $600 of the dividend, debiting cash and crediting profit or loss. This
will be cancelled on consolidation.

(c)  The remaining balance of retained earnings in S Co's statement of financial position ($4,000) will
be consolidated in the normal way. The group's share (60% x $4,000 = $2,400) will be included in
group retained earnings in the statement of financial position; the non-controlling interest share
(40% = $4,000 = $1,600) is credited to the non-controlling interest account in the statement of
financial position.

4 Goodwill arising on consolidation

) Goodwill is the excess of the amount transferred plus the amount of non-controlling interests over the fair
value of the net assets of the subsidiary.

4.1 Accounting

To begin with, we will examine the entries made by the parent company in its own statement of
financial position when it acquires shares.

When a company P Co wishes to purchase shares in a company S Co it must pay the previous owners of
those shares. The most obvious form of payment would be in cash. Suppose P Co purchases all 40,000
$1 shares in S Co and pays $60,000 cash to the previous shareholders in consideration. The entries in P
Co's books would be:

DEBIT Investment in S Co at cost $60,000
CREDIT Bank $60,000

However, the previous shareholders might be prepared to accept some other form of consideration. For
example, they might accept an agreed number of shares in P Co. P Co would then issue new shares in the
agreed number and allot them to the former shareholders of S Co. This kind of deal might be attractive to
P Co since it avoids the need for a heavy cash outlay. The former shareholders of S Co would retain an
indirect interest in that company's profitability via their new holding in its parent company.
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Continuing the example, suppose that instead of $60,000 cash the shareholders of S Co agreed to accept
one $1 ordinary share in P Co for every two $1 ordinary shares in S Co. P Co would then need to issue
and allot 20,000 new $1 shares. How would this transaction be recorded in the books of P Co?

The former shareholders of S Co have presumably agreed to accept 20,000 shares in P Co because they
consider each of those shares to have a value of $3. This gives us the following method of recording the
transaction in P Co's books.

DEBIT Investment in S Co $60,000
CREDIT Share capital $20,000
Share premium account $40,000

The amount which P Co records in its books as the cost of its investment in S Co may be more or less than
the book value of the assets it acquires. Suppose that S Co in the previous example has nil reserves and nil
liabilities, so that its share capital of $40,000 is balanced by tangible assets with a book value of $40,000.
For simplicity, assume that the book value of S Co's assets is the same as their market or fair value.

Now when the directors of P Co agree to pay $60,000 for a 100% investment in S Co they must believe
that, in addition to its tangible assets of $40,000, S Co must also have intangible assets worth $20,000.
This amount of $20,000 paid over and above the value of the tangible assets acquired is called goodwill
arising on consolidation (sometimes premium on acquisition).

Following the normal cancellation procedure the $40,000 share capital in S Co's statement of financial
position could be cancelled against $40,000 of the 'investment in S Co' in the statement of financial
position of P Co. This would leave a $20,000 debit uncancelled in the parent company's accounts and this
$20,000 would appear in the consolidated statement of financial position under the caption 'Intangible
non-current assets: goodwill arising on consolidation'.

4.2 Goodwill and pre-acquisition profits

Up to now we have assumed that S Co had nil retained earnings when its shares were purchased by P Co.
Assuming instead that S Co had earned profits of $8,000 in the period before acquisition, its statement of
financial position just before the purchase would look as follows.

$
Total assets 48,000
Share capital 40,000
Retained earnings 8,000
48,000

If P Co now purchases all the shares in S Co it will acquire total assets worth $48,000 at a cost of
$60,000. Clearly in this case S Co's intangible assets (goodwill) are being valued at $12,000. It should be
apparent that any earnings retained by the subsidiary prior to its acquisition by the parent company must
be incorporated in the cancellation process so as to arrive at a figure for goodwill arising on
consolidation. In other words, not only S Co's share capital, but also its pre-acquisition retained earnings,
must be cancelled against the asset 'investment in S Co' in the accounts of the parent company. The
uncancelled balance of $12,000 appears in the consolidated statement of financial position.

The consequence of this is that any pre-acquisition retained earnings of a subsidiary company are not
aggregated with the parent company's retained earnings in the consolidated statement of financial
position. The figure of consolidated retained earnings comprises the retained earnings of the parent
company plus the post-acquisition retained earnings only of subsidiary companies. The post-acquisition
retained earnings are simply retained earnings now less retained earnings at acquisition.

The subsidiary may also have share premium or revaluation surplus balances at the acquisition date.
These will be brought into the goodwill calculation along with other pre-acquisition reserves. Any post-
acquisition movement on these balances will be split between group and NCI.
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4.3 Example: goodwill and pre-acquisition profits

Sing Co acquired the ordinary shares of Wing Co on 31 March when the draft statements of financial
position of each company were as follows.

SING CO
STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH

$
Assets
Non-current assets
Investment in 50,000 shares of Wing Co at cost 80,000
Current assets 40,000
Total assets 120,000
Equity and liabilities
Equity
Ordinary shares 75,000
Retained earnings 45,000
Total equity and liabilities 120,000
WING CO
STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH
$
Current assets 60,000
Equity
50,000 ordinary shares of $1 each 50,000
Retained earnings 10,000
60,000
Required
Prepare the consolidated statement of financial position as at 31 March.
Solution
The technique to adopt here is to produce a new working: 'Goodwill'. A proforma working is set out below.
Gooawill
$ $
Consideration transferred X
Net assets acquired as represented by:
Ordinary share capital X
Share premium X
Retained earnings on acquisition X
(X)
Goodwill X
Applying this to our example the working will look like this. s s
Consideration transferred 80,000
Net assets acquired as represented by:
Ordinary share capital 50,000
Retained earnings on acquisition 10,000
(60,000)
Goodwill 20,000
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SING CO
CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH

Assets
Non-current assets

Goodwill arising on consolidation (W) 20,000
Current assets (40,000 + 60,000) 100,000
Total assets 120,000
Equity and liabilities
Ordinary shares 75,000
Retained earnings 45,000
Total equity and liabilities 120,000

4.4 Goodwill and non-controlling interest

Now let us look at what would happen if Sing Co had obtained less than 100% of the shares of Wing Co.
If Sing Co had paid $70,000 for 40,000 shares in Wing Co, the goodwill working would be as follows:

$
Consideration transferred 70,000
Non-controlling interest (60,000 x 20%) 12,000
Net assets acquired (60,000)
Goodwill 22,000

4.5 Non-controlling interest at fair value

IFRS 3 (revised) gives entities the option of valuing non-controlling interest (NCI) at fair value. The
thinking behind this is that the NCI also owns some of the goodwill in the subsidiary, and that the
traditional method of consolidation does not show this goodwill.

IFRS 3 revised suggests that the closest approximation to fair value will be the market price of the shares
held by non-controlling shareholders just before acquisition by the parent.

Continuing our example above, we will assume that the market price of the shares was $1.25. The
goodwill calculation will then be as follows:

$
Consideration transferred 70,000
Fair value of NCI (10,000 x $1.25) 12,500
Net assets at acquisition (60,000)
Goodwill 22,500

Goodwill (total $22,500) is $500 higher than goodwill calculated measuring NCI at its share of the net
assets of the subsidiary. This $500 represents the goodwill attributable to the NCI.

4.6 NCI at year end

Where the option is used to value NCI at fair value, the goodwill attributable to the NCI will also be added
to the NCI at the year end. The most straightforward way to calculate this is to start with the fair value of
the NCI at acquisition and add the NCI share of post-acquisition retained earnings.

This is illustrated in the following worked example.

4.7 Worked example

P acquired 75% of the shares in S on 1 January 2007 when S had retained earnings of $15,000. The
market price of S's shares just before the date of acquisition was $1.60. P values NCI at fair value.
Goodwill is not impaired.
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The statements of financial position of P and S at 31 December 20X7 were as follows:

P S
$ $
Property, plant and equipment 60,000 50,000
Shares in S 68,000 -
128,000 50,000
Current assets 52,000 35,000
180,000 85,000
Share capital — $1 shares 100,000 50,000
Retained earnings 70,000 25,000
170,000 75,000
Current liabilities 10,000 10,000
180,000 85,000
Required
Prepare the consolidated statement of financial position of the P Group.
4.8 Solution
CONSOLIDATED STATEMENT OF FINANCIAL POSITION
Assets
Property plant and equipment (60,000 + 50,000) 110,000
Goodwill (W1) 23,000
Current assets (52,000 + 35,000) 87,000
Total assets 220,000
Equity and liabilities
Equity attributable to the owners of P
Share capital 100,000
Retained earnings (W2) 77,500
177,500
NCI (W3) 22,500
Total equity 200,000
Current liabilities (10,000 + 10,000) 20,000
220,000
Workings
1 Gooawill
Group
$
Consideration transferred 68,000
Fair value of NCI (12,500 x $1.60) 20,000
Net assets of S at acquisition (50,000 + 15,000) (65,000)
Goodwill 23,000
2 Retained earnings
P S
$ $
Per statement of financial position 70,000 25,000
Less pre-acquisition (15,000)
10,000
Group share of S (10,000 x 75%) 7,500
Group retained earnings 77,500
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3 NCI at year end

$
NCI at acquisition 20,000
Share of post-acquisition retained earnings (10,000 x 25%) 2,500
22,500

4.9 Effect of NCI at fair value

You can see from the above example that the use of the fair value option increases goodwill and NCI by
the same amount. That amount represents goodwill attributable to the shares held by non-controlling
shareholders. It is not necessarily proportionate to the goodwill attributed to the parent. The parent may
have paid proportionately more to acquire a controlling interest. If NC| was valued at share of net assets,
goodwill and NCI in the example above would be as follows:

W1 Gooawill

$
Considered transferred 68,000
NCI ((50,000 + 15,000) x 25%) 16,250
Net assets of S at acquisition (50,000 + 15,000) (65,000)
19,250

W3 NCI at year end s
NCI at acquisition 16,250
Share of post-acquisition retained earnings 2,500
18,750

Compare these with goodwill and NCI in the solution above and you will see that both have been reduced
by $3,750 — the goodwill attributable to the NCI. So whether NCI is valued at share of net assets or at fair
value, the statement of financial position will still balance.

The option to value non-controlling interest at fair value is allowed by the revised IFRS 3, but it is just an
option. Companies can choose to adopt it or to continue to value non-controlling interest at share of net
assets. In the exam you will probably be directed to apply the fair value option. If you are required to use
the fair value option, the ACCA examination team has stated that there are two possible options:

(1) You may be given the share price of the subsidiary just before acquisition.
(2)  You may be told that the non-controlling interest is valued at a certain amount.

In the exam, the consolidation question will tell you which method to use. It will state either:
. 'It is the group policy to value the non-controlling interest at full (or fair) value'; or

. 'It is the group policy to value the non-controlling interest at its proportionate share of the (fair
value of the) subsidiary's identifiable net assets'.

You are more likely to be tested on non-controlling interest at full (fair) value.
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4.10 Impairment of goodwill

Goodwill arising on consolidation is subjected to an annual impairment review and impairment may be
expressed as an amount or as a percentage. The double entry to write off the impairment is:

DEBIT Group retained earnings CREDIT Goodwill

However, when NCI is valued at fair value the goodwill in the statement of financial position includes
goodwill attributable to the NCI. In this case the double entry will reflect the NCI proportion based on their
shareholding as follows.

DEBIT Group retained earnings CREDIT Goodwill
DEBIT Non-controlling interest




In our solution above in Section 4.8 the NCI holds 25%. If the total goodwill of $23,000 was impaired by
20% the double entry for this would be:

$ $
DEBIT Retained earnings 3,450 CREDIT Goodwill 4,600
DEBIT Non-controlling interest 1,150

NCI at the year-end would then be $21,350.

