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Introduction

The pace of development in financial reporting has accelerated sharply during the last
few years, especially since the advent of the Accounting Standards Board (ASB) in 1990.
The pace of progress shows no sign of abating, and it has become increasingly difficult
for both the student and the professionally qualified accountant to keep abreast of the
changes.

International Financial Reporting Standards in Depth examines the standards in a unique
and detailed way, and has been written with a broad readership in mind. Each chapter
includes a brief summary of the relevant accounting standards in force, together with
the proposed changes contained within outstanding exposure drafts. This is followed by
a selection of questions which attempt to cover most of the major problem areas that
students are likely to encounter. The questions have been carefully selected from two of
the major accounting bodies in the United Kingdom – CIMA and ACCA. A number of
illustrative examples taken from published accounts are included. These mainly cover
the disclosure required in published accounts.

The questions in the book are reproduced as they were originally set in the profes-
sional examinations. The solutions, however – which are supplied in a companion text
to this volume – are based on the most recent standards, which may not have been in
existence at the time of devising of the question.

The book commences with an introduction to the standard-setting process. As well as
looking at the development of the IASB it examines the Framework for the Preparation and
Presentation of Financial Statements, which underpins the practice of financial accounting.
Chapter 1 also covers the first-time adoption of IFRSs covered in IFRS 1, and the broad
content and presentation of financial statements covered in IAS 1. The next three chap-
ters, Chapters 2–4, cover the key accounting problems in the balance sheet, i.e. tangible
fixed assets, intangible assets, inventories and liabilities. Chapter 5 concentrates on
performance measurement, and Chapter 6 on the effects of taxation. Chapter 7 covers
the important area of foreign exchange transactions and translation, whilst Chapter 8
investigates liquidity and viability by examining cash flow statements.

The longest chapter (Chapter 9) is reserved for the accounting aspects of groups, and
this encapsulates accounting under the purchase method , the death of mergers, and both
associated undertakings and joint ventures. Chapter 10 concentrates on the disclosure
standards of post-balance sheet events, segment reporting and related party transactions.

Chapter 11 covers the difficult area of retirement benefits, but also incorporates other
employee benefits as well as the content of pension scheme financial statements and the
new standard on share-based payment. One of the most controversial aspects of finan-
cial reporting is the topic of financial instruments, and Chapter 12 is devoted entirely to
that topic.

Chapters 13 and 14 sweep up standards not covered elsewhere, and include a discussion
of topics such as agriculture, interim reporting and insurance contracts. In addition, the
Standards Interpretation Committee statements are briefly covered in the final chapter.
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The intention of the book is that the reader will be tested on basic numerical application,
on an understanding of the underlying theory, and on presentation of financial state-
ments under the international regulatory framework. The questions have been carefully
chosen to test the readers’s ability to write good practical reports, perform calculations,
and present both extracts and full sets of financial statements.
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1
The regulatory framework and the

standard-setting process

1.1 Introduction to the standard-setting process

The first Statement of Standard Accounting Practice (SSAP) was published in 1970 in the United
Kingdom. Prior to this, there were relatively few financial reporting requirements for
companies. It was the highly publicised scandals of the late 1960s, such as the GEC
takeover of AEI, that brought the need for more extensive regulations and the instigation
of a standards-setting body.

The International Accounting Standards Committee (IASC) was set up in 1973.
Between 1973 and its demise in April 2001 it published 41 international accounting
standards (IASs). These were largely drafted by part-time volunteer boards from a wide
background of experience and range of countries. It resulted in a rather slow and pro-
tracted process of developing standards. Many of these offered a number of options,
and thus were largely ignored by the major standard-setting countries. However, prob-
lems started to emerge with multinationals having to prepare a number of different sets
of financial statements for different jurisdictions. It therefore became difficult to make
comparisons across countries – for example, when Daimler Benz was first quoted in
New York, the same set of financial statements disclosed a profit of 630DM in Germany
but a loss of 1300DM using US rules. The International Organisation for Securities and
Exchange Commissions (IOSCO), a loose federation of all the major stock exchanges in
the world, therefore offered a challenge to the IASC to carry out a review of existing
standards to ensure that many of the options be removed and the standards strength-
ened. If satisfactorily achieved, then IASs would become acceptable for cross-border
listings. That challenge was taken up by the Secretary-General of the IASC, Sir Bryan
Carsberg, and he largely achieved his objectives by the end of 2000.

The big push, however, for the development of international standards was the need to
solve the problem of financial instruments. This could only be solved on an international
basis, and a group of standard setters (known as G4 � 1) attempted to get agreement. In
addition, they started to investigate leasing and reporting financial performance. They were
well on their way to producing some very interesting international agreements on future
standards. However, the European Commission forced the G4 � 1 group to dissolve when
it announced that all listed companies in the EC must comply, for their consolidated finan-
cial statements, with international standards. The G4 � 1 group (basically the UK/Ireland,
USA, Canada New Zealand and Australia, and the IASC as observer) agreed to put their
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International financial reporting standards in depth 2

support behind the development of a new Board to further improve existing international
standards and to develop new standards. A new structure was finally set up in April 2001.

The principal body under the new structure is the International Accounting
Standards Board (IASB), which has sole responsibility for establishing International
Financial Reporting Standards (IFRSs). Other components of the structure are the
Trustees of the IASC Foundation, the International Financial Reporting Interpretations
Committee (IFRIC) and the Standards Advisory Council (SAC). The IASB held its first
official meeting in London in April 2001, at which meeting it was resolved that all
Standards and Interpretations issued by the IASC should continue to be applicable
unless and until they are amended or withdrawn. It was agreed that new IASB standards
would be called International Financial Reporting Standards (IFRSs).

When the term ‘IFRSs’ is used, it includes standards and interpretations approved by
the IASB, and IAS and interpretations issued by the IASC.

The revised structure of the IASC is illustrated in Figure 1.1.

1.2 Trustees

The governance of the IASC Foundation rests with the Trustees. The initial nineteen
Trustees include six from North America, seven from Europe, four from the Asia Pacific
region, and one each from Africa and South America. They come from diverse func-
tional backgrounds.

The Trustees have responsibility to:

● appoint the members of the Board, including those that will serve in liaison capacities with
national standard setters, and establish their contracts of service and performance criteria;

STANDARDS ADVISORY COUNCIL  
(SAC)

Approximately 45 Members

STEERING COMMITTEES 
For major agenda projects

INTERNATIONAL FINANCIAL REPORTING  
INTERPRETATIONS COMMITTEE (IFRIC) 

12 Members

IASB 12 Full-time and 2 Part-time 
Approve Standards, Exposure Drafts, Interpretations

IASC FOUNDATION 
19 Trustees, appoint, oversight, funding

Figure 1.1 Revised structure of the IASC
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● appoint the members of the IFRIC and the SAC;
● review annually the strategy of the IASC and its effectiveness;
● approve annually the budget of the IASC and its effectiveness;
● review broad strategic issues affecting accounting standards, promote the IASC and its

work, and promote the objective of rigorous application of IFRS, provided that the
Trustees shall be excluded from involvement in technical matters relating to accounting
standards;

● establish and amend operating procedures for the Board, the IFRIC and the SAC.

The Trustees act by simple majority vote, except for amendments to the Constitution,
which require a 75% majority.

1.3 The International Accounting Standards 
Board (IASB)

The IASB is the principal body under the new structure. The Board has fourteen mem-
bers, of whom twelve serve full time and two part time. The Board’s principal respon-
sibilities are to:

● develop and issue IFRSs and Exposure Drafts; and
● approve Interpretations developed by the IFRIC.

The key qualification for Board membership is technical expertise. The Trustees must
also ensure that the Board is not dominated by any particular constituency or regional
interest. To achieve a balance of perspectives and experience, at least five members must
have backgrounds as practising auditors, at least three as financial statement preparers,
at least three as users of financial statements, and at least one as an academic.

Seven of the fourteen board members have direct liaison responsibility with one or
more national standard setters. The Board has full discretion over its technical agenda.
It may outsource detailed research or other work to national standard setters or other
organisations. The Board will normally form Steering Committees or other types of
specialist advisory groups to give advice on major projects. The Board is required to
consult the Standards Advisory Council on major projects, agenda decisions and work
priorities.

Before issuing a final Standard, the Board must publish an Exposure Draft for public
comment. Normally, it will also publish a Draft Statement of Principles or other discus-
sion document for public comment on major projects.

The Board will normally issue bases for conclusions within IFRS and Exposure
Drafts. Although there is no requirement to hold public hearings or to conduct field tests
for every project, the Board must, in each case, consider the need to do so.

The publication of an Exposure Draft, IFRS or final Interpretation of the IFRIC
requires approval by eight of the fourteen members of the Board. Other decisions of the
Board, including the publication of a Draft Statement of Principles or discussion paper,
require a simple majority of the members of the Board present at a meeting.

The IASB generally meets monthly (except August) for three to five days. It holds sev-
eral meetings each year with representatives of its liaison standard-setting bodies, and
generally three meetings each year with the Standards Advisory Council.

3 The regulatory framework and the standard-setting process
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1.4 The Standards Advisory Council (SAC)

The Standards Advisory Council currently has 49 members, and provides a forum for
organisations and individuals with an interest in international financial reporting to
participate in the standard-setting process. Members are appointed for a renewable term
of 3 years, and have diverse geographical and functional backgrounds. The Chairman
of the IASB is also the Chairman of the SAC.

The SAC will normally meet three times each year at meetings open to the public to:

● advise the Board on priorities in the Board’s work;
● inform the Board of the implications of proposed standards for users and preparers of

financial statements; and
● give other advice to the Board or to the Trustees.

1.5 The International Financial Reporting 
Interpretations Committee (IFRIC)

The International Financial Reporting Interpretations Committee (IFRIC) (until 2002
known as the Standing Interpretations Committee) has twelve members appointed by
the Trustees for terms of 3 years. IFRIC members are not salaried, but their expenses
are reimbursed. The IFRIC is chaired by a non-voting Chair who can be one of the
members of the IASB, the Director of Technical Activities, or a member of the IASB’s
senior technical staff. (In fact, the Director of Technical Activities was appointed the
Chair of the IFRIC.) The IFRIC’s responsibilities are to:

● interpret the application of IFRS and provide timely guidance on financial reporting
issues not specifically addressed in IFRS in the context of the IASB’s Framework, and
undertake other tasks at the request of the Board;

● publish Draft Interpretations for public comment and consider comments made
within a reasonable period before finalising an Interpretation; and

● report to the Board and obtain Board approval for final Interpretations.

A Draft or final Interpretation is approved by the IFRIC when not more than three vot-
ing members of the IFRIC vote against the Draft or final Interpretation. By allowing the
IFRIC to develop Interpretations on financial reporting issues not specifically addressed
in an IFRS, the new IASB constitution has broadened the IFRIC’s mandate beyond that
of the former Standing Interpretations Committee.

1.6 Process of standard setting

The process of development of an IFRS will generally include the following:

● IASB staff work to identify and review all the issues related to a topic and study other
national accounting standards and practices;

● a Steering Committee or advisory group may be formed to give advice on major projects;
● a Draft Statement of Principles or similar discussion document will be developed and

published on major projects;

International financial reporting standards in depth 4
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● following receipt of comments on the initial discussion document, if any, the IASB will
develop and publish an Exposure Draft; and

● following receipt of comments on the Exposure Draft, the IASB will approve all IFRSs.

1.7 List of extant Financial Reporting Standards and
International Standards

The extant financial Reporting Standards and International Standards are listed in
Table 1.1.

5 The regulatory framework and the standard-setting process

Table 1.1 Extant financial reporting standards and international standards

UK Accounting Standards International Accounting Standards 
(SSAPs and FRSs) (IFRSs and IASs)

SSAP 4 Accounting for Government Grants IAS 20 Accounting for Government Grants and 
Disclosure of Government Assistance

SSAP 5 Accounting for Value Added Tax –
SSAP 9 Stocks and Long Term Contracts IAS 2 Inventories

IAS 11 Construction and Service Contracts
SSAP 13 Accounting for Research and IAS 38 Intangible Assets

Development
FRS 21 Events after the Balance Sheet Date IAS 10 Events After the Balance Sheet Date
SSAP 19 Investment Properties IAS 40 Investment Properties
FRS 23 The Effect of Change in Foreign IAS 21 The Effect of Changes in Foreign 

Exchange Rates Exchange Rates
FRS 24 Financial Reporting in Hyperinflationary IAS 29 Financial Reporting in Hyperinflationary 

Economies Economies
SSAP 21 Accounting for Leases and IAS 17 Leases

Hire Purchase Contracts
SSAP 25 Segmental Reporting IAS 14 Segment Reporting
FRS 1 Cash Flow Statements IAS 7 Cash Flow Statements
FRS 2 Accounting for Subsidiary Undertakings IAS 27 Consolidated and Separate 

Financial Statements
FRS 3 Reporting Financial Performance IAS 8 Account Policies, Changes in Accounting 

Estimates and Errors
IFRS 5 Non Current Assets Held for Sale and 

Presentation of Discontinued Operations
FRS 26 Financial Instruments: Measurement IAS 39 Financial Instruments: Recognition and 

Measurement
FRS 5 Reporting the Substance of Transactions –
FRS 6 Acquisitions and Mergers IFRS 3 Business Combinations
FRS 7 Fair Values in Acquisition Accounting IFRS 3 Business Combinations
FRS 8 Related Party Disclosures IAS 24 Related Party Disclosures
FRS 9 Associates and Joint Ventures IAS 28 Investments in Associates

IAS 31 Financial Reporting of Interests in Joint 
Ventures

FRS 10 Goodwill and Intangible Assets IFRS 3 Business Combinations
FRS 11 Impairments of Fixed Assets and Goodwill IAS 36 Impairment of Assets
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International financial reporting standards in depth 6

Table 1.1 (Continued )

UK Accounting Standards International Accounting Standards 
(SSAPs and FRSs) (IFRSs and IASs)

FRS 12 Provisions, Contingent Liabilities and IAS 37 Provisions, Contingent Liabilities and 
Contingent Assets Contingent Assets

FRS 25 Financial Instruments: Disclosure and IAS 32 Financial Instruments: Disclosure and 
Prevention Presentation

FRS 22 Earnings Per Share IAS 33 Earnings Per Share
FRS 15 Tangible Fixed Assets IAS 16 Property, Plant and Equipment

IAS 23 Borrowing Costs
FRS 16 Current Tax IAS 12 Income Taxes
FRS 17 Retirement Benefits IAS 19 Employee Benefits
FRS 18 Accounting Policies IAS 1 Presentation of Financial Statements

IAS 8 Accounts Policies, Changes in 
Accounting Estimates and Errors

FRS 19 Deferred Tax IAS 12 Income Taxes
FRS 20 Share Based Payment IFRS 2 Share Based Payment
AN G FRS 5 Reporting the Substance of IAS 18 Revenue 

Transactions: Revenue Recognition
SORP Retirement Benefit Plans IAS 26 Accounting and Reporting by 

Retirement Benefit Plans
– IAS 30 Disclosures in the Financial Statements 

of Banks and Similar Financial 
Institutions

SBP Interim Accounts IAS 34 Interim Financial Reporting
– IAS 41 Agriculture

IFRS 1 First Time Adoption of Financial 
Reporting Standards

– IFRS 4 Insurance Contracts
IFRS 6 Explorations For and Evaluations

of Mineral Resource

1.8 Framework for the Preparation and Presentation 
of Financial Statements (1989)

Background
One of the main problems that faced standard-setting bodies in their quest to develop
authoritative accounting standards was their failure to publish standards that were con-
sistent with each other. There was no firm foundation on which they could be built. As a
result, the actual standards were produced in an ad hoc manner with very little logical
thought behind their publication. The Framework is an attempt to put this right by intro-
ducing the core principles that should govern financial reporting.

Objective of financial statements
This section of the Framework argues that there are several users of financial reporting and
that the Annual Report is the main vehicle of communicating with users. The information
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7 The regulatory framework and the standard-setting process

should largely be directed towards meeting their needs. These needs are twofold – to
ensure the reporting entity has performed adequately (the stewardship function), and to
ensure that the user has sufficient information on which to make decisions about the
future (i.e. the decision-making function). In order to provide information that may be
helpful to users it is recommended that the entity provide information about the financial
position, performance and changes in financial position of the organisation. The financial state-
ments should be prepared under both the accruals and going concern bases.

Qualitative characteristics
This section of the Framework identifies the key primary qualitative characteristics that
should make the information in the Annual Report useful to users. There are four prin-
cipal characteristics, two relating to the content of the Report and two in relation to its
presentation; these are described below.

Relevance

The information must be relevant, i.e. up to date and current, and actually used by the
reader. Included within this characteristic is the concept of materiality. It provides a
threshold or cut-off judgement rather than a primary qualitative characteristic.

Reliability

The reader must have faith in the information provided, and it must be free from material
error and represent faithfully what it is supposed to represent. It must be free from bias, and
the information must be complete within the bounds of materiality.

This characteristic tends to come into conflict with that of relevance, since relevance
would favour the adoption of current subjective values whereas reliability would gravi-
tate towards the adoption of historic and more objective costs. Where the two do clash,
the International Accounting Standards Board (IASB) favours relevance.

Transactions should also be accounted for in accordance with their substance and not
merely their legal form. A degree of caution (prudence) must also be exercised in mak-
ing estimates under conditions of uncertainty.

Comparability

This is really the former consistency concept, and insists that information must be com-
parable from period to period and within like items in the same period. It also requires
sufficient disclosure for a user to appreciate the significance of transactions. However, it
does not mean uniformity, and accounting policies must be reviewed when more rel-
evant and reliable alternatives exist.

Understandability

This concept insists that the information being provided by the reporting entity be
presented in such a way that it is as understandable as possible to the user. However,
this does not mean that it is so simple that the information being provided becomes
meaningless.
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International financial reporting standards in depth 8

The elements of financial statements
This chapter of the Framework contains the key elements in a set of financial statements.
It defines the balance sheet elements first, and then argues that the income statement
should pick up any residuals – e.g. a gain is either an increase in an asset or a decrease in
a liability. The main definitions are as follows:

Financial position:
● Asset: ‘Resource controlled by the enterprise as a result of a past events and from

which future economic benefits are expected to flow to the enterprise’
● Liability: ‘A present obligation of the enterprise arising from past events, the settle-

ment of which is expected to result in an outflow from the enterprise of resources
embodying economic benefits’

● Equity: ‘The residual interest in the assets of the enterprise after deducting all of its
liabilities’.

Financial performance:
● Incomes: ‘Increases in economic benefits during the accounting period in the form of

inflows or enhancements of assets or decreases in liabilities that result in increases in
equity, other than contributions from equity participants’

● Expenses: ‘Decreases in economic benefits during the accounting period in the form
of outflows or depletions of assets that result in decreases in equity, other than distri-
butions to equity participants’.

Clearly this section of the Framework puts the balance sheet on a pedestal, with its
concentration on getting the assets and liabilities right first before looking at the income
statement. This represents a cultural swing for the UK from its former profit and loss
and accruals based preference. The accruals concept is now clearly downgraded in
importance in that expenditure cannot be matched against future income unless it can
meet the definition of an asset in the first place. Similarly the prudence concept has been
given a ‘knock’, as a liability can only be created if there is either a legal or constructive
obligation in place. A mere intention to expend monies in the future is not sufficient on
its own.

Recognition of the elements of financial statements

Even if a transaction meets the definition of an asset/liability, it will not be recorded on
the balance sheet unless it meets the following two recognition criteria:

1. Is there sufficient evidence that a change in assets or liabilities has occurred?
2. Can it be measured at cost or value with sufficient reliability?

If these cannot be passed initially then the transactions must be written off directly to
income. If one of the criteria is subsequently failed, then the asset/liability must then be
removed or derecognised from the balance sheet. It is possible that the asset/liability will
need to be remeasured where there is sufficient evidence that the amount has changed,
and the new amount measured with sufficient reliability.
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9 The regulatory framework and the standard-setting process

Measurement of the elements of financial statements

Measurement is the process of determining the monetary amounts at which the elements
are to be recognised in the balance sheet and income statement.

A number of different measurement bases are employed to different degrees and in
various combinations in financial statements. They include the following:

1. Historic cost. Assets recorded at cash paid at date of acquisition. Liabilities are
recorded at the amount of proceeds received in exchange for the obligation or the
amount of cash expected to be paid to satisfy the liability, e.g. taxation.

2. Current cost. Assets recorded at cash that would have to be paid to acquire the same or
equivalent asset. Liabilities are carried at the undiscounted amount of cash required
to settle the obligation.

3. Realisable value. Assets recorded at cash that would be obtained by selling the asset in an
orderly disposal. Liabilities are carried at their settlement values, i.e. the undiscounted
amounts of cash expected to be paid to satisfy the liabilities in normal course of business.

4. Present value. Assets recorded at the present discounted value of future net cash inflows
that the item is expected to generate in the normal course of business. Liabilities are
carried at the present discounted value of the future net cash outflows that are
expected to be required to settle the liabilities in the normal course of business.

The most popular basis is historic cost, but it is usually combined with other bases – e.g.
inventories at lower of cost and net realisable value, marketable securities at market
value, and pension liabilities at present value.

Some entities adopt current cost accounting to cope with the inability of historic cost
accounting to deal with the effects of changing prices.

Concepts of capital and capital maintenance
The following concepts exist:

1. Financial capital maintenance. Profit is only earned if the financial amount of net assets
at the end of the period exceeds the financial amount of net assets at the start of the
period after excluding distributions to and contributions from owners during the
period. It can be measured in either nominal or in purchasing power units.

2. Physical capital maintenance. Profit is earned only if the physical productive capacity of
the entity at the end of the period exceeds the physical productive capacity at the
start of the period after excluding distributions to and contributions from owners
during the period.

Capital maintenance links the concepts of capital and the concepts of profit, as it pro-
vides a reference by which profit is measured. Only inflows of assets in excess of
amounts needed to maintain capital may be regarded as profit. Profit is the residual
amount that remains after expenses have been deducted from income. If expenses
exceed income, the residual amount is a net loss.

Physical capital maintenance requires the adoption of the current cost basis of
measurement. The financial capital maintenance concept does not require the use of a
particular basis of measurement. Selection of appropriate basis is dependent on the type
of financial capital that the entity is seeking to maintain.
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The main difference between the two types of capital maintenance is on the effects of
changes in the prices of assets and liabilities of the entity. Generally, capital is main-
tained if an entity has as much capital at the end of the period as at the start. Any
amount over and above that is profit.

Under financial capital maintenance, where capital is defined in nominal terms, profit
is the increase in nominal money capital over the period. Holding gains are therefore
included in profit, but only when disposed. Under the current purchasing power
approach, profit represents the increase in purchasing power over the period. Thus only
that part of the increase in prices of assets that exceeds the increase in the general level
of prices is regarded as profit; the rest is a capital maintenance adjustment and therefore
part of equity.

Under physical capital maintenance, where capital is defined in terms of productive
capacity, profit represents the increase in that capital over the period. All price changes
are viewed as changes in the measurement of the physical productive capacity of the
entity, and thus are treated as capital maintenance adjustments that are part of equity.

The choice of model will depend on the different degrees of relevance and reliability
available, and management must seek an appropriate balance between the two. The
Framework is applicable to a range of accounting models, and provides guidance on
preparing and presenting the financial statements constructed under the chosen model.
The IASB is not at present intending to prescribe a particular model other than in
exceptional circumstances, e.g. hyperinflationary economies (IAS 29), but this intention
will be reviewed in the light of world developments.

Summary
The Framework was published in late 1989 in the form of a statement of best practice
which will form the cornerstone of all future standard-setting procedures.

The Framework has set out the concepts that underlie the preparation and presenta-
tion of financial statements for external users. The purpose of the Framework is to:

● assist the IASB in developing future IFRSs and reviewing existing IFRSs;
● assist the IASB to promote harmonisation;
● assist national standard setters to develop national standards;
● assist preparers to apply IFRSs and in dealing with topics not covered by an IFRS;
● assist auditors in forming an opinion as to whether or not financial statements conform

with IFRSs;
● assist users in interpreting information in financial statements;
● provide those with an interest in the work of the IASB about its approach to formu-

lating IFRSs.

It is not an IFRS itself, but where an IFRS conflicts with the Framework the IFRS pre-
vails. However, this is likely to be rare and to diminish over time. The Framework will be
revised from time to time, with experience.

The financial statements should include a balance sheet, income statement, a state-
ment of changes in financial position, and back-up notes. Supplementary information
(e.g. segment reporting) is also included, but not Directors’ Reports, Discussion and
Analysis Statements or Chairman’s Reports. The Framework should be applied to all
commercially reporting entities.

International financial reporting standards in depth 10
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Users and their needs are specifically covered in the Framework:

1. Investors. Concerned about risk and return provided by their investments. Need
information to determine buy, hold or sell decisions, and to assess the entity’s ability
to pay dividends.

2. Employees. Concerned about the stability and profitability of their employers and
assessing the ability of the entity to provide remuneration, retirement benefits etc. to
employees.

3. Lenders. Concerned about whether or not their loans and interest can be repaid.
4. Suppliers and other trade creditors. Concerned about whether or not they will be paid

when due.
5. Customers. Concerned about the continuance of the business, especially if they have a

long term involvement with the entity.
6. Governments and their agencies. Interested in the allocation of resources and information

on taxation policies, national statistics etc.
7. Public. Can provide information about the local economy, numbers employed, envi-

ronmental issues etc.

There are common needs of users, and financial statements should meet most of those
needs. Information for management purposes is specialised, although published state-
ments may be used by them in assessing financial performance, position and changes in
financial position of the entity.

1.9 IFRS 1 First Time Adoption of International 
Financial Reporting Standards ( July 2003)

Key points
The objective of the IFRS is to ensure that an entity’s first IFRS statements and interim
accounts contain high quality information that:

● is transparent over all periods concerned;
● provides a suitable starting point for accounting under IFRSs; and
● can be generated at a cost that does not exceed the benefits to users.

Entities must apply the IFRS in:

● their first IFRS financial statements; and
● each interim report under IAS 34 for part of the period covered by its first IFRS

statements.

The first IFRS statements are the first annual statements in which the entity adopts
IFRSs by an explicit and unreserved statement of compliance.

However, IFRS 1 does not apply to an entity when:

● an entity stops applying national Gaap when presenting both national and interna-
tional sets of financial statements in the same year; or

● an entity presented statements in the previous year under national Gaap and they also
contained an explicit statement of compliance with IFRSs; or

11 The regulatory framework and the standard-setting process
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● an entity presented statements in previous year with a statement of unreserved
compliance, even if qualified by the auditors.

In addition, IFRS 1 does not apply to changes in accounting policies. These are subject to:

● IAS 8; and
● specific transitional requirements in other IFRSs.

An entity must prepare an opening IFRS balance sheet at the date of transition to
IFRSs, and must adopt the same accounting policies in its opening IFRS balance sheet
throughout all periods presented in its first IFRS statements. They should comply with
each effective IFRS at the reporting date for its first financial statements. A new IFRS
may be applied that is not yet mandatory if it may be permitted to be adopted early (see
Example 1.1).

Example 1.1
Consistent application of latest version of IFRSs

Background
The reporting date for A’s first IFRS accounts is 31.12.2005. It has opted for only 1 year’s com-
paratives, thus its date of transition to IFRSs is 1.1.2004.

Application of requirements
Entity A is required to apply the IFRSs for periods ending on 31.12.2005 in:

● preparing its opening IFRS balance sheet at 1.1.2004; and
● preparing and presenting its balance sheet for 31.12.2005, income statement, statement of

changes in equity and cash flow statement for the year to 31.12.2005 and disclosures (includ-
ing 2004 comparatives).

If a new IFRS is not yet mandatory but is permitted, entity A is permitted but not required to
apply that IFRS in its first IFRS statements.

An entity shall, in its opening balance sheet:

● recognise all assets and liabilities required by IFRSs;
● not recognise assets and liabilities if IFRSs do not permit such recognition;
● reclassify items under previous Gaap but are different under IFRSs; and
● apply IFRSs in measuring all recognised assets and liabilities.

The accounting policies adopted may differ from those adopted using previous Gaap.
The resulting adjustments must be charged directly to retained earnings.

The IFRS establishes two categories of exceptions to the principle that an entity’s
opening balance sheet comply with each IFRS:

1. Certain paragraphs grant exemptions from some requirements of other IFRSs
2. Certain paragraphs prohibit retrospective application of some aspects of other

IFRSs.

The first category includes business combinations, employee benefits, cumulative trans-
lation differences, compound financial instruments as well as fair value as deemed cost
and assets and liabilities of subsidiaries, associates and joint ventures. These cover the
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13 The regulatory framework and the standard-setting process

right to use merger accounting for past combinations, to use a previous valuation for
property to be a deemed cost subsequently if the entity moves back to historic cost
accounting and to provide for all actuarial gains/losses in full rather than the current
‘corridor approach’ adopted in IAS 19.

The second group prohibits retrospection to the recognition of financial assets and
liabilities, to hedge accounting and to estimates.

The standard is only applicable for first-time adoption of IFRSs, so it will be relatively
short lived in its application in practice.

1.10 IAS 1 Presentation of Financial Information
(revised December 2003)

Key points
The objective of IAS 1 is to prescribe the basis for presentation of general purpose
financial statements. It sets out the overall framework and responsibilities for the presen-
tation of financial statements, guidelines for their structure, and minimum requirements
for the content of financial statements. IAS 1 applies to all general purpose financial
statements prepared in accordance with International Financial Reporting Standards.
General purpose financial statements are defined as those intended to serve users who
do not have the authority to demand financial reports tailored for their own needs.

Content of financial statements
The financial statements should comprise the following:

1. Balance sheet
2. Income statement
3. Statement of changes in equity or statement of non-owner changes in equity
4. Cash flow statement
5. Explanatory notes including a summary of significant accounting policies.

There is no prescribed standard format, although examples of the minimum headings
are provided in the Appendix. It does, however, set out minimum disclosures to be made
on the face of the financial statements as well as in the notes. For example, an analysis of
income and expenditure using a classification based on their nature or function must be
disclosed. The standard also requires comparatives to be provided for all items unless a
particular accounting standard specifically exempts that requirement.

The reporting currency should generally be that of the country in which the enter-
prise is domiciled. If a different reporting currency is adopted or a change in reporting
currency made, then the reasons must be disclosed.

A reporting enterprise complying with the requirements of IFRSs is considered as
providing a fair presentation of the financial statements. A statement that the financial
statements comply with IFRSs and SIC interpretations is required. No statement is now
permitted stating that compliance with IFRSs has been undertaken with certain specified
exemptions. Full compliance is essential.
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Overall considerations

Fair presentation and compliance with IFRSs
Financial statements should present fairly the financial position, performance and cash
flows of the entity, and the entity should provide an explicit and unreserved statement
that the statements are in compliance with IFRSs.

Inappropriate policies are not rectified either by disclosure or by notes.
Entities can, in rare circumstances, depart from an IFRS (if it is regarded as misleading),

but the following must be disclosed in those cases:

● management has concluded that the financial statements give a fair presentation;
● that it has complied with IFRSs etc. except from a particular requirement to achieve

fair presentation;
● the title of the IFRS, nature of departure and why the normal treatment was not

adopted; and
● the financial impact for each period of the departure.

If departure is not permitted, the entity should reduce the perceived misleading aspects
by disclosing:

● the title of the standard, the nature of issue and the reason why it was misleading;
● the adjustments management has concluded would be appropriate.

Going concern Management must assess the ability of an entity to continue as a going
concern. If there are doubts over that concept, disclosure should be made of the
underlying uncertainties; however, if it is more serious, the financial statements should
be prepared on a break up basis but that fact must be disclosed.

Offsetting Assets and liabilities and income and expenses should not be offset unless
required or permitted by a standard or SIC.

Comparative information This should be disclosed for the previous period for all
amounts disclosed in the financial statements. If the current period has been reclassified
so should the comparatives, unless that is impracticable. If practical, the following
should be disclosed:

● the nature of the reclassification;
● the amount of each item or class of items reclassified; and
● the reason for the reclassification.

Where it is found to be impractical, the following should be disclosed:

● the reason for not reclassifying; and
● the nature of the adjustments that would have been made.

Structure and content
Identification of the financial statements The financial statements should be clearly
identified and distinguished from other information in the same published document.

Each component should be clearly identified. In addition, the following information
should be displayed prominently:

● the name of the reporting entity and any change from the preceding year;
● whether the statements cover an individual or group of entities;

IASD_ch01v1.qxd  6/15/05  4:59 PM  Page 14
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● the balance sheet date or period covered;
● the presentation currency;
● the level of rounding adopted.

Reporting period There is a presumption that financial statements will be prepared
annually, at a minimum. If the annual reporting period changes and financial state-
ments are prepared for a different period, the entity should disclose the reason for the
change and a warning that the corresponding amounts shown may not be comparable.

Balance sheet

The standard specifies minimum headings to be presented on the face of the balance
sheet, and guidance is provided for the identification of additional line items.

Entities should present the balance sheet by separating current from non-current
assets and liabilities unless a presentation based on liquidity provides information
that is more reliable and relevant. If the latter, assets and liabilities must be presented
broadly in order of their liquidity (or reverse order), without a current/non-current
distinction.

In either case, if an asset/liability category combines amounts that will be
received/settled after twelve months with assets/liabilities that will be received/settled
within twelve months, note disclosure is required that separates the longer-term amounts
from the amounts due to be received/settled within twelve months.

Current assets
An asset is classified as current when it satisfies any of the following criteria:

● it is expected to be realised in the entity’s normal operating cycle; or
● it is held primarily for trade; or
● it is expected to be realised within twelve months; or
● it is cash or a cash equivalent.

Non-current assets incorporate tangible, intangible and financial assets of a long-term
nature.

Current liabilities
A liability is classified as current when it satisfies any of the following criteria:

● it is expected to be settled in the entity’s normal operating cycle; or
● it is held primarily for trade; or
● it is due to be settled within twelve months; or
● the entity does not have an unconditional right to defer settlement for at least twelve

months.

Information to be presented on the face of the balance sheet
As a minimum, the following should be disclosed on the face of the balance sheet:

● property, plant and equipment;
● investment property;
● intangible assets;
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● financial assets;
● investments accounted under the equity method;
● biological assets;
● inventories;
● trade and other receivables;
● cash and cash equivalents;
● trade and other payables;
● provisions;
● financial liabilities;
● current tax;
● deferred tax;
● minority interest;
● capital and reserves.

Additional items may be presented, if relevant to an understanding of the entity’s finan-
cial position. Deferred tax may not be reclassified as a current asset/liability if an entity
adopts the current/non-current approach.

The standard does not prescribe the order or format of the balance sheet – it is merely
a list of items warranting separate disclosure.

Information to be presented either on the face of the balance sheet or in the notes
Further subclassifications may be provided in the notes or on the face of the balance
sheet:

● for each class of share capital: number of authorised shares, number of issued shares,
par value per share, reconciliation of number outstanding over the year, any rights or
restrictions, any treasury shares held and any shares reserved for options including
terms and conditions;

● a description of the nature and purpose of each reserve.

Any entity without share capital or a trust should provide equivalent information to the
above.

Income statement

All items of income and expense recognised in a period should be included in the
income statement unless a standard or SIC requires otherwise (e.g. IAS 8, 16, 21).

IAS 1 specifies the minimum headings that must be presented on the face of the
income statement, and provides guidance for the identification of additional line items.
There is no particular format or order of presentation mandated.

Information to be presented on the face of the income statement
As a minimum, the following should be disclosed on the face of the income statement for
the period:

● revenue;
● finance costs;
● share of profit/loss of associates and joint ventures;
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● pre-tax gain or loss recognised on the disposal of assets or settlement of liabilities
attributable to discontinuing operations;

● tax expense;
● profit or loss.

The following items should be disclosed on the face of the income statement as alloca-
tions of profit:

● minority interest;
● profit/loss attributable to equity holders of the parent.

Additional items should be presented when such presentation is relevant to understand-
ing the entity’s financial performance. However, extraordinary items are no longer per-
mitted to be disclosed in the statement or in the notes.

Information to be presented either on the face of the income statement or in the notes
Where material, the nature and amount of income and expenses should be disclosed
separately. Examples include inventory writedowns, restructurings, disposals of plant
etc., discontinuing operations, litigation settlements etc.

Income and expenses should not be offset unless another IAS requires or permits such
offset, or the amounts to be offset arise from the same events and are not material.

Expenses should be analysed either by nature (raw materials, staff costs, depreciation
etc.) or by function (cost of sales, selling, administration etc.) either on the face of the
income statement or in the notes. If an entity categorises by function, additional infor-
mation on the nature of expenses, including depreciation, amortisation and employee
benefit expense, should be disclosed. The choice of method should the one that provides
the most reliable and relevant information to the entity.

An entity should disclose, either on the face of the income statement or the statement
of changes in equity, or in the notes, the amount of dividends recognised as distributions
to equity holders during the period, and the related amount per share.

Statement of changes in equity

IAS 1 requires the presentation of a statement of changes in equity as a separate com-
ponent of the financial statements, showing:

● the profit or loss for the period;
● each item of income or expense, and gain or loss, that is recognised directly in equity

and the total of those items; and
● the effects of changes in accounting policies or material errors in accordance with 

IAS 8.

Either within this statement or separately in the notes, the entity is required to disclose:

● capital transactions;
● the balance of accumulated profits at the beginning and at end of the period, and the

movements for the period; and

17 The regulatory framework and the standard-setting process
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● a reconciliation between the carrying amount of each class of equity capital, share
premium and each reserve at the beginning and end of the period, disclosing each
movement.

Cash flow statement

IAS 1 refers to IAS 7 Cash Flow Statements (1992) for presenting the cash flow statement.

Notes

Structure
The notes should:

● present information about the basis of preparation of the financial statements and the
specific accounting policies adopted;

● disclose information required by IFRSs not included on the face of the primary
statements; and

● provide additional information that is relevant to understanding the financial
statements.

Notes should be presented in a systematic manner, and each item cross-referenced to the
primary statements.

Accounting policies
The notes, as a minimum, should disclose the significant accounting policies adopted;
narrative descriptions or detailed analyses of items shown on the face of the financial
statements; information required or encouraged by other IASs; and other disclosures
necessary for an understanding and the fair presentation of the financial statements.

The accounting policies section should describe the measurement basis adopted in
preparing the financial statements and each specific accounting policy that is necessary
for an understanding of the financial statements.

An entity should disclose, in the summary of significant accounting policies or other
notes, the judgements, apart from those involving estimates, that management has made
in the process of applying the entity’s accounting policies that have the most significant
effect on the amounts recognised in the financial statements.

Key sources of estimation uncertainty An entity should disclose in the notes information
about the key assumptions concerning the future and other key sources of estimation
uncertainty at the balance sheet date that have a significant risk of causing a material
adjustment to the carrying amounts of assets and liabilities. Details of their nature and
carrying amount at the balance sheet date should also be provided.

Other disclosures
In the notes, disclosures should include:

● dividends proposed or declared before the accounts have been authorised and related
amounts per share;

● the amount of any cumulative preference dividends not recognised.

International financial reporting standards in depth 18
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If not disclosed elsewhere, the following should be included:

● the domicile and legal form of the entity; country of incorporation and address of
registered office if different from the principal place of business;

● a description of the nature of the entity’s operations and principal activities;
● the name of the parent and ultimate parent of the group.

Review of performance and financial position IAS 1 encourages the management to
include a review of the financial performance and position of the enterprise and to dis-
cuss the principal uncertainties that it faces. Such a review would be similar in content
to the Management Discussion & Analysis (MD&A) in the United States, and the
Operating and Financial Review (OFR) in the United Kingdom and Ireland. The
review would include a discussion of dividend policy, changes in the operating environ-
ment, funding and risk management policies.

SIC 29 Disclosure – Service Concession Arrangements Comprehensive disclosures
are required in respect of service concession arrangements both in the financial state-
ments of the concession operator and the concession provider. These are similar to the
rules on PFI contracts that are covered in the ASB’s accounting standard on reporting
substance (FRS 5).

Guidance on implementing IAS 1
This guidance accompanies, but is not part of, IAS 1.

Illustrative financial statement structure

The standard sets out the components of financial statements and minimum require-
ments for disclosure on the face of the balance sheet and the income statement as well
as for the presentation of changes in equity. It also describes further items that may be
presented either on the face of the relevant financial statement or in the notes. This
guidance provides simple examples of ways in which the requirements of the standard
for the presentation of the balance sheet, income statement and changes in equity might
be met. The order of presentation and the descriptions used for line items should be
changed, when necessary, in order to achieve a fair presentation in each entity’s particu-
lar circumstances.

The illustrative balance sheet shows one way in which a balance sheet distinguishing
between current and non-current items may be presented. Other formats may be
equally appropriate, provided the distinction is clear.

Two income statements are provided, to illustrate the alternative classifications of
income and expenses, by nature and by function. Two possible approaches to presenting
changes in equity are also illustrated.

The examples are not intended to illustrate all aspects of IFRSs; nor do they
comprise a complete set of financial statements, which would also include a cash 
flow statement, a summary of significant accounting policies and other explanatory
notes.

19 The regulatory framework and the standard-setting process
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Part A – Illustrative financial statement structure
XYZ GROUP – BALANCE SHEET AS AT 31 DECEMBER 2002
(in thousands of currency units)

2002 2001
ASSETS
Non-current assets
Property, plant and equipment X X
Goodwill X X
Other intangible assets X X
Investments in associates X X
Available-for-sale investments X X

X X
Current assets
Inventories X X
Trade receivables X X
Other current assets X X
Cash and cash equivalents X X

X X
Total assets X X

EQUITY AND LIABILITIES
Equity attributable to equity 
holders of the parent
Share capital X X
Other reserves X X
Retained earnings X X

X X
Minority interest X X

Total equity X X

Non-current liabilities
Long-term borrowings X X
Deferred tax X X
Long-term provisions X X
Total non-current liabilities X X

Current liabilities
Trade and other payables X X
Short-term borrowings X X
Current portion of long-term borrowings X X
Current tax payable X X
Short-term provisions X X

Total liabilities X X

Total equity and liabilities X X
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XYZ GROUP – INCOME STATEMENT FOR THE YEAR ENDED
31 DECEMBER 2002

(illustrating the classification of expenses by function)
(in thousands of currency units)

2002 2001
Revenue X X
Cost of sales (X) (X)
Gross profit X X
Other income X X
Distribution costs (X) (X)
Administrative expenses (X) (X)
Other expenses (X) (X)
Finance costs (X) (X)
Share of profit of associates X X
Profit before tax X X
Income tax expense (X) (X)
Profit for the period X X

Attributable to:
Equity holders of the parent X X
Minority interest X X

X X

XYZ GROUP – INCOME STATEMENT FOR THE YEAR
ENDED 31 DECEMBER 2002

(illustrating the classification of expenses by nature)
(in thousands of currency units)

2002 2001
Revenue X X
Other income X X
Changes in inventories of finished goods and (X) X

work in progress
Work performed by the entity and capitalised X X
Raw material and consumables used (X) (X)
Employee benefits expense (X) (X)
Depreciation and amortisation expense (X) (X)
Impairment of property, plant and equipment (X) (X)
Other expenses (X) (X)
Finance costs (X) (X)
Share of profit of associates X X
Profit before tax X X
Income tax expense (X) (X)
Profit for the period X X

Attributable to:
Equity holders of the parent X X
Minority interest X X

X X
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XYZ GROUP – STATEMENT OF CHANGES IN EQUITY FOR THE 
YEAR ENDED 31 DECEMBER 2002
(in thousands of currency units)

Attributable to equity holders of the Minority Total 
parent interest equity
Share Other Translation Retained
capital reserves reserve earnings

Total
Balance at 31 December 2000 X X (X) X X X X
Changes in accounting policy (X) (X) (X) (X)
Restated balance X X (X) X X X X
Changes in equity for 2001
Gain on property revaluation X X X X
Available-for-sale investments:
Valuation gains/(losses) taken to equity (X) (X) (X)
Transferred to profit or loss on sale (X) (X) (X)
Cash flow hedges:
Gains/(losses) taken to equity X X X X
Transferred to profit or loss for the 

period X X X X
Transferred to initial carrying 

amount of hedged items (X) (X) (X)
Exchange differences on translating 

foreign operations (X) (X) (X) (X)
Tax on items taken directly to

or transferred from equity (X) X (X) (X) (X)
Net income recognised directly in equity X (X) X X X
Profit for the period X X X X
Total recognised income and 

expense for the period X (X) X X X X
Dividends (X) (X) (X) (X)
Issue of share capital X X X
Equity share options issued X X X
Balance at 31 December 2001 

carried forward X X (X) X X X X

XYZ GROUP – STATEMENT OF RECOGNISED INCOME AND
EXPENSE FOR THE YEAR ENDED 31 DECEMBER 2002
(in thousands of currency units)

2002 2001
Gain/(loss) on revaluation of properties (X) X
Available-for-sale investments:
Valuation gains/(losses) taken to equity (X) (X)
Transferred to profit or loss on sale X (X)
Cash flow hedges:
Gains/(losses) taken to equity X X
Transferred to profit or loss for the period (X) X
Transferred to the initial carrying amount of hedged items (X) (X)
Exchange differences on translation of foreign operations (X) (X)
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1.11 Examination questions

Question 1.1: Vincible (ACCA Diploma in International
Financial Reporting and Auditing)

(The first question requires students to prepare three of the primary statements required by IAS 1 – the income statement,
balance sheet, and statement of changes in equity. Although not stated as required in the question, the solution adopts a
current/non-current format for the balance sheet and analysis by function in the income statement. There is not sufficient
information to prepare a note re analysis by nature as required by IAS 1.

In addition, students are required to integrate final accounts preparation with an application of IFRSs – in particular,
IAS 33 Earnings Per Share and IAS 31 Financial Reporting of Interests in Joint Ventures, although impair-
ment (IAS 36), taxation (IAS 12) and revaluation of property (IAS 16) are also covered.)
The following list of account balances relates to Vincible at 30 September 2002:

$000 $000
Sales revenue 473,300
Purchases 310,500
Operating expenses 18,400
Loan stock interest 5,000
Dividends paid 15,500
Leasehold building at cost (note (ii)) 200,000
Plant and equipment at cost (note (ii)) 124,800
Deferred development expenditure (note (iii)) 75,000
Joint venture (note (iv)) 62,000
Depreciation at 1 October 2001 – leasehold 56,000

– plant and equipment 48,800
– development expenditure 15,000

Trade receivables 49,200
Inventory – 1 October 2001 27,500
Bank 12,100
Trade payables 82,200
Ordinary shares of 25 cents each 100,000
10% Convertible loan stock – issued 2000 (note (vi)) 100,000
Deferred tax at 1 October 2001 (note (v)) 11,400
Profit and loss reserve at 1 October 2001 013,300 013,300

900,000 900,000

23 The regulatory framework and the standard-setting process

Tax on items taken directly to or transferred from equity X (X)
Net income recognised directly in equity (X) X
Profit for the period X X
Total recognised income and expense for the period X X

Attributable to:
Equity holders of the parent X X
Minority interest X X

X X
Effect of changes in accounting policy:
Equity holders of the parent (X)
Minority interest (X)

(X)
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The following notes are relevant:

(i) The cost of the inventory at 30 September 2002 was $37.7 million (excluding joint
venture inventory – see note (iv)).

(ii) Non-current assets:
● On 1 October 2001 Vincible’s leasehold building was revalued at $270 million by

an independent surveyor. The lease was for a 25-year period when Vincible
acquired it. The directors wish to incorporate the revalued amount in Vincible’s
financial statements. The revaluation reserve will be deemed to be realised in line
with the remaining life of the lease.

● Plant is depreciated at 20% per annum on the reducing balance basis.
● All depreciation is charged to cost of sales.

(iii) The deferred development expenditure relates to a new product. The project was
successfully completed on 1 October 2000, and sales of the new product com-
menced on that date. The development costs are being depreciated on a straight-line
basis over the expected product life of 5 years. Early in the current year, a review of
the sales figures for the new product showed that they were disappointing. In view of
this, Vincible has estimated that the present value of the expected net future cash
flows from sales of the new product is $30 million; however Vincible has been
approached by a rival company with an offer of $40 million for the rights to the
product. At this stage, Vincible intends to continue to market and sell the product.

(iv) On 1 October 2001 Vincible entered into a joint venture with two other companies.
Each venturer contributes its own assets and pays its own expenses, The agreement
stipulates that the joint venture will be terminated on 30 September 2005. Vincible
is entitled to 30% of the joint venture’s total revenues. The joint venture is not a
separate entity.
Details of Vincible’s joint venture transactions are:

$000
Plant and equipment at cost 70,000
Share of joint venture sales revenues (30% of total sales revenues) (18,000)
Inventory 2,500
Related cost of sales excluding depreciation 8,000
Accounts receivable 30 September 2002 3,500
Accounts payable 30 September 2002 ,(4,000)
Net balance included in the above list of balances 62,000

Plant should be depreciated on a straight-line basis. It is not expected to have any
residual value at the end of joint venture.

(v) The directors have estimated the required provision for income tax for the year to
30 September 2002 is $15 million. The deferred tax provision at 30 September
2002 is to be adjusted to reflect the tax base of the company’s assets being $70 mil-
lion less than their carrying values. $28.8 million of this $70 million is attributable
to the revaluation of the leasehold. Vincible’s rate of income tax is 25%.

(vi) The convertible loan stock is redeemable at par on 31 March 2004, or at the option
of the stockholders, it can be exchanged for ordinary shares on the basis of 60 new
shares in Vincible for each $100 of loan stock.

(vii) In June 2000 the directors and senior staff of Vincible were given options to purchase
50 million ordinary shares (in total) in the company. The options are exercisable on 

International financial reporting standards in depth 24

IASD_ch01v1.qxd  6/15/05  4:59 PM  Page 24



1 July 2004 at a price of $2.40 per share. The stock market price of Vincible’s
ordinary shares over the current year has been $4.00.

(viii) The directors have proposed a final ordinary dividend of 6 cents per share.
Vincible discloses proposed dividends as part of shareholders’ funds.

25 The regulatory framework and the standard-setting process

Required

(a) Prepare for Vincible, in accordance with International Accounting Standards as far as the
information permits:
(i) the income statement
(ii) the statement of changes in equity for the year to 30 September 2002, and
(iii) a balance sheet as at 30 September 2002.
Notes to the financial statements are not required.

(b) Next, calculate the basic and diluted earnings per share for Vincible for the year to
30 September 2002.

Question 1.2: Stilson (ACCA Accounting and Audit Practice)
(The second question is very similar to the first in its basic requirement to publish an income statement, balance sheet and
statement of changes in equity in accordance with IAS 1. However, it also incorporates the need to implement other account-
ing standards, particularly IAS 11 Construction Contracts, IAS 16 Property, Plant and Equipment and IAS
18 Revenue.)
The summarised list of account balances of Stilson, a publicly listed company, at 31 March 2001 is as
follows:

$000 $000
Land and building – at cost (land $2 million) (note (i)) 10,000
Plant and equipment – at cost 4,480
Depreciation 1 April 2000: – building 3,200

– plant 2,400
Trade receivables and prepayments 8,620
Inventory – 31 March 2000 1,900
Cash and bank 4,180
Trade payables and accruals 3,540
Equity shares of 25c each 5,000
8% Loan Note (issued in 1999) 5,000
Accumulated profits 1 April 2000 580
Purchases 16,000
Construction contract costs to 31 March 2001 (note (iii)) 1,900
Construction contracts progress billings received (note (iii)) 2,000
Sales 26,750
Interest paid 200
Property rental 1,250
Profit on sale of property (note (i)) 3,400
Operating expenses 1,340
Interim dividend 52,000 51,–70

51,870 51,870
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The following notes are relevant:

(i) One of the company’s buildings was sold on 1 April 2000. The disposal has been
recorded leaving a profit on sale of $3.4 million, which is included in the balances
above. On the same date the company’s only remaining property was revalued at
$12 million ($3 million is attributable to the land). The building had an estimated
life of 25 years when it was acquired on 1 April 1990, and this has not changed as a
result of the revaluation. The directors of Stilson wish to incorporate this value in
the financial statements for the year ended 31 March 2001. Plant is depreciated at
20% per annum on cost.

(ii) Included in the sales revenues is an amount of $3 million relating to sales made
under a special promotion in March 2001. These goods were sold with an accom-
panying voucher equal to the selling price. Five years after the sale, these vouchers
will be exchanged for goods of the customer’s choosing. The profit margin on these
goods is expected to be 30% of selling price, and market research estimates that
50% of the vouchers will be redeemed. The present value (at 31 March 2001) of $1
at the time the vouchers will be exchanged can be taken as 60c.

(iii) The figures in respect of contract balances relate to a 3-year contract entered into
on 1 July 2000. Details relating to this contract are:

$000
Contract price 10,000
Estimated total contract costs 6,000
Agreed value of work completed and billed at 31 March 2001 3,000

Stilson’s policy is to recognise profits on long-term construction contracts from the
point that they become more than 20% complete. The percentage of completion is
deemed to be the agreed value of the work completed to date as a percentage of the
total contract price. Contract revenue is taken as the agreed value of the work com-
pleted to date.

(iv) A provision for income tax for the year to 31 March 2001 of $2,400,000 is required.
The directors declared a final dividend of 15c per share on 25 March 2001.

(v) Inventory, other than that relating to the construction contract, at 31 March 2001
was valued at a cost of $2.8 million.
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Required

Prepare the income statement, the statement of changes in equity and balance sheet for Stilson
for the year to 31 March 2001.

Question 1.3: S (CIMA)
S, a car dealer with a number of outlets, has expanded rapidly in recent years, but cash
flow problems worsened in the year to March 2003. On 1 April 2003, the management
of S decided to make three major changes to its activities.

A trainee management accountant prepared a set of draft financial statements for
the year ended 31 March 2004, but unfortunately did not appreciate the need to apply the
concept of ‘substance over form’ in the treatment of the various transactions involved.
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Required

(a) Explain the meaning of the accounting concept of substance over form. You should refer
to relevant International Accounting Standards in your answer.

The three major changes made by S on 1 April 2003, and the way in which they have
been treated in the draft financial statements for the year ended 31 March 2004, are as
follows:

1. Change 1: S sold all of its land and buildings on a sale and leaseback agreement to P
on 1 April 2003. The terms were as follows:
● the annual rental was agreed at $7.5 million
● the agreed selling price was $50 million with an option for S to repurchase the land

and buildings at any time in the next 10 years
● the repurchase price was set at $50 million plus interest at bank rate plus 5%

per annum from the date of the sale.
At the time of the sale, the land and buildings had a net book value (and current mar-
ket value) of $80 million. The draft financial statements have treated the transaction
as a disposal of the land and buildings and record a loss on disposal of $30 million in
the draft income statement.

2. Change 2: S decided to acquire new cars direct from the manufacturer on consign-
ment. The terms of the trading are:
● on delivery of the cars to S they are invoiced at 50% of the purchase price
● the balance of the purchase price is payable when the cars are sold
● if a car remains unsold for three months, it must be paid for or returned to the

manufacturer
● when a car is returned, the manufacturer refunds the deposit less a 20% adminis-

tration fee.
At 31 March 2004, S had 500 new cars in its inventories; all had been in inventories
less than three months. The combined purchase price of the cars was $6 million. The
draft financial statements omit the new cars from inventories, as they have been
treated as the inventory belonging to the manufacturer. The 50% of the purchase
price paid has been debited to prepayments in the draft balance sheet.

3. Change 3: S replaced the computerised equipment used in its repair workshops. The
previous equipment was purchased outright, and had no value on disposal. The new
equipment was acquired on a lease, with the following terms:
● lease term 6 years
● useful economic life of the equipment 5–7 years
● six annual payments of $1.5 million paid in advance commencing on 1 April 2003

and annually thereafter
● the interest rate implicit in the lease is 7% per annum
● the fair value of the equipment at the inception of the lease was $7,650,296
● S will insure and maintain the equipment in good working order.
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Required

(b) For each of the changes above, explain how S should treat each transaction in its income
statement for the year ended 31 March 2004 and its balance sheet at that date. Justify your
answer by reference to relevant International Accounting Standards. Prepare any journal
entries that are required to adjust the draft financial statements.

The draft financial statements record the lease payment of $1.5 million as an expense
in the draft income statement.
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2
Asset valuation: accounting for 

tangible fixed assets

2.1 IAS 16 Property, Plant and Equipment (revised
December 2003)

Objective
IAS 16 prescribes the accounting treatment for property, plant and equipment. Key
issues include the initial recognition of cost, the determination of their carrying
amounts, and their related depreciation and impairment charges.

Key definitions
Property, plant and equipment: tangible assets that are held by an entity for use in the pro-
duction or supply of goods or services, for rental to others, for administrative purposes
and are expected to be used during more than one period.

Depreciation: the systematic allocation of the depreciable amount of an asset over its
useful life.

Accounting treatment
Initial measurement

Whether acquired or self-constructed, property, plant etc. should initially be recorded
at cost. Only those costs that are directly attributable to bringing an asset into working
condition for its intended use are permitted to be capitalised. Capitalisation of costs is
also only permitted for the period in which activities are in progress (see IAS 23
Borrowing Costs).

Capitalisation of interest is permitted, but the policy must be applied consistently and
all finance costs directly attributable to the construction of a tangible fixed asset should
be capitalised, provided that they do not exceed the total finance costs incurred during
the period.

The amount recognised should not exceed an asset’s recoverable amount.
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Subsequent expenditure should normally be expensed (maintenance), but may be
capitalised if:

● a component of an asset has been treated as a separate asset and is now replaced or
restored (e.g. Ryanair’s splitting up of aircraft into different components and BAA’s
policy of separating runway surfaces from runway beds); or

● the expenditure enhances the economic benefits of the asset in excess of the original
assessed standard of performance; or

● it relates to a major overhaul or inspection whose benefits have already been consumed
in the depreciation charge.

Subsequent cost or valuation

An entity should choose either the cost model or the revaluation model and apply that
policy to the entire class of property, plant and equipment.

Cost model
Property etc. should be carried at cost less any accumulated depreciation and impair-
ment losses to date.

Revaluation model
Property etc. should be carried at fair value at date of revaluation less any subsequent
accumulated depreciation and impairment losses. Revaluations should occur sufficiently
regularly so that the amount does not differ materially from the fair value at the balance
sheet date.

Revaluations The fair value of land and buildings is usually its market value, normally
appraised by professionally qualified valuers. The fair value of plant is usually its market
value. If there is no evidence of market values due to its specialised nature or if it is
rarely sold, then plant should be valued at depreciated replacement cost.

The frequency of revaluations depends upon their movements. Some items of prop-
erty may experience significant and volatile movements in fair value, thus necessitating
annual revaluation. For those assets with insignificant movements, then a revaluation
every 3 or 5 years may be sufficient.

When an item of property is revalued, any accumulated depreciation at the date of
the revaluation is either:

● restated proportionately with the change in the gross carrying value; or
● eliminated against the gross carrying amount of the asset and the net amount restated

to the revalued amount of the asset (often adopted for buildings).

When an item of property is revalued, the entire class of property must be revalued.
A class of property is a grouping of assets of a similar nature and use in an entity’s
operations. Examples include land, land and buildings, machinery, ships, aircraft, motor
vehicles, furniture and fixtures, and office equipment.

A class of assets may be revalued on a rolling basis provided the revaluation is
completed within a short period of time and the revaluations are kept up to date.

Any increase in valuation must be recognised directly in equity except to the extent
that it reverses a revaluation decrease of the same asset previously recognised as an
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expense. In that case, it should be recognised in the income statement. A decrease shall
be recognised in equity until the carrying amount reaches its depreciated historical cost,
and thereafter in the income statement.

The revaluation surplus may be transferred directly to retained earnings when the
asset is derecognised – i.e. disposed of, or the asset used up. Transfers are not made
through the income statement.

The effects on taxes on income re the revaluation should be recognised in accordance
with IAS 12.

Depreciation
Each part of an item of property, plant and equipment with a significant cost in relation
to total cost should be depreciated separately, e.g. airframe, engines (component
accounting).

The depreciable amount of property etc. should be allocated on a systematic basis
over its useful life, and the method adopted should reflect the pattern in which the asset’s
future economic benefits are expected to be consumed. Depreciation should normally
be recognised as an expense.

The useful life and residual value should be reviewed at each year end and adjusted as
a change in accounting estimate as per IAS 8.

Depreciation is recognised even if the value of the asset exceeds its carrying amount.
The charge for depreciation should be reflected in the income statement unless included
in the carrying amount of the asset. Depreciation usually begins when an asset is 
ready for use, but does not cease when idle or retired from active use. However, if classi-
fied as held for sale under IFRS 5 and transferred to current assets, it should not be
depreciated. The residual value and the useful life of an asset should be reviewed at least
at each year end and, if expectations of previous estimates are judged incorrect, the
adjustment should be accounted for as a change in an accounting estimate in accordance
with IAS 8. Depreciation could be zero under some methods if based on nil production
units.

Future economic benefits are principally consumed through the use of an asset, but
other factors such as technical or commercial obsolescence and wear and tear must be
considered.

All the following factors must be considered in determining the useful life of an asset:

● the expected usage of the asset – capacity/output
● the expected physical wear and tear
● technical or commercial obsolescence
● legal limits on the use of the asset, such as expiry dates of related leases.

The useful life is defined in terms of the asset’s expected utility to the entity. The asset
management policy may involve the disposal of assets after a specified time or after con-
sumption of a proportion of future benefits. It can be shorter than its economic life.

Land and buildings must be treated as separable assets. With certain exceptions, such
as quarries and landfill sites, land has an unlimited useful life and is therefore not
depreciated. Buildings are depreciable assets. If the cost of land includes site disman-
tling/restoration costs, these may be depreciated over the period of benefits obtained by
incurring these costs.

31 Asset valuation: accounting for tangible fixed assets
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The depreciable amount of an asset is after deducting its residual value. In practice,
the value is often insignificant and immaterial. If it is material, its value should be
reviewed at each balance sheet date. Any change should be accounted for prospectively
as an adjustment to future depreciation. An estimate of an asset’s residual value is based
on the amount recoverable from disposal, at the date of the estimate of similar assets
that have reached the end of their useful lives and under similar operating conditions.
This could lead to the reintroduction of ‘nil’ depreciation, particularly in relation to
buildings which have very high residual values.

Subsequent developments
● Revision of useful economic life. Useful economic life should be reviewed on a regular basis

and, if necessary, the life of the fixed asset adjusted to recognise depreciation over the
asset’s remaining economic useful life.

● Change in method of depreciation. The method of depreciation can be changed if it would
present a truer and fairer view of the financial statements. The net book value should
be written off over its estimated remaining useful life. This is not a change in account-
ing policy but merely a change in estimate, and therefore no prior year adjustment is
required. IAS 16 encourages the use of methods based on the expected patttern of
consumption of future economic benefits.

● Policy of non-depreciation. All property etc., with the exception of land, should be
depreciated, per IAS 16. Even buildings are expected to be depreciated over their
economic useful lives with the exception of investment properties. There has grown
up a practice, however, of non-depreciation of certain buildings which interface
with the public – e.g. supermarkets, hotels, public houses, etc. This policy was con-
firmed in the United Kingdom by the Financial Reporting Review Panel in the test
case of Forte plc. However, it was subsequently rejected, for industrial buildings, by
the Panel in the case of SEP Industrial Holdings plc. IAS 16, however, still permits
this policy, but insists that an annual impairment review be carried out (under
IAS 36) on such assets to ensure that they are not recorded above their recoverable
amount.

Specific disclosures are required with regard to depreciation policies, and changes in
those policies and, in particular, a tangible fixed asset schedule should be published
giving details of the full movement for the year in cost/value and in accumulated
depreciation.

Disclosure
For each class of property the following should be disclosed:

1. The measurement bases adopted; where more than one basis is used, the gross
carrying value for each basis adopted shall be disclosed

2. The depreciation methods used
3. The useful lives or depreciation rates used
4. The gross carrying amount and accumulated depreciation at start and end of the year
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5. A reconciliation of the carrying amount at start and end of the period showing:
● additions
● disposals
● acquisitions through business combinations
● revaluations
● impairment losses
● impairment losses reversed
● depreciation
● net exchange differences re translation of functional currency into a different

presentation currency
● other changes

6. The existence and amounts of restrictions on title and property etc. pledged as
securities

7. The amount of expenditures capitalised in course of construction
8. The amount of contractual commitments for the acquisition of property etc.
9. If not disclosed separately on the face of the income statement, the amount and

compensation from third parties included in the income statement.

The selection of the depreciation method and estimate of useful life are matters of
judgement. Disclosure of the methods adopted is useful information to users and to
allow users to review the policies selected. For similar reasons, it is necessary to disclose
the following:

1. Depreciation during the period
2. Accumulated depreciation at the end of the period.

An entity should disclose the nature and effect of a change in accounting estimate
with respect to residual values, estimated costs of dismantling or restoring property etc.,
useful lives, and depreciation method in accordance with IAS 8.

When items of property etc. are revalued, the following should be disclosed:

1. The effective date of the revaluation
2. Whether an independent valuer was involved
3. The methods and significant assumptions applied in estimating the assets’ fair values
4. The extent to which the assets’ fair values were determinable to observable prices in

an active market or recent market transactions at arm’s length or estimated using
other valuation techniques

5. For each revalued class of property, the carrying amount at historic cost
6. The revaluation surplus, indicating the movement for the period and any restrictions

on distribution.

2.2 IAS 40 Investment Property (revised March 2004)

Objective
IAS 40 prescribes the accounting treatment for investment properties and their related
disclosure. It is effective for accounting periods starting on or after 1 January 2005.

33 Asset valuation: accounting for tangible fixed assets
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Investment property is defined as property held to earn rentals or for capital appreciation
or both, rather than for use in production, administration or sale in the ordinary course of
business.

IAS 40 permits entities to choose between either:

● fair value reporting with changes recognised in the income statement; or
● cost.

Whichever model is chosen must be used for all investment properties. A change from
one model to another is only permitted if it gives a fairer presentation – which is
highly unlikely. If an entity adopts the fair value model but cannot get clear evidence
of the fair value of an investment property, then cost must be used until the asset is
disposed.

Key definition
Investment property: property held to earn rentals or for capital appreciation or both, rather
than for:

● use in the production or supply of goods or services or for administration 
purposes; or

● sale in the ordinary course of business.

Investment properties are acquired to earn rentals or for capital appreciation or both,
and thus their cash flows are largely independent of those from other assets held by the
enterprise. The following are examples:

● land held for long-term capital appreciation;
● land held for a currently undetermined future use;
● a building owned and leased out under an operating lease;
● a vacant building which is to be leased under an operating lease.

However, the following are NOT investment properties:

● property held for sale in the ordinary course of business or in the course of construc-
tion for such sale (see IAS 2);

● property being constructed for third parties (see IAS 11);
● owner occupied properties (see IAS 16);
● property that is being constructed or developed for future use as an investment

property (see IAS 16); and
● property that is leased to another entity under a finance lease.

Mixed properties, if sold separately, should be accounted for separately. If not, the
property is only classified as investment if an insignificant portion is held for use for
production or for administrative purposes. Similarly, properties providing ancillary
services should be treated as investment properties if the services are a relatively insignifi-
cant portion of the whole. Judgement is needed to determine whether a property
qualifies or not.
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Recognition
Investment property should be recognised as an asset when, and only when:

● it is probable that the future economic benefits associated with the asset will flow to the
entity;

● the cost of the investment property can be measured reliably.

The former requires an assessment of the degree of certainty attaching to the flows based
on available evidence, and the second should normally be satisfied at the time of acquisi-
tion. Costs of day-to-day servicing should be expensed immediately, as repairs and mainte-
nance. Replacement costs should only be capitalised if they meet the recognition criteria.

Measurement at recognition

Investment properties should be initially measured at cost with transaction costs
included. That includes their purchase price and any directly attributable expenditure,
such as legal and professional fees and property taxes.

Cost is cost when construction is complete. Until that date, IAS 16 applies. Normally,
start-up costs, initial operating losses, abnormal wastage of materials or labour etc.
would not be included.

If payment is deferred, the cost is the cash price equivalent and any difference is
treated as an interest expense over the period of credit.

Measurement after recognition

Accounting policy
Either the fair value model or the cost model should be chosen and the same model
applied to all investment properties. If fair value is chosen, an entity is encouraged (but
not required) to determine fair value on the basis of a valuation by an independently
qualified valuer.

It is highly unlikely that a change from one model to another could result in a more
appropriate policy under IAS 8.

Fair value model After initial recognition, if fair value is adopted, entities must measure
all investment properties at that value with any gains/losses being included in net
profit/loss for the period in which it arises.

Fair value is usually its market value but excluding any special terms. Any selling costs
must not be deducted in arriving at fair value.

When a property interest held by a lessee under an operating lease is classified as an
investment property, the fair value model should be applied.

The fair value should reflect the actual market state at the balance sheet date, not of
the past or the future. It also assumes simultaneous exchange and completion of the
contract between knowledgeable and willing parties.

Fair value should reflect any rental income from current leases, and be based on
reasonable and supportable assumptions about the market’s view on rental income from
future leases in the light of current market conditions. Both parties are assumed to be
able to buy and sell at the best price possible, and not eager or forced to buy or sell.

35 Asset valuation: accounting for tangible fixed assets
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The best evidence of fair value is normally provided by current prices on an active
market for similar property in the same location and condition. In the absence of this,
an entity should consider information from a variety of sources, including:

● current prices on an active market for properties of different nature, condition or
location, adjusted to reflect those differences;

● recent prices on less active markets, with adjustments to reflect any changes in economic
conditions since the date of the transactions that occurred at those prices; and

● discounted cash flow projections based on reliable estimates of future cash flows
supported by external evidence and adopting discount rates reflecting current market
assessments of the uncertainty in the amount and timing of the cash flows.

In some cases, a different conclusion as to the fair value of an investment property may
be suggested using the above. The reasons for those differences must be considered in
order to arrive at the most reliable estimate of fair value. Where the variability in the
range of fair values is so great and probabilities are so difficult to assess then the fair
value may not be determined reliably on a continuing basis.

Fair value is not the same as value in use. It does not reflect any:

● additional value derived from the creation of a portfolio of properties in different
locations;

● synergies between investment property and other assets;
● legal rights or restrictions that are specific to the current owner; and
● tax benefits or tax burdens specific to the current owner.

Care must also be taken not to double count assets or liabilities that are recognised
separately – for example:

● equipment such as elevators or air conditioning;
● furniture in a furnished lease;
● prepaid or accrued rental income; and
● the fair value of investment property held under a lease reflects expected cash flows

thus there is the need to add back any recognised lease liability to arrive at the fair
value of the investment property.

Fair value should also not reflect future capital expenditure that will enhance or improve
the property. Moreover, any expected excess expenditure over receipts should be
accounted for under IAS 37.

In exceptional cases, where there is clear evidence that the entity will not be able to
determine the fair value of an investment property reliably on a continuing basis, an
entity should measure the property according to the benchmark treatment in IAS 16
with an assumed residual value of zero. The entity must continue to apply IAS 16 until
the property is disposed. However all other investment properties should be measured at
fair value.

If an entity has measured investment properties at fair value, it must continue to do so
until disposal or unless the property becomes owner occupied, even if comparable
market transactions become less frequent or market prices less readily available.

Cost model If an entity adopts the cost model, it should measure all of its investment
properties in accordance with IAS 16 – i.e. at cost less accumulated depreciation and
impairment losses.
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Transfers
Transfers to or from investment property should be made when, and only when, there is
a change in use, evidenced by:

● commencement of owner occupation;
● commencement of development with a view to resale via inventories;
● end of owner occupation and transfer to investment property;
● commencement of an operating lease, for a transfer from inventories to investment

property; or
● end of construction for a transfer to investment property.

When an entity adopts the cost model, transfers do not change the carrying amounts of
those assets or the cost of that property for disclosure purposes.

When an entity transfers a fair value investment property to owner-occupied property
or inventories, the property’s cost for subsequent periods should be its fair value at the
date of change in use.

If an owner-occupied property becomes an investment property, an entity should
apply IAS 16 up to the date of change in use. Any difference between the carrying
amount of the property under IAS 16 and its fair value should be accounted for as a
revaluation as per IAS 16. That is:

1. Any decrease should be recognised in net income for the period but, to the extent that
a revaluation surplus exists on that asset, the decrease should first be charged against
that surplus.

2. Any resulting increase in the carrying amount should, to the extent it reverses a
previous impairment loss, appear in net income but restored to the amount that
would have been determined had no impairment been recognised.

3. Any remaining part of the increase in the carrying amount should be credited
directly to equity (revaluation surplus). On disposal, the surplus may be transferred to
retained earnings but not through net income.

For transfers between inventories and investment properties (fair value), any
difference between the fair value of the property at that date and its previous
carrying value should be recognised in net income for the period (i.e. same as sale of
inventories).

For transfers from construction to investment properties at fair value, any difference
between fair value at that date and its previous carrying amount should be recognised in
net income.

Disposals
An investment property should be derecognised on disposal or when the property is
permanently withdrawn from use and no future economic benefits are expected to be
derived from its disposal. The creation of a finance lease would be one example.

Gains or losses arising from retirement or disposal represent the difference between
the net disposal proceeds and the carrying amount of the asset, and should be recog-
nised as profits or losses in the income statement in the period of that retirement or
disposal.
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Consideration initially should be at fair value and, if deferred, at the cash price
equivalent, with any difference in the latter being treated as interest revenue (as per
IAS 18) using the effective interest method.

Compensation from third parties for investment properties that have been impaired,
lost or given up should be recognised in profit or loss when the compensation becomes
receivable. The following should be separately disclosed:

● impairments recognised in accordance with IAS 36;
● retirements/disposals recognised in accordance with IAS 40;
● compensation from third parties recognised in profit and loss when it becomes receivable;
● the cost of assets restored, purchased or constructed as replacements in accordance

with IAS 40.

Disclosure
Fair value and cost models

An entity should disclose:

1. Whether it applies the fair value or the cost model
2. If it applies the fair value model, whether, and in what circumstances, property

interests held under operating leases are classified and accounted for as investment
property

3. The criteria to distinguish investment property from owner-occupied property from
property held for normal resale

4. The methods and significant assumptions applied in determining fair value,
including a statement supported by market evidence or based on other factors

5. The extent to which the fair value of an investment property is based on a valuation
by an independent valuer holding a recognised qualification with recent experience
in the location and category of the investment property being valued; if none, that
fact should be disclosed

6. The amounts included within income for:
● rental income
● direct operating expenses arising from investment properties generating rental income
● direct operating expenses arising from investment properties not generating rental

income
7. The existence and amounts of restrictions on realisability or remittance
8. Contractual obligations to purchase, construct or develop investment properties, or

for repairs, maintenance or enhancements.

Fair value model

In addition to the above, a reconciliation of the carrying amount of investment property
from the start to the end of the period is required showing the following:

1. Additions, disclosing acquisitions separately from capitalised subsequent expenditure
2. Additions from business combinations
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3. Disposals
4. Net gains/losses from fair value adjustments
5. Net exchange differences on translation of a foreign entity
6. Transfers to/from inventories and owner-occupied property
7. Other movements.

When a valuation obtained for investment property is adjusted significantly, e.g. to avoid
double counting of assets/liabilities, the entity should disclose a reconciliation between
the valuation obtained and the adjusted valuation included in the financial statements,
showing separately the aggregate amount of any recognised lease obligations that have
been added back, and any other significant adjustments.

In exceptional cases, when using the cost model, the reconciliation shown above in 
(1) to (7) should be provided separately for that investment property from any others.
In addition, the following should also be disclosed:

1. A description of the investment property
2. An explanation of why fair value cannot be reliably measured
3. If possible, the range of estimates within which fair value is highly likely to lie
4. On disposal of an investment property not carried at fair value:

● the fact that it has disposed of such a property
● the carrying amount of the investment property at the date of sale
● the amount of the gain or loss recognised.

Cost model

In addition to the disclosure required in the joint section above, an entity should also
disclose:

1. The depreciation methods used
2. The useful lives or depreciation rates adopted
3. The gross carrying amount and accumulated depreciation and impairment at start

and end of period
4. A reconciliation of the carrying amount of the investment property at the start and

end of the period showing:
● additions separately from capitalised subsequent expenditure
● additions from business combinations
● disposals
● depreciation
● impairment losses recognised in the period
● net exchange differences
● transfers to/from inventories and owner occupied property
● other movements

5. The fair value of investment property, but when it cannot be reliably determined the
following should be disclosed:
● a description of the investment property
● an explanation of why fair value cannot be determined reliably
● if possible, the range of estimates within which fair value is highly likely to lie.
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2.3 IAS 20 Accounting for Government Grants 
and Disclosure of Government Assistance (1994)

Objective
The objective of IAS 20 is to prescribe the accounting for and disclosure of government
grants and other forms of government assistance.

Scope
The following are exempt:

● special problems where changing prices affect government grants;
● income tax holidays, accelerated depreciation allowances (i.e. tax benefits);
● government participation in the ownership of the enterprise;
● government grants covered by IAS 41.

Key definitions
Government assistance: action by government to provide an economic benefit specific to an
enterprise or range of enterprises qualifying under certain criteria. It does not include
provision of infrastructure development or imposition of trading constraints.

Government grants: assistance by government in the form of transfers of resources to an
enterprise in return for past or future compliance with certain conditions relating to the
operating activities of the enterprise.

Government grants
Government grants, including non-monetary grants at fair value, should not be recog-
nised until there is reasonable assurance that:

● the enterprise will comply with the conditions attached to them; and
● the grants will be received.

The receipt of grant, by itself, does not provide evidence that the conditions attaching to
the grant have been or will be fulfilled. Also, the accounting treatment is the same
whether the grant is in the form of cash or a non-monetary form.

Once the grant is recognised, any related contingent liability or asset should be
treated in accordance with IAS 37.

Government grants should be recognised as income over the periods necessary to
match them with the related costs which they are intended to compensate on a system-
atic basis. They should not be credited directly to reserves.

In most cases the periods over which the enterprise recognises the costs related to a
government grant are readily ascertainable, and thus grants in recognition of specific
expenses are recognised as income in the same period as the relevant expense – 
e.g. capital grants are released to income as the assets are depreciated.

International financial reporting standards in depth 40

IASD_ch02v1.qxd  6/15/05  5:01 PM  Page 40



A government grant that becomes receivable for expenses already incurred should be
recognised as income in the period it becomes receivable.

Non-monetary government grants

A grant could be the transfer of land or other resources for the use of the enterprise. The
fair value of the non-monetary asset should be assessed, and both the grant and the asset
accounted for at that fair value. An alternative would be to record both asset and grant
at a nominal amount.

Presentation of grants related to assets

These should be presented either by setting up a deferred income reserve or by deducting
the grant in arriving at the carrying amount of the asset. The former requires the income
to be recognised as income on a systematic and rational basis over the useful life of the
asset, whilst the latter automatically achieves that by reducing the depreciation charge.

Presentation of grants related to income

These are sometimes presented as a credit in the income statement, either separately or
under the general heading of ‘other income’. Alternatively, they may be deducted in
reporting the related expense. The former method enables better comparison with other
expenses not affected by a grant, but it could be argued that the expense would not have
been incurred unless the grant was available.

Both methods are therefore acceptable, but disclosure of the grant may be necessary
for a proper understanding of the financial statements.

Repayment of government grants
A government grant that becomes repayable should be accounted for as a revision of an
accounting estimate (see IAS 8). Repayment of a revenue grant should be applied first
against any unamortised deferred credit balance and any excess recorded as an expense.
Repayment of a capital-based grant should be recorded by increasing the carrying
amount of the asset or reducing the deferred income reserve by the amount payable.
The cumulative additional depreciation that would have to be recognised to date as an
expense in the absence of the grant should be recognised as an expense immediately.

Consideration should also be given to a possible impairment review of the asset.

Government assistance
Excluded from the definition of government grants are certain forms of government assis-
tance which cannot reasonably have a value placed upon them, and also transactions with
government which cannot be distinguished from normal trading transactions.

Examples of the former include free technical advice and the provision of guarantees.
An example of the latter would be a government procurement policy that is responsible
for a portion of the enterprise’s sales. Any attempt to segregate the trading activities
from government assistance would be purely arbitrary.
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Disclosure of the benefit, however, may be necessary in order that the financial
statements may not be misleading. Loans at nil or low interest are a form of govern-
ment assistance, but the benefit is not quantified by the imputation of interest.

Government assistance does not include the provision of infrastructure (e.g. transport
facilities, communications network, water or irrigation systems), as these benefit the
whole community.

Disclosure
The following should be disclosed:

1. The accounting policy adopted
2. The nature and extent of government grants recognised in the financial statements

and an indication of other forms of government assistance from which the enterprise
has directly benefited

3. Unfulfilled conditions and other contingencies attached to government assistance
that has been recognised.

Application
Job creation grant

£100,000 provided to create 100 jobs in 4 years. The jobs have been created as follows:

The £20,000 in the deferred grants reserve is now effectively a liability, as it will have to
be paid back to government. It should therefore be transferred from the deferred grants
reserve to current liabilities.

Purchase of equipment

£80,000 with attached grant of 20% and estimated useful life of 4 years.

Net of cost method Deferred income reserve method
Cost £80,000 Cost £80,000
Grant (20%) £16,000 Capital grants reserve* £16,000

£64,000
Depreciation straight line

over 4 years £16,000 p.a. £20,000 p.a.
Release of grant to

profit and loss £(4,000) p.a.
*Recorded on the balance sheet outside shareholders’ funds.

Year Profit and loss (grant released)
£

1 20 20,000
2 30 30,000
3 20 20,000
4 10 10,000

80 80,000
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It is likely that IAS 20 will be changed in order to bring it closer to the IASB’s conceptual
framework. New Zealand is currently preparing an international draft standard which
will probably require all capital-based grants to be recorded immediately in income and
not spread over the useful life of the fixed assets.

2.4 IAS 36 Impairment of Assets (revised March 2004)

Objective
The objective of IAS 36 is to prescribe the procedures an entity should apply to ensure
that its assets are carried at no more than their recoverable amount. If the asset value is
above its future use or sale value it is said to be impaired, and an impairment loss should
be recognised immediately. IAS 36 also covers situations when an impairment should be
reversed, as well as disclosures.

Scope
IAS 36 applies to the impairment of all assets other than:

● inventories – see IAS 2;
● deferred tax assets – see IAS 12;
● employee benefit assets – see IAS 19;
● financial assets – see IAS 39;
● investment properties – see IAS 40;
● biological assets – see IAS 41.

However, it does apply to subsidiaries as defined in IAS 27, associates as defined in
IAS 28 and joint ventures as defined in IAS 31. It also applies to revalued assets
governed by IAS 16. In the latter case, if the fair value is its market value the only
difference is the direct incremental costs of disposal, and if these are negligible then
no impairment has occurred. If the disposal costs are substantial, then IAS 36
applies. If the asset is valued at other than market value, then IAS 16 only should be
applied after the revaluation adjustments have been applied to determine whether or
not it has been impaired.

Key definitions
Recoverable amount: the higher of an asset’s net selling price and its value in use.

Value in use: the present value of future cash flows expected to be derived from the asset
or cash generating unit (CGU).

Net selling price: the amount obtainable from the sale of an asset or CGU in an arms
length transaction less costs of disposal.

Costs of disposal: incremental costs directly attributable to the disposal of an asset but
excluding finance costs and income tax.
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Impairment loss: the amount by which the carrying amount of an asset or CGU exceeds
its recoverable amount.

Cash generating unit (CGU): the smallest identifiable group of assets that generates cash
flows that are largely independent of cash inflows from other assets or groups of assets.

Identifying an asset that may be impaired
IAS 36 is structured in four stages as follows:

1. Measuring recoverable amount
2. Recognising and measuring impairment losses
3. Reversing impairment losses
4. Information to be disclosed.

An asset is impaired when the carrying amount of an asset exceeds its recoverable
amount. Except for intangible assets with indefinite lives and goodwill, a formal estimate
of recoverable amount does not occur annually unless there is an indication of a poten-
tial impairment loss. At each balance sheet date, however, an entity should assess
whether or not there are indications of impairment losses.

In making an assessment of whether or not there are indications of impairment an
entity, as a minimum, should consider the following.

1. External sources:
● a significant decline in an asset’s market value
● significant changes with an adverse effect on the entity that have taken place

during the period or in the near future – in the technological, economic or legal
environments

● market interest rate increases during the period which have affected the discount rate
● whether the carrying amount of the net assets in the entity is more than its market

capitalisation.
2. Internal sources:

● evidence of obsolescence or physical damage
● plans to discontinue or restructure the operation to which the asset belongs, or

plans to dispose of the asset or reassess its useful life
● evidence that economic performance is worse than expected.

The list is not intended to be exhaustive, and there may be other indications that are
equally important.

Evidence from internal reporting of impairment includes the following:

● cash flows for operating and maintaining the asset are considerably higher than
budgeted;

● actual cash flows are worse than budgeted;
● a significant decline in budgeted cash flows or operating profit; or
● operating losses.

Intangible assets with infinite lives or not yet in use, as well as goodwill, should be tested
for impairment on an annual basis. Materiality, however, applies, and if interest rates
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have increased during the period an asset’s recoverable amount need not be formally
estimated if the discount rate is unlikely to be affected or if previous sensitivity analysis
makes it unlikely that a material decrease has occurred or has resulted in a material
impairment loss.

If an asset is impaired, depreciation should also be reviewed and adjusted as the
remaining useful life may be considerably shorter.

Measuring recoverable amount

Recoverable amount is the higher of net selling price and value in use. Both need not
necessarily be determined. If either exceeds the NBV, then the asset is not impaired.

If it is not possible to determine net selling price as there is no reliable estimate, then
value in use should be adopted instead. Also, if there is no reason to believe that an
asset’s value in use is materially different from its net selling price then the asset’s
recoverable amount will be its net selling price.

Recoverable amount is determined for individual assets unless the asset does not
generate cash flows that are largely independent of those from a group of assets. If the
latter, then recoverable amount is determined for the CGU to which the asset belongs
unless either:

● the asset’s net selling price is higher than its NBV; or
● the asset’s value in use can be determined to be close to its net selling price.

In some cases averages may provide a reasonable approximation of the detailed compu-
tations.

Measuring the recoverable amount of an intangible asset with an indefinite useful life
This must be measured at the end of each reporting period, but a previous detailed
calculation in a preceding period may be adopted provided all of the following criteria
are met:

● the intangible asset does not generate cash inflows largely independent from other
assets and is therefore tested as part of an CGU whose assets and liabilities have
largely remain unchanged since the last calculation;

● the most recent recoverable amount resulted in an amount that exceeded the assets
NBV by a considerable amount;

● based on an analysis of events since the last valuation, the likelihood that a current
recoverable amount would be less than the asset’s NBV is remote.

Net selling price
Best evidence is a binding sale agreement at arm’s length, adjusted for incremental costs
directly attributable to disposal of the asset.

If there is no binding sale agreement but it is traded on an active market, net selling
price is the asset’s market price less costs of disposal. The price should be the current bid
price or the price of the most recent transaction. If none exists it should be based on the
best information available to reflect what would be received between willing parties at
arm’s length, but it should not be based on a forced sale. Costs of disposal include legal
costs, stamp duty and other direct incremental costs, but not reorganisation or termina-
tion benefits.
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Value in use
The following elements should be reflected in the calculation of value in use:

● an estimate of future cash flows to be derived from the asset;
● expectations about possible variations in the amount or timing of such flows;
● the time value of money;
● the price for bearing the uncertainty inherent in the asset; and
● other factors, including poor liquidity, that market participants would reflect in pricing

expected future cash flows.

This requires estimating the future cash flows to be derived from continuing use of the
asset and from its ultimate disposal, as well as applying the appropriate discount rate to
those flows. Either cash flows or the discount rate can be adjusted to reflect the above
five elements.

Basis for estimates of future cash flows Cash flows should be based on reasonable and
supportable assumptions that represent management’s best estimate of a range of
economic conditions that exist over the life of the asset and take into account the past
ability of management to forecast cash flows accurately.

Greater weight should be given to external evidence and cash flows should be based on
the most recent financial forecasts approved by management covering a normal maximum
period of 5 years. If a longer period is justified, budgets/forecasts should be extrapolated
using a steady or declining growth rate that should not exceed the long-term average
growth rate for the products, industries or countries in which the entity operates, unless a
higher rate is justified. If appropriate, the growth rate should be zero or negative.

Composition of estimates of future cash flows These shall include:

● projections of cash inflows from continuing use of the asset;
● projections of cash outflows necessarily incurred to generate the cash inflows and that

can be directly attributed to the asset;
● net cash flows to be received for the disposal of the asset at the end of its useful life.

Estimates should reflect consistent assumptions about price increases due to general
inflation, and should include future overheads that can be directly attributed or allocated
to the asset. If the asset is not in use yet, all expected future costs to get it ready should
be included within future cash outflows.

Cash flows do not include either cash inflows from assets that generate cash inflows
largely independent of the cash inflows from the asset, nor cash outflows related to
obligations already recognised as liabilities.

Future cash flows should be estimated for the asset in its current condition and
should not include cash inflows from restructuring (under IAS 37) or from future capital
expenditure that will enhance or improve the asset’s performance.

Estimates of future cash flows shall not include:

● cash inflows from financing activities; or
● income tax receipts or payments.

This will avoid double counting of the interest cost and ensure that the discount rate is
determined on a pre-tax rate basis.

Estimates of net cash flows to be received from disposal are those expected to be
obtained on an arm’s length basis after deducting disposal costs. It should be based on
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prices prevailing at the date of the estimate for assets operating under similar conditions
and should reflect the effect of future price increases (general and specific).