4.11 Gain on a bargain purchase

Goodwill arising on consolidation is one form of purchased goodwill, and is governed by IFRS 3. As
explained in an earlier chapter IFRS 3 requires that goodwill arising on consolidation should be
capitalised in the consolidated statement of financial position and reviewed for impairment every year.

Goodwill arising on consolidation is the difference between the cost of an acquisition and the value of the
subsidiary's net assets acquired. This difference can be negative: the aggregate of the fair values of the
separable net assets acquired may exceed what the parent company paid for them. This is often referred
to as negative goodwill. IFRS 3 refers to it as a 'gain on a bargain purchase’. In this situation:

(@)  Anentity should first re-assess the amounts at which it has measured both the cost of the
combination and the acquiree's identifiable net assets. This exercise should identify any errors.

(b)  Any excess remaining should be recognised immediately in profit or loss

4.12 Forms of consideration

The consideration paid by the parent for the shares in the subsidiary can take different forms and this will
affect the calculation of goodwill. Here are some examples:

4.12.1 Contingent consideration

The parent acquired 60% of the subsidiary's $100m share capital on 1 Jan 20X6 for a cash payment of
$150m and a further payment of $50m on 31 March 20X7 if the subsidiary's post acquisition profits have
exceeded an agreed figure by that date.

In the financial statements for the year to 31 December 20X6 $50m will be added to the cost of the
combination, discounted as appropriate.

IFRS 3 requires the acquisition-date fair value of contingent consideration to be recognised as part of the
consideration for the acquiree. In an examination question students will be told the acquisition-date fair
value or told how to calculate it.

The acquirer may be required to pay contingent consideration in the form of equity or of a debt instrument
or cash. A debt instrument should be presented as under IAS 32. Contingent consideration can also be an
asset, if the consideration has already been transferred and the acquirer has the right to require the return
of some of it, if certain considerations are met.

Note that the previous version of IFRS 3 only required contingent consideration to be recognised if it was
probable that it would become payable. IFRS 3 (revised) dispenses with this requirement — all contingent
consideration is now recognised. It is possible that the fair value of the contingent consideration may
change after the acquisition date. If this is due to additional information obtained that affects the position
at acquisition date, goodwill should be remeasured. If the change is due to events after the acquisition
date (such as a higher earnings target has been met, so more is payable) it should be accounted for under
IFRS 9 if the consideration is in the form of a financial instrument (such as loan notes) or under IAS 37 as
an increase in a provision if it is cash. Any equity instrument is not remeasured.

If the contingent consideration consists of an agreement to issue shares at a point in the future, this
should be recognised as a separate component of equity — 'shares to be issued'.
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4.12.2 Deferred consideration

An agreement may be made that part of the consideration for the combination will be paid at a future date.
This consideration will therefore be discounted to its present value using the acquiring entity's cost of
capital.

Example

The parent acquired 75% of the subsidiary's 80m $1 shares on 1 January 20X6. It paid $3.50 per share
and agreed to pay a further $108m on 1 January 20X7.

The parent company's cost of capital is 8%.

In the financial statements for the year to 31 December 20X6 the cost of the combination will be:

$m
80m shares x 75% x $3.50 210
Deferred consideration:
$108m x 1/1.08 100
Total consideration 310

At 31 December 20X6 $8m will be charged to finance costs, being the unwinding of the discount on the
deferred consideration. The deferred consideration was discounted by $8m to allow for the time value of
money. At 1 January 20X7 the full amount becomes payable.

4.12.3 Share exchange

The parent has acquired 12,000 $1 shares in the subsidiary by issuing 5 of its own $1 shares for every 4
shares in the subsidiary. The market value of the parent company's shares is $6.

Cost of the combination:

$
12,000 x 5/4 x $6 90,000
Note that this is credited to the share capital and share premium of the parent company as follows.
Dr Cr
Investment in subsidiary 90,000
Share capital ($12,000 x 5/4) 15,000
Share premium ($12,000 x 5/4 x 5) 75,000

4.12.4 Expenses and issue costs

Expenses of the combination, such as lawyers and accountants fees are written off as incurred. However,
IFRS 3 requires that the costs of issuing equity are treated as a deduction from the proceeds of the equity
issue. Share issue costs will therefore be debited to the share premium account. Issue costs of financial
instruments are deducted from the proceeds of the financial instrument.

4.13 Consolidation adjustments

At the date of acquisition the parent recognises the assets, liabilities and contingent liabilities of the
subsidiary at their fair value at the date when control is acquired. It may be that some of these assets or
liabilities had not previously been recognised by the acquiree.

For instance, the subsidiary may have tax losses brought forward, but had not recognised these as an
asset because it could not foresee future profits against which they could be offset. If the tax losses can L
now be utilised by the acquirer they will be recognised as an identifiable asset and included in the goodwill

calculation.

5 Non-controlling interest at fair value

Now we will look at a full consolidation question including NCI at fair value.
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Consolidated statement of financial position

The draft statements of financial position of Ping Co and Pong Co on 30 June 20X8 were as follows.

STATEMENT OF FINANCIAL POSITION AS AT 30 JUNE 20X8

Ping Co
$
Assets
Non-current assets
Property, plant and equipment 50,000
20,000 ordinary shares in Pong Co at cost 30,000
80,000
Current assets
Inventory 3,000
Owed by Ping Co
Receivables 16,000
Cash 2,000
21,000
Total assets 101,000
Equity and liabilities
Equity
Ordinary shares of $1 each 45,000
Revaluation surplus 12,000
Retained earnings 26,000
83,000
Current liabilities
Owed to Pong Co 8,000
Trade payables 10,000
18,000
Total equity and liabilities 101,000

Pong Co
$

40,000

8,000
10,000

7,000
25,00
65,000

25,000

5,000
28,000
58,000

7,000
7,000
65,000

Ping Co acquired its investment in Pong Co on 1 July 20X7 when the retained earnings of Pong Co stood
at $6,000. The agreed consideration was $30,000 cash and a further $10,000 on 1 July 20X9. Ping Co's
cost of capital is 7%. Pong Co has an internally-developed brand name — 'Pongo' — which was valued at
$5,000 at the date of acquisition. There have been no changes in the share capital or revaluation surplus of
Pong Co since that date. At 30 June 20X8 Pong Co had invoiced Ping Co for goods to the value of $2,000

and Ping Co had sent payment in full but this had not been received by Pong Co.

There is no impairment of goodwill. It is group policy to value NCI at full fair value. At the acquisition date

the NCI was valued at $9,000.
Required

Prepare the consolidated statement of financial position of Ping Co as at 30 June 20X8.

1 Calculate goodwill
Goodwill

Consideration transferred (W2)
Fair value of NCI
Net assets acquired as represented by:

Ordinary share capital 25,000
Revaluation surplus on acquisition 5,000
Retained earnings on acquisition 6,000
Intangible asset — brand name 5,000
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(41,000)
Goodwill 6,734

This goodwill must be capitalised in the consolidated statement of financial position.

Consideration transferred

$
Cash paid 30,000
Fair value of deferred consideration (10,000 x 1/(1.07%*)) 8,734
38,734

*Note that the deferred consideration has been discounted at 7% for two years (1 July 20X7 to 1
July 20X9).

However, at the date of the current financial statements, 30 June 20X8, the discount for one year
has unwound. The amount of the discount unwound is:

$
(10,000 x 1/1.07) — 8,734 612

So this amount will be charged to finance costs in the consolidated financial statements and the
deferred consideration under liabilities will be shown as $9,346 (8,734 + 612).

Calculate consolidated reserves

Consolidated revaluation surplus

$
Ping Co 12,000
Share of Pong Co's post acquisition revaluation surplus -
12,000
Consolidated retained earnings
Ping Pong
$ $
Retained earnings per question 26,000 28,000
Less pre-acquisition (6,000)
Discount unwound — finance costs (612) 22,000
Share of Pong: 80% x $22,000 17,600
42,988
Calculate NCI at year end ;
Fair value of NCI 9,000
Share of post-acquisition retained earnings (22,000 x 20%) 4,400
13,400

Agree current accounts

Pong Co has cash in transit of $2,000 which should be added to cash and deducted from the
amount owed by Ping Co.

Cancel common items: these are the current accounts between the two companies of $8,000 each.

Prepare the consolidated statement of financial position.

PING CO
CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 30 JUNE 20X8
$ $

Assets
Non-current assets
Property, plant and equipment (50,000 + 40,000) 90,000
Intangible assets: Goodwill (W1) 6,734

Brand name (W1) 5,000
Current assets
Inventories (3,000 + 8,000) 11,000

F7 Financial Reporting | 8: The consolidated statement of financial position m




Receivables (16,000 + 7,000) 23,000

Cash (2,000 + 2,000) 4,000

38,000
Total assets 139,734
Equity and liabilities
Equity
Ordinary shares of $1 each 45,000
Revaluation surplus (W3) 12,000
Retained earnings (W3) 42,988

99,988
NCI (W4) 13,400

113,388

Current liabilities
Trade payables (10,000 + 7,000) 17,000
Deferred consideration (W2) 9,346
Total equity and liabilities 139,734

Exam focus

point The ACCA examination team has stated that it will usually examine the goodwill calculation in which non-
i

controlling interest is stated at fair value, so make sure you understand how to do this.

6 Intra-group trading

) Intra-group trading can give rise to unrealised profit which is eliminated on consolidation.

6.1 Unrealised profit

Any receivable/payable balances outstanding between the companies are cancelled on consolidation. No
further problem arises if all such intra-group transactions are undertaken at cost, without any mark-up for
profit.

However, each company in a group is a separate trading entity and may wish to treat other group
companies in the same way as any other customer. In this case, a company (say A Co) may buy goods at
one price and sell them at a higher price to another group company (B Co). The accounts of A Co will quite
properly include the profit earned on sales to B Co; and similarly B Co's statement of financial position will
include inventories at their cost to B Co, ie at the amount at which they were purchased from A Co.

This gives rise to two problems:

(@)  Although A Co makes a profit as soon as it sells goods to B Co, the group does not make a sale or
achieve a profit until an outside customer buys the goods from B Co.

(b)  Any purchases from A Co which remain unsold by B Co at the year end will be included in B Co's
inventory. Their value in the statement of financial position will be their cost to B Co, which is not
the same as their cost to the group.

The objective of consolidated accounts is to present the financial position of several connected companies
as that of a single entity, the group. This means that in a consolidated statement of financial position the
only profits recognised should be those earned by the group in providing goods or services to outsiders;
and similarly, inventory in the consolidated statement of financial position should be valued at cost to the
group.

Suppose that a parent company P Co buys goods for $1,600 and sells them to a wholly owned subsidiary
S Co for $2,000. The goods are in S Co's inventory at the year end and appear in S Co's statement of
financial position at $2,000. In this case, P Co will record a profit of $400 in its individual accounts, but
from the group's point of view the figures are:
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Cost $1,600

External sales nil
Closing inventory at cost $1,600
Profit/loss nil

If we add together the figures for retained earnings and inventory in the individual statements of financial
position of P Co and S Co the resulting figures for consolidated retained earnings and consolidated
inventory will each be overstated by $400. A consolidation adjustment is therefore necessary as follows:

DEBIT Group retained earnings,
CREDIT Group inventory (statement of financial position),

with the amount of profit unrealised by the group.

6.2 Non-controlling interests in unrealised intra-group profits

A further problem occurs where a subsidiary company which is not wholly owned is involved in intra-
group trading within the group. If a subsidiary S Co is 75% owned and sells goods to the parent company
for $16,000 cost plus $4,000 profit, ie for $20,000 and if these items are unsold by P Co at the end of the
reporting period, the 'unrealised' profit of $4,000 earned by S Co and charged to P Co will be partly owned
by the NCI of S Co.