Discount rate This should be a pre-tax rate that reflects both the time value of money
and the specific risks attached to the asset. The latter is the return that investors would
require if they were to choose an investment that would generate cash flows equivalent
to those expected to be derived from the asset. Where an asset specific rate is not directly
available then surrogates may be adopted.

Recognising and measuring impairment losses

Assets other than goodwill
Only if the recoverable amount of an asset is less than its NBV should the asset be
reduced to its recoverable amount and an impairment loss created. That should then be
expensed in the income statement unless the asset has been carried at a revalued amount
under IAS 16, in which case it is treated as a revaluation decrease.

A revaluation loss is charged to income to the extent that the loss exceeds the amount
held in the revaluation reserve for the same asset. Where the impairment loss is greater
than the NBV, a liability should be recognised only if required by another standard.
After recognition of the impairment loss, depreciation must be adjusted in future peri-
ods to allocate the asset’s revised book value to be spread over the asset’s remaining use-
ful life. Any related deferred tax assets or liabilities are determined under IAS 12 by
comparing the revised NBV of the asset with its tax base.

Cash generating units and goodwill
Identification of the CGU to which an asset belongs If there is any indication that an
asset may be impaired, the recoverable amount shall be estimated for that individual
asset. If it is not possible to estimate the recoverable amount of the individual asset, then
the entity should determine the recoverable amount of the CGU to which the asset
belongs (the CGU).

This occurs when an asset’s value in use cannot be estimated to be close to net selling
price and the asset does not generate cash inflows from continuing use that are largely
independent of those from other assets. In such cases the value in use and thus recover-
able amount must be determined only for the asset’s CGU. IAS 36 offers a few examples
(see Examples 2.1 and 2.2).
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Example 2.1
Identification of CGU in a mining company

A mine owns a private railway to support its mining activities. It could only be sold for scrap
and does not generate independent cash flows from those of the mine.

The CGU, in this case, is therefore the mine as a whole, including the railway, as the
railway’s value in use cannot be independently determined and would be very different from
its scrap value.

Identification of an asset’s CGU involves judgement and should be the lowest aggregation
of assets that generate largely independent cash inflows from continuing use.
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Example 2.2
Identification of CGU in a bus company

A bus company has a contract to provide a minimum service on five separate routes. Cash
flows can be separately identified for each route.

Even if one route is operating at a loss, the entity has no option to curtail any one route and
the lowest independent level is the group of five routes together. The CGU is therefore the bus
company itself.

Cash inflows should be from outside parties only and should consider various factors,
including how management monitors the entity’s operations.

If an active market exists for the asset’s or group of assets’ output, then they should be
identified as a CGU, even if some of the output is used internally. If this is the case, man-
agement’s best estimate of future market prices shall be used:

● in determining the value in use of the CGU when estimating the future cash inflows
relating to internal use; and

● in determining the value in use of other CGUs of the entity, when estimating future
cash outflows that relate to internal use of the output.

CGUs must be identified consistently from period to period unless a change is justified.

Recoverable amount and carrying amount of a CGU The recoverable amount of a
CGU is the higher of its net selling price and value in use. The carrying amount shall be
determined consistently with the way recoverable amount is determined.

The carrying amount of a CGU includes the carrying amount of only those assets
that can be attributed directly or allocated on a reasonable and consistent basis to the
CGU, and does not include the carrying amount of any recognised liability unless the
recoverable amount of the CGU cannot be determined without its consideration.

The CGU should exclude cash flows relating to assets that are not part of a CGU.
However, all assets that generate cash flows for the CGU should be included. In some cases,
e.g. goodwill and head office assets, future cash flows cannot be allocated to the CGU on a
reasonable and consistent basis. This is covered later. Also, certain liabilities may have to be
considered – e.g. on disposal of a CGU, if a buyer is forced to take over a liability. In that
case the liability must be included as per the example provided in IAS 36 (see Example 2.3).

Example 2.3
Recoverable amount of a CGU

A company must restore a mine by law, and has provided for the cost of restoration of 500
which is equal to the present value of restoration costs. The CGU is the mine as a whole.
Offers of 800 have been received to buy the mine, and disposal costs are negligible. The value
in use is 1,200 excluding restoration costs and the carrying amount 1,000.

The recoverable amount of 800 exceeds its carrying amount of 500 by 300 and there is no
impairment.

Net selling price 800
Value in use 700 (1,200 less 500)
Carrying amount of CGU 500 (1,000 less 500)
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Goodwill
Allocating goodwill to CGUs Goodwill should be allocated to one or more CGUs, and
the CGUs should represent the smallest CGU to which a portion of the carrying
amount of goodwill can be allocated on a reasonable and consistent basis. It is capable
of being allocated only when a CGU represents the lowest level at which management
monitors the return on investment in assets that include the goodwill. The CGU should
not be larger than a segment based on IAS 14.

Goodwill does not generate cash flows independently, the benefits are not capable of
being individually identified and separately recognised and they often contribute to multi-
ple CGUs. If the initial allocation of goodwill cannot be completed before the end of
the first annual reporting period in which the business combination occurs, it must be
completed before the end of the first annual reporting date beginning after the acquisi-
tion date.

If provisional values are adopted, the acquirer must initially adopt those provisional
figures and then adjust within twelve months to final. Additional information must be
disclosed about the adjustments.

If a CGU is disposed, which includes goodwill previously allocated, the goodwill
associated with the disposal shall be:

● included in the NBV of the operation when determining the gain or loss on dis-
posal; and

● measured on the basis of relative values of the operation disposed of and the portion
of the CGU retained (see Example 2.4).
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Example 2.4
Allocating goodwill if a CGU is disposed

An entity sells for 100 an operation that was part of a CGU to which goodwill was allocated.
The recoverable amount of part of CGU retained is 300.

Of the goodwill allocated, 25% is included in the NBV of operation that is sold.

If an entity reorganises so that changes in composition of one or more CGUs (to which
goodwill has been allocated) occur, the goodwill shall be reallocated to units affected by
adopting a relative value approach similar to that used when an entity disposes of an
operation within a CGU (see Example 2.5).

Example 2.5
Allocating goodwill if an entity reorganises

Goodwill was previously allocated to CGU A, but A will now have to be divided into three
other CGUs.

Goodwill allocated to A is reallocated to B, C and D based on the relative values of the three
portions of A before those portions are integrated with B, C and D.
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Testing CGUs with goodwill for impairment When goodwill cannot be allocated on a
reasonable and consistent basis, the unit should be tested for impairment whenever there
is an indication of impairment by comparing its NBV excluding goodwill with its recov-
erable amount.

If a CGU includes an intangible asset that has an indefinite useful life or is not yet in
use, then the asset can be tested for impairment only as part of the CGU.

A CGU to which goodwill has been allocated shall be tested for impairment annually,
and whenever there is an indication that it may be impaired its NBV (including goodwill)
should be compared with its recoverable amount. If the NBV exceeds its recoverable
amount, the entity shall:

1. Determine whether goodwill allocated to CGU is impaired by comparing the
implied value of goodwill with its carrying amount;

2. Recognise any excess of the carrying value of goodwill immediately in profit and loss
as an impairment loss;

3. Recognise any remaining excess as an impairment loss first against goodwill allocated
to the CGU and then to other assets on a pro rata basis (per NBVs).

Implied value of goodwill The implied value of goodwill should be measured as the
excess of:

● the recoverable amount of the CGU to which goodwill is allocated, over
● the net fair value of identifiable assets, liabilities and contingent liabilities the entity

would recognise if it acquired the CGU in a business combination on the date of the
impairment test.

Minority interest Under IAS 36 goodwill is based on parent’s ownership interest, and
thus goodwill attributable to minority interest is not recognised. If there is a minority
interest in a CGU to which goodwill has been allocated, the carrying amount of that
CGU comprises:

● both the parent’s interest and the minority interest in the identifiable net assets of the
CGU; and

● the parent’s interest in goodwill.

However, part of the recoverable amount of the CGU will be attributable to the minor-
ity interest in goodwill. For impairment testing the carrying amount of the CGU should
be notionally adjusted by grossing up goodwill to include that attributable to minority
interest. This is then compared with the recoverable amount to determine whether the
CGU is impaired. If it is, the entity must allocate the impairment loss as per (1) to (3)
above.

The implied value of goodwill allocated to a CGU with a minority interest includes
goodwill attributable to both the parent and minority interests. This implied value is
then compared with the notionally grossed up carrying value of goodwill to determine
whether goodwill is impaired. Any impairment loss is apportioned between parent and
minority, but only the parent’s share is recognised.
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If the total impairment loss relating to goodwill is less than the amount by which the
notionally adjusted carrying amount of the CGU exceeds its recoverable amount, any
excess must be accounted for as an impairment loss (see Example 2.6).
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Example 2.6
Impairment testing CGUs with goodwill and minority interests

Background
Entity X acquires 80% of Entity Y for 1,600 on 1.1.2003. Y’s identifiable net assets at that
date have a fair value of 1,500. X recognises:

● goodwill 1,600 � 80% � 1500 � 400;
● Y’s identifiable net assets at fair value of 1,500;
● minority interest of 20% � 1500 � 300.

The assets of Y are the smallest group of independent assets; thus it is a CGU. Because it
includes goodwill, it must be tested for impairment annually or more frequently if there is an
indication of impairment.

At the end of 2003, X determines that the recoverable amount of Y is 1,000. Assume X
adopts straight-line depreciation with a life of 10 years for all its identifiable net assets.

Testing Y for impairment

End of 2003 Goodwill Identifiable net assets Total
Gross carrying amount 400 1,500 1,900
Accumulated depreciation 4–0 1(150) 10% 1(150)
Carrying amount 400 1,350 1,750
Unrecognised minority interest 100 (400 � 20/80) 1 ,–50 1,100
Notionally adjusted carrying amount 500 1,350 1,850
Recoverable amount (800 � 200) 1,000
Impairment loss 1,850

The impairment loss of 850 is allocated by first examining whether goodwill is impaired. That
occurs if its carrying amount exceeds its implied value. If X determines that the fair value of
the identifiable assets it would recognise if it had acquired Y at the date of the test is 800, the
implied value of goodwill is 200. This implied value includes goodwill attributable to both X
and minority interest.

Thus, 300 of the 850 impairment loss is attributable to goodwill (i.e. 500 � 200). However,
because goodwill is only recognised to the extent of X’s 80% ownership in Y, X only recog-
nises 80% of the loss (i.e. 240). The remaining loss of 550 is used to reduce the carrying
amount of Y’s identifiable assets.

End of 2003 Goodwill Identifiable net assets Total
Gross carrying value 400 1,500 1,900
Accumulated depreciation 4–0 1(150) 1(150)
Carrying amount 400 1,350 1,750
Impairment loss (240) 1(550) 1(790)
Carrying amount after impairment loss 160 1,800 1,960
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Timing of the impairment test
The test can be carried out at any time during the year provided it is at the same time
every year. Different CGUs may be tested for impairment at different times.
However, if some of the goodwill was acquired in a business combination during the
year, that CGU shall be tested for impairment before the end of the current report-
ing period.

If other assets or smaller CGUs are tested at the same time as the larger unit, they
shall be tested for impairment before the larger unit.

The most recent detailed calculation made in a preceding reporting period may be
adopted for the test provided all of the following criteria are met:

● the assets and liabilities have not changed significantly since the most recent recover-
able amount calculation;

● the most recent recoverable amount calculation resulted in an amount substantially in
excess of the CGU’s carrying amount; and

● based on an analysis of events and changed circumstances, the likelihood that a cur-
rent recoverable amount would be less than the current carrying amount of the CGU
is remote.

If the carrying amount of a CGU exceeds its recoverable amount but the entity has not
completed its determination of whether goodwill is impaired or not, it may use its best
estimate of any probable impairment loss. Any adjustment shall be recognised in the
succeeding reporting period.

Corporate assets
These include headquarters buildings, research centres etc. Their key characteristics are
that they do not generate independent cash flows, and therefore their recoverable
amount cannot be determined. Thus if there is an indication that a corporate asset may
be impaired, recoverable amount is determined for the CGU to which the corporate
asset belongs compared with the carrying amount of this CGU and any impairment loss
recognised (see Example 2.7).

If a portion of the carrying amount of a corporate asset can be allocated on a rea-
sonable and consistent basis, then the entity shall compare the carrying amount of the
CGU (including corporate asset) with its recoverable amount and any losses recognised.

If a portion of the carrying amount of a corporate asset cannot be allocated on a rea-
sonable and consistent basis, then the entity shall:

● compare the carrying amount of the CGU, excluding the corporate asset, with its
recoverable amount and recognise any impairment loss;

● identify the smallest CGU to which a portion of the corporate asset can be allocated
on a reasonable and consistent basis; and

● compare the carrying amount of the larger CGU including a portion of the corporate
asset with its recoverable amount. Any impairment loss shall be recognised.
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Example 2.7
Allocation of corporate assets

Background
Entity M has three CGUs – A, B and C. They do not include goodwill. At the end of 2000 the
carrying amounts are 100, 150 and 200.

Corporate assets have a carrying amount of 200 (buildings 150, research centre 50). The
remaining useful life of CGU A is 10 years and of CGUs is B and C 20 years. The entity
adopts a straight-line basis for depreciation.

There is no basis to calculate net selling price for each CGU, thus recoverable value is based
on value in use using a 15% pre-tax discount rate.

Identification of corporate assets
The carrying amount of headquarters building can be allocated on a reasonable and consis-
tent basis. The research centre cannot be allocated on such a manner.

Allocation of corporate assets

End of 2000 A B C Total
Carrying amount 100 150 200 450
Useful life 10 years 20 years 20 years
Weighting based on useful life 1 2 2
Carrying amount after weighting 100 300 400 800
Pro rata allocation of building 12% 38% 50% 100%
Allocation of carrying amount of building 119 156 175 (150)
Carrying amount after allocation 119 206 275 600

Determination of recoverable amount and calculation of impairment losses
The recoverable amount of each individual CGU must be compared with its carrying
amount, including the portion of the headquarters, and any impairment loss recognised.
IAS 36 then requires the recoverable amount of M as a whole to be compared with its
carrying amount, including the headquarters and the research centre.

Calculation of A, B, C and M’s value in use at the end of 2000:

A Future cash flows for 10 years discounted at 15% 199
B Future cash flows for 20 years discounted at 15% 164
C Future cash flows for 20 years discounted at 15% 271
M Future cash flows for 20 years discounted at 15% 720

Impairment testing A, B and C:

End of 2020 A B C
Carrying amount after allocation of building 119 206 275
Recoverable amount 199 164 271
Impairment loss 190 1(42) 1 (4)

Allocation of impairment losses for CGUs B and C:

B C
To headquarters building (42 � 56/206) (12) (1) (4 � 75/275)
To assets in CGU (42 � 150/206) (30) (3) (4 � 200/275)

(42) (4)
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Impairment loss for a CGU
An impairment loss should be recognised only if its recoverable amount is less than its car-
rying amount. The impairment loss is allocated to reduce the carrying amount of the assets:

● first, against goodwill to its implied value; and
● then to other assets on a pro rata basis based on the carrying amount of each asset in

the unit.

These are treated as impairment losses on individual assets. In allocating the loss, an
asset should not be reduced below the highest of:

● its net selling price (if determinable);
● its value in use (if determinable); and
● zero.

The amount of the loss that would otherwise have been allocated to the asset shall be
allocated to the other assets on a pro rata basis.

If the recoverable amount of each individual asset in a CGU cannot be estimated
without undue cost or effort, IAS 36 requires an arbitrary allocation between assets of
the CGU other than goodwill.

If the recoverable amount of an individual asset cannot be determined:

● an impairment loss is recognised for the asset if its carrying value is greater than the
higher of its net selling price and the results of procedures described above;

● no impairment loss is recognised if the related CGU is not impaired even if its net
selling price is less than its carrying amount.

Reversing impairment losses

An entity shall assess at each balance sheet date whether there is any indication that an
impairment loss recognised in prior periods, other than goodwill, may no longer exist. If
such exists, the entity shall estimate the recoverable amount of that asset.

In assessing whether or not there is a reversal, the entity should consider the following
indications, as a minimum.
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Because the research centre could not be allocated on a reasonable and consistent basis to 
A, B and C’s CGUs, M compares the carrying amount of the smallest CGU to which the carry-
ing amount of the research centre can be allocated (i.e. M as a whole) to its recoverable amount.

Impairment testing the ‘larger’ CGU (i.e. M as a whole):

End of 2020 A B C Building Research centre M
Carrying amount after allocation 100 150 200 150 50 650

of building
Impairment loss (first step) 1–0 1(30) 1(3) 1(13) 5–0 6(46)
Carrying amount (after first step) 100 120 197 137 50 (604)
Recoverable amount 720
Impairment loss for the larger CGU 720

Thus, no additional impairment loss results from the application of the impairment test to the
‘larger’ CGU. Only the 46 uncovered in the first step is recognised.
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1. External sources of information:
● whether the asset’s market value has increased significantly during the period
● significant changes with a favourable impact in the technological, market, economic

or legal environment in which the entity operates
● whether market interest rates have decreased and are likely to affect the discount

rate and the recoverable amount.
2. Internal sources of information:

● any significant changes with a favourable effect during the period or in the near future;
this includes capital expenditure that enhances an asset’s standard of performance

● evidence that indicates that economic performance is better than expected.

An impairment loss in prior periods, for assets other than goodwill, shall be reversed
only if there is a change in estimate used to determine the asset’s recoverable amount
since the loss was recognised.

Examples of changes in estimate include:

● a change in the basis for recoverable amount;
● if the recoverable amount was based on value in use, a change in amount or timing of

cash flows or in the discount rate;
● if the recoverable amount was based on net selling price, a change in components of

net selling price.

An impairment loss, however, is not reversed merely because of the passage of time.

Reversal of an impairment loss for an individual asset
The increased carrying value of an asset (other than goodwill) due to a reversal shall not
exceed the carrying amount that would have existed had the asset not been impaired in
prior years.

Any increase in the carrying amount, above the carrying amount had no impairment
taken place, would have been a revaluation.

A reversal shall be recognised immediately in profit and loss unless the asset is carried
at a revalued amount under another standard. Any reversal of an impairment loss on a
revalued asset shall be treated as a revaluation reserve increase, and credited directly to
equity. However, to the extent a loss was previously recognised in profit and loss, a rever-
sal is also recognised in profit and loss.

After a reversal, the depreciation charge should be adjusted in future periods to allo-
cate its revised carrying amount over its remaining useful life.

Reversal of an impairment loss for a CGU
A reversal of an impairment loss for a CGU should be allocated to the assets in the unit,
except for goodwill, on a pro rata basis with the carrying amount of those assets.

In allocating a reversal for a CGU, the carrying amount of an asset should not be
increased above the lower of:

● its recoverable amount (if determinable);
● the carrying amount that would be determined had no impairment taken place.

The amount of the reversal of the impairment loss that would otherwise have been
allocated to the asset shall be allocated on a pro rata basis to the other assets of the CGU,
except for goodwill.
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Reversal of an impairment loss for goodwill
An impairment loss recognised for goodwill shall not be reversed in subsequent periods,
as IAS 38 expressly forbids the creation of internally generated goodwill.

Information to be disclosed

An entity should disclose the following for each class of assets:

1. The amount of impairment losses recognised in profit and loss during the period
2. The amount of reversals of impairment losses recognised in profit and loss during

the period
3. The amount of impairment losses recognised directly in equity during the period
4. The amount of reversals of impairment losses recognised directly in equity during

the period.

The information may be included in a reconciliation of the carrying amount of prop-
erty, plant and equipment as required by IAS 16.

The following should be disclosed for each material impairment loss recognised or
reversed during the period for an individual asset, including goodwill, or a CGU.

1. The events and circumstances that led to the recognition or reversal of the impair-
ment loss

2. The amount of the impairment loss recognised or reversed
3. For an individual asset:

● the nature of the asset
● the reportable segment to which the asset belongs, if applicable

4. For a CGU:
● a description of the CGU
● the amount of the impairment loss recognised or reversed by class of asset and, if

applicable, by reportable segment under IAS 14
● if the aggregation of assets for identifying the CGU has changed since the previous

estimate of the CGU’s recoverable amount, a description of the current and
former way of aggregating assets and the reasons for changing the way the CGU is
identified

5. Whether the recoverable amount of the asset (CGU) is its net selling price or its value
in use

6. If recoverable amount is net selling price, the basis used to determine net 
selling price

7. If recoverable amount is value in use, the discount rate used in the current and
previous estimates of value in use.

An entity shall disclose the following information for the aggregate impairment losses
and the aggregate reversals of impairment losses recognised during the period for which
no information is disclosed above:

1. The main classes of assets affected by impairment losses and the main classes of
assets affected by reversals of impairment losses

2. The main events and circumstances that led to the recognition of these impairment
losses and reversals of impairment losses.
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An entity is encouraged to disclose key assumptions used to determine the recoverable
amount of assets (CGUs) during the period, but required to do so when goodwill or
intangible assets with indefinite useful lives are included in a CGU.

If goodwill has not been allocated to a CGU, the amount shall be disclosed together
with reasons for non-allocation.

If an entity recognises the best estimate of a probable impairment loss for goodwill
the following should be disclosed:

1. The fact that the impairment loss recognised for goodwill is an estimate, not yet finalised
2. The reasons why the impairment loss has not been finalised.

In the immediate succeeding period, the nature and amount of any adjustments shall be
disclosed.

There are also considerable additional disclosures for segments.

2.5 IAS 23 Borrowing Costs (revised December 2003)

Objective
The objective of IAS 23 is to prescribe the accounting treatment for borrowing costs.
Generally it requires immediate expending, but there is an allowed alternative to permit
capitalisation of borrowing costs that are directly attributable to the acquisition, con-
struction or production of a qualifying asset.

Scope
The standard should be applied in accounting for borrowing costs, but it does not cover
the actual or imputed costs of equity.

Key definitions
Borrowing costs: interest and other costs incurred by an enterprise in connection with
borrowing of funds.

Qualifying asset: an asset which takes a substantial period of time to get ready for its
intended use or sale.

Borrowing costs include interest on bank overdrafts, amortisation of discounts, amorti-
sation of ancillary costs and finance lease charges.

Examples of qualifying assets include inventories requiring a substantial period of
time to bring to a saleable condition, power generation facilities, and investment prop-
erties. Assets that are ready for their intended use are not qualifying assets.

Borrowing costs – benchmark treatment
Recognition

Borrowing costs should be expended in the period that they are incurred.
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Disclosure

The accounting policy adopted for borrowing costs should be disclosed.

Borrowing costs – allowed alternative treatment
Recognition

Borrowing costs should be expended in the period they are incurred except to the extent
that they are capitalised. However, borrowing costs that are directly attributable to the
acquisition, construction or production of a qualifying asset should be capitalised as part
of the cost of that asset. That can occur when it is probable that they will result in future
economic benefits to the enterprise and the costs can be measured reliably.

Borrowing costs eligible for capitalisation
These are those borrowing costs that would have been avoided if the expenditure on the
qualifying asset had not been made. When an enterprise borrows funds specifically to
obtain a particular asset, the borrowing costs can be readily identified.

It may be difficult to identify a direct relationship – e.g. central coordination of
finance, use of a range of debt instruments, loans in foreign currencies, operations in
highly inflationary economies or from fluctuations in exchange rates. The exercise of
judgement is required to determine the amount of borrowing costs to capitalise.

The FRS requires the use of actual borrowing costs less any temporary investment
income where funds are borrowed specifically. To the extent that funds are borrowed
generally, then the amount capitalised should be determined by applying a weighted
average capitalisation rate to the borrowings outstanding during the period. However,
the amount of borrowing costs capitalised during a period should not exceed the
amount of borrowing costs incurred during that period.

Excess of the carrying amount of the qualifying asset over recoverable amount
When the carrying amount of the qualifying asset exceeds its recoverable amount or net
realisable value, the carrying amount is written down. In certain circumstances the
amount can be written back.

Commencement of capitalisation
Capitalisation should commence when:

● expenditures for the asset are being incurred;
● borrowing costs are being incurred; and
● activities to prepare the asset for intended use are in progress.

Only those expenditures that result in payments of cash, transfers of other assets or
assumption of interest-bearing liabilities may be capitalised. These are reduced by any
progress payments and grants received. The average carrying amount of the asset
during a period should normally be a reasonable approximation of the expenditure to
which the capitalisation rate is applied in that period.

The activities necessary to prepare the asset encompass more than the physical
construction of the asset. They include technical and administrative work prior to the
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commencement of physical construction. This excludes holding costs, e.g. borrowing
costs incurred while land acquired for building is held without any associated develop-
ment activity.

Suspension of capitalisation
Capitalisation should be suspended during extended periods in which active develop-
ment is interrupted. Capitalisation of borrowing costs is not normally suspended during
a period when substantial technical and administrative work is being carried out, nor
when a temporary delay is necessary to get an asset ready for intended use or sale – e.g.
high water levels delaying construction of a bridge.

Cessation of capitalisation
Capitalisation should cease when substantially all the activities necessary to prepare the
qualifying asset for its intended use or sale are complete. Normally when physical
construction is complete but minor modifications are all that is outstanding, this would
indicate that substantially all activities are complete.

When the construction of a qualifying asset is completed in parts and each part is
capable of being used, then capitalisation should cease when substantially all the
activities necessary to prepare that part for use are completed – e.g. each building in a
business park but not an industrial plant involving several processes carried out in
sequence.

Disclosure

The following should be disclosed:

1. The accounting policy adopted for borrowing costs
2. The amount of borrowing costs capitalised in the period
3. The capitalisation rate used.

2.6 Examination questions

The first batch of questions cover the accounting treatment required by IAS 16.
Broadoak Plc concentrates on the costs that may be capitalised as property etc., both ini-
tially and subsequently. The second question covers the process of revaluation. The
third question links IAS 16 with IAS 37 on provisions and the final question covers nil
depreciation and component accounting.

Question 2.1: Broadoak (ACCA)
The broad principles of accounting for tangible non-current assets involve distinguish-
ing between capital and revenue expenditure, measuring the cost of assets, determining
how they should be depreciated, and dealing with the problems of subsequent measure-
ment and subsequent expenditure. IAS 16 Property, Plant and Equipment has the intention
of improving consistency in these areas.
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Required

(a) Explain:
(i) how the initial cost of tangible non-current assets should be measured, and

(ii) the circumstances in which subsequent expenditure on those assets should be
capitalised.

(b) Explain IAS 16’s requirements regarding the revaluation of non-current assets and the
accounting treatment of surpluses and deficits on revaluation and gains and losses on
disposal.

Required

(c) Calculate the amount at which the initial cost of the plant should be measured (ignore
discounting).

Broadoak has recently purchased an item of plant from Plantco, the details of this are:

Broadoak paid for the plant (excluding the ancillary costs) within four weeks of order,
thereby obtaining an early settlement discount of 3%.

Broadoak had incorrectly specified the power loading of the original electrical cable
to be installed by the contractor. The cost of correcting this error of $6,000 is included
in the above figure of $14,000.

The plant is expected to last for 10 years. At the end of this period there will be com-
pulsory costs of $15,000 to dismantle the plant and $3,000 to restore the site to its origi-
nal use condition.

$ $
Basic list price of plant 240,000

trade discount applicable to Broadoak 12.5% on list price
Ancillary costs:

shipping and handling costs 2,750
estimated pre-production testing 12,500
maintenance contract for 3 years 24,000
site preparation costs

electrical cable installation 14,000
concrete reinforcement 4,500
own labour costs 17,500 26,000

Broadoak acquired a 12-year lease on a property on 1 October 1999 at a cost of
$240,000. The company policy is to revalue its properties to their market values at the
end of each year. Accumulated amortisation is eliminated and the property is restated to
the revalued amount. Annual amortisation is calculated on the carrying values at the
beginning of the year. The market values of the property on 30 September 2000 and
2001 were $231,000 and $175,000 respectively. The existing balance on the revaluation
reserve at 1 October 1999 was $50,000. This related to some non-depreciable land
whose value had not changed significantly since 1 October 1999.
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Question 2.2: L (CIMA)
(The second question covers the rationale behind the revaluation of property etc. rather than
adopting historic costing. This is followed by a short practical example of how to account for
revaluations.)
L has never revalued its property. The directors are unsure whether they should adopt a
policy of doing so. They are concerned that IAS 16 Property, Plant and Equipment has an
‘all or nothing’ approach which would impose a duty on them to maintain up-to-date
valuations in the balance sheet for all property into the indefinite future. They are also
concerned that the introduction of current values will make the accounting ratios based
on their balance sheet appear less attractive to shareholders and other users of the finan-
cial statements.
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Required

(d) Prepare extracts of the financial statements of Broadoak (including the movement on the
revaluation reserve) for the years to 30 September 2000 and 2001 in respect of the lease-
hold property.

Required

(a) Explain why IAS 16 requires those companies who revalue non-current assets to
revalue all of the assets in the relevant classes, and why these valuations must be kept
up to date.

(b) Explain whether it is logical for IAS 16 to offer companies a choice between showing all
assets in a class at either cost less depreciation or at valuation.

(c) Calculate the figures that would appear in L’s financial statements below in respect of
property if the company opts to show the factories at their valuation. You should indicate
where these figures would appear, but do NOT prepare any detailed notes in a form
suitable for disclosure.

The directors have commissioned an independent valuation of the property at 30 June
2001. The findings from this report are summarised below:

Cost Depreciation Valuation Comments
to date

$m $m $m
Factory A 250 70 160 This factory has been well maintained,

but is located in an area where prices have
been depressed by market conditions

Factory B 150 60 120 This factory is an area that has benefited 
from growth in the local economy driving 
up prices

Factory C 134 48 40 This factory has been badly maintained for
several years and its valuation reflects the
deterioration that has arisen because of this

IASD_ch02v1.qxd  6/15/05  5:01 PM  Page 61



Question 2.3: K (CIMA)
(This question is similar to the first in the series. However, it is also combined with the link with IAS 37
and how to deal with provisions for decommissioning costs.)
K is a CIMA member who has recently established an enterprise which specialises in
biotechnology applications. The enterprise has just reached the end of its first 
year of trading. K is working through the accounting records prior to drafting 
the enterprise’s first annual report. The non-current assets section of the balance
sheet is causing him some difficulty. The enterprise has invested heavily in sophisti-
cated equipment, and K is checking whether the associated costs have been
accounted for in accordance with the requirements of IAS 16 Property, Plant and
Equipment.

K is reviewing the file relating to a sophisticated oven that is used to heat cell cultures
to a precisely controlled temperature:

The oven is used to heat cell cultures to a temperature range that must be closely con-
trolled. The oven’s controls will have to be regularly checked and calibrated throughout
its working life.

The oven will have to be dismantled and sterilised by an expert contractor at the end
of its life and then disposed of at a special facility. K has already provided $16,000
against these costs, in accordance with the requirements of IAS 37 Provisions, Contingent
Liabilities and Contingent Assets.

The machine’s expected useful life is 5 years. K is planning to adopt the straight-line
basis of depreciation. The market value/value in use of the machine at the year end is
$28,000. This decrease in value from new is partly because the oven has been used to
culture dangerous organisms, and so it is much less valuable. K is unsure whether to
value equipment at cost less depreciation or at valuation. This decision will be based on
an analysis of the resulting figures in terms of two of the qualitative characteristics of
accounting statements (those of relevance and reliability) contained in the International
Accounting Standards Committee’s (IASC’s) Framework for the Preparation and Presentation of
Financial Statements (Framework).

$
(i) List price paid to supplier 50,000
(ii) Wages and materials costs associated with testing

and calibrating oven, up to start of operations 800
(iii) Ongoing wages and materials costs associated with 

calibrating oven since start of operations 2,000
(iv) Expected costs of disposing of oven at the end of its useful life 16,000
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Required

(d) Explain how the revaluation of non-current assets is likely to affect key accounting ratios
and explain whether these changes are likely to make the company appear stronger or
weaker. Do NOT calculate any ratios in respect of L.
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Question 2.4: Aztech (ACCA)
(The final question on IAS 16 covers the topic of depreciation and whether or not a ‘nil’ depreciation pol-
icy is acceptable. It also covers the important adoption of component accounting as an alternative policy
to providing for major overhauls.)
IAS 16 Property, Plant and Equipment deals with accounting for tangible non-current assets.
However, when accounting for tangible non-current assets, it is important to consider
the requirements of IAS 36 Impairment of Assets and IAS 37 Provisions, Contingent Liabilities
and Contingent Assets.
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Required

(a) Calculate the cost of the oven, applying the requirements of IAS 16. Explain your treat-
ment of items (ii), (iii) and (iv).

(b) Calculate the figures that will appear in respect of the oven in the income statement for the
enterprise’s first year and the balance sheet at the year end under both the historical cost
and valuation bases, then discuss the relevance and reliability of both sets of figures you
have calculated in the answer.

Aztech, a public limited company manufactures and operates a fleet of small aircraft. It
draws up its financial statements to 31 March each year.

Aztech also owns a small chain of hotels (book value $16m), which are used in the sale
of holidays to the public. It is the policy of the company not to provide depreciation on
the hotels as they are maintained to a high standard and the economic lives of the hotels
are long (20 years remaining life). The hotels are periodically revalued, and on 31 March
2000 the value in use was determined to be $20 million, the replacement cost of the
hotels was $16 million and the market value was $19 million. One of the hotels included
above is surplus to the company’s requirements as at 31 March 2000 and has been
removed from use and is currently up for sale. This hotel had a carrying amount of
$3 million, a value in use of $2 million and a market value of $25 million, before
expected agent’s and solicitor’s fees of $200,000. Aztech wishes to revalue the hotels as
at 31 March 2000. There is no indication of any impairment in value of the hotels
which are still in use.

The company has recently finished manufacturing a fleet or five aircraft to a new
design. These aircraft are intended for use in its own fleet for domestic carriage
purposes. The company commenced construction of the assets on 1 April 1998, and
wishes to recognise them as non-current tangible assets as at 31 March 2000. The
aircraft were completed on 1 January 2000, but their exterior painting was delayed until
31 March 2000.

The costs (excluding finance costs) of manufacturing the aircraft were $28 million and
the company has adopted a policy of capitalising the finance costs of manufacturing the

Required

(a) Explain briefly why it is important to consider the requirements of IAS 36 and IAS 37, in
addition to those of IAS 16, when accounting for tangible non-current assets.
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aircraft. Aztech had taken out a 3-year loan of $20 million to finance the aircraft on
1 April 1998. Interest is payable at 10% per annum, but is to be rolled over and paid at
the end of the 3-year period together with the capital outstanding. Income tax is 35%.

During the construction of the aircraft, certain computerised components used in
the manufacture fell dramatically in price. The company estimated that at 31 March
2000 the net selling price of the aircraft was $30 million and their value use was 
$29 million.

The engines used in the aircraft have a 3-year life and the body parts have an 8-year
life: Aztech has decided to depreciate the engines and the body parts over their different
useful lives on the straight-line basis. The cost of replacing the engines on 31 March
2003 is estimated to be $15 million. The engine costs represent 30% of the total cost of
manufacture.

The company has decided to revalue the aircraft annually on the basis of their market
value. On 31 March 2001, the aircraft have a value in use of $22 million, market value
of $21 million and a net selling price of $18 million. On 31 March 2002, the aircraft
have a value in use of $20 million, a market value of $19.6 million and a net selling price
of $19.0 million. Revaluation surpluses or deficits are apportioned between the engines
and the body parts on the basis of their year-end book values before the revaluation.
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Required

(b) Describe how the hotels should be valued in the financial statements of Aztech on 
31 March 2000, and explain whether the current depreciation policy relating to the hotels
is acceptable under IAS 16 Property, Plant and Equipment.

(c) Show the accounting treatment of the aircraft fleet in the financial statements on the basis
of the above scenario for the financial years ending:

(i) 31 March 2000
(ii) 31 March 2001, 2002
(iii) 31 March 2003 before revaluation.

Question 2.5: Low Paints (ACCA)
(Although the following question is largely concerned with the calculation of earnings per share under
IAS 33, it also includes the accounting treatment of government grants under IAS 20 and leasing
contracts under IAS 17.)
On 1 November 2000, the chief executive of Low Paints, Mr Low, retired from the com-
pany. The ordinary share capital of $1 at the time of his retirement was $6 million.
Mr Low owns 52% of the ordinary shares of Low Paints, and the remainder is owned
by employees. As an incentive to the new management Mr Low agreed to a new execu-
tive compensation plan, which commenced after his retirement. The plan provides cash
bonuses to the board of directors when the company’s earnings per share exceeds the
‘normal’ earnings per share which has been agreed at $0.50 per share.

The cash bonuses are calculated as being 20% of the profit generated in excess of that
required to give an earnings per share figure of $0.50. The new board of directors has
reported that the compensation to be paid is $360,000 based on earnings per share of
$0.80 for the year ended 31 October 2001. However, Mr Low is surprised at the size of
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the compensation as other companies in the same industry were either breaking even or
making losses in the period. He was anticipating that no bonus would be paid during the
year as he felt that the company would not be able to earn the equivalent of the normal
earnings per share figure of $0.50.

Mr Low, who had taken no active part in management decisions, decided to take
advantage of his role as non-executive director and demanded an explanation of how
the earnings per share figure of $0.80 had been calculated. His investigations revealed
the following information:

(i) The company received a grant from the government of $5 million towards the 
cost of purchasing a non-current asset of $15 million. The grant had been credited
to the income statement in total and the non-current asset had been recognised at
$15 million in the balance sheet and depreciated at a rate of l0% per annum on the
straight-line basis. The directors explained that current thinking by the
International Accounting Standards Board was that the accounting standard on
government grants was conceptually wrong because it mis-states the assets and lia-
bilities of the company and hence they were following the approach that had
recently been advocated in a discussion paper.

(ii) Shortly after Mr Low had retired from the company, Low Paints made an initial
public offering of its shares. The sponsor of the issue charged a fee of $300,000.
The fee on 1 January 2001 was paid by issuing 100,000 $1 shares at a market
value of $120,000 and by cash of $180,000. The directors had charged the cash
paid as an expense in the income statement. Further, they had credited the value
of the shares issued to the sponsor in the income statement as they felt that
the shares were issued for no consideration and that, therefore, they should offset
the cash paid by the company. The public offering was made on 1 January 2001
and involved vesting four million ordinary (exclusive of the sponsor’s shares)
shares of $1 at a market price of $1.20. Mr Low and other current shareholders
decided to sell three million of their shares as part of the offer, leaving one
million new shares to be issued. The costs of issuing shares are to be regarded as
an element of the net consideration received.

(iii) The directors sold, on 1 November 2000, a property under a 20-year lease to a com-
pany, Highball, which the bank had set up to act as a vehicle for investments and
special projects. The consideration for the lease is $4.5 million. Low Paints has
signed an unconditional agreement to repurchase the lease of the property after 
4 years for a fixed amount of $5.5 million. The property has been taken off the
balance sheet and the profit on the transaction, which has been included in 
the income statement, is $500,000. The profit has been calculated by comparing the
carrying value of the property with the consideration received. Depreciation on 
the property is charged at 5% per annum on the carrying value of the asset.

(iv) Low Paints had made a one for four rights issue on 30 November 2001. The cost
of the shares was $1.60 per share and the market price was $2.00 per share
before the rights issue. The directors had ignored this transaction because it
occurred after the balance sheet date, but they intend to capitalise accumulated
profit to reflect the bonus element of the rights issue in the financial statements
for the year ending 31 October 2002. The financial statements are not yet
approved for the current year.
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(v) The directors had calculated earnings per share for the year ended 31 October 2001
as follows:

(vi) Mr Low was concerned over the way that earnings per share had been calculated by
the directors, and also he felt that some of the above accounting practices were at
best unethical and at worst fraudulent. He therefore asked your technical and ethi-
cal advice on the practices of the directors.

Net profit $4.8 million
Ordinary shares of $1 6,000,000
Earnings per share $0.80
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Required

(a) Advise Mr Low as to whether earnings per share has been accurately calculated by the
directors showing a revised calculation of earnings per share.

(b) Discuss whether the directors may have acted in an unethical manner in the way they have
calculated earnings per share.

Question 2.6 Shiplake (ACCA)
(The next batch of questions looks at the complicated world of impairment accounting under IAS 36. The first
question, Shiplake, covers the definition of an impairment and outlines indications where possible impairment
might occur. The theory of impairment is then applied to goodwill, plant, and research assets separately. Finally
a calculation of impairment via a CGU and its associated loss allocation across various assets is investigated.)
It is generally recognised in practice that non-current assets should not be carried in a
balance sheet at values that are greater than they are ‘worth’. In the past there has been
little guidance in this area, with the result that impairment losses were not recognised on
a consistent or timely basis or were not recognised at all. IAS 36 Impairment of Assets was
issued in June 1998 on this topic.

Required

(a) Define an impairment loss and explain when companies should carry out a review for
impairment of assets.

(b) Describe the circumstances that may indicate that a company’s assets may have become
impaired.

Shiplake is preparing its financial statements to 31 March 2002. The following situa-
tions have been identified by an impairment review team.

(i) On 1 April 2001 Shiplake acquired two subsidiary companies, Halyard and
Mainstay, in separate acquisitions. Consolidated goodwill was calculated as:

Halyard Mainstay
$000 $000

Purchase consideration 12,000 4,500
Estimated fair value of net assets (8,000) (3,000)
Consolidated goodwill 4,000 1,500
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A review of the fair value of each subsidiary’s net assets was undertaken in 
March 2002. Unfortunately, both companies’ net assets had declined in value. The
estimated value of Halyard’s net assets as at 1 April 2001 was now only $7 million.
This was due to more detailed information becoming available about the market
value of its specialised properties. Mainstay’s net assets were estimated to have a fair
value of $500,000 less than their carrying value. This fall was due to some physical
damage occurring to its plant and machinery. Shiplake amortises all goodwill over a
5-year life.

(ii) Shiplake has an item of earth-moving plant, which is hired out to companies on
short-term contracts. Its carrying value, based on depreciated historical cost, is
$400,000. The estimated selling price of this asset is only $250,000, with associ-
ated selling expenses of $5,000. A recent review of its value in use based on its
forecast future cash flows was estimated at $500,000. Since this review was
undertaken there has been a dramatic increase in interest rates that has signifi-
cantly increased the cost of capital used by Shiplake to discount the future cash
flows of the plant.

(iii) Shiplake is engaged in a research and development project to produce a new prod-
uct. In the year to 31 March 2001 the company spent $120,000 on research that
concluded that there were sufficient grounds to carry the project on to its develop-
ment stage, and a further $75,000 had been spent on development. At that date
management had decided that they were not sufficiently confident in the ultimate
profitability of the project and wrote off all the expenditure to date to the income
statement. In the current year further direct development costs have been incurred
of $80,000 and the development work is now almost complete, with only an esti-
mated $10,000 of costs to be incurred in the future. Production is expected to com-
mence within the next few months. Unfortunately, the total trading profit from sales
of the new product is not expected to be as good as market research data originally
forecast and is estimated at only $150,000. As the future benefits are greater than
the remaining future costs, the project will be completed, but due to the overall
deficit expected, the directors have again decided to write off all the development
expenditure.

(iv) Shiplake owns a company called Klassic Kars. Extracts from Shiplake’s consoli-
dated balance sheet relating to Klassic Kars are:

The restored vehicles have an estimated realisable value of $115 million. The fran-
chise agreement contains a ‘sell back’ clause, which allows Klassic Kars to relin-
quish the franchise and gain a repayment of $30 million from the franchiser. An
impairment review at 31 March 2002 has estimated that the value of Klassic Kars
as a going concern is only $240 million.

$000
Goodwill 80,000
Franchise costs 50,000
Restored vehicles at cost 90,000
Plant 100,000
Other net assets 150,000

370,000
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Question 2.7: Nettle (ACCA)
(The second question in the batch covers a number of accounting standards including IFRS 2 Share
Based Payment, but it also covers the change from the old IASC to the new IASB and finally how
impairment should be calculated when a major new competitor enters a market.)
The directors of Nettle, a public limited company, are currently preparing the financial
statements for the year ending 30 September 2001 and have requested a meeting with
your firm in order to discuss the implications of certain events which have recently
occurred. They are concerned about the impact that these events may have on the
current and future financial statements of Nettle. Nettle has to prepare group accounts,
as it has one subsidiary company.

Additionally, they wish to be advised of the steps that they should take to ensure
that the company is adequately prepared to deal with the potential effects of these
events.

(i) The International Accounting Standards Board (IASB) has recently restructured
its organisation. The directors have only recently approved the use of
International Accounting Standards and are worried by the reorganisation. Their
view is that entities only reorganise when there are problems, and they are
concerned that the public standing of International Accounting Standards may
be damaged by the changes, with the result that the credibility of the standards
may be put into question.

(ii) Nettle had granted share options to its employees on 1 October 2000. The options
are vested in instalments over a 2-year period, and are based upon the performance
of the employees. On 30 September 2001 the employees can potentially receive two
million ordinary shares of $1, and on 30 September 2002 a further three million
ordinary shares of $1 could be vested in the employees. The options due to vest on
30 September 2002 relate to the performance of the employees over the period 
1 October 2000 to 30 September 2002.

In the year to 30 September 2001, 90% of employees achieved the performance
targets and became eligible for shares. In the period to 30 September 2002 it is
hoped that 96% of employees will achieve their performance targets.

The following table sets out price information relating to the ordinary shares:

As at Market price Fair value of option
at 30 September 2001

($) ($)
30 September 2001 9 2
30 September 2002 10 3

(projected)
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Required

(c) Explain with numerical illustrations where possible how the information in (i) to (iv) 
above would affect the preparation of Shiplake’s consolidated financial statements to 
31 March 2002.
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The options can be exercised at $7 per share during the 12-month period following
the financial year ends of 30 September 2001 and 2002. The market price of the
shares on 1 October 2000 was $7 per share.

The directors are unsure as to the impact of the share options on the financial state-
ments for the year ending 30 September 2001 if they were accounted for in accor-
dance with the Discussion Paper Share Based Payment issued originally by the IASC.

(iii) Nettle had acquired a competitor organisation, Leaf, on 1 October 1999 for
$150 million. The fair value of the net assets at that date was $130 million and
the acquired business was combined with Nettle’s existing business and did not
retain its separate identity. At the time of the acquisition the fair value of the net
assets of Nettle was $240 million, the value in use was $250 million and their
carrying amount was $180 million. Goodwill is written off over 5 years. At 
30 September 2001, the combined entity’s net tangible assets had a carrying
value of $310 million. There is no reliable estimate of the net selling price of the
assets, but the directors have estimated that the cash flows for the year ended 
30 September 2002 would be $19 million and for the year ended 30 September
2003 would be $26 million. They feel that there would be steady growth in cash
flows of 2% thereafter, after eliminating the effect of inflation. (Assume inflation
of 2%, a pre tax discount rate of 12% and pre tax discount rate adjusted to
reflect growth in cash flows and inflation of 8%.) The directors feel that the mar-
ket in which they operate has changed significantly because of the entrance of a
major competitor which has adversely affected the company’s profitability. They
are wondering whether they should review their assets for impairment, as the
first year review carried out on 30 September 2000 indicated that future cash
flows would meet their target amounts and that there was no impairment of the
company’s assets.
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Required

Advise the directors of the implications of the above three events, setting out the potential
effects on the financial statements.

Question 2.8: COM (CIMA)
(The final question deals with an impairment of a previous acquisition and the need to write off good-
will first followed by intangibles and a pro rata allocation of impairment against tangible assets. It also
covers the disclosure required under IAS 24 Related Party Disclosures.)
You are the management accountant of Com, a listed company with a number of
subsidiaries. Your assistant has prepared the first draft of the consolidated financial
statements of the group for the year ended 31 January 2001. These are prepared from
the individual draft financial statements of the companies in the group plus other rel-
evant information supplied to your assistant by the companies. The draft consolidated
financial statements show a group profit before taxation of $35 million. Your assistant
has queried the treatment of two complex transactions that have arisen during the year.
Details of the transactions are given below.
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Transaction 1

On 15 August 1999, the company acquired a new 100% subsidiary, Novel, for an
immediate cash payment of $60 million. Group policy is to write off goodwill on
acquisition over 10 years, with a full year’s write off in the year of acquisition. No fair
value adjustments were necessary in order to record the acquisition of Novel in the
consolidated financial statements. The balance sheets of Novel at 15 August 1999 and
31 January 2001 were as follows:

The additional information provided to your assistant shows that the value in use of
Novel at 31 January 2001 was $40 million. The company is treated as a single cash-
generating unit for the purposes of computing value in use. The information also states
that the development expenditure had a net realisable value of $100,000 at 31 January
2001. The net realisable value of all the current assets of the company is above cost.
There was no information that any other assets of Novel had suffered a specific decline
in value. Your assistant has ignored this additional information, as she is unsure how it
affects the financial statements.

Transaction 2

During the year another subsidiary, Beta, sold goods to Gamma, a company outside the
group that was controlled by one of the directors of Beta. This director also exercises a
very powerful and persuasive influence over the operating and financial policies of Beta.
The goods were sold at their normal market price of $10 million. Gamma experienced
cash flow problems during the year, and had not paid for any of the goods at 31 January
2001. Because of the cash flow problems, Beta decided to accept payment of $8 million
for the goods. This decision was communicated to Gamma on 20 January 2001.
Gamma paid the agreed amount of $8 million on 27 March 2001. Your assistant has
written off $2 million of the original amount of $10 million owing by Gamma. The
$2 million has been charged as part of administration expenses in the draft financial state-
ments. No details of the transaction between Beta and Gamma have been included in the
notes to the financial statements, because Com, the parent, was not directly involved in it.
There were no other transactions between Beta and Gamma during the year.

15 August 1999 31 January 2001
$000 $000

Non-current assets:
Property, plant and equipment 50,000 55,000
Development expenditure 51,000 51,500

51,000 56,500
Current assets 29,000 21,000

80,000 77,500
Capital and reserves:
Issued capital 30,000 30,000
Reserves 20,000 13,500

50,000 43,500
Non-current liabilities 20,000 25,000
Current liabilities 10,000 39,000

80,000 77,500
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Required

Draft a reply to your assistant that clearly explains the effect Transactions 1 and 2 will have
on the consolidated financial statements of Com for the year ended 31 January 2001. Your
reply should refer to relevant Accounting Standards and, in the case of Transaction 2,
should comment on the treatment adopted by the assistant in the draft consolidated
financial statements.
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3
Asset valuation: accounting for

intangible assets, inventories and
construction contracts

3.1 IAS 38 Intangible Assets (revised March 2004)

Objective
The objective of IAS 38 is to prescribe the accounting treatment for intangible assets
and identify how to recognise an intangible asset if, and only if, certain criteria are met.
It also specifies how to measure the carrying amount of intangible assets and requires
certain disclosures.

Scope
IAS 38 should be applied to all intangible assets, except:

● intangible assets covered by another standard, e.g. those for sale in ordinary course of
business, deferred tax assets, leases under IAS 17, employee benefits under IAS 19,
goodwill;

● financial assets as defined per IAS 32 and IAS 39;
● mineral rights and exploration for oil and gas expenditure (see IFRS 6);
● insurance contracts with policyholders (see IFRS 4).

Some intangibles may be contained in a physical asset, for example compact discs.
Judgement is required to decide if IAS 16 or IAS 38 should be applied. Where software
is not an integral part of related hardware, it is an intangible asset.

IAS 38 applies to advertising, training, start-up, and research and development.
Licensing agreements, patents, copyrights etc. are excluded from IAS 17 and fall within
the scope of IAS 38.

Key definitions
Intangible asset: an intangible asset is an identifiable non-monetary asset without physical
substance.
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Research: original and planned investigation undertaken with the prospect of gaining new
scientific or technical knowledge and understanding.

Development: the application of research findings or other knowledge to a plan or design for
the production of new or substantially improved materials, devices, products, processes,
systems or services prior to the commencement of commercial production or use.

Intangible assets
Examples include computer software, patents, copyrights, motion picture films, cus-
tomer lists, mortgage servicing rights, fishing licences, import quotas, franchises, cus-
tomer or supplier relationships, customer loyalty, market share and marketing rights.

To be capitalised they must meet the definition of an intangible asset – i.e. identifia-
bility, control over a resource and the existence of future economic benefits. If an asset
fails to meet this definition, then expenditure should be expensed unless part of a busi-
ness combination, when it should be treated as part of goodwill.

Identifiability

Goodwill, in a business combination, represents a payment in anticipation of future eco-
nomic benefits from assets that are not capable of being individually identified and sep-
arately recognised.

An intangible asset meets the identifiability criterion in the definition of an intangible
asset when it:

● is separable – i.e. capable of being separated or divided from the entity and sold, trans-
ferred, licensed, rented or exchanged, either individually or together with a related
contract, asset or liability; or

● arises from contractual or other legal rights, regardless of whether those rights are
transferable or separable from the entity or from other rights and obligations.

Control

An entity controls an intangible asset if it has the power to obtain future economic ben-
efits and restrict the access of others to those benefits. Capacity to control is usually via
legal rights, but that is not a necessary condition.

Market and technical knowledge may give rise to future economic benefits if it is pro-
tected by legal rights such as copyrights, a restraint of trade agreement, or by a legal duty
on employees to maintain confidentiality.

Skilled staff and specific management or technical talent is unlikely to meet the defi-
nition of an intangible asset unless it is protected by legal rights and also meets the other
parts of the definition. An entity has not sufficient control over customer loyalty and cus-
tomer relationships and thus is also unlikely to meet the definition.

Future economic benefits

These can include revenue from the sale of products or services, cost savings or other
benefits resulting from the use of the asset – e.g. use of intellectual property may reduce
future production costs rather than increase future revenues.

IASD_ch03v1.qxd  6/15/05  5:02 PM  Page 73



International financial reporting standards in depth 74

Recognition and initial measurement of an intangible asset
Recognition of an intangible asset requires an entity to demonstrate that the item meets:

● the definition of an intangible asset; and
● the recognition criteria set out in IAS 38.

An intangible asset shall be recognised if, and only if:
● it is probable that the future economic benefits attributable to the asset will flow to the

entity; and
● the cost of the asset can be measured reliably.

An entity shall assess the probability of future economic benefits using reasonable and
supportable assumptions that represent management’s best estimate of the set of eco-
nomic conditions that will exist over the useful life of the asset. Greater weight will be
put on external evidence when using judgement as to the degree of certainty attached to
future cash flows.

An intangible asset shall be measured initially at cost.

Separate acquisition

The price an entity pays to acquire separately an intangible asset normally reflects
expectations about the probability that the future economic benefits embodied in the
asset will flow to the entity. Probability is already reflected in the cost of the acquired
asset.

In addition, the cost of a separately acquired intangible asset can usually be measured
reliably. That is especially the case if paid out in cash.

The cost of a separately acquired intangible asset comprises:

● its purchase price, including import duties but after deducting trade discounts and
rebates; and

● any directly attributable expenditure on preparing the asset for its intended use, e.g.
costs of employee benefits as per IAS 19, professional fees.

Costs incurred in using or redeploying intangible assets are excluded from the cost of
those assets (e.g. costs incurred while the asset is capable of operating in the manner
intended by management and initial operating losses).

Incidental operations are not necessary to bring an asset to its normal working condi-
tion, and thus they should be recognised immediately in the income statement and not
included in the costs capitalised.

Acquisition as part of a business combination

Under IFRS 3 Business Combinations, the fair value of an intangible asset reflects market
expectations about the probability that future economic benefits will flow to the entity.
Probability is already reflected in the fair value measurement, and thus the probability
criterion is always satisfied for acquired intangible assets.

A non-monetary asset without physical substance must be identifiable to meet the def-
inition of an intangible asset – i.e. when an asset is separable or arises from contractual
or other legal rights. Sufficient evidence must exist to measure reliably a fair value that
is separable from the entity.
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It is unlikely that a workforce and its related intellectual capital would be measured
with sufficient reliability to be separately recognised.

IAS 38 requires, at acquisition date, that an acquirer recognises all of the acquiree’s
intangible assets (excluding assembled workforces) separately from goodwill, irrespective
of whether those assets had been recognised in the acquiree’s financial statements before
the business combination. Research and development projects that meet the definition
should be recognised separately.

Measuring the fair value of an intangible asset acquired in a business combination
Quoted market prices are the most reliable estimates of fair values of intangible assets.
The market price is usually the current bid price or, if not available, the price of the most
recent similar transaction, provided no significant change in the economic circum-
stances occurred between the transaction date and the date of fair value.

If no active market exists, fair value is the amount that an entity would have paid for
the asset, at acquisition date, in an arm’s length transaction. Recent transactions should
help in this situation.

Certain entities that are regularly involved in the purchase and sale of unique intan-
gible assets have developed techniques for estimating their fair values indirectly. These
techniques may be used to calculate the initial measurement of an intangible asset if
their objective is to estimate fair value for that purpose.

Acquisition by way of a government grant

Some intangible assets could be acquired for free or for a nominal consideration,
e.g. landing rights, import licences, licences to operate radio stations etc. Under IAS 20,
an entity may choose to recognise both the asset and the grant at fair value initially. If it
chooses not to do that, the entity must recognise the asset initially at a nominal amount
including any expenditure that is directly attributable to preparing the asset for its
intended use.

Exchanges of assets

The cost of such an asset is measured at the fair value of the asset given up, adjusted by
the amount of any cash or cash equivalents transferred. The fair value of the asset
received is used to measure its cost if this is more clearly evident than the fair value of
the asset given up.

The cost of an intangible asset acquired in exchange for a similar asset is measured at
the carrying amount of the asset given up when the fair value of neither of the assets
exchanged can be determined reliably.

Internally generated goodwill

Internally generated goodwill shall not be recognised as an asset. It is not an identifiable
resource (i.e. it is not separable nor does it arise from contractual or other legal rights)
controlled by the entity that can be measured reliably at cost.

Differences between the market value of an entity and the carrying amount of its
identifiable net assets may capture a range of factors that affect the value of the entity.
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Such differences cannot be considered to represent the cost of intangible assets
controlled by the entity.

Internally generated intangible assets

It is difficult to assess whether or not an identifiable internal intangible asset exists or not.
Thus, in addition to ensuring that there are probable economic benefits flowing to the
entity and measuring cost reliably, an entity must also classify the generation of the asset
into its research and development phases. If it cannot separate between the two, it must
be classified as research.

Research phase
No intangible asset can arise from the research phase, and thus it must be written off as
an expense. No demonstration of probable future economic benefits can exist. Examples
include:

● activities aimed at obtaining new knowledge;
● the search for, evaluation and final selection of, applications of research findings;
● the search for alternatives for materials, devices, products, processes, systems or services;
● the formulation, design, evaluation and final selection of possible alternatives for new

or improved materials, products, devices, processes, systems or devices.

Development phase
This should be recognised but if, and only if, an entity can demonstrate all of the following:

● the technical feasibility of completing the intangible asset so that it will be available for
use or sale;

● its intention to complete the intangible asset and use or sell it;
● its ability to use or sell the intangible asset;
● how the intangible asset will generate probable future economic benefits – it shall

demonstrate the existence of a market for the output of the intangible asset or, if used
internally, its usefulness;

● the availability of adequate technical, financial and other resources to complete the
development and to use or sell the intangible asset; and

● its ability to reliably measure the expenditure attributable to the intangible asset dur-
ing its development phase.

These could be verified by an internal business plan or by lenders providing external
finance for the project. Internal costing systems can often measure reliably the cost of
generating an intangible asset internally, such as salary and other expenditure in secur-
ing copyrights or licences or developing computer software.

Examples of development activities are:

● the design, construction and testing of pre-production or pre-use prototypes and models;
● the design of tools, jigs, moulds and dies involving new technology;
● the design, construction and operation of a pilot plant that is not of a scale economi-

cally feasible for commercial production; and
● the design, construction and testing of a chosen alternative for new or improved mate-

rials, devices, products, processes, systems or services.
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Internally generated brands, mastheads, publishing titles, customer lists and items
similar in substance shall not be recognised as intangible assets. They cannot be distin-
guished from the cost of developing the business as a whole.

Cost of an internally generated intangible asset
Reinstatement of expenditure recognised as an expense in previous years may not occur.

The cost of an internally generated intangible asset comprises all expenditure that
can be directly attributable and is necessary to create, produce and prepare the asset for
it to be capable of operating in the manner intended by management. The cost includes,
if applicable:

● expenditure on materials and services used or consumed in generating the intangible
asset;

● the salaries, wages and other employment related costs of personnel directly engaged
in generating the asset; and

● any expenditure directly attributable to generating the asset, such as fees to register a
legal right and the amortisation of patents and licences.

The following are not included:

● selling, administration and other general overheads unless directly attributable to the asset;
● clearly identified inefficiencies and initial operating losses; and
● expenditure on training staff to operate the asset.

Example 3.1 provides an illustration.

Example 3.1
Cost of an internally generated intangible asset

An entity is developing a new production process. During 2004, expenditure incurred was
1,000, of which 900 was incurred before 1.12.2004 and 100 was incurred in December. At
1.12.04 the production process met the criteria for recognition as an intangible asset.

At the end of 2004 an intangible asset of 100 should be recorded with 900 being expensed
(pre-criteria).

During 2005 expenditure incurred is 2,000. At the end of 2005 the recoverable amount of
knowhow is estimated to be 1,900.

At the end of 2005, the cost of the production process is 2,100 (100 � 2,000). An impair-
ment loss of 200 needs to be recorded, which may be reversed in a subsequent period if the
requirements in IAS 36 are met.

Recognition of an expense
Expenditure on an intangible item shall be expensed when incurred unless:

● it forms part of the cost of an intangible asset that meets the recognition criteria; or
● the item is acquired in a business combination and cannot be recognised as an intan-

gible asset, in which case it forms part of goodwill.
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Research is always expensed when incurred. Other examples include costs of start-up
activities unless included as a fixed asset under IAS 16, training expenditure, advertising,
and relocation and reorganisation expenses.

Expenditure initially expensed in previous years may not be reinstated as part of an
asset at a later date.

Subsequent expenditure

Subsequent expenditure shall be expensed when incurred unless:

● it is probable that the expenditure will increase future economic benefits beyond that
originally assessed prior to the expenditure taking place; and

● the expenditure can be attributed to the asset and can be reliably measured.

If both conditions are met, any subsequent expenditure should be added to the cost of
the intangible asset. Normally the nature of such an asset is that it is not possible to
determine whether or not the subsequent expenditure is likely to enhance or maintain
future economic benefits, and only rarely will it fulfil the two criteria above.

Subsequent expenditure on brands, mastheads, customer lists, publishing titles etc.
should always be expensed to avoid the recognition of internally generated goodwill.

Research and development that:

● relates to an in process research or development project acquired separately or in a
business combination and recognised as an intangible asset; and

● is incurred after the acquisition of that project

should be accounted for as above. Effectively that means that subsequent expenditure
should be expensed if it is in the nature of research expenditure, expensed if it is devel-
opment but fails to satisfy the criteria as an intangible asset, and added to the asset if it
satisfies the recognition criteria.

Measurement subsequent to initial recognition
Benchmark treatment

An intangible asset shall be carried at cost less accumulated amortisation and impair-
ment losses.

Allowed alternative treatment

An intangible asset shall be carried at a revalued amount, being its fair value at the date
of the revaluation less any subsequent accumulated amortisation and impairment losses.
Fair value should refer to an active market. Revaluations should be carried out with suf-
ficient regularity so that the carrying values are not materially different from the fair
value at the balance sheet date.

It is uncommon to find an active market in intangible assets but this can occur – for
example, with taxi licences, fishing licences, production quotas etc. However, it cannot
exist for brands, newspaper mastheads, music and film publishing rights, patents or
trademarks, because each asset is unique and transactions are infrequent.
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The frequency of revaluations depends on the volatility of the fair values, and if they
are significant an annual valuation may be necessary.

If an intangible asset is revalued, any accumulated amortisation at the date of revalu-
ation is either:

● restated proportionately with change in the gross carrying amount of the asset so that
the carrying amount of the asset after revaluation equals its revalued amount; or

● eliminated against the gross carrying amount of the asset and the net amount restated
to the revalued amount of the asset.

If an intangible asset is revalued, all the other assets in that class shall also be revalued
unless there is no active market for those assets. This is to prevent selective revaluation
and reporting of a mixture of costs and values as at different dates.

If there is no active market then the class of asset must be carried at cost less accu-
mulated amortisation and impairment losses. Also if the fair value can no longer be
determined by reference to an active market, the carrying amount of the asset shall be
its revalued amount at the date of the last revaluation less accumulated amortisation and
impairment losses. The fact that there is no active market should also trigger off an
impairment review.

Any increase on a revaluation should normally be credited directly to equity, but to
income to the extent it reverses a revaluation decrease of the same asset that has previ-
ously been recognised as an expense.

Any decrease on a revaluation should be expensed unless there is a previous revalua-
tion surplus on the same asset, in which case it should be used to reverse the surplus first.
Any excess is then expensed.

The cumulative revaluation surplus included in equity may be transferred directly to
retained earnings when the surplus is realised – i.e. on retirement or disposal of the asset.

Useful life

An entity shall assess whether the useful life of an intangible asset is indefinite or finite.
An indefinite life is one where there is no foreseeable limit to the period over which the
asset is expected to generate net cash inflows for the entity.

An intangible asset with a finite life shall be amortised, but not an intangible asset hav-
ing an indefinite life.

Many factors must be considered in determining the useful life, including:

● the expected usage of the asset and whether it can be managed efficiently;
● typical product life cycles;
● technical, technological, commercial or other types of obsolescence;
● the stability of the industry in which the asset operates and changes in market

demand;
● expected actions by competitors;
● the level of maintenance expenditure required to obtain future benefits;
● the period of control over the asset;
● whether the useful life is dependent on the useful life of other assets in the entity.

Illustrations of the determination of useful life for different intangible assets and their
subsequent accounting are provided by the standard, and are listed in Example 3.2.
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Example 3.2
Determination of useful life for different intangible assets and their subsequent
accounting

An acquired customer list
A direct mail company acquires a customer list and expects to derive benefit for at least 1 year
but no more than 3 years. The customer list would be amortised over best estimate of useful
life – say 18 months. Even the intention to add customer names to the list must be ignored as
the asset relates only to the list of customers that existed at the date it was acquired. It should
also be reviewed for impairment under IAS 36.

An acquired patent that expires in 15 years
The patent is protected for 15 years. There is a commitment to sell the patent after 5 years to
a third party for 60% of the fair value of the patent at the date it was acquired.

The patent should be amortised over 5 years with a residual value of 60% of the present
value of the patent’s fair value at the date it was acquired. It should also be reviewed for
impairment under IAS 36.

An acquired copyright that has a remaining legal life of 50 years
Assume an analysis of consumer habits provides evidence that there are only 30 years left of
future benefits. The asset must now be amortised over the new expected remaining estimated
useful life of 30 years as well as reviewing the asset for impairment.

An acquired broadcast licence that expires in 5 years
The licence is renewable every 10 years but can be renewed indefinitely at little cost and the
entity intends to renew the licence. The technology is not expected to be replaced in the fore-
seeable future.

The licence would be treated as having an indefinite useful life, thus the licence would not be
amortised until its useful life is determined to be finite. The licence would be tested for impairment
at the end of each annual reporting period and whenever there is an indication of impairment.

A broadcast licence is revoked
Assume the licensing authority will no longer renew the licence but decides to auction it.
There are 3 years before the licence expires. The useful life is no longer infinite and must be
amortised over the remaining useful life of 3 years as well as being tested for impairment.

An acquired airline route authority between two major cities expires in 3 years
The route authority may be renewed every 5 years; these authorities are routinely granted at
minimal cost and historically have been renewed. The acquiring entity expects to service the
route indefinitely and cash flow analysis supports that view. The intangible asset therefore has
an indefinite life and should not be amortised until its useful life is determined to be finite. It
must, however, be tested annually for impairment and whenever there is an indication of an
impairment.

An acquired trademark used to identify and distinguish a leading consumer product that has been a market
leader for the past 8 years
A trademark has a legal life of 5 years but is renewable every 10 years at little cost and the
entity intends to renew. This asset has an indefinite life and should not be amortised until
useful life is determined to be definite. It should also be tested for impairment annually or
when there is an indication of impairment.
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The term ‘indefinite’ does not mean infinite. A conclusion that the useful life is indefinite
should not depend on planned future expenditure in excess of that required to maintain
the asset at that standard of performance.

Computer software is susceptible to changes in technology, and should be written off
over a short useful life.

The useful life may be very long, but uncertainty justifies estimating the useful life on
a prudent basis – but it does not justify an unrealistically short life.

The useful life of an intangible asset that arises from contractual or other legal rights
should not exceed the period of the legal or contractual rights, but may be shorter. The
useful life may include a renewal period, but only if there is evidence to support renewal
by the entity without significant cost. If there are both legal and economic factors influ-
encing the useful life of an intangible asset, then economic factors determine the period
over which benefits will be received but legal factors may restrict the period over which
the entity controls access to those benefits. The useful life is the shorter of the periods
determined by these factors.

Intangible assets with finite useful lives

Amortisation period and amortisation method
The depreciable amount of an intangible asset should be allocated over its useful life.
Amortisation should be allocated on a systematic basis over its useful life from the day it
is available for use. It should reflect the pattern of economic benefits being consumed,
but straight line should be adopted if it cannot be determined reliably. The standard
requires it to be expensed unless permitted by another standard to be capitalised,
e.g. IAS 2 Inventories.

The method should be applied consistently, but it would be rare for persuasive evi-
dence to support a method that would result in lower amortisation than that achieved by
straight line.

Residual value
This should be assumed to be zero unless:

1. There is a commitment by a third party to purchase the asset at the end of its useful
life; or

A trademark acquired 10 years ago that distinguishes a leading consumer product
Unexpected competition has emerged which will reduce future sales by 20% but management
expects that the 80% will continue indefinitely. An impairment must be recognised immedi-
ately to recoverable amount, but would continue to be subject to annual impairment although
not amortised.

A trademark for a line of products acquired several years ago in a business combination
This is a well-established product, going for 35 years. There was an expectation that there
would be no limit to period of time it would contribute to cash flows, thus it has not been
amortised. Management has recently decided that the product line will be discontinued over
the next 4 years. It must now be tested for impairment and subsequently amortised over the
next 4 years.
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2. There is an active market for the asset, and
● residual value can be determined by reference to the market, and
● it is probable that such a market will exist at the end of the asset’s useful life.

The depreciable amount is determined after deducting residual value, but the latter is
based on prices prevailing at the date of the estimate and is reviewed at each balance
sheet date. Any change in that value is treated as an adjustment to future amortisation.

Review of amortisation period and amortisation method
The amortisation period and method shall be reviewed at the end of each annual
reporting period. If the expected useful life is different from previous estimates, the
amortisation period shall be changed. If there is a change in the expected pattern of
consumption of future benefits the amortisation period shall be accounted for as a
change in accounting estimates as per IAS 8 – for example, it may become apparent that
the diminishing balance method is more appropriate than straight line.

Intangible assets with indefinite useful lives

An intangible asset with an indefinite useful life shall not be amortised. However, it is
required to be tested annually for impairment and whenever there is an indication of an
impairment.

Review of useful life assessment
The useful life of an intangible asset should be reviewed each period to determine
whether events and circumstances support an indefinite useful life. If not, the change
should be treated as a change in accounting estimate by amortising the asset over its
remaining useful life.

A reassessment of useful life is a sign that the asset should be tested for impairment.
Any excess of the carrying amount over the recoverable amount should be treated as an
impairment loss.

Recoverability of the carrying amount – impairment losses

To determine whether an intangible asset is impaired an entity applies IAS 36, which
explains when and how an entity reviews the carrying amount of its assets, how it deter-
mines the recoverable amount of an asset, and when it recognises or reverses an impair-
ment loss.

Retirements and disposals
An intangible asset should be derecognised on disposal or when no future economic ben-
efits are expected from its use or disposal.

Gains or losses should be calculated as the difference between the net disposal pro-
ceeds and the carrying amount of the asset, and shall be recognised as income/expenses
in the period in which the retirement or disposal occurs. The date of disposal should be
determined by applying IAS 18, and the consideration should be valued initially at fair
value. If the latter is deferred, then it should be recognised at the cash price equivalent.
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The difference between the nominal amount of the consideration and the cash price
equivalent is recognised as interest revenue under IAS 18 according to the effective yield
on the receivable. However, IFRS 5 will require a transfer to current assets on the disposal
decision.

Amortisation should not cease on temporary idleness unless already fully depreciated.

Disclosure
General

The following should be disclosed for each class of intangible assets – split between
internally generated and other intangible assets:

1. Whether the useful lives are indefinite or finite and, if the latter, their useful lives or
amortisation rates used

2. The amortisation methods adopted
3. The gross carrying amount and accumulated amortisation at start and end of the

period
4. The line item of the income statement in which the amortisation charge is included
5. A reconciliation of the carrying amount at start and end of the period showing:

● additions, split between internal, acquired and via business combinations
● retirements and disposals
● revaluations
● impairment losses
● impairment losses reversed
● amortisation during the period
● net exchange differences
● other changes in carrying amount.

A class of intangible assets may include:

1. Brand names
2. Mastheads and publishing rights
3. Computer software
4. Licences and franchises
5. Copyrights, patents and other industrial property rights
6. Recipes, formulae, models, designs and prototypes
7. Intangible assets under development.

Further disaggregation may be required if it involves providing more relevant information.
The financial statements shall also disclose:

1. If an intangible asset has an indefinite useful life, the carrying amount and the rea-
sons supporting the assessment of that life; the significant factors should be described

2. A description, the carrying amount and remaining amortisation period of any indi-
vidual intangible asset that is material to the entity as a whole

3. For acquired intangibles via grant, the initial fair value, their carrying amount, and
whether carried under the benchmark or allowed alternative treatment for subse-
quent measurement
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4. The existence and carrying amounts of intangibles whose title is restricted or pledged
for security

5. The amount of contractual commitments for the acquisition of intangibles.

Intangible assets carried under the allowed alternative treatment

The following shall be disclosed:

1. By class of intangible assets:
● the effective date of the revaluation
● the carrying amount and
● the carrying amount had the benchmark treatment been adopted (historic cost)

2. The amount of the revaluation surplus at start and end of period indicating any
changes and any restrictions on distribution

3. The methods and significant assumptions applied in estimating the asset fair values.

Research and development expenditure

The aggregate amount of research and development expenditure expensed during the
period should be disclosed.

Other information

An entity is encouraged to disclose the following:

1. A description of any fully amortised intangible asset that is still in use
2. A brief decription of significant intangible assets controlled by the entity but not

recognised as assets as they failed to meet the recognition criteria in IAS 38 or were
generated prior to IAS 38 being made effective.

SIC 32 Intangible Assets – Website Costs ( January 2003)
Issue

A website arising from internal development should be recognised as an asset if, and only
if, the general conditions for recognition of an internally generated intangible asset are
satisfied. Costs incurred on a website developed solely or primarily for promoting and
advertising the entity’s products should be expensed as incurred, since the entity will be
unable to demonstrate that such a website will generate probable future economic
benefits.

3.2 IAS 17 Leases (revised December 2003)

Objective
The objective of IAS 17 is to prescribe, for lessees and lessors, the appropriate accounting
policies and disclosures to apply to both operating and finance leases.
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Scope
The standard should apply to all leases other than:

● leases to explore for minerals, oil, natural gas etc.;
● licensing agreements for motion pictures, videos, plays, manuscripts, patents and

copyrights.

There is also an exemption to the measurement of investment properties held by lessees
under finance leases and vice versa to investment properties let out as operating leases by
lessors as well as those relating to biological assets governed by IAS 41.

Key definitions
Lease: an agreement whereby the lessor conveys to the lessee the right to use an asset in
return for a payment or series of payments for an agreed period of time.

Finance lease: a lease that transfers substantially all the risks and rewards attached to an
asset to a lessee. Title may or may not eventually be transferred (incident to ownership).

Operating lease: a lease other than a finance lease.

Net investment in the lease: the gross investment in the lease less unearned finance income.

Interest rate implicit in the lease: the discount rate that, at the inception of the lease, causes
the present value of (a) the minimum lease payments and (b) the unguaranteed residual
value to be equal to the sum of the fair value of the leased asset and any initial direct
costs of the lessor.

Classification of leases
This is based on the extent to which risks and rewards incident to ownership lie with the
lessee or lessor. Risks include idle capacity losses, obsolescence, variations in returns etc.,
and rewards include expectation of future profits and appreciation in the value of the
residual value.

A lease is classified as finance if it transfers substantially all the risks and rewards, and
an operating lease if vice versa.

There should be consistent treatment between lessor and lessee, but the application of
common definitions could still result in the same lease being classified differently by both
parties.

The decision as to whether or not there is a finance lease depends on the substance of
the transaction rather than its legal form. Normally a finance lease results where:

● the lease transfers ownership of the asset to the lessee at the end of the lease term;
● the lessee has the option to purchase the asset at a price sufficiently lower than the fair

value at the date the option becomes exercisable such that, at the inception of the
lease, it is reasonably certain that the option will be exercised;

● the lease term is for a major part of the asset’s economic life;
● at the inception of the lease, the present value of the minimum lease payments

amounts to substantially all of the fair value of the leased asset; and
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● the leased assets are of a specialised nature such that only the lessee can use them
without major modifications being made.

Indicators of situations that individually or in combination could also lead to a lease
being classified as a finance lease are:
● if the lessee can cancel the lease and the losses of cancellation are borne by the lessee;
● if gains/losses from fluctuations in fair values of the residual values fall to the lessee –

e.g. rent rebate equal to most of the sale proceeds at the end of the lease;
● if the lessee has the ability to continue the lease for a secondary period at a rent sub-

stantially lower than market rent.

The decision is made at the inception of the lease, but if both parties substantially alter
the terms of the lease in a manner that would have resulted in a different classification
then the revised agreement should be treated as a new agreement.

Leases of land and buildings should be classified in the same way. However, land has
an indefinite life and if title does not change hands then the lessee does not have sub-
stantially all the risks and rewards incident to ownership. In that case a premium paid for
such a leasehold represents pre-paid lease payments which are amortised over the lease
term in accordance with the pattern of benefits provided.

Accounting for leases in the financial statements of lessees
Finance lease

This should be recognised as an asset and a liability in the balance sheet of a lessee at
amounts equal, at the inception of the lease, to the fair value of the leased property, net
of grants and any tax credits receivable by the lessor. However, if the present value of
the minimum lease payments is lower, that value should be adopted.

The discount rate adopted should be the implicit rate of return in the lease, if practi-
cable, or if not, the lessee’s incremental borrowing rate.

By capitalising finance leases, the substance of the transaction is recognised and thus
financial ratios such as gearing are not distorted. It is not appropriate to net off finance
lease assets and liabilities.

Initial direct costs are included as part of the amount recognised as an asset under the
lease.

Lease payments should be apportioned between the finance charge and the reduc-
tion of the outstanding liability. The finance charge should be allocated to periods
during the lease term so as to produce a constant rate of interest on the remaining
balance of the liability for each period. Some form of approximation, however, is
acceptable.

A finance lease gives rise to a depreciation charge as well as a finance cost for each
period. The depreciation policy should be consistent with purchased assets and as per
IAS 16 and IAS 38. If there is no reasonable certainty that the lessee will obtain owner-
ship by the end of the lease term, the asset should be fully depreciated over the shorter
of the lease term or its useful life.

It would be rare for the sum of the depreciation charge and finance cost to be the
same as the lease payments made, thus the asset and related liability are unlikely to be
equal after the inception of the lease. If a leased asset appears to be impaired, IAS 36
should be applied.

IASD_ch03v1.qxd  6/15/05  5:02 PM  Page 86



87 Asset valuation: accounting for intangible assets, inventories and construction contracts

Disclosures
The following disclosures must be made:
1. For each class of asset, the net carrying amount at the balance sheet date
2. A reconciliation between the total of minimum lease payments (MLPs) at the balance

sheet date and their present value; in addition, the total of MLPs at the balance sheet
date and their present value for each of the following periods:
● not later than 1 year
● later than 1 year but not later than 5 years
● later than 5 years

3. Contingent rents recognised in income for the period
4. The total of future minimum sublease payments expected to be received under non-

cancellable subleases at the balance sheet date
5. A general description of the lessee’s significant leasing arrangements including, but

not limited to, the following:
● the basis on which contingent rent payments are determined
● the existence and terms of renewal or purchase options and escalation clauses, and
● restrictions imposed by lease arrangements, such as those concerning dividends,

additional debt, and further leasing.

Operating leases

Lease payments should be recognised as an expense in the income statement on a
straight-line basis over the lease term unless another systematic basis is representative of
the time pattern of the user’s benefit.

Disclosures
The following disclosures should be made:
1. The total of future minimum lease payments under non-cancellable operating leases

for each of the following periods:
● not later than 1 year
● later than 1 year and not later than 5 years
● later than 5 years

2. The total of future minimum sublease payments expected to be received under non-
cancellable subleases at the balance sheet date

3. Lease and sublease recognised in income for the period, with separate amounts for
minimum lease payments, contingent rents, and sublease payments

4. A general description of the lessee’s significant leasing arrangements including, but
not limited to, the following:
● the basis on which contingent rent payments are determined
● the existence and terms of renewal or purchase options and escalation clauses, and
● restrictions imposed by lease arrangements, such as those concerning dividends,

additional debt, and further leasing.

Accounting for leases in the financial statements of lessors
Finance leases

Lessor should recognise these as receivables in their balance sheet at amounts equal to
the net investment in the lease.

IASD_ch03v1.qxd  6/15/05  5:02 PM  Page 87



International financial reporting standards in depth 88

The recognition of finance income should be based on a pattern reflecting a constant
periodic rate of return on the lessor’s net investment outstanding in respect of the
finance lease.

Any lease payments should be applied against the gross investment in the lease to
reduce both the principal and the unearned finance income. Estimated unguaranteed
residual values are reviewed regularly, and if a reduction occurs the income allocation
over the lease term is revised and any reduction in respect of amounts already accrued
is recognised immediately.

Initial direct costs such as commissions and legal fees can be either recognised imme-
diately in income or allocated against income over the lease term.

Manufacturer/lessors
Manufacturer or dealer lessors should recognise their selling profit/loss in income in
accordance with normal sales. If artificially low rates of interest are quoted, selling
profit should be restricted to that which would apply if a commercial rate were
charged. Initial direct costs should be expensed in the income statement at the incep-
tion of the lease.

These contracts lead to the creation of two types of income:

● profit/loss equivalent to outright sale; and
● the finance income over the lease term.

The difference between the sales revenue (i.e. fair value of the asset) and the cost of sale
(i.e. cost or carrying amount of the leased property less present value of the unguaran-
teed residual value) is selling profit, which should be accounted as per the normal policy
for sales.

Manufacturer or dealer lessors sometimes quote artificially low rates of interest in
order to attract customers. The use of such a rate would result in an excessive portion of
the total income from the transaction being recognised at time of sale. If artificially low
rates of interest are quoted, selling profit would be restricted to that which would apply
if a commercial rate were charged. Initial costs are immediately expensed, as they relate
mainly to earning the manufacturer’s/dealer’s profit.

The following should be disclosed:

1. A reconciliation between the total gross investment in the lease at the balance sheet
date and the present value of MLPs at the balance sheet date; in addition, the total
gross investment in the lease and the present value of MLPs receivable at the balance
sheet date, for each of the following periods:
● not later than 1 year
● later than 1 year and not later than 5 years
● later than 5 years

2. Unearned finance income
3. The unguaranteed residual values accruing to the benefit of the lessor
4. The accumulated residual values accruing to the benefit of the lessor
5. The accumulated allowance for uncollectible MLPs receivable
6. Contingent rents recognised in income
7. A general description of the lessor’s significant leasing arrangements.
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Operating leases

Lessors should record assets in balance sheets according to their nature.
Lease income should be recognised on a straight-line basis unless a more systematic

basis would be more representative of the time pattern in which the benefits deriving
from the asset are diminished.

Initial direct costs are either deferred and allocated to income over the lease term in
proportion to rent income, or are recognised as expenses in the income statement in the
period they are incurred.

Depreciation should be on a basis consistent with the lessor’s normal depreciation
policy for similar assets, and calculated as per IAS 16. If the asset becomes impaired, IAS 36
must be applied.

No selling profit is recognised, as the agreement is not the equivalent of a sale.
Lessors should disclose the following:

1. The future MLPs under non-cancellable operating leases, in aggregate, and for each
of the following periods:
● not later than 1 year
● later than 1 year but not later than 5 years
● later than 5 years

2. Total contingent rents recognised in income
3. A general description of the lessor’s significant leasing arrangements.

Sale and leaseback transactions
The lease payment and the sale price are usually interdependent as they are negotiated
as a package. The accounting treatment depends on the type of lease involved.

Finance lease

Any excess of sales proceeds over carrying value should not be immediately expensed,
but instead deferred and amortised over the lease term. Effectively, the lessor provides
finance to the lessee with the asset as security, thus it is not appropriate to regard an
excess of sales proceeds over the carrying amount as income. Such excess is deferred and
amortised over the lease term.

Operating lease

Any profit/loss should be recognised immediately. If the sale price is below fair value,
any profit/loss should be recognised immediately except that if the loss is compensated
by future lease payments at below market price, it should be deferred and amortised in
proportion to the lease payments over the period for which the asset is expected to be
used. If the sale price is above fair value, the excess over fair value should be deferred
and amortised over the period for which the asset is expected to be used. It is effectively
a normal sale transaction, and any profit/loss is recognised immediately.

If the fair value at the time of sale and leaseback is less than the carrying amount of
the asset, a loss equal to the amount of the difference between the carrying amount and
fair value should be recognised immediately.
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Disclosures for lessees/lessors should be the same as for other lease disclosures for
lessees and lessors.

SIC 15 Operating Leases – Incentives ( July 1999)
Issue

In negotiating a new or renewed operating lease, the lessor may provide incentives for
the lessee to enter into the agreement. Examples include upfront cash to the lessee, or
the reimbursement or assumption by the lessor of costs to the lessee (e.g. relocation costs,
leasehold improvements etc.). Alternatively, initial periods of the lease term may be
agreed to be rent free or at a reduced rent.

The issue is how incentives in an operating lease should be recognised in the financial
statements of both lessor and lessee.

Consensus

All incentives for the agreement of a new or renewed operating lease should be recog-
nised as an integral part of the net consideration agreed for the use of the leased asset,
irrespective of the incentive’s nature or form or timing of payments.

The lessor should recognise the aggregate cost of incentives as a reduction of rental
income over the lease term, on a straight-line basis unless another systematic basis is rep-
resentative of the time pattern over which the benefit of the leased asset is diminished.

The lessee should recognise the aggregate benefit of incentives as a reduction in rental
expense over the lease term, on a straight-line basis unless another systematic basis is
representative of the time pattern of the lessee’s benefit from the use of the leased asset.

Costs incurred by the lessee, including costs in connection with a pre-existing lease,
should be accounted for by the lessee in accordance with IASs applicable to those costs,
including costs which are effectively reimbursed through an incentive arrangement.

SIC 27 Evaluating the Substance of Transactions in the Legal Form of a
Lease
This SIC outlines the approach that must be taken, when assessing an arrangement
involving the legal form of a lease, to determine whether, in substance, the arrangement
results in a lease under IAS 17. Where the arrangement does not meet the definition of
a lease, IAS 17 is not applicable and the principles of the Framework for the Preparation
and Presentation of Financial Statements, and other relevant standards, should be used
to determine the appropriate accounting for this arrangement.

3.3 IAS 2 Inventories (revised December 2003)

Objective
The objective of IAS 2 is to prescribe the accounting treatment for inventories and to
determine the cost to be recognised as an asset which will be subsequently expended. It
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91 Asset valuation: accounting for intangible assets, inventories and construction contracts

also provides guidance on cost formulas to adopt, and when to write down inventories to
net realisable value.

Scope
The standard applies only to inventories. It does not apply to:

● work in progress arising in construction and service contracts (see IAS 11);
● financial instruments (see IAS 39);
● biological assets related to agricultural activity (see IAS 41);
● inventories of agricultural and forest products and mineral ores to the extent that they

can be measured at NRV i.e. crops harvested (see IAS 41);
● commodity broker traders who measure inventories at NRV e.g. active market, sale

assumed under forward contracts.

Key definitions
Inventories: assets

● held for sale in the ordinary course of business;
● in the process of production; or
● in the form of materials, supplies to be consumed in production or rendering of services.

Net realisable value: the estimated selling price in the ordinary course of business less esti-
mated costs of completion and estimated selling costs.

Examples of inventories include retail merchandise, land held for resale and finished
goods.

Measurement of inventories
Inventories should be measured at the lower of cost and net realisable value.

1. Cost of inventories. This includes all costs of purchase, costs of conversion and other
costs in bringing the inventories to their present location and condition.

2. Costs of purchase. These comprise the purchase price, import duties, transport and
handling costs. However, trade discounts and rebates must be deducted.

3. Costs of conversion. These include direct labour and a systematic allocation of over-
heads, both fixed and variable, incurred in converting materials into finished goods.

Fixed overheads (maintenance, depreciation, factory management costs) should be
allocated on the basis of normal capacity – i.e. that which could be achieved on average
over a number of periods or seasons. The actual may be adopted if it approximates nor-
mal activity. Unallocated overheads are expended. In abnormally high production peri-
ods the allocation should be decreased so that inventories are not measured above cost.

Variable production overheads are allocated on the basis of the actual use of the
production facilities.

Where joint products are being produced a suitable allocation method should be
adopted – e.g. relative sales value. By-products should be measured at NRV and
deducted from the cost of the main product.