The correct treatment of these intragroup profits is to remove the whole profit, charging the NCI with their
proportion.

Note that where the sale has been made by the parent none of the unrealised profit will be charged to the
NCI.

DEBIT Group retained earnings
DEBIT Non-controlling interest
CREDIT Group inventory (statement of financial position)
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6.3 Example: non-controlling interests and intra-group profits

P Co has owned 75% of the shares of S Co since the incorporation of that company. During the year to 31
December 20X2, S Co sold goods costing $16,000 to P Co at a price of $20,000 and these goods were
still unsold by P Co at the end of the year. Draft statements of financial position of each company at

31 December 20X2 were:

P Co S Co

Assets $ $ $ $
Non-current assets
Property, plant and equipment 125,000 120,000
Investment: 75,000 shares in S Co at cost 75,000 -

200,000 120,000
Current assets
Inventories 50,000 48,000
Trade receivables 20,000 16,000

70,000 64,000

Total assets 270,000 184,000
Equity and liabilities
Equity
Ordinary shares of $1 each fully paid 80,000 100,000
Retained earnings 150,000 60,000

230,000 160,000
Current liabilities 40,000 24,000
Total equity and liabilities 270,000 184,000




Required

Prepare the consolidated statement of financial position of P Co at 31 December 20X2. The fair value of
the NCI at acquisition was $25,000.

Solution

The profit earned by S Co but unrealised by the group is $4,000 of which $3,000 (75%) is attributable to
the group and $1,000 (25%) to the NCI.

PCo SCo
$ $
Retained earnings
Per question 150,000 60,000
Less unrealised profit (4,000)
56,000
Share of S Co: $56,000 x 75% 42,000
192,000

Non-controlling interest
Fair value at acquisition 25,000
Share of post-acquisition retained earnings (56,000 x 25%) 14,000

39,000
CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER 20X2

$ $

Assets
Property, plant and equipment 245,000
Current assets
Inventories $(50,000 + 48,000 — 4,000) 94,000
Trade receivables 36,000

130,000
Total assets 375,000
Equity and liabilities
Ordinary shares of $1 each 80,000
Retained earnings 192,000

272,000
NCI 39,000

311,000
Current liabilities 64,000
Total equity and liabilities 375,000

f Unrealised profit

P Co acquired 80% of the shares in S Co one year ago when the reserves of S Co stood at $10,000. Draft
statements of financial position for each company are:

PCo SCo
$ $ $ $
Assets
Non-current assets
Property, plant and equipment 80,000 40,000
Investment in S Co at cost 46,000

126,000
Current assets 40,000 30,000
Total assets 166,000 70,000
Equity and liabilities
Equity
Ordinary shares of $1 each 100,000 30,000
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Retained earnings 45,000 22,000

145,000 52,000
Current liabilities 21,000 18,000
Total equity and liabilities 166,000 70,000

During the year S Co sold goods to P Co for $50,000, the profit to S Co being 20% of selling price. At the
end of the reporting period, $15,000 of these goods remained unsold in the inventories of P Co. At the
same date, P Co owed S Co $12,000 for goods bought and this debt is included in the trade payables of
P Co and the receivables of S Co. NCI is valued at full fair value. It was valued at $9,000 at the date of
acquisition.

Required

Prepare a draft consolidated statement of financial position for P Co.

PCO
CONSOLIDATED STATEMENT OF FINANCIAL POSITION
$ $
Assets
Non-current assets
Property, plant and equipment (80,000 + 40,000) 120,000
Goodwill (W1) 15,000
135,000
Current assets (W3) 55,000
Total assets 190,000
Equity and liabilities
Equity
Ordinary shares of $1 each 100,000
Retained earnings (W2) 52,200
152,200
NCI (W5) 10,800
Current liabilities (W4) 27,000
Total equity and liabilities 190,000
Workings
1 Goodwill
$ $
Consideration transferred 46,000
Fair value of NCI 9,000
Net assets acquired as represented by
Share capital 30,000
Retained earnings 10,000
(40,000)
Goodwill 15,000
2 Retained earnings
PCo SCo
$ $
Retained earnings per question 45,000 22,000
Unrealised profit: 20% x $15,000 (3,000)
Pre-acquisition (10,000)
9,000
Share of S Co 80% 7,200
52,200
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3 Current assets

$ $
In P Co's statement of financial position 40,000
In S Co's statement of financial position 30,000
Less S Co's current account with P Co cancelled (12,000)
18,000
58,000
Less unrealised profit excluded from inventory valuation (3,000)
55,000
4 Current liabilities s
In P Co's statement of financial position 21,000
Less P Co's current account with S Co cancelled (12,000)
9,000
In S Co's statement of financial position 18,000
27,000
5 NCI
$
Fair value at date of acquisition 9,000
Share of post-acquisition retained earnings (9,000 x 20%) 1,800
10,800

1 Intra-group sales of non-current assets

) As well as engaging in trading activities with each other, group companies may on occasion wish to
transfer non-current assets.

7.1 Accounting treatment

In their individual accounts the companies concerned will treat the transfer just like a sale between
unconnected parties: the selling company will record a profit or loss on sale, while the purchasing
company will record the asset at the amount paid to acquire it, and will use that amount as the basis for
calculating depreciation.

On consolidation, the usual 'group entity' principle applies. The consolidated statement of financial
position must show assets at their cost to the group, and any depreciation charged must be based on that
cost. Two consolidation adjustments will usually be needed to achieve this.

(@)  Anadjustment to alter retained earnings and non-current assets cost so as to remove any element
of unrealised profit or loss. This is similar to the adjustment required in respect of unrealised profit
in inventory.

(b)  Anadjustment to alter retained earnings and accumulated depreciation is made so that
consolidated depreciation is based on the asset's cost to the group.

In practice, these steps are combined so that the retained earnings of the entity making the unrealised
profit are debited with the unrealised profit less the additional depreciation.

The double entry is as follows.
(@)  Sale by parent

DEBIT  Group retained earnings
CREDIT  Non-current assets

with the profit on disposal, less the additional depreciation.
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(b)  Sale by subsidiary

DEBIT  Group retained earnings (P's share of S)
DEBIT  Non-controlling interest (NCI's share of S)
CREDIT  Non-current assets

With the profit on disposal, less additional depreciation

1.2 Example: intra-group sale of non-current assets

P Co owns 60% of S Co and on 1 January 20X1 S Co sells plant costing $10,000 to P Co for $12,500. The
companies make up accounts to 31 December 20X1 and the balances on their retained earnings at that

date are:
P Co after charging depreciation of 10% on plant $27,000
S Co including profit on sale of plant $18,000
Required
Show the working for consolidated retained earnings.
Solution
Retained earnings
PCo S Co
$ $
Per question 27,000 18,000
Disposal of plant
Profit (2,500)
Depreciation: 10% x $2,500 250
15,750
Share of S Co: $15,750 x 60% 9,450
36,450
Notes

1 The NCI in the retained earnings of S Co is 40% x $15,750 = $6,300.

2 The profit on the transfer less related depreciation of $2,250 (2,500 — 250) will be deducted from
the carrying amount of the plant to write it down to cost to the group.
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8 Summary: consolidated statement of financial position

Net assets Always 100% P plus 100% S providing P holds a majority of voting rights

Share capital P only

Reason Simply reporting to the parent company's shareholders in another form

Retained 100% P plus group share of post-acquisition retained earnings of S less consolidation
earnings adjustments

Reason To show the extent to which the group actually owns total assets less liabilities
Non-controlling | Fair value at acquisition plus share of post-acquisition retained profit (l0ss)

interest

Reason To show the equity in a subsidiary not attributable to the parent

9 Acquisition of a subsidiary during its accounting period

) When a parent company acquires a subsidiary during its accounting period the only accounting entries
made at the time will be those recording the cost of acquisition in the parent company's books. At the
end of the accounting period the consolidation adjustments will be made.

9.1 Pre-acquisition profits

As we have already seen, at the end of the accounting year it will be necessary to prepare consolidated
accounts.

The subsidiary company's accounts to be consolidated will show the subsidiary's profit or loss for the
whole year. For consolidation purposes, however, it will be necessary to distinguish between:

(@)  Profits earned before acquisition
(b)  Profits earned after acquisition

In practice, a subsidiary company's profit may not accrue evenly over the year; for example, the subsidiary
might be engaged in a trade, such as toy sales, with marked seasonal fluctuations. Nevertheless, the
assumption can be made that profits accrue evenly whenever it is impracticable to arrive at an accurate
split of pre- and post-acquisition profits.

Once the amount of pre-acquisition profit has been established the appropriate consolidation workings
(goodwill, retained earnings) can be produced.

It is worthwhile to summarise what happens on consolidation to the retained earnings figures extracted
from a subsidiary's statement of financial position. Suppose the accounts of S Co, a 60% subsidiary of P
Co, show retained earnings of $20,000 at the end of the reporting period, of which $14,000 were earned
prior to acquisition. The figure of $20,000 will appear in the consolidated statement of financial position as

follows.
$

Non-controlling interests working: their share of post-acquisition retained earnings
(40% x 6,000) 2,400
Goodwill working: pre-acquisition retained earnings 14,000
Consolidated retained earnings working: group share of post-acquisition retained earnings
(60% x $6,000) 3,600

20,000
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Exam focus

point The ACCA examination team has reported that many candidates fail to apportion the results of the
i

subsidiary to include only its post-acquisition results.

f Acquisition

Hinge Co acquired 80% of the ordinary shares of Singe Co on 1 April 20X5. On 31 December 20X4 Singe
Co's accounts showed a share premium account of $4,000 and retained earnings of $15,000. The
statements of financial position of the two companies at 31 December 20X5 are set out below. Neither
company has paid any dividends during the year. NCI should be valued at full fair value. The market price
of the subsidiary's shares was $2.50 prior to acquisition by the parent.

Required

You are required to prepare the consolidated statement of financial position of Hinge Co at 31 December 20X5.
There has been no impairment of goodwill.

STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER 20X5
Hinge Co Singe Co
$ $

Assets
Non-current assets
Property, plant and equipment 32,000 30,000
16,000 ordinary shares of 50c each in Singe Co 50,000
82,000

Current assets 85,000 43,000
Total assets 167,000 73,000
Equity and liabilities
Equity
Ordinary shares of $1 each 100,000
Ordinary shares of 50¢ each 10,000
Share premium account 7,000 4,000
Retained earnings 40,000 39,000

147,000 53,000
Current liabilities 20,000 20,000
Total equity and liabilities 167,000 73,000

Singe Co has made a profit of $24,000 ($39,000 — $15,000) for the year. In the absence of any direction to
the contrary, this should be assumed to have arisen evenly over the year; $6,000 in the three months to

31 March and $18,000 in the nine months after acquisition. The company's pre-acquisition retained
earnings are therefore as follows.

$
Balance at 31 December 20X4 15,000
Profit for three months to 31 March 20X5 6,000
Pre-acquisition retained earnings 21,000

The balance of $4,000 on share premium account is all pre-acquisition.

The consolidation workings can now be drawn up.
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1 Goodwill

$
Consideration transferred
NCI ($2.50 x 4,000)
Net assets acquired
represented by
Ordinary share capital 10,000
Retained earnings (pre-acquisition) 21,000
Share premium 4,000
Goodwill at acquisition
2 Retained earnings
Hinge Co
$
Per question 40,000
Pre-acquisition (see above)
Share of Singe: $18,000 x 80% 14,400
54,400
3 NCI at reporting date
NCI at acquisition
Share of post-acquisition retained earnings (18,000 x 20%)
HINGE CO
CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER 20X5
Assets
Property, plant and equipment
Goodwill (W1)
Current assets
Total assets
Equity and liabilities
Equity
Ordinary shares of $1 each 100,000
Share premium account 7,000
Retained earnings (W2) 54,400
NCI (W3)

Current liabilities
Total equity and liabilities

9.2 Example: pre-acquisition losses of a subsidiary

50,000
10,000

(35,000)
25,000

Singe Co

13,600

$

62,000
25,000
128,000
215,000

161,400
13,600
175,000
40,000
215,000

As an illustration of the entries arising when a subsidiary has pre-acquisition losses, suppose P Co
acquired all 50,000 $1 ordinary shares in S Co for $20,000 on 1 January 20X1 when there was a debit

balance of $35,000 on S Co's retained earnings. In the years 20X1 to 20X4 S Co makes profits of $40,000

in total, leaving a credit balance of $5,000 on retained earnings at 31 December 20X4. P Co's retained

earnings at the same date are $70,000.
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Solution
The consolidation workings would appear as follows.

1 Goodwill

Consideration transferred
Net assets acquired

as represented by
Ordinary share capital
Retained earnings

Goodwill

2 Retained earnings

At the end of the reporting period
Pre-acquisition loss

S Co — share of post-acquisition retained earnings
(40,000 x 100%)

10 Fair values in acquisition accounting

FAST FORWARD . : , : ;
_) Fair values are very important in calculating goodwill.

Key term

Key term

BPP
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10.1 Goodwill

50,000

(35,000)

PCo

70,000

40,000
110,000

20,000

(15,000)

5,000

S Co

5,000
35,000
40,000

To understand the importance of fair values in the acquisition of a subsidiary consider again what we

mean by goodwill.

Goodwill. The excess of the fair value of the consideration transferred plus the amount of non-controlling
interests over the fair value of the identifiable net assets of the acquiree on the acquisition date. (/IFRS 3)

The statement of financial position of a subsidiary company at the date it is acquired may not be a guide
to the fair value of its net assets. For example, the market value of a freehold building may have risen
greatly since it was acquired, but it may appear in the statement of financial position at historical cost less

accumulated depreciation.

10.2 What is fair value?

Fair value is defined as follows by IFRS 13 Fair value measurement. It is an important definition.

transaction between market participants at the measurement date.

Fair value. The price that would be received to sell an asset or paid to transfer a liability in an orderly

IFRS 13 provides extensive guidance on how the fair value of assets and liabilities should be established.

This standard requires that the following are considered in determining fair value.

(@)  The asset or liability being measured

(b)  The principal market (ie that where the most activity takes place) or where there is no principal
market, the most advantageous market (ie that in which the best price could be achieved) in which

an orderly transaction would take place for the asset or liability
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(c)  The highest and best use of the asset or liability and whether it is used on a standalone basis or in
conjunction with other assets or liabilities

(d)  Assumptions that market participants would use when pricing the asset or liability

Having considered these factors, IFRS 13 provides a hierarchy of inputs for arriving at fair value. It
requires that level 1 inputs are used where possible:

Level 1 Quoted prices in active markets for identical assets that the entity can access at the
measurement date

Level 2 Inputs other than quoted prices that are directly or indirectly observable for the asset

Level 3 Unobservable inputs for the asset

We will look at the requirements of IFRS 3 regarding fair value in more detail below. First let us look at
some practical matters.

10.3 Fair value adjustment calculations

Until now we have calculated goodwill as the difference between the consideration transferred and the
book value of net assets acquired by the group. If this calculation is to comply with the definition above
we must ensure that the book value of the subsidiary's net assets is the same as their fair value.

There are two possible ways of achieving this:

(@)  The subsidiary company might incorporate any necessary revaluations in its own books of
account. In this case, we can proceed directly to the consolidation, taking asset values and
reserves figures straight from the subsidiary company's statement of financial position.

(b)  The revaluations may be made as a consolidation adjustment without being incorporated in the
subsidiary company's books. In this case, we must make the necessary adjustments to the
subsidiary's statement of financial position as a working. Only then can we proceed to the
consolidation.

Note. Remember that when depreciating assets are revalued there may be a corresponding alteration in
the amount of depreciation charged and accumulated.

10.4 Example: fair value adjustments

P Co acquired 75% of the ordinary shares of S Co on 1 September 20X5. At that date the fair value of S
Co's non-current assets was $23,000 greater than their net book value, and the balance of retained
earnings was $21,000. The statements of financial position of both companies at 31 August 20X6 are
given below. S Co has not incorporated any revaluation in its books of account. NCI is valued at full fair
value which was deemed to be $18,000 at the acquisition date.

PCO
STATEMENT OF FINANCIAL POSITION AS AT 31 AUGUST 20X6

$ $

Assets
Non-current assets
Property, plant and equipment 63,000
Investment in S Co at cost 51,000

114,000
Current assets 82,000
Total assets 196,000
Equity and liabilities
Equity
Ordinary shares of $1 each 80,000
Retained earnings 96,000

176,000
Current liabilities 20,000
Total equity and liabilities 196,000
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SCO
STATEMENT OF FINANCIAL POSITION AS AT 31 AUGUST 20X6

$ $

Assets
Property, plant and equipment 28,000
Current assets 43,000
Total assets 71,000
Equity and liabilities
Equity
Ordinary shares of $1 each 20,000
Retained earnings 41,000

61,000
Current liabilities 10,000
Total equity and liabilities 71,000

If S Co had revalued its non-current assets at 1 September 20X5, an addition of $3,000 would have been
made to the depreciation charged for 20X5/X6.

Required
Prepare P Co's consolidated statement of financial position as at 31 August 20X6.
Solution
P CO CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 AUGUST 20X6
$ $
Non-current assets
Property, plant and equipment (63,000 + 28,000 + 23,000 — 3,000) 111,000
Goodwill (W1) 5,000
116,000
Current assets 125,000
241,000
Equity and liabilities
Equity
Ordinary shares of $1 each 80,000
Retained earnings (W2) 108,750
188,750
NCI (W3) 22,250
211,000
Current liabilities 30,000
241,000 S
Workings
1 Goodwill
Group
$
Consideration transferred 51,000
Fair value of NCI 18,000
Net assets acquired as represented by
Ordinary share capital 20,000
Retained earnings 21,000
Fair value adjustment 23,000
(64,000)
Goodwill 5,000

i BPP @ F7 Financial Reporting | 8: The consolidated statement of financial position m
LEARNING MEDIA




2 Retained earnings

P Co S Co
$ $
Per question 96,000 41,000
Pre acquisition profits (21,000)
Depreciation adjustment (3,000)
Post acquisition S Co 17,000
Group share in S Co
($17,000 x 75%) 12,750
Group retained earnings 108,750
3 NCI at reporting date ;
Fair value at acquisition 18,000
Share of post-acquisition retained earnings (17,000 x 25%) 4,250
22,250
ﬁ Fair value

An asset is recorded in S Co's books at its historical cost of $4,000. On 1 January 20X5 P Co bought 80%
of S Co's equity. Its directors attributed a fair value of $3,000 to the asset as at that date. It had been
depreciated for two years out of an expected life of four years on the straight line basis. There was no
expected residual value. On 30 June 20X5 the asset was sold for $2,600. What is the profit or loss on
disposal of this asset to be recorded in S Co's accounts and in P Co's consolidated accounts for the year
ended 31 December 20X5?

S Co: Carrying amount at disposal (at historical cost) = $4,000 x 11%/4 = $1,500
.. Profit on disposal = $1,100 (depreciation charge for the year = $500)

P Co: Carrying amount at disposal (at fair value) = $3,000 x 1%2/2 = $2,250
. Profit on disposal for consolidation = $350 (depreciation for the year = $750).

The NCI would be credited with 20% of both the profit on disposal and the depreciation charge as part of
the one line entry in the consolidated statement of profit or loss.

10.5 IFRS 3 Fair values

IFRS 3 sets out general principles for arriving at the fair values of a subsidiary's assets and liabilities. The
acquirer should recognise the acquiree's identifiable assets, liabilities and contingent liabilities at the
acquisition date only if they satisfy the following criteria.

(@)  Inthe case of an asset other than an intangible asset, it is probable that any associated future
economic benefits will flow to the acquirer, and its fair value can be measured reliably.

(b)  Inthe case of a liability other than a contingent liability, it is probable that an outflow of resources
embodying economic benefits will be required to settle the obligation, and its fair value can be
measured reliably.

(c)  Inthe case of an intangible asset or a contingent liability, its fair value can be measured reliably.

The acquiree's identifiable assets and liabilities might include assets and liabilities not previously
recognised in the acquiree's financial statements. For example, a tax benefit arising from the acquiree's
tax losses that was not recognised by the acquiree may be recognised by the group if the acquirer has
future taxable profits against which the unrecognised tax benefit can be applied.
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10.5.1 Restructuring and future losses

An acquirer should not recognise liabilities for future losses or other costs expected to be incurred as a
result of the business combination.

IFRS 3 explains that a plan to restructure a subsidiary following an acquisition is not a present obligation
of the acquiree at the acquisition date. Neither does it meet the definition of a contingent liability. Therefore
an acquirer should not recognise a liability for such a restructuring plan as part of allocating the cost of
the combination unless the subsidiary was already committed to the plan before the acquisition.

This prevents creative accounting. An acquirer cannot set up a provision for restructuring or future
losses of a subsidiary and then release this to the profit or loss in subsequent periods in order to reduce
losses or smooth profits.

10.5.2 Intangible assets

The acquiree may have intangible assets, such as development expenditure. These can be recognised
separately from goodwill only if they are identifiable. An intangible asset is identifiable only if it:

(a) Is separable, ie capable of being separated or divided from the entity and sold, transferred, or
exchanged, either individually or together with a related contract, asset or liability, or

(b)  Arises from contractual or other legal rights.

The acquiree may also have internally-generated assets such as brand names which have not been
recognised as intangible assets. As the acquiring company is giving valuable consideration for these
assets, they are now recognised as assets in the consolidated financial statements.

10.5.3 Contingent liabilities

Contingent liabilities of the acquiree are recognised if their fair value can be measured reliably. This is a
departure from the normal rules in IAS 37; contingent liabilities are not normally recognised, but only
disclosed.

After their initial recognition, the acquirer should measure contingent liabilities that are recognised
separately at the higher of:

(@  The amount that would be recognised in accordance with IAS 37
(b)  The amount initially recognised

10.5.4 Cost of a business combination

The general principle is that the acquirer should measure the cost of a business combination as the total
of the fair values, at the date of exchange, of assets given, liabilities incurred or assumed, and equity
instruments issued by the acquirer, in exchange for control of the acquiree.

Sometimes all or part of the cost of an acquisition is deferred (ie does not become payable immediately).
The fair value of any deferred consideration is determined by discounting the amounts payable to their
present value at the date of exchange.

Where equity instruments (eg ordinary shares) of a quoted entity form part of the cost of a combination,
the published price at the date of exchange normally provides the best evidence of the instrument's fair
value and except in rare circumstances this should be used.

Future losses or other costs expected to be incurred as a result of a combination should not be included in
the cost of the combination. L

Costs attributable to the combination, for example professional fees and administrative costs, should not
be included: they are recognised as an expense when incurred. Costs of issuing debt instruments and
equity shares are covered by IAS 32 Financial instruments: presentation, which states that such costs
should reduce the proceeds from the debt issue or the equity issue.
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f Goodwill on consolidation

On 1 September 20X7 Tyzo Co acquired 6 million $1 shares in Kono Co at $2.00 per share. At that date
Kono Co produced the following interim financial statements.