4. Other costs. These are only permitted if bringing inventories to their present location
and condition – e.g. cost of specific designing of products for customers. Examples of
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specific exclusions are:
● abnormal costs (e.g. wasted materials, labour)
● storage costs
● administration overheads
● selling costs.
However, borrowing costs are included provided they meet the criteria in IAS 23.

5. Costs of a service provider. These should primarily be labour and personnel costs plus
attributable overheads. Selling and administrative costs are not included. No profit
margins may be included either. Costs of agricultural produce harvested from bio-
logical assets – as per IAS 41 – are valued at fair value less costs of sale at harvest.

6. Costs of agricultural produce harvested from biological assets. These are measured initially at
their fair value less estimated point of sale costs at the point of harvest.

7. Techniques for the measurement of cost. Standard cost and the retail gross margin method
may be adopted if their results approximate cost. They must, however, be regularly
reviewed and revised, if necessary. The retail method must be careful to deduct gross
margins, but care is particularly required in cases of marked down inventories not to
reduce stocks below cost where clearly they are worth more.

Cost formulas
Costs should be specifically identified to specific projects, where possible. That, however,
is not appropriate where there are large numbers of items of inventories that are ordi-
narily interchangeable. In those cases the method selected should be FIFO or weighted
average.

The same formula should be adopted for all inventories having a similar nature and
use to the entity. A difference in geographical location, by itself, would not be sufficient
to justify the use of different cost formulas.

FIFO results in inventory valuations being up to date. LIFO would not be an accept-
able method, as inventories tend to be valued at out-of-date prices.

Net realisable value (NRV)
Where the cost of inventories may not be recoverable (e.g. damaged, obsolete, selling
prices declined etc.), then inventories should not be carried in excess of the amounts
expected to be realised from their sale or use.

Inventories are usually written down to NRV on an item-by-item basis. It is not appro-
priate to write down inventories based on a general classification (e.g. finished goods, or
all inventories in a particular industry).

Estimates of NRV are based on the most reliable evidence of amounts expected to
realise, and should take into account price fluctuations post-balance sheet date to the
extent that they can confirm conditions at that date.

If inventories are for a specific contract reference should be made only to the contract
price of that specific contract, but if for sale generally then to general selling prices.

Materials are not written down below cost provided the finished products in which they
will be incorporated are expected to be sold at or above cost. However, if a decline in
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material prices indicates that the cost of finished goods exceeds NRV then the materials
should be written down to NRV using replacement cost as the best available measure.

NRV should be reviewed in every subsequent period, and if circumstances reveal that
the writedown is no longer appropriate, it should be reversed.

Recognition as an expense
When inventories are sold, they should be expended in the period when the revenue is
recognised. Any writedowns or reversals should be recorded in the period they occur.

If some inventories are used in the construction of property, plant etc., they should be
capitalised and expended over the useful life of the fixed assets created.

Disclosure
The financial statements should disclose the following:

1. The accounting policies adopted in measuring inventories, including cost formulas
2. The total carrying amount of inventories broken into appropriate classifications
3. The carrying amount at fair value less costs to date
4. The amount expended in the period
5. The amount of any writedowns of inventories
6. The amount of any reversal of any writedowns
7. The circumstances or events that led to the writedown(s)
8. The carrying amount of inventories pledged as security for liabilities.

Common classifications include retail merchandise, production supplies, materials, work
in progress and finished goods.

3.4 IAS 11 Construction Contracts (1978, revised 1993)

The basic principle of IAS 11 is that when the outcome of a construction contract can
be estimated reliably, contract revenue and associated costs with the construction con-
tract should be recognised as revenue and expenses respectively by reference to the stage
of completion of the contract activity at the balance sheet date. An expected loss on the
construction contract should be recognised as an expense immediately.

Objective
The objective of IAS 11 is to prescribe the accounting treatment of revenue and costs
associated with construction contracts.

Key definition
Construction contracts: a construction contract is a contract specifically negotiated for the
construction of an asset or group of inter-related assets. Construction contracts include
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contracts for architectural, engineering, demolition, and other services related to the
construction of an asset.

Under IAS 11, if a contract covers two or more assets, the construction of each asset
should be accounted for separately if:

● separate proposals were submitted for each asset;
● the portions of the contract relating to each contract were negotiated separately; and
● the costs and revenues of each asset can be measured.

Otherwise, the contract should be accounted for in its entirety. Two or more contracts
should be accounted for as a single contract if they were negotiated together and the
work is inter-related.

If a contract gives the customer an option to order one or more additional assets, the
construction of each additional asset should be accounted for as a separate contract if
either (a) the additional asset differs significantly from the original asset(s), or (b) the price
of the additional asset is separately negotiated.

Contract revenue and costs
Contract revenue

Contract revenue should comprise:

1. The initial amount of revenue agreed in the contract; and
2. Variations in contract work, claims and incentive payments:

● to the extent that it is probable that they will result in revenue, and
● they are capable of being reliably measured.

Contract costs

Contract costs should comprise:

1. Costs that relate directly to the specific contract
2. Costs that are attributable to contract activity in general and can be allocated to the

contract
3. Such other costs as are specifically chargeable to the customer under the terms of the

contract.

Costs that relate directly to a specific contract include:

1. Site labour costs, including supervision
2. Costs of materials used in construction
3. Depreciation of plant used on the contract
4. Costs of moving plant and materials to and from the contract
5. Costs of hiring plant
6. Costs of design and technical assistance directly attributable to the contract
7. The estimated costs of rectification and guarantee work, including expected war-

ranty costs
8. Claims from third parties.

Borrowing costs may be capitalised under IAS 23.
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Determining when contract revenue and expenses 
may be recognised
Fixed price contracts

In the case of a fixed price contract, the outcome of a construction contract can be esti-
mated reliably when all the following conditions are satisfied:

● the total contract revenue can be measured reliably;
● it is probable that the economic benefits associated with the contract will flow to the

enterprise;
● both the contract costs to complete and the stage of completion at the balance sheet

date can be measured reliably;
● the contract costs attributable to the contract can be clearly identified and measured

reliably so that actual contract costs incurred can be compared with prior estimates.

Cost plus contracts

In the case of a cost plus contract, the outcome of a construction contract can be esti-
mated reliably when both the following conditions are satisfied:

● it is probable that the economic benefits associated with the contract will flow to the
enterprise;

● the contract costs attributable to the contract, whether or not specifically reim-
bursable, can be clearly identified and measured reliably.

The stage of completion of a contract may be determined in a variety of ways. The
enterprise uses the method that measures reliably the work performed. Depending on
the nature of the contract, the methods may include:

● the proportion that contract costs incurred for work performed to date bear to the
estimated total contract costs;

● surveys of work performed;
● completion of a physical proportion of the contract work.

Progress payments and advances from customers often do not reflect the work performed.
When the stage of completion is determined by reference to the contract costs

incurred to date, only those contract costs that reflect work performed are included in
costs incurred to date. Examples of contract costs which are excluded are:

● contract costs that relate to future activity on the contract such as costs of materials
that have been delivered to a contract site or set aside for use in a contract but not yet
installed, used or applied during contract performance, unless the materials have been
made specifically for the contract; and

● payments made to sub contractors in advance of work performed under the sub-contract.

When the outcome of a construction contract cannot be estimated reliably:

● revenue should be recognised only to the extent of contract costs incurred that it is
probable will be recoverable; and

● contract costs should be recognised as an expense in the period in which they are
incurred.
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An expected loss on the construction contract should be recognised as an expense
immediately.

Expected losses on contract
When it is probable that total contract costs will exceed total contract revenue, the
expected loss should be recognised as an expense immediately.

Disclosure
An enterprise should disclose:

1. The amount of contract revenue recognised as revenue in the period
2. The methods used to determine the contract revenue recognised in the period
3. The methods used to determine the stage of completion of contracts in progress.

An enterprise should disclose each of the following for contracts in progress at the bal-
ance sheet date:

1. The aggregate amount of costs incurred and recognised profits less recognised losses
to date

2. The amount of advances received
3. The amount of retentions.

Retentions are amounts of progress billings which are not paid until the satisfaction of
conditions specified in the contract for the payment of such amounts or until defects
have been rectified. Progress billings are amounts billed for work performed on a con-
tract whether or not they have been paid by the customer. Advances are amounts
received by the contractor before the related work is performed.

An enterprise should present:

1. The gross amount due from customers for contract work as an asset
2. The gross amount due to customers for contract work as a liability.

3.5 Examination questions

Question 3.1: Satellite (ACCA)
(This question investigates four separate accounting issues which could affect the publication of the final
consolidated balance sheet. These cover:

1. Provisions under IAS 37 for onerous leases
2. Whether or not an intangible asset may be recognised under IAS 38
3. The use of forward rate contracts in hedging contracts under IAS 32
4. How to account for contingent consideration in the calculation of goodwill under IFRS 3.

The balance sheet then has to be redrawn in order to comply with the above standards.)
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97 Asset valuation: accounting for intangible assets, inventories and construction contracts

Satellite, a public limited company, has produced the following draft consolidated
balance sheet as at 30 November 2000:

The group accountant has asked your advice on several matters. These issues are set out
below, and have not been dealt with in the draft group financial statements:

(i) Satellite has buildings under an operating lease. A requirement of the operating
lease for the corporate offices is that the asset is returned in good condition. The
operating lease was signed in the current year and lasts for 6 years. Satellite intends
to refurbish the building in 6 years’ time at a cost of $6 million in order to meet the
requirements of the lease. This amount includes the cost of renovating the exterior
of the building and is based on current price levels. Currently there is evidence that
due to severe and exceptional weather damage the company will have to spend
$1.2 million in the next year on having the exterior of the building renovated. The
company feels that this expenditure will reduce the refurbishment cost at the end of
the lease by an equivalent amount. There is no provision for the above expenditure
in the financial statements.

An 80% owned subsidiary company, Universe, has a leasehold property (depreci-
ated historical cost $8 million at 30 November 2000). It has been modified to
include a sports facility for the employees. Under the terms of the lease, the ware-
house must be restored to its original state when the lease expires in 10 years’ time
or earlier termination. The present value of the costs of reinstatement are likely to
be $2 million and the directors wish to provide for $200,000 per annum for
10 years. The lease was signed and operated from 1 December 1999. The directors
estimate that the lease has a recoverable value of $9.5 million at 30 November
2000, and have not provided for any of the above amounts.

Additionally, Satellite owns buildings at a carrying value of $20 million, which
will require repair expenditure of approximately $6 million over the next 5 years.
No provision has been made for this amount in the financial statements and depre-
ciation is charged on leasehold buildings at 10% per annum and on owned build-
ings at 5% per annum, on the straight-line basis.

Group Balance Sheet as at 30 November 2000
$000

Non-current assets
Intangible assets 5,180
Tangible assets 38,120

43,300
Net current assets 27,900
Total assets less current liabilities 71,200
Capital and reserves:
Called up share capital 16,100
Share premium account 5,000
Accumulated profits 27,400

48,500
Minority interest 9,100
Non-current liabilities – interest bearing borrowings 12,700
Provisions for liabilities and charges 55,900

71,200
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(ii) Universe has developed a database during the year to 30 November 2000 and it is
included in intangible non-current assets at a cost of $3 million. The asset comprises
the internal and external costs of developing the database. The cost of all intangi-
ble assets is amortised over 5 years, and 1 year’s amortisation has been charged. The
database is used to produce a technical accounting manual, which is used by the
whole group and sold to other parties. Net revenue of $2 million is expected from
sales of the manual over its 4-year life. It has quickly become a market leader in this
field. Any costs of maintaining the database and the technical manual are written
off as incurred. The technical manual requires substantial revision every 4 years.

(iii) On 1 December 1999, Satellite entered into an agreement with a wholly owned
overseas subsidiary, Domingo, to purchase components at a value of 2.1 million
unos on which Domingo made a profit of 20% on selling price. The goods were to
be delivered on 31 January 2000 with the payment due on 31 March 2000. Satellite
took out a foreign currency contract on 1 December 1999 to buy 2.1 million unos
on 31 March 2000 at the forward rate of $1 � 1.4 unos.

At 30 November 2000, Satellite had two-thirds of the components in inventory.
The spot rates were as follows:

The initial purchase of the inventory had been recorded on receipt at the forward
rate and the forward rate had been used for the year end valuation of inventory.
The directors are unsure as to how to treat the items above both for accounting and
disclosure purposes, but they have heard that the simplest method is to translate the
asset and liability at the forward rate and they wish to use this method.

(iv) Satellite purchased a wholly owned subsidiary company, Globe, on 1 December
1998. The vendors commenced a legal action on 31 March 2000 over the amount
of the purchase consideration which was based on the performance of the sub-
sidiary. An amount had been paid to the vendors and included in the calculation of
goodwill, but the vendors disputed the amount of this payment. The court made a
decision on 30 November 2000 which requires Satellite to pay an additional $8 million
to the vendors within 3 months. The directors do not know how to treat the addi-
tional purchase consideration and have not accounted for the item. Goodwill is
written off over 5 years with no time apportionment in the year of purchase.

(Assume that the effect of the time value of money is not material.)

$1 equivalent
1 December 1999 1.3 unos
31 January 2000 1.46 unos
31 March 2000 1.45 unos
30 November 2000 1.35 unos

Required

(a) Discuss how the above four issues should be dealt with in the group financial statements of
Satellite, stating the nature of the accounting entries required.

(b) Prepare a revised Group Balance Sheet at 30 November 2000 taking into account the four
issues above.
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Question 3.2: H (CIMA)
(This question reviews a more specialised aspect of IAS 38 and requires a discussion of whether or not
research expenditure should be capitalised. It also requires a knowledge of the criteria in IAS 38 to permit
capitalisation of development expenditure.)
H is a major electronics company. It spends a substantial amount of policy on research
and development. The company has a policy of capitalising development expenditure,
but writes off pure and applied research expenditure immediately in accordance with
the requirements of IAS 38 Intangible Assets.

The company’s latest annual report included a page of voluntary disclosures about
the effectiveness of the company’s research programme. This indicated that the com-
pany’s prosperity depended on the development of new products and that this could be
a very long process. In order to maintain its technical lead, the company often funded
academic research studies into theoretical areas, some of which led to breakthroughs
which H was able to patent and develop into new product ideas. The company claimed
that the money spent in this way as a good investment because for every 20 unsuccessful
projects there was usually at least one valuable discovery which generated enough profit
to cover the whole cost of the research activities. Unfortunately, it was impossible to tell
in advance which projects would succeed in this way.

A shareholder expressed dismay at H’s policy of writing off research costs in this man-
ner. He felt that this was unduly pessimistic given that the company earned a good
return from its research activities. He felt that the company should depart from the
requirements of IAS 38 in order to achieve a fair presentation.

Required

(a) Explain why it might be justifiable for H to capitalise its research costs.
(b) Explain why IAS 38 imposes a rigid set of rules which prevent the capitalisation of all

research expenditure and make it difficult to capitalise development expenditure.
(c) Explain whether the requirements of IAS 38 are likely to discourage companies such as H

from investing in research activities.
(d) Describe the advantages and disadvantages of offering companies the option of departing

from the detailed requirements of International Accounting Standards in order to achieve
a fair presentation.

Question 3.3: S (CIMA)
(This question covers the basics of IAS 17 Leases and explains the impact of choosing operating as
opposed to finance leases on accounting ratios. It also requires students to discuss the opportunities still
available for the creative accountant to influence the profit and loss account and balance sheet position.)
S is a large manufacturing company. The company needs to purchase a major piece of
equipment which is vital to the production process. S does not have sufficient cash avail-
able to buy this equipment. It cannot raise the necessary finance by issuing shares
because it would not be cost-effective to have a share issue for the amount involved. The
directors are also unwilling to borrow because the company already has a very high level
of debt in its balance sheet.
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C Bank has offered to lease the equipment to S. The bank has proposed a finance package
in which S would take the equipment on a 2-year lease. The intention is that S will take
out a second 2-year lease at the conclusion of the initial period and a third at the conclu-
sion of that one. By that time the equipment will have reached the end of its useful life.

C Bank will not require S to commit itself in writing to the two secondary lease peri-
ods. Instead, S will agree in writing to refurbish the equipment to a brand new condition
before returning it to C Bank. This condition will, however, be waived if the lease is sub-
sequently extended to a total of 6 years or more. Once the equipment is used, it would
be prohibitively expensive to refurbish it.

S’s directors are very interested in the arrangement proposed by C Bank. They believe
that each of the 2-year contracts could be accounted for as an operating lease because
each covers only a fraction of the equipment’s expected useful life.

Required

(a) Explain how the decision to treat the lease as an operating lease rather than a finance lease
would affect S’s income statement, balance sheet and any accounting ratios based on these.

(b) Explain whether S should account for the proposed lease as an operating lease or as a
finance lease.

(c) It has been suggested that forcing companies to disclose liabilities in respect of finance
leases in their balance sheets has an adverse effect on their gearing ratios. Explain whether
the classification of a lease as a finance lease can actually affect a company.

(d) It has been suggested that the rules governing the preparation of financial statements leave
some scope for the preparers of financial statements to influence the profit figure or bal-
ance sheet position. Explain whether you agree with this suggestion.

Question 3.4: Leese (ACCA)
(Following on from the previous question, Leese requires the student to explain why the IASB is likely
to abolish the distinction between operating and finance leases and force all leases on to the balance sheet
of the user. It also tests the ability of students to redraft the income statement and balance sheet and to
reflect those changes and impact on performance ratios.)
Leese, a public limited company and a subsidiary of an American holding company,
operates its business in the services sector. It currently uses operating leases to partly
finance its usage of land and buildings and motor vehicles. The following abbreviated
financial information was produced as at 30 November 2000:

Income Statement for the year ending 30 November 2000
$m

Revenue 580
Profit on ordinary activities before taxation 88
Taxation on profit on ordinary activities 1(30)
Profit on ordinary activities after taxation 258

Balance Sheet as at 30 November 2000
Non-current assets 200
Net current assets 170

370
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Future minimum operating lease payments for leases payable on 30 November each
year were as follows:

The company is concerned about the potential impact of bringing operating leases onto
the balance sheet on its profitability and its key financial ratios. The directors have heard
that the International Accounting Standards Board (IASB) is moving towards this stance
and wish to seek advice on the implications for the company.

The directors, for the purpose of determining the impact of the IASB’s proposals,
have decided to value current and future operating lease rentals at their present value.

The appropriate interest rate for discounting cash flows to present value is 5% and the
current average remaining lease life for operating lease rentals after 30 November 2003
is deemed to be 10 years.

Depreciation on land and buildings is 5% per annum and on motor vehicles is 25%
per annum with a full year’s charge in the year of acquisition. The rate of income tax is
30%. Assume that operating leases payments are allowable for taxation purposes and
that capitalised finance leases attract tax relief in respect of finance costs and deprecia-
tion of the lease. The operating lease agreements commenced on 30 November 2000.

Year Land and buildings Motor vehicles
$m $m

30 November 2001 28 9
30 November 2002 25 8
30 November 2003 20 7
Thereafter 500 2–2
Total future minimum operating lease payments (non-cancellable) 573 24

Share capital 200
Accumulated profits 120

320
Non-current liabilities (interest free loan from holding company) 350

370
Notes:
Operating lease rentals for the year – paid 30 November 2000

$m
Land and buildings 30
Motor vehicles 10

Required

(a) Discuss the reasons why accounting standard setters are proposing to bring operating
leases on to the balance sheets of companies.

(b) Show the effect on the Income Statement for the year ending 30 November 2000 and the
Balance Sheet as at 30 November 2000 of Leese capitalising its operating leases.

(c) Discuss the specific impact on the key performance ratios and the general business impact
of Leese capitalising its operating leases.
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Question 3.5: Petroplant
( Petroplant is the first of two questions covering the issue of construction contracts. It takes the student
through the life of one contract over a 3-year period and determines both income and balance sheet
extracts. In addition, it incorporates a variation in the contract as well as possible incentive payments and
how these should be incorporated in contract revenue.)
Petroplant is a large company whose activity is the construction of oil refineries.
Petroplant prepares its financial statements to 30 September each year. On 1 April 2000
it was successful in securing a contract to construct an oil refinery for Oiltex.

The contract is scheduled for completion on 30 June 2002.The contract contains a
completion clause whereby if the contract is completed within 1 month of the scheduled
date, the agreed price of $1,500 million will be paid. However, if completion is more
than one calendar month ahead of schedule then an incentive of 2% of the agreed price
is payable by Oiltex. Conversely, if the contract is more than 1 month late then Oiltex
will deduct a penalty on equivalent terms to the incentive.

In addition to the completion clause, the contract contains a cost escalation clause
whereby a 3% increase in the contract price will be paid if labour costs rise by more than
10% from the start of the contract (as measured by a government index). This occurred
in May 2002.

During the construction of the oil refining plant the price of crude oil increased dra-
matically and Oiltex negotiated a variation to the design and construction of the plant
such that it would be suitable to produce petrol from coal instead of crude oil. Oiltex
agreed a price of a further $200 million for the variation. Petroplant estimated the cost
of adapting the plant would be $120 million. The incentive/penalty clause does not
apply to the variation nor does the labour escalation clause. No adjustment was made to
the scheduled completion date as a result of the variation.

The following details relate to the progress of the contract. All estimates are at the end
of the relevant year and can be taken as being reliable.

Petroplant determines the stage of completion of its contracts by the proportion that
the cost incurred to date bears to the total estimated contract costs. Contract rev-
enues should include the appropriate proportion of cost escalations and incen-
tives/penalties from the time they are reasonably foreseeable. The variation is

Year to 30 September 2000 2001 2002
$ million $million $ million

Estimated total cost (original contract) 1,200 1,230
Actual costs to date (original contract) 300 740 1,265
Estimated variation costs 120
Actual variation cost to date 70 115
Estimated date of completion On time 6 weeks early Completed  

10 August 2002
Agreed value of work completed:
original contract 330 800 1,250
variation 60 150
cumulative progress billings received 280 1,100 Paid in full
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103 Asset valuation: accounting for intangible assets, inventories and construction contracts

Question 3.6: S (CIMA)
(The final question in the chapter investigates two construction contracts. The first (deep-sea fishing boat)
is a typical profit maker and requires revenues and costs to be recorded as the contract progresses. However,
the second (ferry) is an example where the contract is clearly a loss maker and there is the need therefore,
under IAS 11, to provide in full immediately for all estimated losses to the end of that contract.)
S is a shipbuilder which is currently working on two contracts:

Deep-sea Small passenger 
fishing boat ferry

$000 $000
Contract price (fixed) 3,000 5,000
Date work commenced 1 October 1 October

2000 2001
Proportion of work completed during the year ended 

30 September 2001 30% Nil
Invoiced to customer during year ended 30 September 2001 900 Nil
Cash received from customer during year ended 

30 September 2001 800 Nil
Costs incurred during year ended 30 September 2001 650 Nil
Estimated cost to complete at 30 September 2001 1,300
Proportion of work completed during the year ended 

30 September 2002 25% 45%
Invoiced to customer during year ended 30 September 2002 750 2,250
Cash received from customer during year ended 30 September 2002 700 2,250
Costs incurred during year ended 30 September 2002 580 1,900
Estimated cost to complete at 30 September 2002 790 3,400

S recognises revenue and profit on long-term contracts in relation to the proportion of
work completed.

Required

(a) Prepare extracts of the income statement and balance sheet of Petroplant for the years to
30 September 2000, 2001 and 2002 in respect of the above contract.

(b) Discuss the matters to be considered in determining whether a contract variation should be con-
sidered part of the same contract or as a different contract. Note: Your answer should refer to IAS
11 Construction Contracts. Do not amend your answer to part (a) in respect of this discussion.

considered to be part of the original contract (from the date it was agreed), and not a
separate contract.

No profit is recognised on contracts until they are at least 20% complete.
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Required

(a) Calculate the figures that will appear in S’s income statement for the year ended
30 September 2002 and its balance sheet at that date in respect of each of these contracts.

(b) The IASB’s Framework for the Preparation and Presentation of Financial Statements (Framework)
effectively defines losses on individual transactions in such a way that they are associated
with increases in liabilities or decreases in assets. A liability is defined as ‘a present obliga-
tion of the enterprise arising from past events, the settlement of which is expected to result
in an outflow from the enterprise of resources embodying economic benefits’. Explain how
the definition of losses contained in the Framework could be used to justify the require-
ment of IAS 11 Construction Contracts to recognise losses in full on long-term contracts as
soon as they can be foreseen.
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4
Balance sheet: liabilities

4.1 IAS 37 Provisions, Contingent Liabilities and 
Contingent Assets (May 1975, revised 
September 1988)

Objective
IAS 37 prescribes the accounting and disclosure for all provisions, contingent liabilities
and contingent assets, except for those listed below.

Scope
The following are exceptions:

● those financial instruments carried at fair value (see IAS 39);
● executory contracts (neither party performed nor both partially performed), except

where onerous;
● insurance enterprises from contracts with policyholders (see IFRS 4);
● those covered by another IAS, e.g. IAS 11, 12, 17, 19, nor any revenue covered by IAS 18;
● reduction in asset values e.g. depreciation, doubtful debts.

The objective of IAS 37 is to ensure that appropriate recognition criteria and measure-
ment bases are applied to provisions, contingent liabilities and contingent assets, and
that sufficient information is disclosed in the notes to enable users to understand their
nature, timing and amount.

Restructuring provisions are included in IAS 37, but additional disclosures may be
required by IFRS 5 on discontinuing operations.

Key definitions
Provision: a liability of uncertain timing or amount.

Legal obligation: an obligation that derives from a contract, legislation or other operation
of law.
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Constructive obligation: an obligation that derives from an enterprise’s actions where:

● by an established pattern of past practice, published policies or a sufficiently specific
current statement, the enterprise has indicated to other parties that it will accept 
certain responsibilities; and

● as a result, the enterprise has created a valid expectation on the part of those parties
that it will discharge those responsibilities.

Contingent liability:

● a possible obligation that arises from past events and whose existence will be
confirmed only by the occurrence or non-occurrence of one or more uncertain future
events not wholly within the control of the enterprise; or

● a present obligation that arises from past events but is not recognised because either it
is not probable that an outflow of resources embodying economic benefits will be
required to settle the obligation; or the amount of the obligation cannot be measured
with sufficient reliability.

Contingent asset: a possible asset that arises from past events and whose existence will be
confirmed only by the occurrence or non-occurrence of one or more uncertain future
events not wholly within the control of the enterprise.

Provisions and other liabilities
What distinguishes provisions from other liabilities is uncertainty about the timing or
amount of future expenditure. Trade payables are certain liabilities to pay for goods or
services received, and accruals are certain liabilities for goods or services received not
invoiced or formerly agreed as due to employees/suppliers.

Provisions, due to their uncertain nature, are reported separately, whereas accruals are
reported as part of trade and other payables.

Relationship between provisions and contingent liabilities
The key difference between provisions and contingencies is that the latter are not recog-
nised because their existence will be confirmed only by the occurrence or non occur-
rence of one or more uncertain future events not wholly within the entity’s control or
else they fail to meet the recognition criteria for liabilities.

Provisions

These represent either a legal or a constructive obligation, but also they must result in a
probable outflow of resources to another party.

Contingent liabilities

Contingent liabilities consist of possible obligations or those that fail to pass recognition
criteria – i.e. it is not probable that an outflow of resources embodying economic bene-
fits will be required to settle the obligation, or the amount of the obligation cannot be
measured with sufficient reliability.
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Recognition
Provisions

A provision should be recognised when:

● an enterprise has a legal or constructive obligation;
● it is probable that an outflow of resources will be required to settle the obligation; and
● a reliable estimate can be made of the obligation.

In rare cases where it is not clear whether or not there is an obligation, a past event is
deemed to give rise to a present obligation if it is more likely than not that a present
obligation exists at the balance sheet date. All available evidence should be considered,
including the opinion of experts.

The financial statements deal with the financial position at the period end, not with
the future. No provision can be recognised for costs that need to be incurred in the
future. It must only be those that existed at the balance sheet date.

However, provisions are required for penalties, clean-up costs and decommissioning
costs, as these are legal obligations. In contrast, expenditure to operate in a future way
by fitting smoke filters would not be permitted as the entity could change its method of
operation to avoid the liability.

For a liability to be created it is not necessary to know the identity of the party to
whom the liability is owed – it may be to the public at large. A board decision, by itself,
does not result in a constructive obligation unless that decision has been communicated
before the balance sheet date to those affected by it.

An event may not immediately give rise to an obligation, but may do so in the future
because of a change in law or statement to make the obligation constructive. If a new
law has yet to be finalised, an obligation only arises when the legislation is virtually
certain to be enacted.

An entity should be able to determine a range of possible outcomes and therefore
make an estimate of the obligation that is sufficiently reliable to use when recognising a
provision. In extremely rare cases where no reliable estimate can be made, a liability
exists that cannot be recognised. Instead, it should be disclosed as a contingent liability.

Contingent liabilities

An enterprise should not recognise a contingent liability. Instead it should be disclosed
unless the possibility of an outflow of resources is remote.

Where an entity is jointly and severally liable for an obligation, that part that is expected
to be met by other parties is treated as a contingent liability. This must be assessed
continually to determine whether an outflow has become probable. If that is the case, it
will become a provision in the year in which the change in probability occurs.

Contingent assets

An entity should not recognise a contingent asset since this may result in the recognition
of income that may never be realised. However, when realisation is virtually certain,
then the related asset should be recognised.

A contingent asset should be disclosed where an inflow of benefits is probable.
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Contingent assets are not recognised since this may result in recognition of income
that may never be realised. However, when realisation is virtually certain then the related
asset is not a contingent asset and should be recognised. Contingent assets should be
continually assessed to ensure that they are appropriately accounted for.

Measurement
Best estimate
The amount recognised as a provision should be a best estimate of the expenditure
required to settle the present obligation at the balance sheet date.

It is the amount an entity would rationally pay to settle at the balance sheet date or to
transfer it to a third party. Often that amount would be prohibitive to settle. However,
the estimate that would rationally be paid would be the best estimate of expenditure
required to settle.

The estimates of outcomes and financial effect should be determined by the judgement
of management supplemented by experience of similar transactions and independent
experts (see Example 4.1). That should include any additional evidence discovered in the
post balance sheet period.

Where a large population is involved the obligation should be estimated by weighing
up all possible outcomes by their associated probabilities, i.e. expected value. Where there
is a continuous range of possible outcomes and each point in that range is as likely as any
other, the midpoint of the range is used.
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Example 4.1
Best estimate

An entity sells goods with a warranty that covers defects within first 6 months after purchase.
If minor defects were detected, repair costs of £1 m would be incurred; if major, £4 m. Past
experience and future expectations indicate that 75% of goods sold will have no defects, 20%
minor and 5% major.

The expected value of cost of repairs is therefore 75% � Nil � 20% � £1 m � 5% �
£4 m � £400,000.

Where a single obligation is being measured, the most likely outcome should be chosen.
However, an entity must consider other outcomes – e.g. if it must rectify a serious fault
and assumes the most likely outcome to be £1,000, a provision for a larger amount is
made if there is a significant chance that further attempts to rectify the fault will be nec-
essary.

The provision should be measured before tax. Any tax consequences are dealt with in
IAS 12.

Risks and uncertainties
The risks and uncertainties surrounding events should be considered in reaching the best
estimate of a provision. Risk describes the variability of outcomes. A risk adjustment
may require an increase in a liability. However, the existence of uncertainty does not
justify the creation of excessive provisions.
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Disclosure of the uncertainties surrounding the amount of the expenditure is
required.

Present value
Where the time value of money is material, the amount of a provision should be its
present value. The discount rate should be a pre-tax rate that reflects the risks for which
future cash flow estimates have been adjusted.

Future events
Future events that may affect the amount required to settle an obligation should be reflected
in the amount of a provision where there is sufficient evidence that they will occur.

It is appropriate to include expected cost reductions associated with past experience in
applying existing technology but not to anticipate the development of new technology
unless that is supported by objective evidence.

The effect of possible new legislation is considered when measuring an existing
obligation, if the legislation is virtually certain to be enacted. Evidence is required both
of what the legislation will demand and of whether or not it is virtually certain to be
enacted and implemented. In many cases sufficient objective evidence will not exist until
the new legislation is actually enacted.

Expected disposal of assets
Gains from the expected disposal of assets should not be taken into account in measuring
a provision. Instead an entity recognises gains on disposal at the time specified in more
specific IASs, when dealing with the assets concerned.

Reimbursements
Where some of the expenditure is expected to be reimbursed by another party, the
reimbursement should be recognised when, and only when, it is virtually certain that
reimbursement will be received if the entity settles the obligation. It should be treated as
a separate asset. The reimbursement should not exceed the provision.

In the income statement, the expense relating to a provision may be presented net of
the amount recognised for a reimbursement.

Changes in provisions
Provisions should be reviewed at each balance sheet date and adjusted to reflect the cur-
rent best estimate. If it is no longer probable that an outflow of resources embodying
economic benefits will be required to settle, the provision should be reversed.

Where discounting is used, the carrying amount of the provision increases each
period to reflect the passage of time and the increase is recognised as a borrowing cost.

Use of provisions
A provision should be used only for expenditures for which the provision was originally
recognised. There should be no virement across provisions.
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Application of the recognition and measurement rules
Future operating losses
Provisions should not be recognised for future operating losses. They do not meet the
definition of a liability, nor the general recognition criteria. However, there may be an
indication for impairment testing under IAS 36.

Onerous contracts
A provision should be made for any contract which is onerous. Where certain rights and
obligations make a contract onerous, a liability should be recognised. Executory con-
tracts fall outside the scope of the standard.

It is onerous when, in a contract, any unavoidable costs of meeting the obligations
under the contract exceed any economic benefits. The former represent the least net
cost of exiting from the contract – i.e. the lower of fulfilling it or the penalties from fail-
ure to fulfil.

Any impairment losses must be recognised first, however, under IAS 36.

Restructuring
The following are examples of events that may fall under the definition of restructuring:

● sale or termination of a line of business;
● the closure or relocation of business activities;
● changes in management structure;
● fundamental reorganisations having a material effect on the nature and focus of an

entity’s operations.

A constructive obligation only arises when an entity:

● has a detailed formal plan for restructuring identifying at least: the part of business
concerned; the principal locations affected; the location, function and number of
employees being terminated; the expenditures to be undertaken; and when the plan
will be implemented

● has raised a valid expectation in those affected that it will carry out the restructuring by
starting to implement the plan or announcing its main features to those affected by it.

Commencement could be evidenced by selling off assets, dismantling plant, or the pub-
lic announcement of its main features. For a constructive obligation the implementation
should take place as soon as possible and be completed in a timeframe that makes sig-
nificant changes unlikely to the plan. Long delays are unlikely to achieve that objective.

A board decision to restructure, before the balance sheet date, does not give rise to a
constructive obligation unless the entity has:

● started to implement the restructuring plan; or
● announced its main features sufficiently well to those affected that it will clearly result

in a valid expectation that the entity will carry out the restructuring.

Any post-balance sheet disclosure may be disclosed under IAS 10 Events after the Balance
Sheet Date as a non-adjusting event.

Some countries have a two-tiered board system with employees on the secondary
board; if they are informed, then a constructive obligation could exist.
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No obligation arises for the sale of an operation until the entity is committed to the
sale – i.e. there is a binding sale agreement.

A restructuring provision should only include the direct expenditures arising from the
restructuring which are those that are both:

● necessarily entailed by the restructuring; and
● not associated with the ongoing activities of the enterprise.

It does not include retraining costs, marketing, or investment in new systems. These
relate to the future. Future operating losses are also excluded unless they are related to
an onerous contract.

Disclosure
For each class of provision, the following must be disclosed:

1. The net book value at start and end of the period
2. Additional provisions made in the period, including increases to existing provisions
3. Amounts used during the period
4. Unused amounts reversed during the period
5. The increase during the period in the discounted amount arising from the passage of

time and any change in the discount rate.

Comparatives are not required.
In addition, an entity should disclose the following:

1. A brief description of the nature of the obligation and expected timing of any result-
ing outflows of economic benefits

2. An indication of the uncertainties about the timing or amount of any outflows
including the major assumptions adopted

3. The amount of any expected reimbursement, stating the amount of any asset recog-
nised for that expected reimbursement.

For all possible contingent liabilities the following should be disclosed together with a
brief description of the nature of the contingent liability:

1. An estimate of its financial effect
2. An indication of the uncertainties relating to the amount or timing of any outflow
3. The possibility of any reimbursement.

Disclosures may be aggregated provided their nature is sufficiently similar for a single
statement to fulfil the above requirements.

Where an inflow of economic benefits is probable an entity should disclose a brief
description of the nature of the contingent asset at the balance sheet date and, if prac-
ticable, an estimate of its financial effect.

Where any of the above disclosure is not practicable, that fact should be disclosed. In
extremely rare cases disclosure may seriously prejudice the entity in a dispute with other
parties. In that case an entity need not disclose the information but should instead
disclose the general nature of the dispute together with the fact that, and reason why, the
information has not been disclosed.
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IAS 37 provides a number of illustrations that demonstrate how to apply the standard
(see Example 4.2).

International financial reporting standards in depth 112

Example 4.2
Illustrations of how to apply IAS 37

1. Warranties
A manufacturer gives warranties to its customers. Under the terms of the contract it promises
to remedy any defects that become apparent within 3 years from the date of sale. On past
experience, it is probable that there will be some claims under the warranties.

Present obligation as a result of a past obligating event: the sale of the product gives rise to
a legal obligation.

Outflow of resources: probable for warranties as a whole.
Conclusion: a provision is recognised for the best estimate of the costs of making good

under warranty products sold before the balance sheet date.

2. Contaminated land – legislation virtually certain to be enacted
An oil company causes contamination. In one country there is no legislation requiring clean-
ing up, but contamination has occurred for several years. At 31 December 2000 it is virtually
certain that a draft law will be enacted shortly after the year end.

Present obligation as a result of a past obligating event: the obligating event is the contam-
ination of the land because of virtual certainty of clean-up.

Outflow of resources: probable.
Conclusion: a provision is recognised for the best estimate of the costs of clean-up.

3. Contaminated land and constructive obligation
An oil company causes environmental damage in a country with no legislation to clean up, but
the entity has a widely published environmental policy in which it undertakes to clean up all
contamination that it causes. It normally honours that pledge.

Present obligation as a result of a past obligating event: the obligating event is the contami-
nation of the land giving rise to a constructive obligation to clean up.

Outflow of resources: probable.
Conclusion: a provision for the best estimate of the costs of clean-up.

4. Offshore oilfield
An agreement requires the removal of an oil rig and the restoration of the seabed; 90% of the
costs relate to the removal of the rig and restoration of damage and 10% to the extraction of
oil. At year end the rig was constructed but no oil extracted.

Present obligation as a result of a past obligating event: construction of oil rig creates a legal
obligation. At the balance sheet date, however, there is no obligation to rectify the damage
caused by the extraction of oil.

Outflow of resources: probable.
Conclusion: a provision is recognised for the best estimate of 90% of the eventual costs that

relate to the removal of the oil rig. These costs are included as part of the cost of the oil rig.
The 10% are recognised as a liability as the oil is extracted.

5. Refunds policy
A retail store has a policy of refunding purchases by dissatisfied customers and this is generally
known.
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Present obligation as a result of a past obligating event: the obligating event is the sale of the
product – constructive obligation – with the valid expectation by customers that the store will
refund purchases.

Outflow of resources: probable, a proportion of goods are returned for refund.
Conclusion: a provision is recognised for the best estimate of the costs of the refunds.

6. Closure of a division – no implementation before balance sheet date
Assume in December 2004 the board of an entity decides to close down a division. Before the
year end (31.12.04) the decision was not communicated to any of those affected.

Present obligation as a result of a past obligating event: there has been no obligating event
and so no obligation.

Conclusion: No provision is recognised.

7. Closure of a division – communication/implementation before balance sheet date
Assume in December 2004 the board of an entity decides to close down a division. Before the
year end (31.12.04) a detailed plan for closing down the division was agreed by the board and
letters sent to customers warning them to seek an alternative source of supply. Redundancy
notices were also sent to employees.

Present obligation as a result of a past obligating event: the obligating event is the commu-
nication of the decision to customers and staff – constructive contract.

Outflow of resources: probable.
Conclusion: a provision should be recognised for the best estimate of the costs of closing the

division.

8. Legal requirements to fit smoke filters
Under new legislation an entity is required to fit smoke filters by 30 June 2004. It has not fit-
ted these.

● At 31 December 2003: there is no obligation as no obligating event either for costs of fitting
the filters or for fines; no provision is recognised.

● At 31 December 2004: there is still no obligation for fitting the filters, but there could be for
fines. There is therefore the need to assess the probability of incurring fines and penalties by
non-compliance, and thus a provision is recognised for the best estimate of any fines and
penalties that are more likely than not to be imposed.

9. Staff retraining as a result of changes in the income tax system
A number of changes to the tax systems resulted in a need to retrain a large proportion of its
administrative and sales workforce to ensure compliance with financial services regulations.
No retraining had taken place by the year end.

Present obligation as a result of a past obligating event: no obligation because no obligating
event (retraining) has taken place.

Conclusion: No provision is recognised.

10. An onerous contract
During December 2004 the entity relocates to a new factory. The lease on the old factory con-
tinues for the next 4 years, and cannot be cancelled or re-let.

Present obligation as a result of a past obligating event: the obligating event is the signing of
the lease contract – a legal obligation.

Outflow of resources: when the lease becomes onerous, an outflow is probable.
Conclusion: a provision is recognised for the best estimate of the unavoidable lease payments.
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A number of illustrations of disclosure are also provided by IAS 37 (see Example 4.3).

11. A single guarantee
During 2002, A guarantees certain borrowings of B. During 2005 B’s financial condition
deteriorates, and in June 2005 it files for protection from creditors.

● At 31 December 2004: the obligating event is the giving of the guarantee – legal obligation.
No outflow of benefits is probable. No provision is recognised. The guarantee is a contin-
gent liability unless probability of outflow is remote.

● At 31 December 2005: the obligating event is the giving of the guarantee – legal obligation.
Probable an outflow of resources will occur. Provision is recognised for the best estimate of the
obligation.

12. A court case
Ten people died after a wedding, of food poisoning, possibly from goods sold by the company.
Legal proceedings have started but are being disputed by the company. In 2004 the legal
advisors felt that the loss was not probable, but during 2005 they have changed their mind.

● At 31 December 2004: no obligation exists and thus no provision should be created. It is
disclosed as a contingent liability, unless liability is remote.

● At 31 December 2005: there is a present obligation. It is probable, and a provision should be
made for the best estimate of the amount to settle the obligation.

13. Repairs and maintenance
Where a major overhaul is required, IAS 16 permits component accounting.

● No legislative requirement: no obligation exists even if, for example, a furnace needs to be
relined every 5 years. No provision is permitted as this still only an intention. Instead, the relin-
ing costs should be capitalised when incurred and depreciated over the subsequent 5 years.

● Legislative requirement: an airline is required by law to overhaul its aircraft every 3 years.
There is no obligation and no provision as there is still only an intention. The company can
avoid the expenditure by selling the aircraft. Once again depreciation should be accelerated
via component accounting and subsequent overhaul costs capitalised.

Example 4.3
Illustrations of disclosure

1. Warranties
A manufacturer gives warranties at the time of sale to purchasers of its three product lines.
Under the terms of the warranty, the manufacturer undertakes to repair or replace items that
fail to perform satisfactorily for 2 years from the date of sale. At the balance sheet date, a pro-
vision of 60,000 has been recognised. The provision has not been discounted, as the effect of
discounting is not material. The following information is disclosed:

A provision of 60,000 has been recognised for expected warranty claims on products sold during
the last three financial years. It is expected that the majority of this expenditure will be incurred in
the next financial year, and all will be incurred within 2 years of the balance sheet date.

Decommissioning costs
In 2002, an entity involved in nuclear activities recognises a provision for decommissioning
costs of 300 million. The provision is estimated using the assumption that decommissioning
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4.2 Examination questions

Question 4.1: Genpower (ACCA)
(The first question requires students to explain the need for a unique accounting standard on provisions.
The next part of the question describes the principles in IAS 37 and how they fit in with the recognition
and measurement criteria contained in the Framework.)
IAS 37 Provisions, Contingent Liabilities and Contingent Assets was issued in September 1998
and became effective for accounting periods beginning on or after 1 July 1999. It super-
sedes certain parts of IAS 10 in respect of contingencies.

will take place in 60–70 years’ time. However, there is a possibility that it will not take place
until 100–110 years’ time, in which case the present value of the costs will be significantly
reduced. The following information is disclosed:

A provision of 300 million has been recognised for decommissioning costs. These costs are expected
to be incurred between 2060 and 2070; however, there is a possibility that decommissioning will not
take place until 2100–2110. If the costs were measured based upon the expectation that they would
not be incurred until 2100–2110, the provision would be reduced to 136 million. The provision has
been estimated using existing technology, at current prices, and discounted using a real discount
rate of 2%.