$m $m
Property, plant and equipment Trade payables 3.2
(note (i) 16.0 Taxation 0.6
Inventories (note (ii)) 4.0 Bank overdraft 3.9
Receivables 2.9 Long-term loans 4.0
Cash in hand 1.2 Share capital ($1 shares) 8.0
- Retained earnings 4.4
241 241
Notes
1 The following information relates to the property, plant and equipment of Kono Co at 1 September
20X7.
$m
Gross replacement cost 28.4
Net replacement cost (gross replacement cost less depreciation) 16.6
Economic value 18.0
Net realisable value 8.0
2 The inventories of Kono Co which were shown in the interim financial statements are raw materials at

cost to Kono Co of $4m. They would have cost $4.2m to replace at 1 September 20X7.

3 On 1 September 20X7 Tyzo Co took a decision to rationalise the group so as to integrate Kono Co.
The costs of the rationalisation were estimated to total $3.0m and the process was due to start on
1 March 20X8. No provision for these costs has been made in the financial statements given above.

4 It is group policy to recognise NCI at full (fair) value.
Required

Compute the goodwill on consolidation of Kono Co that will be included in the consolidated financial
statements of the Tyzo Co group for the year ended 31 December 20X7, explaining your treatment of the
items mentioned above. You should refer to the provisions of relevant accounting standards.

Goodwill on consolidation of Kono Co

$m $m

Consideration transferred ($2.00 x 6m) 12.0
NCI ($2.00 x 2m) 4.0
Fair value of net assets acquired

Share capital 8.0

Pre-acquisition reserves 44

Fair value adjustments

Property, plant and equipment (16.6 — 16.0) 0.6

Inventories (4.2 - 4.0) 0.2

(132)

Goodwill 2.8
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One of the competences you require to fulfil Performance Objective 7 of the PER is the ability to classift
PER alert

BPP

LEARNING MEDIA

Notes on treatment

1 Share capital and pre-acquisition profits represent the book value of the net assets of Kono Co at
the date of acquisition. Adjustments are then required to this book value in order to give the fair
value of the net assets at the date of acquisition. For short-term monetary items, fair value is their
carrying value on acquisition.

2 IFRS 3 states that the fair value of property, plant and equipment should be determined by market
value or, if information on a market price is not available (as is the case here), then by reference to
depreciated replacement cost, reflecting normal business practice. The net replacement cost (ie
$16.6m) represents the gross replacement cost less depreciation based on that amount, and so
further adjustment for extra depreciation is unnecessary.

3 IFRS 3 also states that raw materials should be valued at replacement cost. In this case that
amount is $4.2m.

4 The rationalisation costs cannot be reported in pre-acquisition results under IFRS 3 as they are not
a liability of Kono Co at the acquisition date.

information in accordance with the requirements for external financial statements or for inclusion in
disclosure notes in the statements. You can apply the knowledge you obtain from this chapter to help to
demonstrate this competence.
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Chapter Roundup

o IFRS 10 lays out the basic procedures for preparing consolidated financial statements.

o In the consolidated statement of financial position it is necessary to distinguish non-controlling interests
from those net assets attributable to the group and financed by shareholders' equity.

° Goodwill is the excess of the amount transferred plus the amount of non-controlling interests over the fair
value of the net assets of the subsidiary.

° Intra-group trading can give rise to unrealised profit which is eliminated on consolidation.

o As well as engaging in trading activities with each other, group companies may on occasion wish to

transfer non-current assets.

o When a parent company acquires a subsidiary during its accounting period the only accounting entries
made at the time will be those recording the cost of the acquisition in the parent company’'s books. At
the end of the accounting period the consolidation adjustments will be made.

o Fair values are very important in calculating goodwill.

1 Chicken Co owns 80% of Egg Co. Egg Co sells goods to Chicken Co at cost plus 50%. The total invoiced
sales to Chicken Co by Egg Co in the year ended 31 December 20X9 were $900,000 and, of these sales,
goods which had been invoiced at $60,000 were held in inventory by Chicken Co at 31 December 20X9.
What is the reduction in aggregate group gross profit?

2 Major Co, which makes up its accounts to 31 December, has an 80% owned subsidiary Minor Co. Minor
Co sells goods to Major Co at a mark-up on cost of 33.33%. At 31 December 20X8, Major had $12,000 of
such goods in its inventory and at 31 December 20X9 had $15,000 of such goods in its inventory.

What is the amount by which the consolidated profit attributable to Major Co's shareholders should be
adjusted in respect of the above?

Ignore taxation
A $1,000 Debit
B $800 Credit

C $750 Credit
D $600 Debit

3 Goodwill is always positive.

True D
False D

4 A parent company can assume that, for a subsidiary acquired during its accounting period, profits accrue
evenly during the year.

True D
False D

5 What entries are made in the workings to record the pre-acquisition profits of a subsidiary?

6 Describe the requirement of IFRS 3 in relation to the revaluation of a subsidiary company's assets to fair
value at the acquisition date.

7 What guidelines are given by IFRS 3 in relation to valuing land and buildings fairly?
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1 60,000 x 2 = $20.000
$ * 350 =°

D (15,000 -12,000) x -3  80%
1333

N

False. Goodwill can be negative if the purchaser has 'got a bargain'.
Not necessarily —the ACCA examination team will advise you on this.
See Section 4.2

See Section 10.5

Land and buildings should be valued in accordance with IFRS 13 (generally market value).

N oo o B~ W

Now try the questions below from the Practice Question Bank

9 - 12 23 mins
10 - 14 27 mins
14 - 25 49 mins
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The consolidated
statement of profit or

loss and other
comprehensive income

1 The consolidated statement of profit or loss D2
2 The consolidated statement of profit or loss and other D2
comprehensive income
3 Disposals D2
Introduction

This chapter deals with the consolidated statement of profit or loss and the
consolidated statement of profit or loss and other comprehensive income.

Most of the consolidation adjustments will involve the statement of profit or
loss, so that is the focus of this chapter.

A subsidiary that has been disposed of will no longer be included in the
consolidated statement of financial position, but its results up to the date of
disposal will form part of consolidated profit or loss.




Study guide

D2 Preparation of consolidated financial statements including an associate

(b) Prepare a consolidated statement of profit or loss and consolidated 2
statement of profit or loss and other comprehensive income for a simple
group dealing with an acquisition in the period and non-controlling interest

1 The consolidated statement of profit or loss

) The source of the consolidated statement of profit or loss is the individual statements of profit or loss of
the separate companies in the group.

1.1 Consolidation procedure

The consolidated statement of profit or loss combines the financial statements of parent and subsidiary
(subsidiaries) to present the results for the accounting period as the results of a single economic unit.

It is customary in practice to prepare a working paper (known as a consolidation schedule) on which the
individual statements of profit or loss are set out side by side and totalled to form the basis of the
consolidated statement of profit or loss.

Exam focus

int In an examination it is very much quicker not to do this. Use workings to show the calculation of complex
poin

figures such as the non-controlling interest and show the derivation of others on the face of the statement
of profit or loss, as shown in our examples.

) In the consolidated statement of profit or loss, non-controlling interest is brought in as a one-line
adjustment at the end of the statement.

1.2 Simple example: consolidated statement of profit or loss

P Co acquired 75% of the ordinary shares of S Co on that company's incorporation in 20X3. The
summarised statements of profit or loss and movement on retained earnings of the two companies for the
year ending 31 December 20X6 are set out below.

P Co S Co

$ $
Sales revenue 75,000 38,000
Cost of sales (30,000) (20,000)
Gross profit 45,000 18,000
Administrative expenses (14,000) (8,000)
Profit before tax 31,000 10,000
Income tax expense (10,000) (2,000)
Profit for the year 21,000 8,000
Note: Movement on retained earnings
Retained earnings brought forward 87,000 17,000
Profit for the year 21,000 8,000
Retained earnings carried forward 108,000 25,000

Required

Prepare the consolidated statement of profit or loss and extract from the statement of changes in equity
showing retained earnings and non-controlling interest.
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Solution

P CO
CONSOLIDATED STATEMENT OF PROFIT OR LOSS
FOR THE YEAR ENDED 31 DECEMBER 20X6 s
Sales revenue (75 + 38) 113,000
Cost of sales (30 + 20) (50,000)
Gross profit 63,000
Administrative expenses (14 + 8) (22,000)
Profit before tax 41,000
Income tax expense (12,000)
Profit for the year 29,000
Profit attributable to:
Owners of the parent 27,000
Non-controlling interest ($8,000 x 25%) 2,000
29,000
STATEMENT OF CHANGES IN EQUITY (EXTRACT)
Retained Non-controlling Total
earnings interest equity
$ $ $
Balance at 1 January 20X6 99,750 4,250 104,000
Total comprehensive income for the year 27,000 2,000 29,000
Balance at 31 December 20X6 126,750 6,250 133,000

Notice how the non-controlling interest is dealt with.

(@)  Down to the line "profit for the year' the whole of S Co's results is included without reference to
group share or non-controlling share. A one-line adjustment is then inserted to deduct the non-
controlling share of S Co's profit.

(b)  The non-controlling share ($4,250) of S Co's retained earnings brought forward (17,000 x 25%) is
excluded from group retained earnings. This means that the carried forward figure of $126,750 is
the figure which would appear in the statement of financial position for group retained earnings.

This last point may be clearer if we construct the working for group retained earnings.

Group retained earnings

P Co S Co
$ $
At year end 108,000 25,000
Less pre-acquisition retained earnings -
25,000
S Co — share of post acquisition retained earnings (25,000 x 75%) 18,750
126,750

The non-controlling share of S Co's retained earnings comprises the non-controlling interest in the
$17,000 profits brought forward plus the non-controlling interest ($2,000) in $8,000 retained profits for
the year.

We will now look at the complications introduced by intra-group trading, intra-group dividends and
pre-acquisition profits in the subsidiary.

1.3 Intra-group trading

) Intra-group sales and purchases are eliminated from the consolidated statement of profit or loss.
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Like the consolidated statement of financial position, the consolidated statement of profit or loss should
deal with the results of the group as those of a single entity. When one company in a group sells goods to
another the relevant amount is added to the sales revenue of the first company and to the cost of sales of
the second. Yet as far as the entity's dealings with outsiders are concerned no sale has taken place.

The consolidated figures for sales revenue and cost of sales should represent sales to, and purchases
from, outsiders. An adjustment is therefore necessary to reduce the sales revenue and cost of sales
figures by the value of intra-group sales during the year.

We have also seen in an earlier chapter that any unrealised profits on intra-group trading should be
excluded from the figure for group profits. This will occur whenever goods sold at a profit within the group
remain in the inventory of the purchasing company at the year end. The best way to deal with this is to
calculate the unrealised profit on unsold inventories at the year end and reduce consolidated gross
profit by this amount. Cost of sales will be the balancing figure.

1.4 Example: intra-group trading

Suppose in our earlier example that S Co had recorded sales of $5,000 to P Co during 20X6. S Co had
purchased these goods from outside suppliers at a cost of $3,000. One half of the goods remained in P
Co's inventory at 31 December 20X6.

Prepare the revised consolidated statement of profit or loss.

Solution
The consolidated statement of profit or loss for the year ended 31 December 20X6 would now be as
follows.
$

Sales revenue (75 + 38 - 5) 108,000
Cost of sales (30 +20 -5 + 17%) (46,000)
Gross profit (45 + 18 —1%) 62,000
Administrative expenses (22,000)
Profit before taxation 40,000
Income tax expense (12,000)
Profit for the year 28,000
Profit attributable to :

Owners of the parent 26,250

Non-controlling interest (8,000 — 1,000) x 25% 1,750

28,000

Note
Retained earnings brought forward 99,750
Profit for the year 26,250
Retained earnings carried forward 126,000

*Unrealised profit: ¥ x ($5,000 — $3,000)

An adjustment will be made for the unrealised profit against the inventory figure in the consolidated
statement of financial position.

1.5 Intra-group dividends

In our example so far we have assumed that S Co retains all of its after-tax profit. It may be, however, that
S Co distributes some of its profits as dividends. As before, the non-controlling interest in the
subsidiary's profit should be calculated immediately after the figure of after-tax profit. For this purpose, no
account need be taken of how much of the non-controlling interest is to be distributed by S Co as
dividend.

Note that group retained earnings are only adjusted for dividends paid to the parent company
shareholders. Dividends paid by the subsidiary to the parent are cancelled on consolidation and dividends
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paid to the non-controlling interest are replaced by the allocation to the non-controlling interest of their
share of the profit for the year of the subsidiary. I

1.6 Pre-acquisition profits

Only the post-acquisition profits of the subsidiary are brought into the consolidated profit or loss.

As explained above, the figure for retained earnings carried forward must be the same as the figure for
retained earnings in the consolidated statement of financial position. We have seen in previous chapters
that retained earnings in the consolidated statement of financial position comprise:

(@)  The whole of the parent company's retained earnings

(b) A proportion of the subsidiary company's retained earnings. The proportion is the group's share
of post-acquisition retained earnings in the subsidiary. From the total retained earnings of the
subsidiary we must therefore exclude both the non-controlling share of total retained earnings and
the group's share of pre-acquisition retained earnings.

A similar procedure is necessary in the consolidated statement of profit or loss if it is to link up with the
consolidated statement of financial position. Previous examples have shown how the non-controlling
share of profits is treated in the statement of profit or loss. Their share of profits for the year is deducted
from profit after tax, while the figure for profits brought forward in the consolidation schedule includes
only the group share of the subsidiary's profits.

In the same way, when considering examples which include pre-acquisition profits in a subsidiary, the
figure for profits brought forward should include only the group share of the post-acquisition retained
profits. If the subsidiary is acquired during the accounting year, it is therefore necessary to apportion its
profit for the year between pre-acquisition and post-acquisition elements. This can be done by simple time
apportionment (ie assuming that profits arose evenly throughout the year) but there may be seasonal
trading or other effects which imply a different split than by time apportionment.

With a mid-year acquisition, the entire statement of profit or loss of the subsidiary is split between
pre-acquisition and post-acquisition amounts. Only the post-acquisition figures are included in the
consolidated statement of profit or loss.

Acquisition

P Co acquired 60% of the $100,000 equity of S Co on 1 April 20X5. The statements of profit or loss of the
two companies for the year ended 31 December 20X5 are set out below.

P Co S Co S Co (%)
$ $ $

Sales revenue 170,000 80,000 60,000
Cost of sales (65,000) (36,000) (27,000)
Gross profit 105,000 44,000 33,000
Other income — dividend received S Co 3,600
Administrative expenses (43,000) (12,000) (9,000)
Profit before tax 65,600 32,000 24,000
Income tax expense (23,000) (8,000) (6,000)
Profit for the year 42,600 24,000 18,000
Note
Dividends (paid 31 December) 12,000 6,000
Profit retained 30,600 18,000
Retained earnings brought forward 81,000 40,000
Retained earnings carried forward 111,600 58,000




Required

Prepare the consolidated statement of profit or loss and the retained earnings and non-controlling interest
extracts from the statement of changes in equity.

The shares in S Co were acquired three months into the year. Only the post-acquisition proportion
(9/12ths) of S Co's statement of profit or loss is included in the consolidated statement of profit or loss.
This is shown above for convenience.

P CO CONSOLIDATED STATEMENT OF PROFIT OR LOSS
FOR THE YEAR ENDED 31 DECEMBER 20X5

$
Sales revenue (170 + 60) 230,000
Cost of sales (65 + 27) (92,000)
Gross profit 138,000
Administrative expenses (43 + 9) (52,000)
Profit before tax 86,000
Income tax expense (23 + 6) (29,000)
Profit for the year 57,000
Profit attributable to:
Owners of the parent 49,800
Non-controlling interest (18 x 40%) 7,200
57,000
STATEMENT OF CHANGES IN EQUITY
Non-
Retained controlling
earnings interest
$ $
Balance at 1 January 20X5 81,000 -
Dividends paid (6,000 — 3,600) (12,000) (2,400)
Total comprehensive income for the year 49,800 7,200
Added on acquisition of subsidiary (W) - 58,400
Balance at 31 December 20X5 118,800 63,200
Note that all of S Co's profits brought forward are pre-acquisition.
Working
$
Added on acquisition of subsidiary:
Share capital 100,000
Retained earnings brought forward 40,000
Profits Jan-March 20X5 (24,000 — 18,000) 6,000
146,000
Non-controlling share 40% 58,400
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The following information relates to Brodick Co and its subsidiary Lamlash Co for the year to 30 April 20X7.

Sales revenue

Cost of sales

Gross profit
Administrative expenses
Dividend from Lamlash Co
Profit before tax

Income tax expense

Profit for the year

Note

Dividends paid

Profit retained

Retained earnings brought forward
Retained earnings carried forward

Additional information
(@)  The issued share capital of the group was as follows.

Brodick Co: 5,000,000 ordinary shares of $1 each
Lamlash Co: 1,000,000 ordinary shares of $1 each

Non-controlling interest

Brodick Co
$'000
1,100
(630)

470
(105)
2
389
(65)

324

Brodick Co
$'000

200

124
460
584

Lamlash Co
$'000
500
(300)

200
(150)

Lamlash Co
$'000

30
10
48
58

(b)  Brodick Co purchased 80% of the issued share capital of Lamlash Co on 1 November 20X6. At that

time, the retained earnings of Lamlash stood at $52,000.

Required

Insofar as the information permits, prepare the Brodick group consolidated statement of profit or loss for
the year to 30 April 20X7, and extracts from the statement of changes in equity showing group retained

earnings and the non-controlling interest.

BRODICK GROUP
CONSOLIDATED STATEMENT OF PROFIT OR LOSS
FOR THE YEAR TO 30 APRIL 20X7

Sales revenue (1,100 + (500 x 6/12))

Cost of sales (630 + (300 x 6/12))

Gross profit

Administrative expenses (105 + (150 x 6/12))
Profit before tax

Income tax expense (65 + (10 x 6/12))

Profit for the year

Profit attributable to:
Owners of the parent
Non-controlling interest (W1)

LEARNING MEDIA
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$000
1,350
(780)




STATEMENT OF CHANGES IN EQUITY

Retained Non-controlling
earnings interest
$'000 $'000
Balance brought forward 1 May 20X6 460 -
Added on acquisition of subsidiary (W2) - 210
Dividends paid — per Qn/(30,000 — 24,000) (200) (6)
Total comprehensive income for the year (W1) 316 4
Balance carried forward 30 April 20X7 576 208
Workings
1 Non-controlling interests
$'000
In Lamlash (20% x 40) x 6/12 4
2 Added on acquisition of subsidiary
$'000
Share capital 1,000
Retained earnings 52
1,052
Non-controlling share 20% 210

1.7 Section summary

The table below summarises the main points about the consolidated statement of profit or loss.

Purpose

Sales revenue to
profit for year

Reason
Intra-group sales

Unrealised profit
on intra-group
sales

Depreciation

Transfer of non-
current assets

Non-controlling
interests
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To show the results of the group for an accounting period as if it were a single entity

100% P + 100% S (excluding adjustments for intra-group transactions)

To show the results of the group which were controlled by the parent company

Strip out intra-group activity from both sales revenue and cost of sales

Goods sold by P. Increase cost of sales by unrealised profit

Goods sold by S. Increase cost of sales by full amount of unrealised profit and
decrease non-controlling interest by their share of unrealised profit

(a)
(b)

If the value of S's non-current assets have been subjected to a fair value uplift then
any additional depreciation must be charged to profit or loss. The non-controlling
interest will need to be adjusted for their share.

Expenses must be increased by any profit on the transfer and reduced by any
additional depreciation arising from the increased carrying value of the asset.

S's profit after tax (PAT) X
Less: *unrealised profit (X)
*profit on disposal of non-current assets (X)
additional depreciation following FV uplift (X)
Add: **additional depreciation following disposal of
non-current assets X
R
NCI% X

*Only applicable if sales of goods and non-current assets made by subsidiary.
**Only applicable if sale of non-current assets made by subsidiary.

To show the extent to which profits generated through P's control are in fact owned
by other parties
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2 The consolidated statement of profit or loss and other -
comprehensive income

The consolidated statement of profit or loss and other comprehensive income is produced using the
consolidated statement of profit or loss as a basis.

The only items of other comprehensive income that are included in your syllabus are revaluation gains and
losses, so a consolidated statement of profit or loss and other comprehensive income will be easy to
produce once you have done the consolidated statement of profit or loss.

We will take the last question and add an item of comprehensive income to illustrate this.

2.1 Example: Comprehensive income

The consolidated statement of profit or loss of the Brodrick Group is as in the answer to the last question.
In addition, Lamlash made a $200,000 revaluation gain on one of its properties during the year following
acquisition.

2.2 Solution

BRODRICK GROUP
CONSOLIDATED STATEMENT OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME FOR THE
YEAR TO 30 APRIL 20X7

$'000
Sales revenue 1,350
Cost of sales (780)
Gross profit 570
Administrative expenses (180)
Profit before tax 390
Income tax expense (70)
Profit for the year 320
Other comprehensive income:
Gain on property revaluation 200
Total comprehensive income for the year 520
Profit attributable to:
Owners of the parent 316
Non-controlling interest 4
320
Total comprehensive income attributable to:
Owners of the parent (316 + (200 x 80%)) 476
Non-controlling interest (4 + (200 x 20%)) 44
520

2.3 Consolidated statement of profit or loss and other comprehensive
income (separate statement)

If we were using the two-statement format (as explained in Chapter 3) we would produce a separate
statement of profit or loss and statement of other comprehensive income.




2.4 Example: Other comprehensive income

BRODRICK GROUP
CONSOLIDATED STATEMENT OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME
Profit for the year 320
Other comprehensive income:
Gain on property revaluation 200
Total comprehensive income for the year 520
Total comprehensive income attributable to:
Owners of the parent (316 + (200 x 80%)) 476
Non-controlling interest (4 + (200 x 20%) 44
520

2.5 Full worked example

On 1 July 20X8 Crystal acquired 60,000 of the 100,000 shares in Pebble, its only subsidiary. The draft
statements of profit or loss and other comprehensive income of both companies at 31 December 20X8 are

shown below:

Crystal Pebble

$'000 $'000
Revenue 43,000 26,000
Cost of sales (28,000) (18,000)
Gross profit 15,000 8,000
Other income — dividend received from Pebble 2,000 -
Distribution costs (2,000) (800)
Administrative expenses (4,000) (2,200)
Finance costs (500) (300)
Profit before tax 10,500 4,700
Income tax expense (1,400) (900)
Profit for the year 9,100 3,800
Other comprehensive income:
Gain on property revaluation (Note (i)) - 2,000
Investment in equity instrument ~ 200 =
Total comprehensive income for the year 19,300 5,800

Additional information:

(i) At the date of acquisition the fair values of Pebble's assets were equal to their carrying amounts
with the exception of a building which had a fair value $1m in excess of its carrying amount. At the
date of acquisition the building had a remaining useful life of 20 years. Building depreciation is
charged to administrative expenses. The building was revalued again at 31 December 20X8 and its
fair value had increased by an additional $1m.

(i) Sales from Crystal to Pebble were $6m during the post-acquisition period. All of these goods are
still held in inventory by Pebble. Crystal marks up all sales by 20%.