Required

(a) Explain the need for an accounting standard in respect of provisions.
(b) Describe the principles in IAS 37 of accounting for provisions. Your answer should refer to

definitions and recognition and measurement criteria.

Genpower is a company involved in the electricity generating industry. It operates some
nuclear power stations for which environmental clean-up costs can be a large item of
expenditure. The company operates in some countries where environmental costs have
to be incurred as they are written into the licensing agreement, and in other countries
where they are not a legal requirement. The details of a recent contract Genpower entered
into are as follows.

A new nuclear power station has been built at a cost of $200 million and was brought
into commission on 1 October 1999. The licence to produce electricity at this station is
for 10 years. This is also the estimated economic life of the power station. The terms of
the licence require the power station to be demolished at the end of the licence. It also
requires that the spent nuclear fuel rods (a waste product) have to be buried deep in the
ground and the area ‘sealed’ such that no contamination can be detected. Genpower will
also have to pay for the cost of cleaning up any contamination leaks that may occur from
the water cooling system that surrounds the fuel rods when they are in use.

Genpower estimates that the cost of the demolition of the power station and the fuel
rod ‘sealing’ operation will be $180 million in 10 years’ time. The present value of these
costs at an appropriate discount rate is $120 million. From past experience there is a
30% chance of a contaminating water leak occurring in any 12-month period. The cost

IASD_ch04v1.qxd  6/15/05  5:03 PM  Page 115



of cleaning up a leak varies between $20 million and $40 million, depending on the
severity of the contamination.

Extracts from the company’s draft financial statements to 30 September 2000 relating
to the contract after applying the company’s normal accounting policy for this type of
power station are:
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Income Statement charge: $ million
Non-current asset depreciation (power station) 10% � $200 million 20
Provision for demolition and ‘sealing’ costs 10% � $180 million 18
Provision for cleaning up contamination due to water leak 

(30% � an average of $30 million) 459
247

Balance sheet:
Tangible non-current assets:
Power station at cost 200
Depreciation .(20)

180
Non-current liabilities:
Provision for environmental costs ($18 � $9 million) 27
Note: no contamination from water leakage occurred in the year to 30 September 2000.

Genpower is concerned that its current policy does not comply with IAS 37 Provisions,
Contingent Liabilities and Contingent Assets, and has asked for your advice.

Required

(c) Comment on the acceptability of Genpower’s current accounting policy, and redraft the
extracts of the financial statements in line with the regulations of IAS 37. Note: your answer
should ignore the ‘unwinding’ of the discount to present value.

(d) Assume Genpower was operating the nuclear power station in a country that does not
legislate in respect of the above types of environmental costs. Explain the effect this would
have on your answer to (c) above.

Question 4.2: L (CIMA)
(A similar question is found in the CIMA examinations. It takes a specific product, selling gaming cards,
and looks at the possible claims that can arise from such sales e.g. packaging error, possible forgery etc. It
concentrates mainly on the distinction between provisions and contingent liabilities.)
L is an enterprise which sells gaming cards to retailers, who then resell them to the gen-
eral public. Customers who buy these cards scratch off a panel to reveal whether they
have won a cash prize. There are several different ranges of cards, each of which offers
a different assortment of prizes.

Prizewinners send their winning cards to L and are paid by cheque. If the prize is
major, then the prize-winner is required to telephone L to register the claim and then
send the winning card to a special address for separate handling.
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All cards are printed and packaged under conditions of high security. Special printing
techniques make it easy for L to identify forged claims, and it is unusual for customers to
make false claims. Large claims are, however, checked, using a special chemical process
that takes several days to take effect.

The directors are currently finalising their financial statements for the year ended
31 March 2002. They are unsure about how to deal with the following items:

(i) A packaging error on a batch of ‘Chance’ cards meant that there were too many
major prize cards in several boxes. L recalled the batch from retailers, but was too
late to prevent many of the defective cards being sold. The enterprise is being
flooded with claims. L’s lawyers have advised that the claims are valid and must be
paid. It has proved impossible to determine the likely level of claims that will be
made in respect of this error because it will take several weeks to establish the suc-
cess of the recall and the number of defective cards.

(ii) A prize-winner has registered a claim for a $200,000 prize from a ‘Lotto’ card. The
financial statements will be finalised before the card can be processed and checked.

(iii) A claim has been received for $100,000 from a ‘Winner’ card. The maximum prize
offered for this game is $90,000, and so the most likely explanation is that the card has
been forged. The police are investigating the claim, but this will not be resolved before
the financial statements are finalised. Once the police investigation has concluded, L
will make a final check to ensure that the card is not the result of a printing error.

(iv) The enterprise received claims totalling $300,000 during the year from a batch of
bogus ‘Happy’ cards that had been forged by a retailer in Newtown. The police have
prosecuted the retailer and he has recently been sent to prison. The directors of L have
decided to pay customers who bought these cards 50% of the amount claimed as a
goodwill gesture. They have not, however, informed the lucky prizewinners of this yet.
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Required

(a) Identify the appropriate accounting treatment of each of the claims against L in respect of
(i) to (iv) above. Your answer should have due regard to the requirements of IAS 37
Provisions, Contingent Liabilities and Contingent Assets.

(b) It has been suggested that readers of financial statements do not always pay sufficient
attention to contingent liabilities even though they may have serious implications for the
future of the enterprise.
(i) Explain why insufficient attention might be paid to contingent liabilities.
(ii) Explain how IAS 37 prevents enterprises from treating as contingent liabilities those

liabilities that should be recognised in the balance sheet.

Question 4.3: Clean (CIMA)
(The next question explains the logic behind the decision of the Directors to create a provision for the
reduction of the level of pollution that a company has incurred and thus requires a student to create the
required provision bearing in mind the time value of money. The breakdown of the charge to income is
then split into its component parts – depreciation and finance costs. The last section of the question covers
the application of IASs to environmental policies.)
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Clean is a company that prepares its financial statements in accordance with
International Accounting Standards. On 25 June 2000, Clean made a public announce-
ment of a decision to reduce the level of emissions of harmful chemicals from its facto-
ries. The average useful economic lives of the factories on 30 June 2000 (the accounting
reference date of the company) was 20 years. The depreciation of the factories is com-
puted on a straight-line basis and charged to cost of sales. The directors formulated the
proposals for emission reduction following agreement in principle earlier in the year.

The directors prepared detailed estimates of the costs of their proposals, and these
showed that the following expenditure would be required:

● $30 million on 30 June 2001
● $30 million on 30 June 2002
● $40 million on 30 June 2003.

All estimates were for the actual anticipated cash payments. No contracts were entered
into until after 1 July 2000. The estimate proved accurate as far as the expenditure due
on 30 June 2001 was concerned. When the directors decided to proceed with this pro-
ject, they used discounted cash flow techniques to appraise the proposed investment.
The annual discount rate they used was 8%. The company has a reputation of fulfilling
its financial commitments after it has publicly announced them. Clean included a provi-
sion for the expected costs of its proposal in its financial statements for the year ended
30 June 2000.
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Required

(a) Explain the decision of the directors of Clean to recognise the provision in the balance
sheet at 30 June 2000. You should refer to the provisions of relevant International
Accounting Standards.

(b) Compute the appropriate provision in the balance sheets in respect of the proposed
expenditure at 30 June 2000 AND 30 June 2001.

(c) Compute the two components of the charge to the income statement in respect of the
proposal for the year ended 30 June 2001. You should explain how each component arises
and identify where in the income statement each component is reported.

(d) Evaluate the extent to which financial statements prepared in accordance with International
Accounting Standards give useful information regarding the environmental policies of the
reporting entity.

Question 4.4: Z (CIMA)
(This question concentrates on the definition of contingent liabilities but it then applies that definition to
a number of mini case studies. It also requires the student to distinguish between those liabilities that are
probable and must be accrued, and those that are merely disclosed in the notes as genuine contingent
liabilities.)
IAS 37 Provisions, Contingent Liabilities and Contingent Assets requires contingencies to be
classified as remote, possible, probable and virtually certain. Each of these categories
should then be treated differently, depending on whether it is an asset or a liability.
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The Chief Accountant of Z, a construction enterprise, is finalising the work on the financial
statements for the year ended 31 October 2002. She has prepared a list of all of the matters
that might require some adjustment or disclosure under the requirements of IAS 37.

(i) A customer has lodged a claim against Z for repairs to an office block built by the
enterprise. The roof leaks and it appears that this is due to negligence in construc-
tion. Z is negotiating with the customer and will probably have to pay for repairs
that will cost approximately $100,000.

(ii) The roof in (i) above was installed by a subcontractor employed by Z. Z’s lawyers are
confident that the enterprise would have a strong claim to recover the whole of any costs
from the subcontractor. The Chief Accountant has obtained the subcontractor’s latest
financial statements. The subcontractor appears to be almost insolvent with few assets.

(iii) Whenever Z finishes a project, it gives customers a period of 3 months to notify 
any construction defects. These are repaired immediately. The balance sheet at 
31 October 2001 carried a provision of $80,000 for future repairs. The estimated
cost of repairs to completed contracts as at 31 October 2002 is $120,000.

(iv) During the year ended 31 October 2002, Z lodged a claim against a large firm of
electrical engineers which had delayed the completion of a contract. The engineer-
ing enterprise’s Directors have agreed in principle to pay Z $30,000 compensation.
Z’s Chief Accountant is confident that this amount will be received before the end
of December 2002.

(v) An architect has lodged a claim against Z for the loss of a laptop computer during a site
visit. He alleges that the enterprise did not take sufficient care to secure the site office and
that this led to the computer being stolen while he inspected the project. He is claiming
for consequential losses of $90,000 for the value of the vital files that were on the com-
puter. Z’s lawyers have indicated that the enterprise might have to pay a trivial sum in
compensation for the computer hardware. There is almost no likelihood that the courts
would award damages for the lost files because the architect should have copied them.
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Required

(a) Explain why IAS 37 classifies contingencies in this manner.

Required

(b) Explain how each of the contingencies (i) to (v) above should be accounted for. Assume that
all amounts stated are material.

Question 4.5: Stonemaster (CIMA)
IAS 37 Provisions, Contingent Liabilities and Contingent Assets was issued in July 1998 and
became effective for accounting periods from 1 July 1999 onwards. The standard’s main
objective is to specify when provisions should, and should not be made. Prior to its intro-
duction there had been widespread inconsistencies in the use, and some would say, the
abuse of provisioning.
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Stonemaster has recently acquired a 10-year licence to mine stone from land that it owns.
Stonemaster has constructed some temporary buildings on the site and transferred some
heavy plant to be used in the quarrying. A condition of the licence is that at the end of
quarrying Stonemaster has to remove the building and plant and restore the land to an
environmentally satisfactory condition through a landscaping scheme. Due to the weight
of the vehicles that will be used to transport the stone, Stonemaster expects to have to
pay various amounts of compensation on an annual basis for damage done to public
roadways.
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Required

(a) Describe the circumstances where a provision should, and should not, be made. Give two
examples of the previous abuse of provisioning, and explain how the requirements of
IAS 37 are intended to prevent them occurring in the future.

Required

(b) Describe how, if at all, Stonemaster should provide for the above restoration costs and
roadway damage. Explain how your answer might differ if the government attached no
conditions to the granting of the licence.
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5
Performance measurement

5.1 IAS 33 Earnings per Share (Revised December 2003)

Background
One of the key financial ratios adopted by financial analysts has been the price/earnings
ratio (P/E ratio). It is a widely used performance indicator and is published in the
Financial Times on a daily basis. If the P/E ratio starts to veer away from the ‘norm’ for
the industrial sector concerned, analysts may well advise their fund managers to sell
shares in the company, resulting in a fall in the share price of that company and its over-
all value to shareholders.

The P/E ratio is defined as:

In the example above it would take an investor 8 years of current earnings of 72.5 p to
recover the initial investment of 580 p.

IAS 33 was published in order to clarify and standardise the calculation of the bottom
line of that ratio, earnings per share (EPS), which is published at the foot of the income
statement for every listed company in their annual report. This should serve to enhance
comparability across listed companies. It only applies to listed companies, although if
published by unlisted companies, the calculations must be the same.

Key definitions
Basic earnings per share should be calculated by dividing the net profit or loss for the
period attributable to ordinary shareholders by the weighted average number of ordi-
nary shares outstanding during the period.

IAS 33 also permits the adoption of alternative EPS figures based on other versions
of profits. If adopted, a listed company must reconcile the alternative EPS back to the
official EPS by itemising and quantifying the adjustments. The additional version must
not be disclosed on the face of the income statement.

A further alternative EPS may be calculated based on the first Statement of Investment
Practice published by the Institute of Investment Management and Research (IIMR),

Current market share price 
earnings per share

  e.g.  
580 p
72.5 p

� 8
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which excludes non-trading items such as the profits/losses on termination of a discon-
tinued operation, profits/losses on the sale of fixed assets and any permanent diminu-
tions in the value of fixed assets from the calculation of earnings. It is therefore now
possible to calculate three different basic versions of EPS – the official EPS, the alternative
EPS and the IIMR EPS. Only the former is permitted to be discussed at the foot of the
income statement.

Basic earnings per share – problems
Preference dividends unpaid

Deduct if cumulative or if participating (fixed proportion).
The discount/premium on any increasing rate preference shares should be included

as part of the finance cost for non-equity shares (see Example 5.1).
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Example 5.1
Increasing rate preference dividends

An entity issued non-convertible, non-redeemable class A cumulative preference shares of 100
par value on 1 January 2001. They are entitled to a 7% annual dividend, starting in 2004.

The market rate dividend yield, in 2001, was 7%. To compensate for no dividend for 3 years
the shares are issued at 81.63 (a discount of 18.37 – present value of 100 discounted at 7%
over 3 years).

The discount is amortised to profit and loss and treated as a preference dividend. The fol-
lowing imputed dividend is deducted:

Carrying value Imputed Carrying value Dividend paid
1 January 2001 dividend 31 December

2001 81.63 5.71 87.34
2002 87.34 6.12 93.46
2003 93.46 6.54 100.00
Thereafter 100.00 7.00 107.00 (7.00)

Losses

Losses per share should still be calculated in the same manner as earnings.

Changes in share capital

Changes in share capital may occur because of:

1. Issue at full market price
2. Capitalisation or bonus issue
3. Share-for-share exchange
4. Rights issue at less than market price.

1. Issue at full market price
Where new equity shares are issued for cash at full market price the new shares should
be included on a weighted average time basis on the grounds that the cash received will
generate earnings only for the period after the cash is received.
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For example:

Assume earnings of £10m incorporates additional earnings boosted by the cash
received for the second half of the year.

Earnings £10m/5.5m � £1.81 per share

2. Capitalisation or bonus issue
Where new equity shares are issued by way of conversion of reserves into equity capital,
no increase in earnings has occurred but the bottom line has increased. To ensure com-
parability with prior years both the current and prior year are boosted in full by the issue
of shares regardless of the date of issue.

For example:

Assume earnings of £10m are unaffected by the issue of shares as no cash has been
received.

Earnings £10m/6m � £1.67 per share.
Assuming prior year EPS was £1.8, then prior year EPS is restated to

£1.8 � 5/6 � £1.5.

3. Share-for-share exchange
Where shares are exchanged in an acquisition for shares in the acquiree the shares are
assumed to be included on a weighted average basis from the period from which the
profits of the acquiree are included in the consolidated accounts.

For example:

Earnings per share £14m/8m shares � £1.75 per share.

4. Rights issue
Where shares are issued at a discount from their normal market price, the issue of shares
is really a mixture of a full market price issue and a free bonus issue, i.e. a mixture of (1)
and (2) above.

For example:

Earnings year 2 £10m 1 : 5 rights issue on 31.03.04 @ £4 per share (i.e.
discount of 20% from market price of £5 per share)

Number of shares pre-rights issue 5m
Earnings per share £2

Earnings year 2 £10m Original shares 5m
Earnings of acquiree Shares in exchange

(1.4 to 31.12 only) 04m (4m � 3/4) 3m
£14m 8m

Earnings year 2 £10m 1 : 5 bonus issue on 30.6.04
Number of shares prior to issue 5m
Earnings per share £2 1m � full year � 1m � 5m � 6m

Earnings year 2 £10m 1 : 5 Full market price issue @ £2/share on 30.6.04
Number of shares prior to issue 5m
Earnings per share £2 1m � 1/2 year � 0.5m � 5m � 5.5m
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Earnings per share £10m/5.794m � £1.73 per share
Prior year (say £9m/5m) adjusted £9m/(5m � 1.035) � £1.74 per share.

Diluted earnings per share – problems
If a company has issued a separate class of equity shares which do not rank immediately
for dividends in the current period (but will do so in the future), or if it has certain types
of convertible loans or warrants which have the right to convert into ordinary shares at
some future date, then these may well dilute earnings per share in the future. Users of
financial statements should therefore be made aware of their likely impact.

As a result a second version of EPS is required to be disclosed on the face of the
income statement, if the diluted EPS is either equal or below the basic EPS. It is not dis-
closed above basic EPS as it is argued that it will not happen because it would not be in
the interests of the holders of those securities to exercise their rights.

There are three main types of diluting instrument:

1. Convertible preference shares
2. Convertible loan stock
3. Share options or warrants.

1. Convertible preference shares
There will be a saving in preference dividends and holders are assumed to transfer at the
best conversion rate.

For example:

Diluted earnings per share £3m � £0.1m � £3.1m/(2m � 0.5m) � £1.24 per share,
which is dilutive and therefore must be disclosed.

2. Convertible loan stock
There will be a saving in interest payments but because these are tax allowable the
company will also lose the tax relief that it is currently saving. The net interest to be
saved is therefore added back to basic earnings.

The bottom line will be increased by the maximum shares which the loan holders can
earn if they convert into equity.

Basic earnings per share (assume) £1.50 10% convertible preference shares 1m
Basic share structure (assume) 2m (convertible 0.5 ordinary for every £1 ordinary)
Basic earnings £3m

Pre-rights 5m � 1.035 � 1/4 year � 1.294m
Post-rights 6m � 3/4 year � 4.500m

5.794m
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Number of shares pre-rights 5m @ £5 cum £25m
Rights issue (1 : 5) 1m @ £4 £4m
Total shares 6m @ £4.83 £29m

Adjustment factor £5/£4.83 � 1.035
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For example:

Basic earnings per share £3m/2m � £1.50 per share
Diluted earnings per share £5.24m/4m � £1.31 per share, a dilution and therefore 

disclosable.

3. Share options
The company is assumed to have to pay out shares to their employees/directors at an
exercise price which is lower than current market, thus resulting in a dilution in earnings
for existing shareholders. No dividends or interest are currently being paid to option
holders so no adjustment is made to the top line of the ratio.

The bottom line is assumed to be increased by the discounted element of the number
of shares to be issued.

For example:
Assume there are 5m of share options. Option holders can exercise their rights at a price
of £2 per share. Currently the shares have a market value of £3 each.

Basic earnings per share £3m/2m � £1.50 per share
Diluted earnings per share £3m/3.67m � £0.82 per share, a dilution and therefore 

disclosable.
IAS 33 also provides guidance on the order in which to include dilutive securities in

the calculation of the weighted average number of shares (see Example 5.2).

Basic and adjusted earnings £3m
Basic shares (assume) 2m
Share options 5m � 1/3rd 1.67m
Total shares 3.67m

Basic earnings (as above) £3.00m £4m 8% convertible loan stocks convertible as
Add net interest saved £2.24m follows (assume tax at 30%):

£5.24m 1.0m Year 5
1.2m Year 6
1.5m Year 7
2.0m Year 8

Basic shares (assume) 2m
Add convertible loans 2m

(£4m � Year 8 � 2m) 4m
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Example 5.2
Determining the order in which to include dilutive securities in the calculation 
of weighted average number of shares

Earnings
Net profit attributable to continuing operations 16,400,000
Less preference dividends .(6,400,000)
Profit from continuing operations attributable

to ordinary shareholders 10,000,000
Loss from discontinued operations .(4,000,000)
Net profit attributable to ordinary shareholders 6,000,000
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Ordinary shares outstanding 2m
Average market price of one ordinary share during year 75

Potential ordinary shares
Options 100,000 with exercise price of 60
Convertible preference shares 800,000 convertible 2 : 1,

8 per share cumulative dividend
5% Convertible bond

ordinary shares 100m each 1,000 convertible into 20
Tax rate 40%

Increase in earnings attributable to ordinary shareholders on conversion of potential ordinary shares

Increase Increase in number Earnings per 
in earnings of ordinary shares incremental share

Options
Increase in earnings Nil
Incremental shares

100,000 � (75 � 60)/75 20,000 Nil
Convertible preference shares
Increase in earnings 

8 � 800,000 6,400,000
Incremental shares 

2 � 800,000 1,600,000 4
5% Convertible bonds
Increase in earnings

100m � 5% � 0.6 3,000,000
Incremental shares 2,000,000 1.50

Ranking – (1) options, (2) convertible loans, (3) convertible preference shares.

Computation of diluted earnings per share

Net profit attributable Ordinary shares Per share
As reported 10,000,000 2,000,000 5.00
Options 1000–0000 2,020,000

10,000,000 2,020,000 4.95 dilutive
5% Convertible bonds 03,000,000 2,000,000

13,000,000 4,020,000 3.23 dilutive
Convertible preference shares 06,400,000 1,600,000

19,400,000 5,620,000 3.45 antidilutive

The convertible preference shares are ignored in calculating the dilutive earnings per share as
they are antidilutive.

Computation of basic and diluted earnings per share

Basic Diluted
Profit from continuing operations 5.00 3.23
Loss from discontinued operations *(2.00) **(0.99)
Net profit 3.00 2.24

*4,000,000/2m � 2.00
**4,000,000/4.02m � 0.99
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Note also the need, under IAS 33, to disclose both basic and diluted earnings per share
on an inclusive and exclusive basis of discontinued operations.

Presentation
Basic and diluted EPS should be presented on the face of the income statement with
equal prominence given to both ratios. If diluted EPS is necessary then it must be
provided for all periods presented.

The basic and diluted EPS for a discontinued operation, for both basic and diluted,
should be disclosed either on the face of the income statement or in the notes.

The standard requires an entity to present basic and diluted EPS, even if the amounts
are negative (i.e. loss per share).

Disclosure
An entity shall disclose the following:

1. Amounts used in the numerators and a reconciliation to net profit/loss
2. The weighted average number of ordinary shares used as the denominator in calcu-

lating basic and diluted EPS and a reconciliation to each other
3. Instruments that could potentially dilute basic EPS but were not included in the

diluted EPS as antidilutive at present
4. A description of ordinary share transactions that occurred after the balance sheet

date but before the issue of the financial statements that would significantly change
the number of ordinary shares outstanding at the end of the period had they
occurred before the end of the reporting period.

Examples included in (4) would include:

● an issue of shares for cash
● the issue of shares as part of a repayment of debt or preference shares
● the redemption of ordinary shares outstanding
● the conversion or exercise of potential ordinary shares into ordinary
● the issue of warrants, options or convertible securities
● the achievement of conditions that would result in the issue of contingently issuable

shares.

The disclosure of terms and conditions should be encouraged as they may determine
whether any potential ordinary shares are dilutive.

If an entity discloses amounts per share in addition to basic and dilutive EPS
required by IAS 33 they should be calculated using the weighted average number of
ordinary shares. Equal prominence should be presented for basic and diluted amounts
per share and presented in the notes. An entity should indicate the basis on which the
numerator is determined and if a component is used that is not reported as a line item.
A reconciliation should be provided between the component and the line item in the
income statement.
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5.2 IAS 8 Accounting Policies, Changes in Accounting
Estimates and Errors (December 2003)

Objective
The objective of IAS 8 is to prescribe the criteria for selecting and changing accounting
policies together with the disclosure and accounting treatment of changes in accounting
policies, accounting estimates and corrections of errors. It is also to enhance the
relevance and reliability of financial statements and their comparability.

Scope
The standard should be applied in selecting and applying accounting policies, and
accounting for changes in accounting policies, changes in accounting estimates and
corrections of prior period errors.

Key definitions
Accounting policies: the specific principles, bases, conventions, rules and practices applied
by an entity in preparing and presenting financial statements.

Change in accounting estimate: an adjustment to the carrying amount of an asset/liability or
the amount of the periodic consumption of an asset that results from the assessment of
the present status of, and expected future benefits and obligations associated with, assets
and liabilities. These are not errors; they are caused by new information or developments.

Prior period errors: omissions or misstatements for one or more prior periods due to a
failure to use or a misuse of reliable information that:

● was available when financial statements for those periods were authorised; and
● could have reasonably been obtained and taken into account when preparing and

presenting those financial statements.

These include mathematical mistakes, mistakes in applying policies, oversights and fraud.

Accounting policies
Selection and application of accounting policies

The appropriate standard should be applied if it applies specifically to a transaction. In
the absence of an IFRS/IAS/SIC, management must use their judgement in develop-
ing and applying an accounting policy that results in information that is:

● relevant to the economic decision making needs of users; and
● reliable, as it purports faithfully the financial statements, reflects their substance, is

neutral, prudent and complete in all material respects.

Management must consider the IFRSs etc. first and then the Framework in deciding the
most appropriate policies. They are also encouraged to look to other standard setters
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having the same framework, accounting literature and accepted industry practice in
making their choice.

Consistency of accounting policies

Consistent accounting policies must be adopted for similar transactions unless an
IFRS/IAS requires a more specific policy to be adopted.

Changes in accounting policies

An accounting policy can only be changed if:

● required by an IFRS or IAS; or
● it results in financial statements providing more reliable and relevant information

about the effects of transactions on the entity’s financial position, performance or cash
flows.

The following are not changes in accounting policies:

● the application of accounting policies for transactions that differ in substance from
those previously undertaken; and

● the application of new policies that did not occur previously or were immaterial.

Applying changes in accounting policy
On first application of a standard the change must be applied retrospectively unless
specific transitional arrangements in the IFRS/IAS apply.

Opening reserves should be adjusted for the earliest prior period presented as if the
new policy had always applied (retrospective application).

If it is impracticable to apply retrospective application to prior periods, the entity
should apply the new policy to the carrying amounts of assets and liabilities as at the
start of the earliest period for which retrospective application is practicable. That may
be the current period.

Disclosure
An entity should disclose the following (unless it is impracticable to determine the
amount of the adjustment) on a change of accounting policy:

1. The title of the standard or SIC
2. That the change in policy is made in accordance with any transitional provisions (if

applicable)
3. The nature of the change in accounting policy
4. A description of the transitional provisions, if applicable
5. The transitional provisions if they have an effect on future periods, if applicable
6. For current and prior periods, the amount of the adjustment for each item effected as

well as its impact on EPS
7. For periods prior to those presented, the impact, if practicable
8. If retrospective application is impracticable, the circumstances causing that condition

and how the change in policy has been applied.

129 Performance measurement

IASD_ch05v1.qxd  6/16/05  7:16 PM  Page 129



When a voluntary change in policy affects the current or any prior period but it is
impracticable to determine its amount, an entity should disclose:

1. The nature of the change in accounting policy
2. The reasons why applying the new policy provides more reliable and relevant

information
3. For the current and each prior period, to extent practicable, the amount of the

adjustment for each line item effected as well as its impact on EPS
4. For periods prior to those presented, the impact, if practicable
5. If retrospective application is impracticable, the circumstances causing that condition

and how change in policy has been applied.

When an entity has not applied a new IFRS or SIC that is published but not effective,
the entity should disclose that fact and estimate the possible impact that its application
will have on its financial statements.

Changes in accounting estimates

Many items in financial statements cannot be measured with precision but must be esti-
mated. These involve judgements based on the latest available information. Examples
where this would be applied include bad debts, inventory obsolescence, useful lives, war-
ranty obligations etc.

Estimates need to be revised if circumstances change as a result of new information
or experience. A change in measurement base is, however, a change in policy. If it is dif-
ficult to distinguish between a policy and an estimate change, the change should be
treated as a change in estimate.

A change in estimate is charged prospectively in the income statement in the current and
future years. Any related asset/liability should equally be adjusted in the period of change.

Disclosure
The nature and amount of a change in accounting estimate and its effect on both cur-
rent and future periods should be disclosed unless the amount is impracticable to esti-
mate. If the amount of the effect on future years is not disclosed, due to impracticality,
that fact must be disclosed.

Errors
Material prior period errors should be corrected retrospectively as soon as discovered by:

● restating the comparatives for the prior periods presented; or
● if the error occurred before the earliest period presented, by adjusting the opening

balances of assets, liabilities and equity for the earliest period presented.

Limitations on retrospective restatement

An error should be corrected retrospectively unless impracticable. If that is the case, the
entity must restate the opening balances of assets, liabilities and equity for the earliest
period for which retrospective restatement is practicable.
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If impracticable to determine the cumulative impact for all prior periods, the entity
shall restate the comparative information to correct the error prospectively from the
earliest date practicable.

The corrections of prior period errors are not included in arriving at the profit or loss
for the year.

Disclosure of prior period errors

The following should be disclosed:

1. The nature of the prior period error
2. For each prior period presented, to the extent practicable, the amount of the correc-

tion for each line item affected and for EPS
3. The amount of the correction at the start of the earliest period presented
4. If retrospective application is impracticable, the circumstances that led to the

existence of that condition and a description of how and from when the error has
been corrected.

This is only required in the year of discovery. It is not required in future years.

5.3 IAS 18 Revenue (1993)

Objective
IAS 18 deals with the bases for recognition of revenue in the income statements of
enterprises, particularly from:

● the sale of goods;
● the rendering of services; and
● the use of resources yielding interest, royalties and dividends.

Scope
The following specialised aspects are excluded:

● dividends received under the equity method (see IAS 28);
● revenue arising from construction contracts (see IAS 11);
● revenue arising from lease agreements (see IAS 17);
● revenue arising from government grants (see IAS 20);
● revenue of insurance companies (see IFRS 4).

Revenue also does not include realised and unrealised gains from selling/holding non-
current assets, unrealised holding gains due to changes in the value of current assets,
natural increases in agricultural and forest products, changes in foreign exchange rates,
discharges of obligations at less than their carrying amount, and unrealised gains from
restating the carrying amount of obligations.
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Key definitions

Revenue: gross inflow of cash, receivables or other consideration arising in the course of
the ordinary activities of an enterprise from the sale of goods, from the rendering of
services and from the use by others of enterprise resources yielding interest, royalties and
dividends. It excludes third party collections such as VAT. In an agency relationship,
revenue is the amount of the commission.

Completed contract method: recognises revenue only when the sale of goods or the rendering
of services is complete or substantially completed.

Percentage of completion method: recognises revenue proportionately with the degree of
completion of goods and services.

Revenue recognition
Revenue from sales or service transactions should be recognised when performance is
satisfied. However, if it is unreasonable to expect ultimate collection then it should be
postponed.

Sale of goods

Performance will be achieved if the following conditions are satisfied:

1. The seller has transferred the significant risks and rewards of ownership to the
buyer; and

2. No significant uncertainty exists regarding:
● the consideration to be derived from the sale of goods
● the associated costs incurred in producing/purchasing the goods
● the extent to which the goods may be returned.

If a seller retains significant risks it is not appropriate to recognise a sale. However, if a
non-significant risk is retained by a seller this will not normally preclude the recognition
of revenue (e.g. collectability of the debt).

In most cases the transfer of legal title coincides with the transfer of risks, but in
other cases they may occur at different times. Each transaction must be examined
separately.

In certain specific industries, e.g. harvesting of crops or extraction of mineral ores,
performance may be substantially complete prior to the execution of the transaction
generating revenue.

Rendering of services

In rendering services, performance should be measured under either the completed con-
tract method or the percentage of completion method. Performance is achieved if no
significant uncertainty exists regarding:

● the consideration that will be derived from rendering the service; and
● the associated costs.
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Use by others of enterprise resources yielding interest, royalties and dividends

Revenues yielding interest, royalties and dividends should only be recognised when no
significant uncertainty exists as to their measurability or collectability. They are recog-
nised as follows:

● interest – on a time proportion basis;
● royalties – on an accruals basis in accordance with the terms of the agreement;
● dividends – when a right to receive payment is established.

In foreign countries revenue recognition may need to be postponed if exchange permis-
sion is required and a delay in remittance is expected.

Effect of uncertainties on revenue recognition
Recognition of revenue requires that revenue is measurable. Where the ability to assess
the ultimate collection with reasonable certainty is lacking, revenue recognition is
postponed. In such cases it may be appropriate to recognise revenue only when cash is
collected.

If the uncertainty relates to collectability, a more appropriate approach would be to
make a separate provision for bad debts.

Uncertainties may involve doubt over the collectability of the consideration, costs or
returns, and in all cases revenue recognition should be postponed if they cannot be
adequately measured.

Non-monetary consideration
The fair value of assets/services is normally used to determine the amount of revenue
involved.

Disclosure
In addition to normal accounting policy notes, an enterprise should also disclose the cir-
cumstances in which revenue recognition has been postponed pending the resolution of
significant uncertainties.

5.4 IFRS 5 Non-Current Assets Held for Sale and 
Presentation of Discontinued Operations (March 2004)

Objective
The objective of this IFRS is to improve the information about assets and disposal groups
that are about to be disposed of and discontinued operations. It does this by specifying:

● the measurement, presentation and disclosure of non-current assets and disposal
groups; and

● the presentation and disclosure of discontinued operations.
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Scope
The IFRS applies to all recognised non-current assets except:

● deferred tax assets (see IAS 12);
● contractual rights under IFRS 4;
● assets arising from employee benefits (see IAS 19);
● financial assets included within the scope of IAS 39; and
● non-current assets under the fair value model in IAS 40.

A disposal group could be a group of cash generating units (CGUs) or part of a
CGU. It is really the disposal of a group of assets and liabilities as part of a single
transaction.

Classification of non-current assets as held for sale
Assets will be classified as held for sale if the asset will be recovered principally through
a sale rather than through continuing use. Such a classification is only required when
certain criteria are met:

1. Management are committed and have the authority to approve the action to sell
2. The asset or disposal group are available for immediate sale in their present condition

subject to the usual terms (see Example 5.3(1)–(3))
3. An active programme to locate a buyer is initiated
4. The sale is highly probable and is expected to qualify for recognition as a completed

sale within 1 year from the date of classification as ‘held for sale’ (see Example 5.3
(4)–(6))

5. The asset or disposal group is being actively marketed for sale at a reasonable price
in relation to its fair value

6. Actions required to complete the plan indicate that it is unlikely that significant
changes to the plan will be made or the plan withdrawn.
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Example 5.3
Classification of non-current assets as held for sale

1. An entity is committed to a plan to sell its HQ and has initiated action to find a buyer.
(a) The entity intends to transfer the building to a buyer after it vacates the building. The time

to vacate is normal. The criterion is met at the plan commitment date.
(b) The entity will continue to use the building until a new HQ is built. The building will not

be transferred until construction is completed. The delay demonstrates that the building is
not available for immediate sale and thus the criterion is not met even if a firm purchase
commitment is obtained earlier.

2. An entity is committed to a plan to sell a manufacturing facility and has initiated action to locate a buyer
but there is a backlog of customer orders.

(a) The entity intends to sell the manufacturing facility with its operations. Any uncompleted
orders will transfer to the buyer. The criterion will be met at plan commitment date.

(b) The entity intends to sell the manufacturing facility but without its operations. It does not
intend to transfer until it eliminates the backlog of orders. The delay means that the
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facility is not available for immediate sale and thus the criterion is not met until the oper-
ations cease even if a firm purchase commitment were obtained earlier.

3. An entity acquires a property via foreclosure comprising land and buildings that it intends to sell.
(a) The entity does not intend to sell until it completes renovations. The delay means the

property is not available for immediate sale until the renovations are completed.
(b) After renovations are completed and the property classified as held for sale, the entity is

aware of environmental damage. The property cannot be sold until remediation takes
place. The property is thus not available for immediate sale and the criterion would not be
met. It would have to be reclassified.

4. An entity in the power generation industry is committed to plan to sell a disposal group that represents 
a significant portion of its regulated operations.

The sale requires regulatory approval which could extend beyond 1 year. Actions to obtain
approval cannot be initiated until a buyer is located and a firm purchase commitment
obtained. However, the commitment is highly probable and thus it may be classified as ‘held
for sale’ even though it extends beyond 1 year.

5. An entity is committed to sell a manufacturing facility.
After a firm purchase commitment is obtained the buyer’s inspection identifies environmental
damage which must be made good, and this will extend beyond 1 year. However, the entity has
initiated remediation and rectification is highly probable, thus it can still be classified as ‘held
for resale’.

6. An entity is committed to sell a non-current asset and classifies the asset as held for sale at that date.
During the initial 1-year period market conditions deteriorate, and the asset is not sold within
the year and no reasonable offers are received. The asset continues to be actively marketed. At
the end of the first year the asset would continue to be classified as ‘held for sale’.

During the following year, market conditions deteriorate further and the asset is not sold.
The sale price has not been reduced and thus, in the absence of a price reduction, the asset is
not available for immediate sale, the criterion is therefore not met and the asset will need to be
reclassified.

As can be seen from some of the illustrations in Example 5.3, events may extend the
period to complete the sale beyond 1 year. An extension does not preclude an asset or
disposal group from being classified as held for sale if the delay is caused by events
beyond the entity’s control and there is sufficient evidence that the entity remains
committed to its plan to sell the asset. As a result an exception to the 1-year requirement
shall therefore apply in the following situations:

1. At the date an entity commits itself to a plan to sell it reasonably expects that others
will impose conditions on the transfer of the asset that will extend the period beyond
1 year, and:
● actions cannot be initiated until after a firm purchase commitment is obtained, and
● a firm purchase commitment is highly probable within 1 year.

2. An entity obtains a firm purchase commitment and a buyer unexpectedly imposes
conditions to extend the period beyond 1 year, and:
● timely actions necessary to respond have been taken, and
● a favourable resolution of the delaying factors is expected.
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3. During the initial 1-year period, circumstances arise which were previously consid-
ered unlikely and:
● during the initial 1 year the entity took action to respond to change in circum-

stances, and
● the non-current asset is being actively marketed given change in circumstances, and
● the criteria in (1) to (6) above are met.

When an entity acquires a non-current asset exclusively with a view to subsequent
disposal, it shall classify the non-current asset as held for sale at the acquisition date only
if the 1-year criterion is met and it is highly probable that any other criteria that are not
met will be met within a short period following the acquisition.

If the criteria are met after the balance sheet date but before they are authorised, an
entity shall not classify a non-current asset as held for sale. However, the entity should
disclose the information in the notes.

Impairment losses and subsequent increases in fair values less costs to sell of assets that
were previously revalued
Any asset carried at a revalued amount under another IFRS shall be revalued under that
IFRS immediately before it is classified as held for sale under this IFRS. Any impairment
loss that arises on reclassification of the asset shall be recognised in the income statement.

Subsequent impairment losses
Any subsequent increases in costs to sell should be recorded in income. Any decreases in
fair value should be treated as revaluation decreases in accordance with the IFRS under
which the assets were revalued before their classification as held for sale.

Subsequent gains
Any subsequent decreases in costs to sell should be recognised in income. For individual
assets that were revalued prior to classification under another IFRS, any subsequent
increase should be treated as a revaluation increase. For disposal groups, any subsequent
increases in fair value should be recognised to the extent that the carrying value of the
non-current assets in the group after the increase has been allocated does not exceed
their fair value less costs to sell. The increase should be treated as a revaluation increase
in accordance with the IFRS under which the assets were revalued.

Non-current assets to be abandoned
These are not included as ‘held for sale’ as they will be recovered through use. However, if
the disposal group to be abandoned is a component of an entity, the entity shall present the
results and cash flows of the disposal group as discontinued on the date it ceases to be used.

A non-current asset that has been temporarily taken out of use as if abandoned
should not be accounted for (see Example 5.4).

International financial reporting standards in depth 136

Example 5.4
Non-current assets to be abandoned

1. An entity ceases to use a manufacturing plant because demand has declined. However, the
plant is maintained in workable condition and it is expected to be brought back into use if
demand picks up. It is not therefore abandoned.
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Measurement of a non-current asset (or disposal group) 
classified as held for sale
An entity should measure a non-current asset (or disposal group) classified as ‘held for
sale’ at the lower of its carrying amount and fair value less costs to sell.

If a newly acquired asset meets the criteria as ‘held for sale’, it should be measured
initially at fair value less costs to sell.

Where, rarely, the sale takes more than 1 year to complete, it should be measured at
present value.

The carrying amounts of any assets not covered by the IFRS but included in a
disposal group should be measured in accordance with other IFRSs before the fair value
less costs to sell is measured.

For assets that have not been revalued, an entity should recognise:
● an impairment loss for any initial writedown to fair value less costs to sell; and
● a gain for any subsequent increase in fair value less costs to sell but not in excess of the

cumulative impairment loss recognised under this IFRS.

Changes to a plan of sale

If previously classified as ‘held for sale’ but now the criteria are no longer met, then the
entity should cease to classify the asset or group as ‘held for sale’.

On cessation as ‘held for sale’, a non-current asset should be valued at the lower of its:
● carrying amount before the asset or group was classified, as adjusted for depreciation

that would have been recognised had the asset not been classified; and
● its recoverable amount at the date of the subsequent decision not to sell.

The entity should include, in income from continuing operations, any required adjustments
to the carrying value of a non-current asset that ceases to be classified as held for sale.

Presentation and disclosure
Information should be presented to enable users to evaluate the financial effects of
discontinued operations and disposals of non-current assets.

Presenting discontinuing operations
A component of an entity comprises operations and cash flows that can clearly be
distinguished from the rest of the entity. It may be a CGU or any group of CGUs.

A discontinued operation is a component of an entity that has either been disposed of
or is classified as ‘held for sale’ and:
● represents a separate major line of business or geographical area of operations; or
● is part of a single coordinated plan to dispose of a separate major line of business or

geographical area of operations; or
● is a subsidiary acquired exclusively with a view to resale.
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2. In October 2005 an entity decides to abandon all of its cotton mills (its major line of
business). All work stops during 2006. For 2005 the results and cash flows should be treated
as continuing operations, but in 2006 the entity discloses the information for discontinued
operations including a restatement of any comparative figures.
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Example 5.5
Presenting discontinuing operations

XYZ Group – Income Statement for the year ended 31 December 2002 (by function)

2002 2001
Continuing operations
Revenue X X
Cost of sales (X) (X)
Gross profit X X
Other income X X
Distribution costs (X) (X)
Administrative expenses (X) (X)
Other expenses (X) (X)
Finance costs (X) (X)
Share of profit of associates X X
Profit before tax X X
Income tax expense (X) (X)
Profit for the period from continuing operations X X

Discontinuing operations

Profit for the period from discontinued operations* X X
Profit for the period X X

Attributable to:
Equity holders of the parent X X
Minority interest X X

X X

*The required analysis would be given in the notes.

An entity shall disclose for all periods presented:

1. A single amount on the face of the Profit and Loss comprising:
● post-tax profit/loss of discontinued operations
● post-tax gains/losses on measurement to fair value or on disposal of discontinued

operations
2. Analysis of (1) into:

● revenue, expenses and pre tax profits/losses of discontinued operations
● related tax expense
● gains/losses on measurement to fair value or on disposal of discontinued

operations, and
● related tax expense

3. The net cash flows attributable to the operating, investing and financing activities of
discontinued operations.

The disclosures required by (1) must be on the face of the income statement, but the oth-
ers may be presented in the notes or on the face of the income statement (see Example 5.5).

Prior periods for disclosures (1) to (3) are also required.
Adjustment to previous discontinued operations of prior periods should be classified

separately – e.g. resolution of uncertainties.
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Example 5.6
Presenting discontinued operations

At the end of 2005 an entity decides to dispose of part of its assets and directly associated
liabilities. This disposal which meets the criteria as held for sale takes the form of two disposal
groups as follows:

NBV after classification as held for sale

Disposal group 1 Disposal group 2
Property, plant and equipment 4,900 1,700
Asset for sale financial asset 1,400* –
Liabilities (2,400) (900)
NBV of disposal group 3,900 800

*An amount of 400 relating to these assets has been recognised directly in equity.

The presentation in the entity’s balance sheet of the disposal groups classified as held for
sale can be shown as follows:

2005 2004
Assets
Non-current assets
AAA X X
BBB X X
CCC X X

X X
Current assets
DDD X X
EEE X X

X X
Non-current assets classified as held for sale 8,000 –

X X
Total assets X X

2005 2004
Equity and liabilities
Equity attributable to equity holders of the parent
FFF X X

Gains or losses relating to continuing operations

Any gain/loss on remeasurement of a non-current asset that does not meet the defini-
tion of a component shall be included in the profit/loss from continuing operations.

Presentation of a non-current asset or disposal group classified as held for sale

These should be separately disclosed from other assets. The liabilities of a disposal group
classified as ‘held for sale’ shall be presented separately from other liabilities. These
assets and liabilities shall not be offset but separately disclosed on the face of the balance
sheet (see Example 5.6).
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5.5 Examination questions

Question 5.1: Bosun (ACCA)
(The first question in the chapter covers a number of accounting standards but ends up by requiring the
calculation of both basic and diluted earnings per share ratios, the latter incorporating share options.
Other standards include IFRS 3, IAS 32 and IAS 17, and all require adjustments to be made to the
draft financial statements.)
The summarised draft consolidated financial statements of Bosun to 31 March 2000 are
shown below.

Bosun plc Profit and Loss Account year to 31 March 2000
$000 $000

Sales revenue 2,800
Cost of sales (1,750)
Gross profit 1,050
Operating costs (344)

706
Finance costs (64)
Profit before tax 642
Taxation (150)
Profit after tax 492
Minority interests (20)

472
Extraordinary item (126)

346
Dividends (100)
Retained profit for year 246
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GGG X X
Amounts recognised directly in equity relating to 

non-current assets held for sale 400 X
X X

Minority interest X X
Total equity X X

Non-current liabilities
HHH X X
III X X
JJJ X X

X X
Current liabilities
KKK X X
LLL X X
MMM X X
Liabilities directly associated with non-current 3,300 –

assets classified as held for sale
X X

Total liabilities X X
Total equity and liabilities X X
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The above consolidated financial statements have been drafted by inexperienced
accounting staff. The following information relates to issues that the accounting staff
had particular difficulties with:

(i) Retail car sales. In September 1999 Bosun held a 1-month promotion campaign aimed
at increasing its retail sales of new cars. A special edition manufacturer’s model called
the ‘Firefly’ was sold during September. The promotion consisted of offering within
the normal selling price:
● free lease finance over 2 years
● an extended 3-year warranty against mechanical failure.
In total, 100 of these cars were sold under the offer terms.

Details relating to the finance of the cars sold under the offer are:

Applying the same finance rates as Bosun uses for normal leased car sales, the true
finance cost of the promotional sales over the 2-year lease would be $1,200 per car. It
has been calculated that this would normally be earned as follows.

$
Selling price included in turnover ($15,000 � 100) 1,500,000
Paid for by:
Initial deposit paid in September 1999 ($3,000 � 100) (300,000)
Initial investment in finance lease 1,200,000
Received 6 monthly payments of $500 � 100 (300,000)
Investment in finance leases at 31 March 2000 900,000
Receivable within 1 year 12 � $500 � 100 600,000
Receivable after more than 1 year 6 � $500 � 100 300,000

Equity and liabilities
Capital and reserves
Equity shares of $1 each 1,200
Reserves:
Accumulated profit – b/f 1 April 1999 1,134

– year to 31 March 2000 346
– less dividends (100) 1,380

2,580
Minority interest 140
Non-current liabilities
12% Redeemable Loan Note (2004) 200
Current liabilities 1,520
Total equity and liabilities 4,440

Balance Sheet as at 31 March 2000
$000 $000

Assets
Non-current
Property, plant and equipment 2,540
Investment in finance leases 3,900

3,440
Current assets 1,000
Total assets 4,440
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The manufacturer of the cars will reimburse any warranty claims in the first
12 months. From past experience, the second and third year’s ‘free’ warranty will cost
an average of $150 per car. Bosun has not provided any amount for warranty claims
in the year to 31 March 2000, as they are covered by the manufacturer’s warranty
until September 2001.

(ii) Business combination. On 31 March 2000 Bosun issued 200,000 equity shares (market
value $4 each) in a one-for-one share exchange to acquire the entire share capital of
Capstan. The business combination has been accounted for as a uniting of interests.
The summarised results of Capstan are:

No dividends have been paid by Capstan.

The fair values of Capstan’s net assets at the date of acquisition were equal to their
book values.

Advice from the company’s auditors in respect of the combination is that it does
not meet the requirements of a uniting of interests under IAS 22 Business
Combinations and should be treated using the purchase method (acquisition account-
ing). Capstan’s trading on 31 March 2000 can be taken as negligible.

(iii) Extraordinary item. This represents the cost ($180,000 less tax relief of $54,000) incurred
during the year of making the company’s computer systems ‘year 2000’ compliant. As
this cost will never recur it has been treated as an extraordinary item; however, the
auditors have advised that this should be treated as ordinary expenditure.

(iv) 12% Redeemable Loan Note. On 1 April 1999 a redeemable loan note with a nominal
value of $200,000 was issued at a discount of 5% (i.e. at $95 per $100 nominal
value). It is redeemable on 31 March 2004 at a premium of 10%. The inexperi-
enced staff have treated the whole of the discount as a finance cost and ignored the
premium on redemption. The company policy is to amortise (through the income
statement) such discounts and premiums in a straight-line manner.

Summarised Balance Sheet as at 31 March 2000
$000

Net assets 800
Equity shares $1 each 200
Accumulated profits 600

800

Income Statement year to 31 March 2000
$000

Sales revenue 600
Cost of sales (350)
Gross profit 250
Operating costs (90)

160
Income tax 160
Profit after tax 100

In the year to:
31 March 2000 $500 per car
31 March 2001 $450 per car
31 March 2002 $250 per car
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(v) Directors’ share options. Four directors have each held options to buy 100,000 shares in
Bosun at a price of $2.00 since 1997. The options become exercisable in the year
2003. The average fair value of the shares during the year to 31 March 2000 can be
taken as $4.00.
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Required

(a) Redraft the consolidated financial statements of Bosun for the year to 31 March 2000 to
comply with the auditor’s advice and relevant International Accounting Standards in
relation to items (i) to (v) above.

(b) Calculate the basic and diluted Earnings Per Share for Bosun for the year to 31 March
2000 in accordance with IAS 33.

Question 5.2: Deltoid (ACCA)
(The second question in the chapter also requires the calculation of both basic and diluted earnings
per share, the latter including the conversion of loan notes. The question also incorporates the 
need to amend draft financial statements in order to comply with IAS 16, IAS 17, IAS 32 and 
IAS 10.)
The following balance sheet has been extracted from the draft financial statements of
Deltoid for the year to 31 March 2002.

Balance sheet as at 31 March 2002
Non-current assets $000 $000
Property, plant and equipment 12,110
Current assets
Inventory 3,850
Trade accounts receivable 2,450
Bank 250 16,550
Total assets 18,660
Equity and liabilities

Capital and reserves
Ordinary shares of 50 cents each 2,000
Reserves
Share premium 1,000
Revaluation reserve 3,000
Accumulated profits b/f at 1 April 2001 2,500
Profit after tax for year to 31 March 2002 2,000 14,500

10,500
Non-current liabilities
Environmental provision (note (iv)) 1,200
6% Convertible loan note (note (iii)) 3,000 4,200

Current liabilities
Trade accounts payable 2,820
Taxation 1,140 13,960
Total equity and liabilities 18,660

IASD_ch05v1.qxd  6/16/05  7:16 PM  Page 143



The following additional information is available:

(i) The financial statements include an item of plant based on its treatment in the com-
pany’s management accounts where plant is depreciated on a machine hour use
basis. The details of this item of plant are:

In the financial statements the company policy is that plant and machinery should
be written off at 20% per annum on the reducing balance basis.

(ii) The income statement includes a charge of $150,000, being the first two of ten pay-
ments of $75,000 each in respect of a 5-year lease of an item of plant. The pay-
ments were made on 1 April 2001 and 1 October 2001. The fair value of this plant
at the date it was leased was $600,000. Information obtained from the finance
department confirms that this is a finance lease and an appropriate periodic rate of
interest is 10% per annum. Deltoid has treated the lease as an operating lease in the
above financial statements. The company depreciates plant used under finance
leases on a straight-line basis over the life of the lease.

(iii) On 1 April 2001 Deltoid issued a $3 million 6% convertible loan note at par. The
loan note is redeemable at a premium of l0% on 31 March 2005, or it may be con-
verted into ordinary shares on the basis of 50 shares for each $100 of loan note at
the option of the holder. The interest (coupon) rate for an equivalent loan note with-
out the conversion rights would have been 10%. In the draft financial statements
Deltoid has paid and charged interest of $180,000 and shown the loan note at 
$3 million on the balance sheet.

The present value of $1 receivable at the end of each year, based on discount
rates of 6% and 10% can be taken as:

The draft financial statements contain an accumulating provision for the cost of
restoring (landscaping) the site of a quarry that is being operated by Deltoid. The
result of an environmental audit has concluded that the provision has been calcu-
lated on the wrong basis and is materially underprovided. A firm of environmental
consultants has summarised the required revision:

Current provision Required provision
$000 $000

Income statement charge – year to 31 March 2002 180 2,245
Balance sheet liability – at 31 March 2002 1,200 2,150

The directors consider that the incorrect original estimate constitutes a fundamen-
tal error.

6% 10%
End of year 1 0.94 0.91

2 0.89 0.83
3 0.84 0.75
4 0.79 0.68

Cost (1 April 2000) $250,000
Estimated residual value $50,000
Estimated machine hour life 8,000
Measured usage in year to: 31 March 2001 2,000

31 March 2002 800
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(iv) Deltoid made a one-for-four bonus issue of shares on 1 March 2002 utilising the
revaluation reserve. This has not yet been recorded in the above financial statements.

(v) The directors of Deltoid wish to propose a final dividend that will give an earnings
yield of 4% to the ordinary shareholders. This is to be based on the current market
price of Deltoid’s shares of $2.00 each. The bonus shares in note (iv) will rank for
the final dividend. No interim dividends have been paid during the year. Deltoid
discloses proposed dividends as a note to the financial statements.

145 Performance measurement

Required

(a) Redraft the balance sheet of Deltoid as at 31 March 2002 making appropriate adjustments
for the items in (i) to (v) above. (Note: work to the nearest $000 and show separately your
working for the accumulated profits included in the balance sheet.)

(b) Calculate the basic and diluted earnings per share for Deltoid for the year to 31 March
2002. Assume a tax rate of 25% and that only the actual loan interest paid is available for
tax relief. Ignore deferred tax.

Required

(a) Discuss the potential problems of placing undue emphasis on the earnings per share figure.
(b) Discuss the nature of the ‘reporting gap’ and how the gap might be eliminated.

Question 5.3: Company X (ACCA)
(This question breaks down into two distinct sections. The first covers, in narrative, the potential problems
of placing undue emphasis on one ratio together with a general question on the reporting gap and how it
might be eliminated.

The second part of the question requires the calculation of both basic and diluted earnings per share,
but incorporates such features as discontinued operations, convertible loan stock and preference shares,
warrants and the issue of ordinary shares at full market price.)
Accounting regulators believe that undue emphasis is placed on earnings per share
(EPS), and that this leads to simplistic interpretation of financial performance. Many
chief executives believe that their share price does not reflect the value of their company
and yet are preoccupied with earnings based ratios. It appears that if the chief execu-
tives shared the views of the regulators then they might disclose more meaningful infor-
mation than EPS to the market, which may then reduce the ‘reporting gap’ and lead to
higher share valuations. The ‘reporting gap’ can be said to be the difference between the
information required by the stock market in order to evaluate the performance of a
company and the actual information disclosed.

Company X has a complex capital structure. The following information relates to the
company for the year ending 31 May 2001:

(i) The net profit of the company for the period attributable to the preference and
ordinary shareholders of the parent company was $14.6 million. Of this amount,
the net profit attributable to discontinued operations was $3.3 million. The follow-
ing details relate to the capital of the company:
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(ii) Ordinary shares of $1 in issue at 1 June 2000 6m
Ordinary shares of $1 issued 1 September 2000 at full market price 1.2m

The average market price of the shares for the year ending 31 May 2001 was $10
and the closing market price of the shares on 31 May 2001 was $11. On 1 January
2001, 300,000 partly paid ordinary shares of $l were issued. They were issued at $8
per share, with $4 payable on 1 January 2001 and $4 payable on 1 January 2002.
Dividend participation was 50% until fully paid.

(iii) Convertible loan stock of $20 million at an interest rate of 5% per annum was
issued at par on 1 April 2000. Half a year’s interest is payable on 30 September and
31 March each year. Each $1,000 of loan stock is convertible at the holder’s option
into 30 ordinary shares at any time. $5 million of loan stock was converted on 
1 April 2001 when the market price of the shares was $34 per share.

(iv) $1 million of convertible preference shares of $1 were issued in the year to 31 May
1998. Dividends are paid half-yearly on 30 November and 31 May at a rate of 6%
per annum. The preference shares are convertible into ordinary shares at the option
of the preference shareholder on the basis of two preference shares for each
ordinary share issued. Holders of 600,000 preference shares converted them into
ordinary shares on 1 December 2000.

(v) Warrants to buy 600,000 ordinary shares at $6.60 per share were issued on 
1 January 2001. The warrants expire in 5 years’ time. All the warrants were exercised
on 30 June 2001. The financial statements were approved on 1 August 2001.

(vi) The rate of taxation is to be taken as 30%.
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Required

(c) Calculate the basic and diluted earnings per share for X for the year ended 31 May 2001
in accordance with IAS 33 Earnings per Share.

Question 5.4: G (CIMA)
G is a large manufacturing company. It is listed on its national stock exchange. The com-
pany’s shares are widely held by a very large number of individual shareholders and its
activities are heavily reported in the business press.

G’s trial balance at 31 December 2000 is shown below.

$ million $ million
Administrative expenses 130
Bank 10
Cost of sales 240
Deferred taxation 200
Dividend – interim paid 40
Goodwill – net book value 1,900
Interest 95
Inventory at 31 December 2000 110
Interest-bearing borrowings 1,100
Reserves – accumulated profits 1,875
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Notes:

(i) The company has a funded, defined benefit pension scheme. The company makes
regular payments to the insurance company that operates the scheme on its behalf.
These payments are treated as an employment cost and included under cost of
sales in the trial balance.

During the year ended 31 December 2000, G received a report on the fund. This
indicated that it was under-funded by $20 million. The actuaries who prepared 
the report recommended that the company should pay an additional $5 million into
the fund each year for the next 4 years. These payments would be in addition to the
regular payments to the fund.

During the year ended 31 December 2000, G paid the first instalment of
$5 million to supplement the pension fund. The company also paid $8 million as its
routine annual contribution into the fund.

The actuaries who prepared the report estimated the average service life of the
company’s work force at 10 years. The directors have decided to amortise the actu-
arial loss of $20 million over that period. The figures in the trial balance have not
yet been updated to reflect the actuaries’ report.

Pension costs are included in the cost of sales figure.
(ii) The directors estimate the tax charge on the year’s profits at $120 million. The

balance on the taxation account represents the balance remaining after settling the
amount due for the year ended 31 December 1999.

(iii) The balance on the provision for deferred taxation should be increased to 
$280 million.

(iv) The directors have proposed a final dividend of $60 million. The company did not
pay a dividend during the year ended 31 December 1999.

(v) G’s share capital is made up of $1 shares, all of which are fully paid up. The com-
pany issued 100 million shares on 29 February 2000. These were sold for their full
market price of $1.40 per share. This sale has been included in the figures shown in
the trial balance.

(vi) A major customer went into liquidation on 16 January 2001, owing G $8 million.
G’s directors are of the opinion that this amount is material.

(vii) A member of the public was seriously injured on 24 January 2001 while using one
of G’s products. The company lawyer is of the opinion that the company will have
to pay $2 million in compensation. G’s directors are of the opinion that this amount
is material.

Property, plant and equipment – net book value 2,400
Revenue (sales) 1,000
Selling and distribution costs 100
Share capital 500
Reserves – share premium 400
Tax 10
Trade and other payables 30
Trade and other receivables 4,390

5,115 5,115

147 Performance measurement

IASD_ch05v1.qxd  6/16/05  7:16 PM  Page 147



Question 5.5: Myriad (ACCA)
(The second batch of questions in the chapter concentrates on the application of IAS 8 and, in particu-
lar, how to deal with changes in accounting policies. The second part of this question covers a topic
covered in Chapter 2, i.e. the accounting treatment of investment properties under IAS 40.)
You have been asked to assist the financial accountant of Myriad in preparing the com-
pany’s financial statements for the year to 30 September 2001. The financial accountant
has asked for your advice in the following matters.

Myriad has recently adopted the use of International Accounting Standards 
and a review of its existing policy of prudently writing off of all development expen-
diture is no longer considered appropriate under IAS 38 Intangible Assets. The new
policy, to be first applied for the financial statements to 30 September 2001, is to
recognise development costs as an intangible asset where they comply with the
requirements of IAS 38. Amortisation of all ‘qualifying’ development expenditure is
on a straight-line basis over a 4-year period (assuming a nil residual value).
Recognised development expenditure ‘qualifies’ for amortisation when the project
starts commercial production of the related product. The amount of recognised
development expenditure, and the amount qualifying for amortisation each year is as
follows:

$000 $000
Amount recognised Amount qualifying

as an asset for amortisation
In the year to 30 September 1999 420 300
In the year to 30 September 2000 250 360
In the year to 30 September 2001 1,560 1,400

1,230 1,060

No development costs were incurred by Myriad prior to 1999.
Changes in accounting policies should be accounted for under the benchmark treat-

ment in IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors.
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Required

(a) Prepare G’s income statement for the year ended 31 December 2000 and its balance 
sheet at that date. These should be in a form suitable for publication, and should be
accompanied by notes as far as you are able to prepare these from the information 
provided. Do NOT prepare a statement of accounting policies, a statement of total
recognised gains and losses, a statement of changes in equity or calculate earnings 
per share.

(b) Calculate G’s earnings per share (EPS) in accordance with the requirements of IAS 33
Earnings per Share.

(c) It has been suggested that the EPS ratio is unique in that its calculation is the subject of
detailed Accounting Standards. Explain why it has been necessary to provide such detailed
guidance on the calculation of EPS.

(d) Identify what is meant by ‘diluted’ earnings per share, and explain the reasons why com-
panies should be required to disclose this figure.
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Myriad owns several properties which are revalued each year. Three of its properties
are rented out under annual contracts. Details of these properties and their valua-
tions are:

All three properties were acquired on 1 October 1999.The valuations of the properties
are based on their age at the date of the valuation. Myriad’s policy is to carry all non-
investment properties at cost. Annual amortisation, where appropriate, is based on the
carrying value of assets at the beginning of the relevant period.

Property A is let to a subsidiary of Myriad on normal commercial terms. The other
properties are let on normal commercial terms to companies not related to Myriad.
Myriad adopts the fair value mode1 of accounting for investment properties in IAS 40
Investment Properties and the benchmark treatment for owner-occupied properties in IAS 16
Property, Plant and Equipment.

Property type/life Cost Value 30 September 2000 Value 30 September 2001
$000 $000 $000

A freehold/50 years 150 240 200
B freehold/50 years 120 180 145
C freehold/15 years 120 140 150

149 Performance measurement

Required

(c) Describe the possible accounting treatments for investment properties under IAS 40 and
explain why they may require a different accounting treatment to owner-occupied properties.

(d) Prepare extracts of the consolidated financial statements of Myriad for the year to 
30 September 2001 in respect of the above properties assuming the company adopts the
fair value method in IAS 40.

Question 5.6: Pailing (ACCA)
(The following question requires a student to discuss the main reasons why multinational companies
might wish to adopt IASs, and the problems in getting IASs accepted. The second part of the question
requires the draft income statement and the capital and reserves section of the balance sheet to be redrafted
in order to comply with extant accounting standards, particularly IFRS 3, IAS 12 and IAS 21.)
There is a wide variety of accounting practices adopted in different countries and it
seems that no two countries have identical accounting systems. At present, overseas com-
panies preparing financial statements utilising International Accounting Standards (IAS)
can obtain a listing on many stock exchanges. However, some companies cannot use IAS
to obtain an equivalent listing but have to use local Generally Accepted Accounting

Required

(a) Explain the circumstances when a company should change its accounting policies.
(b) Prepare extracts of Myriad’s financial statements for the year to 30 September 2001, includ-

ing the comparatives figure to reflect the change in accounting policy. (Note: ignore taxation.)
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Pailing, a public limited company, is a company registered in Europe. Under the 
local legislation, it has to prepare its financial statements using local accounting
standards. Klese is considering buying the company but wishes to restate Pailing’s
group financial statements so that they are consistent with IAS before any decision is
made, as the company is also considering the purchase of another company. Klese
wishes to restate the financial statements as if IAS were being applied for the 
first time.

The Pailing group’s net profit for the period drawn up, utilising local GAAP, is
$89 million for the year ending 31 March 2000, and its group capital and reserves under
local GAAP is $225 million as at 31 March 2000. The following accounting practices
under local GAAP have been determined.

(i) A change in accounting policies has been dealt with by a cumulative catch-up adjust-
ment which is included in the current year’s income. During the year, depreciation on
buildings was charged for the first time. The total cumulative depreciation charge
for the buildings was computed at $30 million, of which $3 million relates to the
current year.

(ii) Pailing had acquired a subsidiary company, Odd, on 31 March 2000. The minority
interest (25%) stated in the balance sheet was based on the book value of the net
assets of the subsidiary before any fair value adjustments. Pailing’s interest was
based on fair values. The fair value and the book value of the net assets of Odd at
the date of acquisition were $28 million and $24 million respectively. Klese wishes
to use the allowed alternative treatment in IAS 22 Business Combinations and not the
benchmark treatment.

(iii) Pailing had paid $16 million for the subsidiary, Odd, on 31 March 2000. The nega-
tive goodwill did not relate to identifiable losses or expenses to be incurred and it
had recognised all of the negative goodwill in the income statement in the current
year. Klese writes off its depreciable non-monetary assets on average over a 5-year
period. The fair value of the non-monetary assets is $7 million.

(iv) Pailing had sold a 100% owned overseas subsidiary on 1 April 1999 for $40 million,
resulting in a gain on sale of $8 million when comparing the sale proceeds with
the cost of the investment. Pailing had excluded all of the results of the sub-
sidiary from its financial statements other than reporting the gain on sale of
$8 million in its group income statement. The net asset value of the subsidiary at
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Required

(a) Describe the main reasons why multinational companies might wish International
Accounting Standards to be adopted as the only standards of accounting.

(b) Describe the problems with International Accounting Standards which may act as a
barrier to their widespread acceptance.

Practice (GAAP). Many companies feel that there are several advantages in preparing
financial statements in accordance with IAS which outweigh the disadvantages of
changing from local GAAP.
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Question 5.7: Transystems (ACCA)
(Transystems covers a number of accounting standards and requires a narrative report to be presented
which explains how to apply those standards. It covers IAS 18 Revenue Recognition and, in
particular, the need to apply USA standards as IAS 18 is now out of date and needs to be revamped for
the 21st century. However, the question also covers the new accounting standard on business combinations
(IFRS 3), the link between IAS 2 and IAS 38, IAS 16 and the presentation in the income statement
under IAS 1.)
Transystems, a public limited company, designs websites and writes bespoke software.
The company has a history of conflict with the auditors regarding its creative 
use of accounting standards. The following accounting practices are proposed by 
the directors:

(i) The company acquired the whole of the share capital of Zest Software, a public
limited company on 28 February 2002 and merged Zest Software with its existing
business. The directors feel that the goodwill ($10 million) arising on the purchase
has an indefinite economic life, and therefore no amortisation has been provided as
the goodwill is an inseparable part of the value of the business acquired.
Additionally, Transystems has a 50% interest in a joint venture which gives rise to a
net liability of $3 million. The reason for this liability is the fact that the negative
goodwill ($6 million) arising on the acquisition of the interest in the joint venture has
been deducted from the interest in the net assets ($3 million). Transystems is propos-
ing to settle the liability of $3 million against a loan made to the joint venture by
Transystems of $5 million, and show the resultant balance in tangible non-current
assets. The equity method of accounting has been used to account for the interest
in the joint venture. It is proposed to treat negative goodwill in the same manner as
the goodwill on the purchase of Zest Software and leave it in the balance sheet
indefinitely.

151 Performance measurement

Required

(c) Restate the net profit for the year ending 31 March 2000 and the capital and reserves of
Pailing as at 31 March 2000 in accordance with International Accounting Standards.

(d) Briefly, state the effect that the restatement of Pailing’s financial statements might have on
the decision to purchase the company.

the date of sale was $36 million. There was no goodwill arising on the original
purchase of the subsidiary. The cumulative exchange gain held in the Group
Exchange Reserve was $3 million on 31 March 1999, and this was left in the
reserve on disposal.

(v) Pailing provided for deferred taxation using a method not allowable under IAS12
Income Taxes. The company had net temporary differences of $13 million and 
$6 million as at 31 March 2000 and 31 March 1999 respectively. The opening
deferred tax provision under the method not allowable under IAS 12 was $0.3 million
and the closing provision was $0.9 million. Assume taxation at 30%.
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(ii) Transystems had itself disclosed in its financial statements $15 million of music and
screen production rights which it had acquired via the purchase of another sub-
sidiary. The group policy is to classify this intangible as current assets under inven-
tory. Further, during the current financial period, the group has capitalised its
domain names acquisition costs of $1 million within tangible non-current assets,
and revalued the asset to $3 million.

(iii) The turnover of the group results mainly from the sale of software under licences
which provide customers with the right to use these products. Transystems has
stated that it follows emerging best practice in terms of its revenue recognition pol-
icy which it regards as US GAAP. It has stated that the International Accounting
Standards Board has been slow in revising its current standards and the company
has therefore adopted the US standard SAB10l Revenue Recognition in Financial
Statements. The group policy is as follows:
● If services are essential to the functioning of the software (for example setting up

the software) and the payment terms are linked, the revenue for both software and
services is recognised on acceptance of the contract;

● fees from the development of customised software, where service support is
incidental to its functioning, are recognised at the completion of the contract.

(iv) The group’s tangible non-current assets are split into long leasehold properties (over
50 years) and short leasehold property. The group’s accounting policy as regards
long leasehold properties is not to depreciate them, on the grounds that their resid-
ual value is very high and the market value of the property is in excess of the carry-
ing amount. Short leasehold properties are only depreciated over the final 10 years
of the lease. The company renegotiates its short leaseholds immediately before the
final 10 years of the lease, and thus no depreciation is required up to this point.

(v) Transystems uses a multi-column format in order to present its Income Statement.
It wishes to use a ‘boxed presentation’ (see below) to highlight its exceptional items.

The group accountant has asked for your advice as to the acceptability of the above
accounting practices under International Accounting Standards/lnternational Financial
Reporting Standards as he does not wish to suffer a qualification of the audit report or
have any special comment in that report.

Transystems: Extract from Consolidated Income Statement
Before Exceptional Total

Exceptional items
$m $m $m

Operating Profit 500 – 500
Disposal of non-current assets – (50) (50)
Interest payable (210) – (210)

Profit on ordinary activities before taxation 290 (50) 240
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Required

Write a report to the group accountant advising him as to the acceptability of the above
accounting practices utilised by Transystems plc.
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153 Performance measurement

Required

(a) Define a discontinuing operation and comment on the defining criteria.
(b) Describe how users of financial statements benefit from information relating to discontin-

uing operations; and summarise the main disclosures required in respect of discontinuing
operations.

Question 5.8: Sandown (ACCA)
(The following question is the first of three covering the thorny issue of how to account for discontinued
operations under IFRS 5 (formerly IAS 35) and how to calculate and present such information. It also
includes a section on deciding what costs may be incorporated within ‘closure costs’ under IFRS 5.)
IAS 35 Discontinuing Operations was approved by the IASC in April 1998 and published in
June 1998. It is mainly a presentation and disclosure standard that expands on the
requirements of IAS 8 Net Profit or Loss for the Period, Fundamental Errors and Changes in
Accounting Policies. The IAS contains detailed requirements relating to discontinued opera-
tions. Many commentators feel that these requirements were prompted by a previous
lack of a definition of such operations and inconsistencies in their accounting treatment,
including the timing of their recognition.

Sandown is a diversified public company. It has three main operating divisions: a
chain of restaurants, a car rental agency, and the sale of computer equipment through
an Internet website. In March 2001 the Board of Sandown held a meeting to consider
the deteriorating performance of its Internet selling activities. The decision of the
Board was that the continued losses could no longer be tolerated and the website
would be closed down on 31 December 2001. In June 2001 a detailed closure plan was
formulated, staff redundancy notices were issued, advertising and promotion of
the website ceased and various notices to terminate contracts with service suppliers
were issued.

Relevant details of Sandown’s turnover and profit before taxation are:

Year to 30 September 2001 2000
$ million $ million

Turnover 1,000 900
Cost of sales (650) (600)
Gross profit 350 300
Other operating expenses (220) (150)
Profit before tax 130 150

The following analysis of the Internet website operation has been obtained:

Year to 30 September 2001I 2000
$ million $ million

Turnover 80 50
Cost of sales (50) (70)
Gross profit 30 (20)
Other operating expenses (140) (30)
Profit/(loss) before tax (110) (50)
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Required

(c) Prepare an analysis of the income statement into continuing and discontinuing operations
as required by IAS 35 for Sandown for the year to 30 September 2001 including the com-
parative figures for 2000.

Required

(d) Comment on the calculation of the closure costs of the website. Do not amend your
answer to (c) as a result of your comments in part (d). Ignore taxation.

The ‘other operating expenses’ of the website for the year to 30 September 2001 were
calculated as:

$ million
Operating costs incurred 50
Provision for closure costs:

Penalties on termination of contract 15
Staff redundancy costs 10
Retraining of retained staff 12
Estimated losses on sale of net assets of the Internet site 25
Estimated operating losses to date of closure (31 December 2001) 28 190

140

Question 5.9: Rationalise (ACCA)
(The next question in the batch on discontinued operations covers the presentation of discontinued opera-
tions but it also covers IAS 17 and the need to include proposed dividends as contingent liabilities. It cov-
ers IAS 39 briefly, the need to include preferred shares within debt, if redeemable, and their related
dividends within interest payable. IAS 2 and the need to value inventories at the lower of their cost and
NRV is also covered.)
Rationalise is a small publicly listed company whose activities consist of an engineering
branch (also acting as the head office) and a paint shop branch producing specialist
industrial coatings. The list of account balances of the two branches at 30 September
2000 are:

Engineering (head office) Paint shop
$ $ $ $

Equity shares of 25c each 500,000
10% Preference shares 150,000
Revaluation reserve 20,000
Accumulated profits 90,000
Land at valuation 210,000
Buildings at cost 300,000
Plant and equipment at cost 250,000 80,000
Motor vehicles at cost 170,000 45,000
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Depreciation 1 October 1999:
Buildings 80,000
Plant and equipment 110,000 30,000
Motor vehicles 90,000 15,000
Inventories 1 October 1999 136,100 53,400
Trade receivables 244,200 108,700
Bank 33,100 16,000
Trade payables 136,900 193,900
Income tax, over provision 1999 5,200
Branch current account 81,500
Head office current account 69,500
Sales revenue 893,000 550,000
Manufacturing expenses 545,900 461,600
Operating expenses 151,100 93,700
Bank interest 1,900
Interim dividends – preference 7,500

– equity 2,110,000 2,10–200 5 8–4 0 5 8–4 0
2,108,200 2,108,200 858,400 858,400

The following information is relevant:

(i) During the year to 30 September 2000 the paint shop branch became unprofitable and
the directors made the decision to close down the branch. The employees have been
told of the closure and those employees who cannot be transferred to the engineering
branch have been given redundancy/retrenchment notices. In addition the directors
have written to all of the paint shop’s customers informing them that no further orders
will be accepted and the branch will formally close on 30 November 2000. The esti-
mated direct costs of the closure, which have not yet been provided for, are:

In addition it is expected that the operating losses of the paint shop from 1 October
to 30 November 2000 will be $5,000.

(ii) The inventories at 30 September 2000 were:

The inventories of the head office includes some goods that have a production cost
of $16,000. These goods have a manufacturing defect that will cost $6,000 to
correct. The normal selling price for these goods would be $25,000, but after the
remedial work they will be sold through an agent as refurbished goods at a discount
of 20% on the normal selling price. The agent will receive a commission of 10% of
the reduced selling price.

(iii) Due to the increase in the head office’s overdraft it requested a remittance of
$12,000 from the branch in late September 2000. The branch had complied with
the request and recorded the remittance. It had not been received by the head
office at the year end.

Head office at cost $164,000
Paint shop at cost $65,000

$
Employee related costs 10,000
Losses on disposal of branch net assets 15,000

155 Performance measurement
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(iv) No depreciation has been charged for the current year. The company policy is to
charge a full year’s depreciation on all assets held at the year end at the following
rates:
● buildings – 2% per annum on cost, charged to cost of sales
● plant and equipment – 20% per annum on cost, charged to cost of sales
● motor vehicles – 25% per annum on a reducing balance basis, charged to oper-

ating expenses.
(v) The directors of Rationalise estimate that the company’s provision for income tax

on the operating profits for the year to 30 September 2000 of $19,000 will be com-
prised as follows:

The current balance on the income tax account is the difference between the pro-
vision made in 1999 and the amount paid during the current year in settlement to
the taxation authorities.

(vi) Deferred tax: at 30 September 2000 there were temporary differences 
of $20,000 relating to the plant and equipment of the head office of Rationalise.
In addition to this, the head office building was revalued upwards by 
$20,000 during the year, There were no other temporary differences. Rationalise
has not made any provision for deferred taxation. Assume an income tax 
rate of 30%.

(vii) On the 25 September 2000 the Directors declared the following dividends:
● the final preference dividend
● a final equity dividend of 1c per share.
These amounts have not yet been provided for.

On the head office profit 32,500
On the branch loss (relief ) (6,000)
On the estimated closure losses (relief ) (7,500)

19,000
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Required

(a) Prepare the income statement of Rationalise for the year to 30 September 2000 treating
the closure of the paint shop as a discontinued operation in accordance with IAS 35
Discontinuing Operations.

(b) Prepare the balance sheet of Rationalise at 30 September 2000.

Question 5.10: Halogen (ACCA)
(Although the following question is heavily directed to a business combination using the purchase or
acquisition method, it does contain a second section covering IFRS 5 as well as disclosing whether or not
a subsidiary could be excluded from consolidation under IAS 27. Consolidation adjustments mainly
concern the elimination of inter-company profits, the calculation of minority interests and the need to
freeze pre-acquisition profits and reserves.)
On 1 April 2000 Halogen acquired a controlling interest of 75% of Stimulus, a
previously wholly owned subsidiary of Exowner. This date Halogen issued one new
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ordinary share valued at $5 and paid $1.40 in cash, for every two shares it acquired in
Stimulus. The reserves of Stimulus at the date of acquisition were:

Accumulated profits $180 million
Revaluation reserve $40 million

The balance sheets of Halogen and Stimulus at 31 March 2001 were:

Halogen Stimulus
Assets
Non-current assets $ million $ million $ million $ million
Property, plant and equipment 910 330
Development expenditure 100 nil
Investments (including that in Stimulus) 700 60

1,710 390
Current assets
Inventory 224 120
Trade receivables 264 84
Bank nil 25

488 229
Total assets 2,198 619
Equity and liabilities
Capital and reserves:
Equity shares of $1 each 1,000 200
Reserves:
Share premium 300 nil
Accumulated profits 480 240
Revaluation reserve 60 840 40 280

1,840 480
Non-current liabilities
10% Debenture nil 60

Current liabilities
Trade payables 128 24
Taxation 94 35
Proposed dividends declared 50 20
Bank overdraft 86 2,358 nil 679
Total equity and liabilities 2,198 619

The following information is relevant:

(i) At the date of acquisition the balance sheet of Stimulus included an intangible non-
current asset of $8 million in respect of the development of a new medical drug. On
this date an independent specialist assessed the fair value of this intangible asset at
$28 million. Halogen had been developing a similar drug and shortly after the
acquisition it was decided to combine the two development projects. All information
and development work on Stimulus’s project was transferred to Halogen in return
for a payment of $36 million. The carrying value of Stimulus’s development expen-
diture at the date of transfer was still $8 million. Stimulus has taken the profit on this
transaction to its income statement. Approval to market the drug is expected in
September 2001.
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(ii) Both companies have a policy of keeping their land (included in property, plant and
equipment) at current value. The balances on the revaluation reserves represent the
revaluation surpluses at 1 April 2000. Neither company has yet recorded further
increases of $10 million and $8 million for Halogen and Stimulus respectively for
the year to 31 March 2001.

(iii) During the year to 31 March 2001 Halogen sold goods at a price of $26 million to
Stimulus at a mark-up on cost of 30%. Half of these goods were still in inventory at
the year end.

(iv) On 28 March 2001 Stimulus recorded a payment of $12 million to settle its current
account balance with Halogen. Halogen had not received this by the year end.
Inter-company current account balances are included in trade payables/receivables
as appropriate.

(v) All goodwill is written off on a straight-line basis over a period of 5 years.
(vi) Halogen has not accounted for the proposed dividend receivable from Stimulus.

International financial reporting standards in depth 158

Required

(b) Comment on the suitability of the Directors’ treatment of Lockstart; and state how you
believe Lockstart should be treated in the group financial statements of Halogen. (Note: you
are not required to amend your answer to (a) in respect of this information.)

Required

(a) Prepare the consolidated balance sheet of Halogen as at 31 March 2001.

Included within the investments of Halogen is an investment in a wholly owned
private limited company called Lockstart. Prior to the current year Halogen has
consolidated the results of Lockstart. In recent years the profits of Lockstart have been
declining and in the year to 31 March 2001 it made significant losses. In January of
2001 the management of Halogen held a board meeting where it was decided that the
investment in Lockstart would be sold as soon as possible. No buyer had been found by
31 March 2001.

The directors of Halogen are aware that shareholders often use a company’s
published financial statements to predict future performance, and this is one of the
reasons why IFRS 5 Non-Current Assets Held for Sale and the Presentation of Discontined
Operations requires the results of discontinuing operations to be separately identified.
Shareholders are thus made aware of those parts of the business that will not contribute
to future profits or losses.

In the spirit of the above, the management of Halogen have decided not to consoli-
date the results of Lockstart for the current year (to 31 March 2001), believing that if
they were consolidated, it would give a misleading basis for predicting the group’s future
performance. They also note that a subsidiary company should only be consolidated
when it is held as a long-term investment. They are therefore applying the rule in IAS 27
Consolidated Financial Statements and Accounting for Investments in Subsidiaries that a subsidiary
may be excluded from consolidation where it is held with a view to resale.
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Question 5.11: Desolve (ACCA)
(The next question concentrates on the accounting consequences of closing down a subsidiary. It reveals
the fact that there are a number of accounting standards that interface with IFRS 5 – IAS 37, IAS 36,
IAS 19 and IAS 10 – and these are all covered in the question.)
Desolve, a public limited company, decided to significantly change the nature of its busi-
ness and to refocus the Group’s activities in two core areas: the production of carbon
steel and steel alloy. In order to complete the refocusing, the directors planned and
approved the closure of its glass-making activity, a 100% owned subsidiary company,
Glass. This company generates 15% of the production of the Group. This decision was
announced on 30 June 2001 and the subsidiary was closed down on 30 November 2001.
The year end of the group is 31 July 2001 and the financial statements were approved
on 10 December 2001. As a result of the closure of the operation, the following events
took place:

(i) The employees of Glass were made redundant. As a result, a termination and
severance agreement was drawn up by the company. All of the employees of the
company were offered either employment in the refocused Group or compensation
for loss of employment. Employees were told of the termination agreement in
writing on 30 June 2001 and had to communicate their acceptance or otherwise by
31 August 2001. If all of the employees had accepted the severance pay, then it
would have cost the Group $80 million in compensation. As at 31 July 2001 it was
expected that 75% of employees would take the severance pay. The actual amount
paid on 30 November 2001 was $56 million. As a result of the redundancy, the net
present value of the obligation to the employees under the defined benefits
retirement plan at 31 July 2001 had been reduced by $50 million, as the employees
of the subsidiary affected by the redundancy would earn no further benefit beyond
30 November 2001. There was no change in the fair value of the plan assets at 
31 July 2001 as a result of the redundancy.

(ii) Desolve wished to make a provision of $15 million at 31 July 2001 for the costs of
closing the glass-making business. This amount has taken into account approxi-
mately $3 million for the potential profit on the disposal of the land and buildings of
the subsidiary. Desolve has included this amount ($15 million) in non-current assets
and not the income statement as the costs will be recoverable from the estimated
disposal proceeds. The contracts for the sale of the land and buildings were signed
on 1 November 2001 and were completed on 20 December 2001 for a price of
$25 million at a profit of $4 million.

The equipment of the subsidiary was carried at a value of $10 million at 31 July
2001. It was anticipated that the equipment would generate cash flows of $7 million
up to 30 November 2001 and that its net selling price at 31 July 2001 was $8 million.
The equipment was sold on 30 November 2001 for $6 million.

(iii) It was anticipated that between 31 July 2001 and 30 November 2001 the subsidiary
would make operating losses of $20 million before it closed. Also there would be a
cost of $5 million incurred in retraining and relocating the employees who accepted
employment in the refocused Group.

(iv) The directors of Desolve have indicated in the company’s balance sheet at 31 July
2001 that there is a trade receivable of $8 million. This trade receivable is owed
$7 million by Assess, and the trade receivable intended to offset these amounts
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against each other and pay Desolve the balance of $l million. The trade receivable
on hearing of the final closure of the subsidiary has decided to sue Desolve for the
$7 million it is owed and has refused to pay the balance of $8 million to Desolve.
The trade receivable decided to sue Desolve as it was thought that Desolve had the
greater resources to repay the debt. The trade receivable is likely to go into liquida-
tion if it does not receive the amounts that it is owed.
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Required

Discuss how the above events relating to the closure of the subsidiary affected the financial
statements of the Desolve Group in the year ending 11 July 2001.

Question 5.12: Zetec Group (ACCA)
(The final question in the chapter is all embracing. It requires the preparation of a consolidated income
statement but it also encompasses standards covering foreign exchange translation under IAS 21, IAS 8,
goodwill under IFRS 3 and intangible assets under IAS 38.)
Zetec, a public limited company, owns 80% of the ordinary share capital of Aztec,
a public limited company which is situated in a foreign country. Zetec acquired Aztec on
1 November 2000 for $44 million when the retained profits of Aztec were 98 million
Krams (Kr). Aztec has not issued any share capital, nor revalued any assets since acqui-
sition. The following financial statements relate to Zetec and Aztec.

Income Statements for the year ended 31 October 2001
Zetec Aztec

$m Kr m
Revenue 325 250
Cost of sales (189) (120)
Gross profit 136 130
Distribution and administrative expenses (84) (46)

Balance Sheets at 31 October 2001
Zetec Aztec

$m Kr m
Non-current assets
Tangible assets (including investments) 180 380
Investment in Aztec 44
Intangible assets 12
Net current assets 146 116

370 508
Capital and reserves
Ordinary shares of $1/1 Kr 65 48
Share premium 70 18
Revaluation reserves – 12
Accumulated profits 161 110

296 188
Non-current liabilities 174 320

370 508
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The directors of Zetec have not previously had the responsibility for the preparation of
consolidated financial statements and are a little concerned as they understand that the
financial statements of Aztec have been prepared under local accounting standards,
which are inconsistent in some respects with International Accounting Standards (IAS).
They wish you to prepare the consolidated financial statements on their behalf, and give
you the following information about the financial statements of Aztec:

(i) Under local accounting standards, Aztec had capitalised ‘market shares’ under
intangible assets. Aztec acquired a company in the year to 31 October 2001 and
merged its activities with its own. This acquisition allowed the company to obtain a
significant share of a specific market, and therefore the excess of the price paid over
the fair value of assets is allocated to ‘market shares’. The amount capitalised was
Kr 12 million, and no amortisation is charged on ‘market shares’.

(ii) Further, under local accounting standards, from 1 November 2000 Aztec classified
revaluation gains and losses and the effects of changes in accounting policies as
extraordinary items. During the year, the amounts classified as extraordinary items
were as follows:

Revaluation loss A non-current asset was physically damaged during the year
and an amount of Kr9 million was written off its carrying
value as an impairment loss. This asset had been revalued on
31 October 1999 and a credit of Kr6 million still remains in
revaluation reserve in respect of this asset.

Changes in accounting A change in the accounting policy for research expenditure has
policy occurred during the period in an attempt to bring Aztec’s

policies into line with IAS. Prior to November 2000, research
expenditure was capitalised. The amount included in
extraordinary items was Kr13 million.

(iii) The fair value of the net assets of Aztec at the date of acquisition was Kr240 million
after taking into account any necessary changes to align the financial statements
with IAS. The directors have estimated that any goodwill arising on consolidation
should be amortised over 4 years, but do not know how to calculate the amount of
goodwill. The increase in the fair value of Aztec over the net assets carrying value
relates to a stock market portfolio (included in tangible non-current assets) held by
Aztec. The value of these investments (in Kr) has not changed materially since
acquisition. Goodwill is to be treated as a dollar asset which does not fluctuate with
changes in the exchange rate.