(iii)  Despite the property revaluation, Crystal has concluded that goodwill in Pebble has been impaired
by $500,000.

(iv)  Itis Crystal's policy to value the non-controlling interest at full (fair) value.
(v)  Income and expenses can be assumed to have arisen evenly throughout the year.

Prepare the consolidated statement of profit or loss and other comprehensive income for the year ended
31 December 20X8.
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Solution

CONSOLIDATED STATEMENT OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME $000
Revenue (43,000 + (26,000 x 6/12) — 6,000 (W1)) 50,000
Cost of sales (28,000 + (18,000 x 6/12) — 6,000 + 1,000 (W1)) (32,000)
Gross profit 18,000
Distribution costs (2,000 + (800 x 6/12)) (2,400)
Administrative expenses (4,000 + (2,200 x 6/12) + 25 (W2) + 500 impairment) (5,625)
Finance costs (500 + (300 x 6/12)) (650)
Profit before tax 9,325
Income tax expense (1,400 + (900 x 6/12)) (1,850)
Profit for the year 7,475 -
Other comprehensive income:
Gain on property revaluation(post-acquisition) 1,000
Investment in equity instrument 200
Total comprehensive income for the year 8,675
Profit attributable to:

Owners of the parent 6,925

Non-controlling interest (W3) 550

7475

Total comprehensive income attributable to:

Owners of the parent 7,725

Non-controlling interest (550 + (1,000 x 40%) 950

8675

Workings
1 Unrealised profit

Remove intercompany trading:

DR Revenue $6m/CR Cost of sales $6m

Unrealised profit = 6,000 x 20/120 = 1,000 — add to cost of sales
2 Movement on fair value adjustment

The fair value adjustment of $1m will be depreciated over the remaining life of the building. The
amount to be charged at 31 December is:

1,000,000 / 20 x 6/12 = 25,000
40% of this (10,000) will be charged to the NCI.

3 Non-controlling interest — share of profit for the year

$'000

Share of post-acquisition profit (3,800 x 6/12 x 40%) 760
Movement on fair value adjustment (25 x 40%) (10)
Share of goodwill impairment (500 x 40%) (200)
550
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3 Disposals

) The consolidated statement of profit or loss will include the results of subsidiaries disposed of up to the
date of disposal.

When a subsidiary is disposed of, this must be accounted for in both the parent's separate financial
statements and the consolidated financial statements.

3.1 Parent's separate financial statements

This calculation is straightforward: the proceeds are compared with the carrying amount of the investment
sold. The investment will be held at cost or at fair value if held as an investment in equity instruments:

$
Fair value of consideration received X
Less carrying amount of investment disposed of (X)
Profit/(loss) on disposal X/(X)

3.2 Group financial statements

(@)  Statement of profit or loss and other comprehensive income

(i) Consolidate results and non-controlling interest to the date of disposal.
(i)~ Show the group profit or loss on disposal.

(b)  Statement of financial position

There will be no non-controlling interest and no consolidation as there is no subsidiary at the date
the statement of financial position is being prepared.

3.3 Group profit/loss on disposal

The group profit or loss on disposal is the difference between the sales proceeds and the group's
investment in the subsidiary. This investment consists of the group's share of the subsidiary's net assets
up to the date of disposal, plus any remaining goodwill in the subsidiary, minus any dividends received
from the subsidiary during the period.

The basic proforma is as follows:

Fair value of consideration received X
Less: share of consolidated carrying amount at date of disposal
net assets
goodwill
less non-controlling interests

= < x<

=

Profit/(loss) on disposal

X
S
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% Disposal S

Horse Co bought 80% of the share capital of Hoof Co for $648,000 on 1 October 20X5. At that date Hoof
Co's retained earnings balance stood at $360,000. The statements of financial position at 30 September
20X8 and the summarised statements of profit or loss to that date are given below. (There is no other
comprehensive income.)

Horse Co Hoof Co
$'000 $'000
Non-current assets 720 540
Investment in Hoof Co 648 -
Current assets 740 740
2,108 1,280
Equity
$1 ordinary shares 1,080 360
Retained earnings 828 720
Current liabilities 200 200
2,108 1,280
Profit before tax 306 252
Tax (90) (72)
Profit for the year 216 180

Assume that profits accrue evenly throughout the year and no dividends have been paid.

It is the group's policy to value the non-controlling interest at its proportionate share of the fair value of
the subsidiary's identifiable net assets.

Ignore taxation.
Required

Prepare the consolidated statement of financial position and statement of profit or loss at 30 September
20X8 assuming that Horse Co sells its entire holding in Hoof Co for $1,300,000 on 30 September 20X8.
(Assume no impairment of goodwill.)

CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 30 SEPTEMBER 20X8

$'000
Non-current assets 720
Current assets ( 740 + 1,300) 2,040

2,760
Equity
$1 ordinary shares 1,080
Retained earnings (W4) 1,480
Current liabilities 200

2,760

CONSOLIDATED STATEMENT OF PROFIT OR LOSS FOR THE YEAR ENDED 30 SEPTEMBER 20X8

$'000
Profit before tax (306 + 252) 558
Profit on disposal (W2) 364
Tax (90 + 72) (162)
760

Profit attributable to:
Owners of the parent 724
Non-controlling interest (20% x 180) 36
760
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Workings
1 Timeline

1.10.X7
|

30.9.X8

PIL Subsidiary — all year

2 Profit on disposal of Hoof Co

Fair value of consideration received

Less: consolidated carrying amount at date of disposal:
Net assets (360 + 720)
Goodwill (W3)
Less; non-controlling interests(1,080 x 20%)

3 Goodwill

Consideration transferred
NCI at acquisition (720 x 20%)
Less: net assets at acquisition (360 + 360)

4 Retained earnings carried forward

Per question/date of disposal
Add group gain on disposal (W2)
Reserves at acquisition

Share of post-acq'n reserves up to the disposal (80% x 360)

3.4 Mid-year disposal

,

Group gain on disposal
not sub at y/e

$'000

1,080
72
(216)

$000
648
144
(720)

72

Horse
$'000
828
364

288
1,480

$'000
1,300

If Horse had disposed of its holding in Hoof on 31 March 20X8 for the same amount, at a point when
Hoof's post-tax profits were $30,000 (180,000 x 6/12), the results would be as follows:

CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 30 SEPTEMBER 20X8

Non-current assets
Current assets ( 740 + 1,300)

Equity

$1 ordinary shares
Retained earnings (W4)
Current liabilities

9: The consolidated statement of profit or loss and other comprehensive income | F7 Financial Reporting

$'000

720
2,040
2,760

1,080
1,480

200
2,760
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CONSOLIDATED STATEMENT OF PROFIT OR LOSS FOR THE YEAR ENDED 30 SEPTEMBER 20X8

$'000
Profit before tax (306 + (252 x 6/12)) 432
Profit on disposal (W2) 436
Tax (90 + (72 x 6/12)) (126)
742
Profit attributable to: o
Owners of the parent 724
Non-controlling interest (20% x 90) 18
742

Workings

1 Timeline -
1.10.X7 30.9.X8
|
I
PIL Subsidiary — G:nonths

2 Profit on disposal of Hoof Co

[l

Group gain on disposal
notsub at y/e

$'000 $'000
Fair value of consideration received 1,300
Less: consolidated carrying amount at date of disposal:
Net assets (360 + 720 — 90) 990
Goodwill (W3) 72
Less non-controlling interests (990 x 20%) (198)
(864)
436
3 Gooawill
$'000
Consideration transferred 648
NCI at acquisition (720 x 20%) 144
Less: net assets at acquisition (360 + 360) (720)
72
4 Retained earnings carried forward
Horse Hoof
$'000 $'000
Per question/date of disposal (Hoof 720 — 90) 828 630
Add group gain on disposal (W2) 436 -
Reserves at acquisition - (360)
270
Share of post-acq'n reserves up to the disposal (80% x 270) 216
1,480
Exgn: focus The 20-mark group accounts preparation questions will not include disposals of subsidiaries, but aspects
poin of this can be tested elsewhere in the exam, including in the interpretation questions.
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Chapter Roundup

The source of the consolidated statement of profit or loss is the individual statements of profit or loss of
the separate companies in the group.

In the consolidated statement of profit or loss, non-controlling interest is brought in as a one-line
adjustment at the end of the statement.

Intra-group sales and purchases are eliminated from the consolidated statement of profit or loss.
Only the post-acquisition profits of the subsidiary are brought into the consolidated profit or loss.

The consolidated statement of profit or loss and other comprehensive income is produced using the
consolidated statement of profit or loss as a basis.

The consolidated statement of profit or loss will include the results of the subsidiary disposed of up to the
date of disposal.

m 9: The consolidated statement of profit or loss and other comprehensive income | F7 Financial Reporting

Where does unrealised profit on intra-group trading appear in the statement of profit or loss?

At the beginning of the year a 75% subsidiary transfers a non-current asset to the parent for $500,000. Its
carrying value was $400,000 and it has four years of useful life left. How is this accounted for at the end of
the year in the consolidated statement of profit or loss?

What amount should be presented in the consolidated statement of financial position in respect of a
subsidiary which has been sold?



y
2

As a deduction from consolidated gross profit.
$
Unrealised profit 100,000
Additional depreciation (100 + 4) (25,000)
Net charge to profit or loss 75,000
DR CR
$ $
Non-current asset 100,000
Additional depreciation 25,000
Group profit (75%) 56,250
Non-controlling interest (25%) 18,750
100,000 100,000

A subsidiary which has been sold is not owned at the end of the year, so no amount will be shown in the
statement of financial position.

Now try the questions below from the Practice Question Bank

11 15 29 mins

12 15 29 mins
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Accounting

for associates

Topic list Syllabus reference

1 Accounting for associates A5, D2
2 The equity method A5, D2
3 Statement of profit or loss and statement of financial D2
position
Introduction

In this chapter we deal with the treatment of associates in the consolidated
financial statements. As the group's share of profit in the associate appears
under profit or loss rather than other comprehensive income, we have
concentrated on the separate statement of profit or loss.

17




Study guide

A5 The concepts and principles of groups and consolidated financial
statements
(i) Define an associate and explain the principles and reasoning for the use of 2
equity accounting
D2 Preparation of consolidated financial statements including an associate
(a) Prepare consolidated financial statements to include a single subsidiary and 2
(b) an associate

1 Accounting for associates

) This is covered by IAS 28 Investments in associates. The investing company does not have control, as it
does with a subsidiary, but it does have significant influence.

1.1 Definitions
We looked at some of the important definitions in Chapter 8; these are repeated here with some additional

important terms.
Key terms
. Associate. An entity, including an unincorporated entity such as a partnership, over which an
investor has significant influence and which is neither a subsidiary nor an interest in a joint venture.
. Significant influence. The power to participate in the financial and operating policy decisions of

the investee but it is not control or joint control over those policies.

. Equity method. A method of accounting whereby the investment is initially recorded at cost and
adjusted thereafter for the post-acquisition change in the investor's share of net assets of the
investee. The profit or loss of the investor includes the investor's share of the profit or loss of the
investee.

We have already looked at how the status of an investment in an associate should be determined. Go back
to Section 1 of Chapter 8 to revise it. (Note that as for an investment in a subsidiary, any potential voting
rights should be taken into account in assessing whether the investor has significant influence over the
investee.)

IAS 28 requires all investments in associates to be accounted for in the consolidated accounts using the
equity method, unless the investment is classified as 'held for sale' in accordance with IFRS 5 in which
case it should be accounted for under IFRS 5 (see Chapter 17), or the exemption in the paragraph below
applies.

An investor is exempt from applying the equity method if:
(a) It is a parent exempt from preparing consolidated financial statements under IFRS 10, or
(b)  All of the following apply:

(i) The investor is a wholly-owned subsidiary or it is a partially owned subsidiary of another
entity and its other owners, including those not otherwise entitled to vote, have been
informed about, and do not object to, the investor not applying the equity method

(i) The investor's securities are not publicly traded
(iii)  Itis notin the process of issuing securities in public securities markets

(iv)  The ultimate or intermediate parent publishes consolidated financial statements that
comply with International Financial Reporting Standards
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The revised version of IAS 28 no longer allows an investment in an associate to be excluded from equity
accounting when an investee operates under severe long-term restrictions that significantly impair its
ability to transfer funds to the investor. Significant influence must be lost before the equity method ceases
to be applicable.

The use of the equity method should be discontinued from the date that the investor ceases to have
significant influence.

From that date, the investor shall account for the investment in accordance with IFRS 9 Financial
instruments. The carrying amount of the investment at the date that it ceases to be an associate shall be
regarded as its cost on initial measurement as a financial asset under IFRS 9.

1.2 Separate financial statements of the investor

If an investor issues consolidated financial statements (because it has subsidiaries), an investment in an
associate should be either:

(@)  Accounted for at cost, or
(b)  Inaccordance with IFRS 9 (at fair value); or
(c)  Using the equity method

in its separate financial statements.

If an investor that does NOT issue consolidated financial statements (ie it has no subsidiaries) but has
an investment in an associate this should similarly be included in the financial statements of the investor
either at cost, or in accordance with IFRS 9 (see Chapter 11).

2 The equity method

2.1 Application of the equity method: consolidated accounts

Many of the procedures required to apply the equity method are the same as are required for full
consolidation. In particular, intra-group unrealised profits must be excluded.

2.1.1 Consolidated statement of profit or loss

The basic principle is that the investing company (X Co) should take account of its share of the earnings
of the associate, Y Co, whether or not Y Co distributes the earnings as dividends. X Co achieves this by
adding to consolidated profit the group's share of Y Co's profit after tax.

Notice the difference between this treatment and the consolidation of a subsidiary company's results. If Y
Co were a subsidiary X Co would take credit for the whole of its sales revenue, cost of sales etc and would
then make a one-line adjustment to remove any non-controlling share.

Under equity accounting, the associate's sales revenue, cost of sales and so on are NOT amalgamated
with those of the group. Instead the group share only of the associate's profit after tax for the year is
added to the group profit.

2.1.2 Consolidated statement of financial position

A figure for investment in associates is shown which at the time of the acquisition must be stated at cost.
At the end of each accounting period the group share of the retained reserves of the associate is added to
the original cost to get the total investment to be shown in the consolidated statement of financial position.

2.2 Example: associate

P Co, a company with subsidiaries, acquires 25,000 of the 100,000 $1 ordinary shares in A Co for
$60,000 on 1 January 20X8. In the year to 31 December 20X8, A Co earns profits after tax of $24,000,
from which it pays a dividend of $6,000.

How will A Co's results be accounted for in the individual and consolidated accounts of P Co for the year
ended 31 December 20X87?
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Solution

In the individual accounts of P Co, the investment will be recorded on 1 January 20X8 at cost. Unless
there is an impairment in the value of the investment (see below), this amount will remain in the individual
statement of financial position of P Co permanently. The only entry in P Co's individual statement of profit
or loss will be to record dividends received. For the year ended 31 December 20X8, P Co will:

DEBIT Cash $1,500
CREDIT Income from shares in associates $1,500

In the consolidated financial statements of P Co equity accounting principles will be used to account for
the investment in A Co. Consolidated profit after tax will include the group's share of A Co's profit after tax
(25% x $24,000 = $6,000). To the extent that this has been distributed as dividend, it is already included
in P Co's individual accounts and will automatically be brought into the consolidated results. That part of
the group's share of profit in the associate which has not been distributed as dividend ($4,500) will be
brought into consolidation by the following adjustment.

DEBIT
CREDIT $4,500

The asset 'Investment in associates' is then stated at $64,500, being cost plus the group share of
post-acquisition retained profits.

3 Statement of profit or loss and statement of financial
position

3.1 Consolidated statement of profit or loss

Investment in associates $4,500

Share of profit of associates

In the consolidated statement of profit or loss the investing group takes credit for its share of the after-
tax profits of associates, whether or not they are distributed as dividends.

A consolidation schedule may be used to prepare the consolidated statement of profit or loss of a group
with associates. Note the treatment of the associate's profits in the following example.

3.2 lllustration

The following consolidation schedule relates to the P Co group, consisting of the parent company, an
80% owned subsidiary (S Co) and an associate (A Co) in which the group has a 30% interest.

CONSOLIDATION SCHEDULE

Group PCo SCo ACo
$'000 $'000 $'000 $'000
Sales revenue 1,400 600 800 300
Cost of sales (770) (370) (400) (120)
Gross profit 630 230 400 180
Administrative expenses (290) (110) (180) (80)
340 120 220 100
Interest receivable 30 30 - -
370 150 220 100
Interest payable (20) - (20) -
Share of profit of associate (57x 30%) 17 - -
367 150 200 100
Income tax expense

Group (145) (55) (90)

Associate . - - (43)
Profit for the year 222 95 110 57
Non-controlling interest (110 x 20%) (22) o - o

200

BPP
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Notes

1 Group sales revenue, group gross profit and costs such as depreciation etc exclude the sales
revenue, gross profit and costs etc of associated companies.

2 The group share of the associated company profits is credited to group profit or loss. If the
associated company has been acquired during the year, it would be necessary to deduct the
pre-acquisition profits (remembering to allow for tax on current year profits).

3 The non-controlling interest will only ever apply to subsidiary companies.

3.3 Pro-forma consolidated statement of profit or loss

The following is a suggested layout (using the figures given in the illustration above) for the consolidated
statement of profit or loss of a company having subsidiaries as well as associated companies.

$'000 —
Sales revenue 1,400
Cost of sales (770)
Gross profit 630
Other income: interest receivable 30
Administrative expenses (290)
Finance costs (20)
Share of profit of associate 17
Profit before tax 367
Income tax expense (145)
Profit for the year 222

Profit attributable to: -
Owners of the parent 200
Non-controlling interest 22
222

3.4 Consolidated statement of financial position

In the consolidated statement of financial position the investment in associates should be shown as:

o Cost of the investment in the associate; plus
o Group share of post-acquisition profits; less
. Any amounts paid out as dividends; less

o Any amount written off the investment

As explained earlier, the consolidated statement of financial position will contain an asset 'Investment in
associates'. The amount at which this asset is stated will be its original cost plus the group's share of any
post-acquisition profits which have not been distributed as dividends.

3.5 Example: consolidated statement of financial position

On 1 January 20X6 the net tangible assets of A Co amount to $220,000, financed by 100,000 $1 ordinary
shares and revenue reserves of $120,000. P Co, a company with subsidiaries, acquires 30,000 of the
shares in A Co for $75,000. During the year ended 31 December 20X6 A Co's profit after tax is $30,000,
from which dividends of $12,000 are paid.

Show how P Co's investment in A Co would appear in the consolidated statement of financial position at
31 December 20X6.




Solution
CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER 20X6 (extract)

Non-current assets
Investment in associated company

Cost 75,000
Group share of post-acquisition retained profits
(30% = $18,000) 5,400
80,400
f Associate |

Set out below are the draft accounts of Parent Co and its subsidiaries and of Associate Co. Parent Co
acquired 40% of the equity capital of Associate Co three years ago when the latter's reserves stood at
$40,000.

SUMMARISED STATEMENTS OF FINANCIAL POSITION

Parent Co
& subsidiaries Associate Co

$'000 $'000
Tangible non-current assets 220 170
Investment in Associate at cost 60 -
Loan to Associate Co 20 -
Current assets 100 50
Loan from Parent Co - (20)

400 200
Share capital ($1 shares) 250 100
Retained earnings 150 100
400 200
SUMMARISED STATEMENTS OF PROFIT OR LOSS
Parent Co
& subsidiaries Associate Co

$'000 $'000
Profit before tax 95 80
Income tax expense 35 30
Net profit for the year 60 50
Required
You are required to prepare the summarised consolidated accounts of Parent Co.
Notes
1 Assume that the associate's assets/liabilities are stated at fair value.

2 Assume that there are no non-controlling interests in the subsidiary companies.

PARENT CO
CONSOLIDATED STATEMENT OF PROFIT OR LOSS

$'000
Net profit 95
Share of profits of associated company (50 x 40%) 20
Profit before tax 115
Income tax expense (35)
Profit attributable to the members of Parent Co 0
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PARENT CO
CONSOLIDATED STATEMENT OF FINANCIAL POSITION

Assets

Tangible non-current assets
Investment in associate (see note)
Loan to associate

Current assets

Total assets

Equity and liabilities
Share capital

Retained earnings (W)
Total equity and liabilities

Note

Investment in associate
Cost of investment
Share of post-acquisition retained earnings (W)

Working

Retained earnings

Per question
Pre-acquisition
Post-acquisition

Group share in associate
($60 x 40%)
Group retained earnings

Parent &
Subsidiaries
$'000

150

24
174

$'000

220
84
20

100

424

250
174
424

$'000

60
24
84

Associate
$'000
100
40 L
60

Associate Il

Alfred Co bought a 25% shareholding on 31 December 20X8 in Grimbald Co at a cost of $38,000.

During the year to 31 December 20X9 Grimbald Co made a profit before tax of $82,000 and the taxation
charge on the year's profits was $32,000. A dividend of $20,000 was paid on 31 December out of these

profits.
Required

Calculate the entries for the associate which would appear in the consolidated accounts of the Alfred

group, in accordance with the requirements of IAS 28.

CONSOLIDATED STATEMENT OF PROFIT OR LOSS

Group share of profit of associate (82,000 x 25%)
Less taxation (32,000 x 25%)

Share of profit of associate
CONSOLIDATED STATEMENT OF FINANCIAL POSITION

Investment in associate (W)

BPP
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Working

$
Cost of investment 38,000
Share of post-acquisition retained earnings ((82,000 — 32,000 — 20,000) x 25%) 7,500
45,500

The following points are also relevant and are similar to a parent-subsidiary consolidation situation.
(@)  Use financial statements drawn up to the same reporting date

(b)  Ifthis is impracticable, adjust the financial statements for significant transactions/events in the
intervening period. The difference between the reporting date of the associate and that of the
investor must be no more than three months.

(c)  Use uniform accounting policies for like transactions and events in similar circumstances,
adjusting the associate's statements to reflect group policies if necessary

3.6 ‘Upstream’ and 'downstream’ transactions

'‘Upstream’ transactions are, for example, sales of assets from an associate to the investor. 'Downstream'’
transactions are, for example, sales of assets from the investor to an associate.

Profits and losses resulting from 'upstream' and 'downstream’ transactions between an investor
(including its consolidated subsidiaries) and an associate are eliminated to the extent of the investor's
interest in the associate. This is very similar to the procedure for eliminating intra-group transactions
between a parent and a subsidiary. The important thing to remember is that only the group's share is
eliminated.

3.7 Example: downstream transaction

A Co, a parent with subsidiaries, holds 25% of the equity shares in B Co. During the year, A Co makes
sales of $1,000,000 to B Co at cost plus a 25% mark-up. At the year end, B Co has all these goods still in
inventories.

Solution

A Co has made an unrealised profit of $200,000 (1,000,000 x 25/125) on its sales to the associate. The
group's share (25%) of this must be eliminated:

DEBIT  Share of profit of associate (consolidated profit or loss) $50,000
CREDIT Investment in associate (consolidated statement of financial position) $50,000

Note that if the sale had been made by the associate to the group (an upstream transaction) the