(iv) Zetec sold $15 million of components to Aztec on 31 May 2001, when the legal
ownership of the goods passed to Aztec. The goods were received by Aztec on 

Profit from operations 52 84
Interest payable (2) (20)
Profit before taxation 50 64
Income tax expense (15) (30)
Net profit on ordinary activities 35 34
Extraordinary items – (22)
Net profit for period 35 12
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30 June 2001 as there had been a problem in the shipping of the goods. Zetec made
a profit of 20% on selling price on the components. All of the goods had been
utilised in the production process at 31 October 2001, but none of the finished
goods had been sold at that date. Aztec had paid for the goods on 31 July 2001. This
was the only inter-company transaction in the year. Foreign exchange gains/losses
on such transactions are included in cost of sales by Aztec.

(v) The following exchange rates are relevant to the financial statements:

(vi) The directors have indicated that Aztec will operate as a separate entity with little
management interference so that local profits will be maximised. Zetec utilises the
benchmark treatment in IAS 8 Net Profit or Loss for the Period, Fundamental Errors and
Changes in Accounting Policies, and intends to use the allowed alternative treatment in
IAS 22 Business Combinations to allocate the cost of acquisition.

(vii) A dividend of $4 million had been paid by Zetec during the financial year.

Krams to the $
31 October 1999 5
1 November 2000 6
1 April 2001 5.3
31 May 2001 5.2
30 June 2001 5.1
31 July 2001 4.2
31 October 2001 4
Weighted average for year to 31 October 2001 5
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Required

Prepare a consolidated income statement for the year ended 31 October 2001 and a balance
sheet as at that date for the Zetec group.
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6
Cash flow statements

6.1 IAS 7 Cash Flow Statements (revised 1992)

Objective
The income statement and the balance sheet of an enterprise show important aspects of
its performance and position. However, users of financial statements are also interested
in how the enterprise generates and uses its cash resources. In particular, users are
concerned about the overall solvency and liquidity of the enterprise.

IAS 7 is designed to aid users in that regard, and requires a cash flow statement to be
drawn up summarising the cash flows during a period classified into three separate
sections:

1. Operating activities
2. Investing
3. Financing.

Operating activities
It is recognised that, although an enterprise may have generated a profit during 
the year and increased its assets, it may not necessarily create readily accessible 
cash, as the money could be tied up in stocks, debtors etc. Also, in arriving at profit 
a number of non-cash deductions and additions have been included – e.g. depre-
ciation. These need to be taken into account when calculating the actual cash 
generated.

IAS 7 permits two methods of calculating operating cash flows – the direct and the
indirect methods. The indirect method requires the profit to be reconciled to the cash
flow being generated by operations. This is carried out as in the previous paragraph.
The direct method, on the other hand, identifies the actual cash receipts from customers
and the actual cash payments to suppliers and employees. Both methods lead to the
same figure. The direct method is illustrated in Example 6.1, and the indirect as part of
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Investing activities
Under this heading are included purchases and sales of long-term assets, and the
purchase and sales of investments not qualifying as cash equivalents.

Interest and dividends received may be classified under this heading, but they may
also be included under operating activities or financing. The specimen provided in the
IAS includes them as investing.

Only one figure for cash should be provided for subsidiaries acquired or disposed,
with disclosure by note of the assets and liabilities acquired/disposed.

Investing and financing transactions that do not require the use of cash or cash equiv-
alents should be excluded from a cash flow statement. They should be disclosed else-
where in the financial statements so that users have all the relevant information, but they
should not form part of the cash flow statement itself.

The following should be disclosed in aggregate for all acquisitions, and separately for
all disposals:

● the total purchase/disposal consideration;
● the portion of the consideration discharged via cash or cash equivalents;
● the amount of cash and cash equivalents in the acquisition/disposal;
● the amount of assets and liabilities other than cash or cash equivalents in the sub-

sidiary acquired/disposed, summarised by each major category.

Financing activities
This should represent claims on future cash flows or sources of future cash flows, and
will include:

● cash proceeds from the issue of shares;
● cash payments to redeem/acquire the enterprise’s shares;
● cash proceeds from the issue of debentures, loans etc.;

Example 6.1
Direct method of calculating operating cash flows

As an alternative, the net cash flow from operating activities of 1,560 may be arrived at by
adopting the direct method as shown below:

Cash flows from operating activities

Cash receipts from customers 30,150
Cash paid to suppliers and employees (27,600)
Cash generated from operations 2,550
Interest paid (270)
Income taxes paid (900)
Cash flow before extraordinary item 1,380
Proceeds from earthquake disaster settlement 1,180
Net cash from operating activities 1,560

an overall specimen format:
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165 Cash flow statements

● cash repayments of loans etc.;
● cash payments by a lessee to repay principal of finance lease liabilities.

Cash and cash equivalents
The end product of the cash flow statement or balancing figure will be the increase or
decrease in cash and cash equivalents. Cash equivalents are defined in IAS 7 as ‘short-
term, highly liquid investments that are readily convertible to known amounts of cash
and which are subject to an insignificant risk of changes in value’.

An unusual feature which is required by IAS 7 is the need to provide a separate note to the
financial statements detailing out the individual components of cash and cash equivalents
and requiring a reconciliation to the amounts reported in the balance sheet. If there are any
cash or cash equivalent balances held by the enterprise but that are not available for use by
the group then these should be disclosed, together with a commentary by management.

Other issues
Foreign currency cash flows

Cash flows arising from transactions in a foreign currency should be recorded in an
enterprise’s reporting currency by applying to the foreign currency amount the exchange
rate between the reporting currency and the foreign currency at the date of the cash flow.

On translation, the cash flows should be translated at the exchange rates between the
reporting currency and the foreign currency at the dates of the cash flows.

Equity accounted investments

For associates, the only cash to be recorded are the actual dividends received and NOT
the share of profit included in the income statement.

Proportionate consolidation

Joint ventures, reporting under IAS 31 Financial Reporting of Interests in Joint Ventures and
that have adopted the policy of proportionate consolidation, should include their pro-
portionate share of the jointly controlled entity’s cash flows. However, an enterprise
adopting the equity method should include the cash flows in respect of its investments in
the jointly controlled entity only.

Reporting cash flows on a net basis

Cash flows arising from the following operating, investing or financing activities may be
reported on a net basis:

(a) Cash receipts and payments on behalf of customers when the cash flows reflect the
activities of the customer rather than those of the enterprise

(b) Cash receipts and payments for items in which the turnover is quick, the amounts
are large, and the maturities are short.
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Examples of cash receipts and payments referred to in (a) include:

● the acceptance and repayment of demand deposits of a bank;
● funds held for customers by an investment enterprise; and
● rents collected on behalf of, and paid over to, the owners of properties.

Examples of cash receipts and payments referred to in (b) are advances made for, and
the repayment of:

● principal amounts relating to credit card customers;
● the purchase and sale of investments; and
● other short-term borrowings, for example those which have a maturity period of

3 months or less.

Segment information

The disclosure of segmental cash flows enables users to obtain a better understanding of
the relationship between the cash flows of the business as a whole and those of its com-
ponent parts and the availability and variability of segmental cash flows. An example of
disclosure is provided in Note D of the specimen format.

Specimen format
Indirect method

Cash flows from operating activities
Net profit before taxation, and extraordinary item 3,350
Adjustments for:

Depreciation 450
Foreign exchange loss 40
Investment income (500)
Interest expense ,4400

Operating profit before working capital changes 3,740
Increase in trade and other receivables (500)
Decrease in inventories 1,050
Decrease in trade payables (1,740)

Cash generated from operations 2,550
Interest paid (270)
Income taxes paid 1(900)
Cash flows before extraordinary item 1,380
Proceeds from earthquake disaster settlement 1,180
Net cash from operating activities 1,560

Cash flows from investing activities
Acquisition of subsidiary X net of cash acquired (Note A) (550)
Purchase of property, plant and equipment (Note B) (350)
Proceeds from sale of equipment 20
Interest received 200
Dividends received (200
Net cash used in investing activities (480)
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Notes to the cash flow statement (direct and indirect methods)

A Acquisition of subsidiary
During the period the group acquired subsidiary X. The fair value of assets acquired
and liabilities assumed were as follows:

B Property, plant and equipment
During the period, the group acquired property, plant and equipment with an aggregate
cost of 1,250 of which 900 was acquired by means of finance leases. Cash payments of
350 were made to purchase property, plant and equipment.

C Cash and cash equivalents
Cash and cash equivalents consist of cash on hand and balances with banks and invest-
ments in money market instruments. Cash and cash equivalents included in the cash
flow statement comprise the following balance sheet amounts:

Cash and cash equivalents at the end of the period include deposits with banks of 100
held by a subsidiary which are not freely remittable to the holding company because of
currency exchange restrictions.

The group has undrawn borrowing facilities of 2,000 of which 700 may be used only
for future expansion.

Cash on hand and balances with banks 40 25
Short-term investments 370 135
Cash and cash equivalents as previously reported 410 160
Effect of exchange rate changes 4–0 ((40)
Cash and cash equivalents as restated 410 120

Cash 40
Inventories 100
Accounts receivable 100
Property, plant and equipment 650
Trade payables (100)
Long-term debts (200)
Total purchase price 590
Less: Cash of X 1(40)
Cash flow on acquisition net of cash acquired (550

Cash flows from financing activities
Proceeds from issuance of share capital 250
Proceeds from long-term borrowings 250
Payment of finance lease liabilities (90)
Dividends paid* (1,200)
Net cash used in financing activities (790)
Net increase in cash and cash equivalents 290
Cash and cash equivalents at beginning of period (Note C) 120
Cash and cash equivalents at end of period (Note C) 410

*This could also be shown as an operating cash flow.
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D Segment information

6.2 Examination questions

Question 6.1: Sundown (ACCA)
Shown below are the summarised financial statements of Sundown for the year to
30 September 2002, together with a comparative balance sheet:

Income statement $ million
Sales revenue 662
Cost of sales (396)
Gross profit 266
Operating expenses (124)
Profit from operations 142
Interest payable 12(6)

136
Income tax .(48)
Profit for the period 188

Segment A Segment B Total
Cash flows from:

Operating activities 1,700 (140) 1,560
Investing activities 1(640) 160 (480)
Financing activities 1(570) (220) 1(790)

490 (200) 1,290

Balance Sheet as at 30 September 2002 30 September 2001

$ million $ million $ million $ million $ million $ million
Cost/ Depreciation NBV Cost/ Depreciation NBV

valuation valuation
Assets
Property, plant and 650 155 495 615 160 455

equipment

Current assets
Inventory 86 72
Trade accounts 74 41

receivable
Insurance claim 15 nil
Bank 1nil5 175 12 125

Total assets 670 580

Total equity and liabilities

Capital and reserves:
Ordinary shares of 120 100

$1 each
Reserves:

Share premium 38 30
Revaluation reserve 40 15
Accumulated profits 294 372 256 301

492 401
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Non-current liabilities
Deferred tax 21 32
10% Redeemable 30 51 50 82

preference shares

Current liabilities
Trade accounts payable 74 65
Provision for income tax 40 32
Overdraft 13 127 nil 197
Total equity and liabilities 670 580

The following information is relevant:

(i) Non-current assets: depreciation of property, plant and equipment during the year
was $45 million included in cost of sales. During the year, plant with a carrying
value of $60 million was sold for $48 million. The 1oss was included in cost of sales.

(ii) Share capital: during the year some preference shares were redeemed at a premium
of 10%. The company operates in a country where premiums on redemption of
shares can be charged to an available share premium account. Sundown has taken
advantage of this allowance. There was no issue of preference shares during the
year. The increase in the ordinary share capital during the year was due to a cash
issue.

(iii) Revaluation reserve: the revaluation reserve was increased during the year by the
surplus on the revaluation of the company’s head office. A transfer of $4 million
was made from the revaluation reserve to accumulated realised profits representing
the realisation of previous surpluses.

(iv) Ordinary dividends: the ordinary dividends paid during the year are part of the
movement on the accumulated profits.

(v) Insurance claim: on 1 March 2002 an employee of Sundown suffered a serious acci-
dent. Sundown accepted responsibility for the accident and paid compensation of
$18 million to the employee and his family. The company is partly insured against
such liabilities and has agreed with the insurance company a settlement figure of
$15 million (payable to Sundown). Sundown has accounted for the net cost of the
claim as part of its operating expenses. It has not yet received the settlement from
the insurance company, but it has recognised the $15 million receivable.

Required

(a) Prepare a cash flow statement for Sundown for the year to 30 September 2002 in accor-
dance with IAS 7 Cash Flow Statements.

(b) IAS 7 encourages companies to disclose additional information on operating capacity cash
flows (included as investing activities) and segment activity cash flows.
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Question 6.2: Charmer (ACCA)
The summarised financial statements of Charmer for the year to 30 September 2001,
together with a comparative balance sheet, are:

Income statement $000
Sales revenue 7,482
Cost of sales (4,284)
Gross profit 3,198
Operating expenses (1,479)
Interest payable (260)
Investment income 120
Profit before tax 1,579
Income tax 1(520)
Profit for the period 1,059

Balance Sheet as at 30 September 2001 30 September 2000
$ million $ million $ million $ million $ million $ million

Cost/ Depreciation NBV Cost/ Depreciation NBV
Assets valuation valuation

Property, plant and 
equipment 3,568 1,224 2,344 3,020 1,112 1,908

Investment 3,690 3nil,
3,034 1,908

Current assets
Inventory 1,046 785
Trade accounts 

receivable 935 824
Short-term 

treasury bills 120 50
Bank 3nil, 2,101 122 1,781

Total assets 5,135 3,689

Total equity and liabilities
Capital and reserves:
Ordinary shares 

of $1 each 1,400 1,000
Reserves:
Share premium 460 60
Revaluation 90 40
Accumulated profits

B/f 162 147
Net profit for 

the period 1,059 65
Dividends 1(500) (50)
C/f 721 1,271 162 3,262

2,671 1,262

Non-current liabilities
Deferred tax 439 400
Government grants 275 200
10% Convertible 

loan stock 3nil, 714 400 1,000

IASD_ch06v1.qxd  6/15/05  5:15 PM  Page 170



Current liabilities
Trade accounts payable 644 760
Accrued interest 40 25
Provision for 

negligence claim nil 120
Proposed dividends 350 30
Provision for income tax 480 367
Government grants 100 125
Overdraft 136 1,750 3nil, 1,427

Total equity and liabilities 5,135 3,689

The following information is relevant:

(i) Non-current assets: property, plant and equipment is analysed as follows:

30 September 2001 30 September 2000
Cost/ Depreciation NBV Cost/ Depreciation NBV

valuation valuation
$000 $000 $000 $000 $000 $000

Land and buildings 2,000 760 1,240 1,800 680 1,120
Plant 1,568 1464 1,104 1,220 1432 1788

3,568 1,224 2,344 3,020 1,112 1,908

On 1 October 2000 Charmer recorded an increase in the value of its land of $150,000.
During the year an item of plant that had cost $500,000 and had accumulated 

depreciation of $244,000 was sold at a loss (included in cost of sales) of $86,000 on its
carrying value.

(ii) Government grant: a credit of $125,000 for the current year’s amortisation of
government grants has been included in cost of sales.

(iii) Share capital and loan stocks: the increase in the share capital during the year was
due to the following events:
● On 1 January 2001 there was a bonus issue (out of the revaluation reserve) of one

bonus share for every 10 shares held
● On 1 April 2001 the l0% convertible loan stockholders exercised their right to

convert to ordinary shares; the terms of conversion were 25 ordinary shares of $1
each for each $100 of 10% convertible loan stock

● The remaining increase in the ordinary shares was due to a stock market place-
ment of shares for cash on 12 August 2001.

(iv) Dividends: the directors of Charmer always declare/propose a final dividend (if the
company has made a profit) in the week preceding the company’s year end. It is paid
after the annual general meeting of the shareholders.

(v) Provision for negligence claim: in June 2001 Charmer made an out-of-court settle-
ment of a negligence claim brought about by a former employee. The dispute had
been in progress for 2 years and Charmer had made provisions for the potential lia-
bility in each of the two previous years. The unprovided amount of the claim at the
time of settlement was $30,000, and this was charged to operating expenses.

171 Cash flow statements

Required

Prepare a cash flow statement for Charmer for the year to 30 September 2001 in accordance
with IAS 7 Cash Flow Statements.
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Question 6.3: Squire (ACCA)
(The third question in the chapter concentrates on the preparation of a group cash flow statement. It
incorporates cash flows from associates and dividends paid out to minority interests. It also incorporates
the cash flows to be taken into consideration when an acquisition takes place during the year.)

The following draft financial statements relate to Squire, a public limited company:

Draft Group Income Statement for the year ended 31 May 2002
$m

Revenue 8,774
Cost of sales (7,310)

1,464
Distribution and administrative expenses (1,030)
Share of operating profit in associate 1,065
Profit from operations 499
Exchange difference on purchase of non-current assets 1 ,0(9)
Interest payable 1(75)
Profit before tax 415
Income tax expense (including tax on income from associate $20 million) (225)
Profit after tax 190
Minority interests 1(92)
Profit for period 198

Draft Group Balance Sheet at 31 May 2002
2002 2001
$m $m

Non-current assets:
Intangible assets 80 65
Tangible non-current assets 2,630 2,010
Investment in associate 1,535 1,550

3,245 2,625
Retirement benefit asset 22 16
Current assets
Inventories 1,300 1,160
Trade receivables 1,220 1,060
Cash at bank and in hand 21,90 1,280

2,610 2,500
Total assets 5,877 5,141
Capital and reserves:

Called up share capital 200 170
Share premium account 60 30
Revaluation reserve 92 286
Accumulated profits 508 505

860 991
Minority interest 522 345
Non-current liabilities 1,675 1,320
Provisions for deferred tax 200 175
Current liabilities 2,620 2,310
Total equity and liabilities 5,877 5,141
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The following information relates to Squire:

(i) Squire acquired a 70% holding in Hunsten Holdings, a public limited company, on
1 June 2001. The fair values of the net assets acquired were as follows:

The purchase consideration was $200 million in cash and $50 million (discounted
value) deferred consideration which is payable on 1 June 2003. The provision for the
onerous contracts was no longer required at 31 May 2002, as Squire had paid
compensation of $30 million in order to terminate the contract on 1 December 2001.
The group amortises goodwill over 5 years. The intangible asset in the group bal-
ance sheet comprises goodwill only. The difference between the discounted value of
the deferred consideration ($50m) and the amount payable ($54 million) is included
in ‘interest payable’.

(ii) There had been no disposals of tangible non-current assets during the year.
Depreciation for the period charged in cost of sales was $129 million.

(iii) Current liabilities comprised the following items:

2002 2001
$m $m

Trade payables 2,355 2,105
Interest payable 65 45
Taxation 2,200 2,160

2,620 2,310

$m
Tangible non-current assets 150
Inventories and work in progress 180
Provisions for onerous contracts 1(30)

300

Draft Group Statement of Recognised Gains and Losses for the year ended 31 May 2002
$m

Profit for period 98
Foreign exchange difference of associate (10)
Impairment losses on non-current assets offset against revaluation surplus (194)
Total recognised gains and losses (106)

Draft Statement of Changes in Equity for the year ended 31 May 2002
$m

Total recognised gains and losses (106)
Dividends paid (85)
New shares issued 160
Total movements during the year (131)
Shareholders’ funds at 1 June 2001 991
Shareholders’ funds at 31 May 2002 860
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(iv) Non-current liabilities comprised the following:

(v) The retirement benefit asset comprised the following:

Movement in year $m
Surplus at 1 June 2001 16
Current and past service costs charged to income statement (20)
Contributions paid to retirement benefit scheme 26
Surplus at 31 May 2002 22

2002 2001
$m $m

Deferred consideration – purchase of Hunsten 54 –
Liability for the purchase of non-current assets 351 –
Loans repayable 1,270 1,320

1,675 1,320

Required

Prepare a group cash flow statement using the indirect method for Squire group for the year
ended 31 May 2002 in accordance with IAS 7 Cash Flow Statements.
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7
Foreign trading

7.1 IAS 21 The Effects of Changes in Foreign 
Exchange Rates (revised December 2003)

Objective
An entity may carry on foreign activities in two ways – transactions and translation. In
addition, it may present its financial statements in a foreign currency. IAS 21 prescribes
how transactions and foreign operations should be accounted, and how to translate
financial statements into a presentation currency.

The principal issues are which exchange rates to use and how to report the effects of
those changes in exchange rates.

Scope
The standard should be applied to:

● accounting for transactions and balances in foreign currencies;
● translating foreign operations in preparation for consolidation; and
● translating an entity’s results into a different presentation currency.

The standard does not deal with hedge accounting (see IAS 39). It does not cover cash
flows arising from transactions in a foreign currency, nor with the translation of cash
flows of a foreign operation (see IAS 7).

Key definitions
Functional currency: currency of the primary economic environment in which the entity
operates.

The following factors should be considered:

● the currency in which sales prices are denominated and settled;
● the country whose competitive forces and regulations mainly determine the sales

prices of its goods/services;
● the currency in which labour and other costs are denominated and settled;
● the currency in which funds from financing activities are generated; and
● the currency in which receipts from operating activities are usually retained.
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When the entity is a foreign operation, the following additional factors are considered:

● whether the activities of the foreign operation represent an extension of the reporting
entity;

● whether transactions with the foreign entity are a high or a low proportion of the for-
eign operation’s activities;

● whether the cash flows of the foreign operation directly affect the cash flows of the
reporting entity;

● whether the cash flows of the foreign operation are sufficient to service existing and
expected debt obligations.

Where the indicators are mixed, management must exercise judgement as to the func-
tional currency to adopt that best reflects the underlying transactions.

Foreign currency: a currency other than the functional currency of the entity.

Presentation currency: the currency in which the financial statements are presented.

Exchange rate: the ratio of exchange for two currencies.

Spot exchange rate: the exchange rate for immediate delivery.

Closing rate: the spot exchange rate at the balance sheet date.

Exchange difference: difference resulting from translating one currency into another cur-
rency at different exchange rates.

Foreign operation: a subsidiary, associate, joint venture or branch whose activities are based
in a country or currency other than those of the reporting entity.

Net investment in a foreign operation: the amount of the interest in the net assets of that opera-
tion. They include long-term receivables or loans, but do not include trade receivables
or trade payables.

Monetary items: money and assets/liabilities held to be received/paid in fixed or deter-
minable amounts. Examples include deferred tax, pensions, and provisions. The feature of
a non-monetary item is the absence of a right to receive a fixed or determinable amount
of money (includes prepayments, goodwill, intangible assets, inventories, property etc.)

Fair value: the amount for which an asset could be exchanged by willing parties in an
arm’s length transaction.

Summary of the approach required by this standard
Each entity must determine its functional currency as per the definition above. Many
reporting entities are groups, and each individual entity should be translated into the
currency in which the group statements are to be presented. The standard permits
the presentation currency to be any currency. If the functional currency differs from the
presentational currency, then the results and position should be translated in accordance
with paras 20–37 and 49 of the standard (use of a presentation currency other than
the functional currency).
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The standard also permits a stand-alone entity to adopt a different presentation
currency. The rules are in accordance with paras 38–49 (use of a presentation currency
other than the functional currency).

Reporting foreign currency translation in the 
functional currency
Initial recognition

A foreign currency transaction is a transaction denominated or requiring settlement in a
foreign currency, including:
● buying or selling of goods or services whose price is denominated in a foreign currency;
● borrowing or lending of funds in a foreign currency; or
● otherwise acquiring or disposing of assets denominated in a foreign currency.

A foreign currency transaction shall be recorded initially by applying the spot rate at the
date of the transaction. For practical reasons, an average rate for a period may be
adopted unless the rate fluctuates significantly.

Reporting at subsequent balance sheet dates

At each balance sheet date:
● monetary items should be translated at closing rate;
● non-monetary items measured at historic cost are translated at the exchange rate at

the date of the transaction; and
● non-monetary items are measured at the fair value using the exchange rate when the

value was determined.

The carrying amount is determined in accordance with other accounting standards –
e.g. IAS 16, IAS 2 and, if an impairment, by IAS 36. When the asset is non-monetary,
the carrying amount is determined by comparing the cost or carrying value and the
NRV. The effect could be a write-down or vice versa.

When several exchange rates are available, the rate to be used should be that at which
future cash flows could be settled. If exchangeability is temporarily lacking, the first sub-
sequent rate at which exchanges could be made is used.

Recognition of exchange differences

IAS 39 deals with hedge accounting – for example, exchange differences that qualify as
a hedging instrument are recognised in equity to the extent that the hedge is effective.

Exchange differences on the settlement of monetary items should be expended in the
period they arise with the exception of para 32 differences (see below).

Where a gain/loss on a non-monetary item is recognised directly in equity, any
exchange component of that gain/loss shall also be recognised directly in equity.
Conversely, when a gain/loss on a non-monetary item is recognised in profit or loss, any
exchange component of that gain/loss shall be recognised in profit or loss.
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Para 32 insists that exchange differences on a monetary item that forms part of an
entity’s net investment in a foreign operation be recognised as income/expense in the
separate financial statements of the reporting entity or foreign operation, as appro-
priate. They should be recorded initially in a separate component of equity and then
subsequently recognised in profit/loss on disposal of the net investment (i.e. they are
recycled).

When a monetary item that forms part of an entity’s net investment in a foreign
operation is denominated in the functional currency of the reporting entity, an exchange
difference should be recorded in equity. In addition, a monetary item that forms part of
the net investment in a foreign operation may be denominated in a currency other than
the functional currency. Exchange differences should be recognised in equity.

When an entity keeps its books in a currency other than its functional currency, all
amounts are remeasured in the functional currency – i.e. monetary items at closing rate
and non monetary at date of transaction.

Change in functional currency

When there is a change in functional currency, the translation procedures applicable to
the new functional currency shall be applied from the date of the change. A change
should only be made, however, if there is a change to those underlying transactions.

The effect is accounted for prospectively. All items are translated using the new functional
exchange rate at the date of the change. The results are then treated as their historical cost.
Exchange differences previously recognised in equity are not recognised as income or
expenses until the disposal of the operation, and are then recycled through profits.

Use of a presentation currency other than the functional 
currency (paras 38–49)
Translation to the presentation currency

The financial statements may be presented in any currency. If the presentation currency
differs from the functional, its results and financial position need to be translated into the
presentation currency. The group, in particular, needs a common currency.

The results and position of an entity whose functional currency is not the currency of
a hyperinflationary economy shall be translated into a different presentation currency as
follows:

● assets and liabilities at closing rate;
● income and expenses at the exchange rates at the dates of the transactions; and
● all exchange differences in equity, as a separate component.

For practical reasons an average rate may be adopted unless exchange rates are likely to
fluctuate significantly.

The exchange differences arise from:

● translating income and expenses at transaction rate and assets/liabilities at closing rate;
● translating opening net assets at an exchange rate different from that previously

reported.
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These exchange differences are not recognised as income or expenses, as they have little
or no direct effect on present and future cash flows from operations. If a foreign operation
is not 100% owned, exchange differences should be attributable to minority interests.

The results and position of an entity whose functional currency is the currency of a
hyperinflationary economy shall be translated as follows: all amounts at closing rate except
that when amounts are being translated into the currency of a non-hyperinflationary
economy, comparative amounts should be those that were presented as current year
amounts in the relevant year (i.e. not adjusted for either subsequent changes in prices or
exchange rates).

When the functional currency is that of a hyperinflationary economy, then its finan-
cial statements shall be restated under IAS 29 Financial Reporting in Hyperinflationary
Economies. The accounts must be restated before the translation method is applied. Once
it ceases to be hyperinflationary, it shall use the amounts restated to the price level at the
date it ceases, as the historical costs for translation into the presentation currency.

Translation of a foreign operation
The incorporation of a foreign operation should follow normal consolidation pro-
cedures – e.g. elimination of inter-company balances (see IAS 27).

However, an intragroup monetary asset/liability cannot be eliminated against a cor-
responding intragroup asset/liability without showing the results of currency fluctua-
tions in the consolidated accounts. Such exchange differences should continue to be
recognised as income/expenses or in equity, as appropriate.

IAS 27 permits the use of different reporting dates as long as the difference is no
greater than 3 months and adjustments are then made for the effects of any significant
transactions between those dates. In such cases, the exchange rate to adopt is that at the
balance sheet date of the foreign operation. The same approach should be applied to
the equity method for associates and joint ventures.

Any goodwill and fair value adjustments shall be treated as assets and liabilities of the
foreign operation. They therefore must be expressed in the functional currency of
the foreign operation and translated at the closing rate.

Disposal of a foreign operation
Any cumulative exchange differences in equity shall be recognised as income or
expenses when the gain or loss on disposal is recognised (i.e. they are all recycled through
profits).

Tax effects of all exchange differences
Gains and losses on foreign currency transactions may have associated tax effects, and
these should be accounted for under IAS 12.

Disclosure
All references are to the functional currency of the parent, if referring to a group.
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An entity should disclose:

1. The amount of exchange differences included in profit or loss except those arising
from IAS 39

2. Net exchange differences classified as a component of equity and a reconciliation at
the start and end of the year

3. When the presentation currency is different from the functional currency, that fact
shall be disclosed as well as disclosure of the functional currency and the reason for
using a different presentation currency

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

5. When an entity presents its financial statements in a currency different from its func-
tional, it should describe the statements as complying with IFRSs only if they comply
with all of the requirements of each applicable standard and SIC including the trans-
lation method.

Where the requirements listed in (5) are not met, an entity should:

1. Clearly identify the information as supplementary
2. Disclose the currency in which the supplementary information is displayed
3. Disclose the entity’s functional currency and method of translation used to deter-

mine the supplementary information.

7.2 IAS 29 Financial Reporting in Hyperinflationary
Economies (December 2003)

Objective
The objective of IAS 29 is to establish specific standards for entities reporting in the
currency of a hyperinflationary economy, so that the financial information provided is
meaningful.

Scope
The standard should apply to the primary financial statements, including consolidated,
of any entity whose functional currency is the currency of a hyperinflationary economy.

In a hyperinflationary economy, reporting in local currency is not useful, as money
loses purchasing power and therefore the accounts become misleading.

The standard does not establish an absolute rate. It is a matter of judgement when the
standard becomes necessary, but the following characteristics should be reviewed:

● whether the general population prefers to invest in non-monetary assets or in a
relatively stable currency

● whether the general population regards monetary amounts not in terms of local
currency, but in terms of a relatively stable currency
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● whether credit sales and purchases take place at prices adjusted for the expected loss
in purchasing power, even if the credit period is short

● whether interest rates, wages and prices are linked to a price index
● whether the cumulative inflation rate over 3 years is approaching or exceeds 100%.

It is preferable that all enterprises in the same hyperinflationary economy apply the
standard from the same date. It applies to the start of the reporting period in which
hyperinflation is identified.

The restatement of financial statements
Prices change over time due to supply and demand, as well as general forces pushing up
the general level of prices. In most countries, the primary statements are prepared on an
historical cost basis except for the revaluation of property etc. Some enterprises, how-
ever, adopt a current cost approach using specific price increases.

In a hyperinflationary economy, financial statements must be expressed in terms of an
up-to-date measuring unit if they are to be useful.

The financial statements of an entity whose functional currency is that of a hyper-
inflationary economy, whether historic or current cost, must be restated in current
measuring unit terms as well as corresponding figures for the previous period. The gain/loss
on the net monetary position should be included within income and separately disclosed.

This approach must be consistently applied from period to period. That is more
important than precise accuracy.

Historical cost financial statements
Balance sheet

Balance sheet amounts should be restated by applying a general price index. However,
monetary items are not restated as they are already recorded in current monetary terms.

Index-linked bonds and loans are adjusted in accordance with the agreement. All
other non-monetary assets must be restated unless they are already carried at NRV or
market value.

Most non-monetary assets require the application of a general price index to their his-
toric costs and accumulated depreciation from the date of acquisition to the balance
sheet date. Inventory work in progress should be restated from the dates on which the
costs of purchase and of conversion were incurred.

If detailed records of acquisition dates are not available or capable of estimation,
then, in rare circumstances, an independent professional assessment may form the basis
for their restatement.

If a general price index is not available, then an estimate should be based on move-
ments in the exchange rate between the functional and a relatively stable foreign currency.

Some non-monetary assets are revalued. These need to be restated from the date of
revaluation. Where fixed assets are impaired, they must be reduced to their recoverable
amount and inventories to NRV.

An investee that is accounted for under the equity method may report in the currency
of a hyperinflationary economy. The balance sheet and income statement are restated in
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accordance with this standard in order to calculate the investor’s share of its net assets
and results. If expressed in a foreign currency, they are translated at closing rates.

It is not appropriate both to restate the capital expenditure financed by borrowing and to
capitalise that part of the borrowing costs that compensates for inflation during the same
period. It should be expensed. Also, if undue effort or cost is needed to impute interest, such
assets are restated from the payment date and not the date of purchase.

On first application of the standard, owner’s equity must be restated by applying
a general price index from the dates that different components of equity arose. Any
revaluation surplus is eliminated.

At the end of the first period and subsequently, all components of owner’s equity
are restated by applying a general price index from the start of the period to date of
contribution, and any movements disclosed as per FRS 3.

Income statement

All items must be expressed in terms of current measuring units at the balance sheet
date – i.e. by being restated from the dates when initially recorded by the general price
index.

Gain or loss on net monetary position

Any excess of monetary assets loses purchasing power and vice versa. The gain/loss is the
difference resulting from the restatement of non-monetary assets, owner’s equity and
income statement items, and the adjustment of index-linked assets and liabilities. The
gain/loss may be estimated by applying the change in a general price index to the
weighted average for the period of the difference between monetary assets and mon-
etary liabilities.

The gain or loss is included in net income. Other income statement items – e.g. inter-
est, foreign exchange differences – are also associated with the monetary position. They
should be presented together with the gain or loss on the net monetary position in the
income statement.

Current cost financial statements
Balance sheet

Items stated at current cost are not restated, being already in current measurement units.

Income statement

All amounts need to be restated from their current cost at date of transactions to the bal-
ance sheet date by applying a general price index.

Gain or loss on net monetary position

This is accounted for in accordance with the historic cost approach.
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Taxes

Restatement may give rise to deferred tax consequences – see IAS 12.

Cash flow statement
All items in the cash flow statement are expressed in current measuring units at the
balance sheet date.

Corresponding figures
These are restated by applying a general price index so that comparative financial state-
ments are presented in terms of current measuring units at the end of the reporting
period.

Consolidated financial statements
Subsidiaries reporting in the hyperinflationary economy must be restated by applying a
general price index, and if that is a foreign subsidiary then its restated financial
statements should be translated at closing rates. If not in hyperinflationary economies,
then they should report in accordance with IAS 21 The Effects of Changes in Foreign
Exchange Rates.

If adopting different reporting dates, these need to be restated into current measuring
units at the date of the consolidated financial statements.

Selection and use of the general price index
All enterprises that report in the currency of the same economy should use the same
index.

Economies ceasing to be hyperinflationary
When an economy ceases to be hyperinflationary and an entity discontinues using this
standard, it should treat the amounts expressed at the end of the previous period as the
basis for its subsequent financial statements.

Disclosures
The following should be disclosed:

1. The fact that the financial statements and the corresponding periods have been
restated for changes in general purchasing power and are restated in terms of current
measurement units at the balance sheet date

2. Whether the financial statements are based on historic cost or current cost
3. The identity and level of the price index at the balance sheet date and the movement

in the index during the current and previous reporting period.
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7.3 Examination questions

Question 7.1: Shott (ACCA)
(The first of three questions in this chapter addresses the decision that reporting entities must make in relation
to their investment in other companies – should they be regarded as totally integral to their own business
and thus transaction accounting applied, or should they be treated as autonomous independent entities on
their own account? The third section of the question then requires a student to demonstrate how to account
for specific foreign currency transactions.)
Shott, a public limited company, set up a wholly owned foreign subsidiary company,
Hammer, on 1 June 1999 with a share capital of 400,000 ordinary shares of 1 dinar. Shott
transacts on a limited basis with Hammer. It maintains a current account with the com-
pany, but very few transactions are processed through this account. Shott is a multina-
tional company with net assets of $1,500 million, and ‘normal’ profits are approximately
$160 million. The management of Hammer are all based locally, although Shott does
have a representative on the management board. The prices of the products of Hammer
are determined locally, and 90% of sales are to local companies. Most of the finance
required by Hammer is raised locally, although occasionally short-term finance is raised
through borrowing monies from Shott. Hammer has made profits of 80,000 dinars and
120,000 dinars after dividend payments respectively for the 2 years to 31 May 2001.
During the financial year to 31 May 2001, the following transactions took place:

(i) On 30 September 2000, a dividend from Hammer of 0.15 dinars per share was
declared. The dividend was received on 1 January 2001 by Shott.

(ii) Hammer sold goods of 24,000 dinars to Shott during the year. Hammer made
25% profit on the cost of the goods. The goods were ordered by Shott on 30 September
2000, were shipped free on board (fob) on 1 January 2001, and were received by Shott
on 31 January 2001. Shott paid the dinar amount on 31 May 2001 and had not hedged
the transaction. All the goods remain unsold as at 31 May 2001. (Goods shipped ‘fob’
pass the risks and rewards to the purchaser on shipment.)

(iii) Hammer borrowed 150,000 dinars on 31 January 2001 from Shott in order to alle-
viate its working capital problems. At 31 May 2001 Hammer’s financial statements
showed the amount as owing to Shott. The loan is to be treated as permanent and
is designated in dollars.

The directors of Shott wish to translate the financial statements of Hammer as if it were
a net investment in a foreign entity.

On 1 June 2001, Hammer was sold for 825,000 dinars and the proceeds were received
on that day.

Dinars to $1
Exchange rates: 1 June 1999 1.0

31 May 2000 1.3
30 September 2000 1.1
1 January 2001 1.2
31 January 2001 1.5
31 May 2001 1.6
1 June 2001 1.65
Average rate for year to 31 May 2001 1.44
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Question 7.2: Leisure (CIMA)
(This question requires students to explain the factors that need to be taken into account when determin-
ing the appropriate method of translating a foreign subsidiary. It then goes on to discuss what impact a
situation of hyperinflation would have on the accounting treatment adopted. Finally, assuming the adop-
tion of the closing rate method, the computation of the carrying amount of a hotel complex has to be com-
puted assuming both an economy having hyperinflation and one not.)
You are the management accountant of Leisure. On 1 January 1998, the company set up
a subsidiary in Urep – a country whose currency is orbits. The investment by Leisure was
50 million orbits. The foreign subsidiary invested all the initial capital in a hotel complex,
and this complex is effectively the sole asset of the subsidiary. The hotel complex is not
being depreciated by the subsidiary. Relevant exchange rates at 1 January 1998 and 31
December 2000 – the accounting date for Leisure and its subsidiary – were as follows:

Required

(a) Discuss:
(i) Whether the financial statements of Hammer should be translated as if the company was

integral to the operations of Shott or as if Hammer were a net investment in a foreign entity
(ii) The view that the choice of method used to translate the financial statements of an over-

seas company under IAS21 The Effect of Changes in Foreign Exchange Rates is based upon the
economic relationship between the holding company and the foreign operation.

(b) Discuss how the above transactions should be dealt with in the consolidated financial state-
ments of Shott, calculating the gain or loss on the disposal of Hammer on 1 June 2001 and
stating how the cumulative exchange differences would be dealt with on the disposal.

Date Number of orbits per $
1 January 1998 25
31 December 2000 220

The retail price index in Urep was 100 on 1 January 1998 and 1000 on 31 December 2000.

Required

(a) Explain the factors that should be taken into account in determining the appropriate
method for translating the results of an overseas subsidiary for consolidation purposes.

(b) Discuss the effects that hyperinflation can have on the usefulness of financial statements, and
explain how companies with subsidiaries that are located in hyperinflationary economies
should reflect this fact in their consolidated financial statements. You should restrict your dis-
cussion to financial statements that have been prepared under the historical cost convention.

(c) Assuming the closing rate method of translation is appropriate, compute the carrying value of
the hotel complex in the consolidated financial statements of Leisure at 31 December 2000:
● assuming the economy of Urep is not a hyperinflationary economy;
● assuming the economy of Urep is a hyperinflationary economy.

Critically evaluate the results you have obtained.
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Question 7.3: Ant (CIMA)
(The final question in the chapter covers a number of different accounting issues, including foreign
currency translation. IAS 32’s accounting for convertible loan notes and IAS 10’s treatment of tax losses
are also covered.)
You are the chief accountant of Ant, an enterprise that prepares financial statements in
accordance with International Accounting Standards. Your assistant has prepared the
first draft of the consolidated financial statements for the year ended 31 October 2003
and these show a profit after tax of $66 million, while the balance sheet shows owner-
ship interest interests (i.e. total assets less total liabilities including minority interests) of
$450 million.

Your assistant has identified the following issues that require your review:

Issue (a)

An overseas subsidiary has made a loss (adjusted for tax purposes and appropriately
translated into $s) of $15 million for the year ended 31 October 2003. Local tax legisla-
tion allows this loss to be relieved for tax purposes only against future profits of the same
trade. Ant has no other subsidiaries in the same tax jurisdiction as this subsidiary. The
loss is primarily due to a reduction in turnover caused by a reduction in demand for the
product that the subsidiary produces. There is little indication that demand will be
restored to its former levels in the foreseeable future.

Your assistant has recognised a deferred tax asset of $6 million in the draft financial
statements, being the future tax consequences of the timing difference of $15 million,
measured at the local tax rate of 40%. This deferred tax asset has been offset against
deferred tax liabilities arising on timing differences originating in other tax jurisdictions.

Issue (b)

On 1 November 2002, Ant established a new subsidiary located in a jurisdiction where
the unit of currency is the Franco. The initial investment was 40 million Francos (the ini-
tial net assets of the subsidiary). The investment was financed by a loan of 40 million
Francos from a German bank. No capital repayments of the loan are due until
31 October 2022.

The exchange rate at 1 November 2002 was 1.6 Francos to $1. On 31 October 2003,
the exchange rate was 1.5 Francos to $1. Due to the large start-up costs, the subsidiary
did not make a profit in the early months of trading and the net assets of the subsidiary
at 31 October 2003 remained at 40 million Francos.

In preparing the draft consolidated financial statements, your assistant has translated
both the loan and the financial statements of the subsidiary at 1.6 Francos to $1 on the
basis that the financing of the subsidiary was obtained when the exchange rate was
1.6 Francos to $1. The subsidiary has its own distinct market presence and manufactures
its products locally.

Issue (c)

On 1 November 2002, Ant issued two million $100 loan notes at $90 per note. A mer-
chant bank received $4 million to underwrite the issue and Ant incurred other costs of
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$500,000 relating to the issue of the notes. The notes pay no interest and are redeemable
at $135 per note on 31 October 2007. As an alternative to redemption, the notes can be
converted into 50 equity shares per $100 note on 31 October 2007. Your assistant has
written off the issue costs of $4.5 million to the income statement for the year ended
31 October 2003 as an administrative expense and credited the proceeds of issue
($180 million) to a convertible loan notes account. He proposes to show this in the
capital and reserves section of the balance sheet on the basis that the share price on
31 October 2007 is likely to be at least $4, so conversion, rather than repayment, is likely
to be a near certainty.

Your assistant has been informed that, at 1 November 2002, the fair value of the
options to convert the loan notes into shares on 31 October 2007 was $22.5 million.
However, he does not consider this information to be relevant and so has ignored it.

Required

For each of the three issues, evaluate the treatment adopted by your assistant with reference to
currently published Accounting Standards. Where you consider the treatment adopted to be
incorrect, you should state the journal adjustment required to correct the error.
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8
Taxation

8.1 IAS 12 Income Taxes (revised 2000)

Objective
The objective of IAS 12 is to prescribe the accounting treatment for income taxes, for
both current and future tax consequences. These should be accounted for in the same
way as the transactions and other events themselves – i.e. if transactions are recorded in
the income statement, then so should be any related tax effect.

Scope
IAS 12 applies in accounting for income taxes, and this includes all domestic and foreign
taxes based on taxable profits. It does not cover government grants. These are covered
by IAS 20.

Key definitions
Accounting profit: net profit or loss for a period before deduction of tax.

Taxable profit: profit for the period determined in accordance with the rules established by
the tax authorities upon which income taxes are payable.

Tax expense: the aggregate amount included in net profit for the period for current and
deferred tax.

Current tax: the amount of income taxes payable in respect of the taxable profit for the
period.

Deferred tax liabilities: the amounts of income taxes payable in future periods in respect of
temporary timing differences.

Deferred tax assets: the amounts of income taxes recoverable in future periods in respect of:

● deductible temporary differences;
● the carry forward of unused tax losses;
● the carry forward of unused tax credits.
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Temporary differences: these are differences between the carrying amount of an asset or
liability in the balance sheet and its tax base. They can be either:

● taxable temporary differences – these will result in taxable amounts in the future when
the carrying amount of the asset or liability is settled;

● deductible temporary differences – these will result in deductible amounts in deter-
mining taxable profit when the carrying amount of the asset or liability is recovered or
settled.

Tax base: the amount attributed to that asset or liability for tax purposes. A number of
illustrations for both assets and liabilities are provided in Examples 8.1 and 8.2.

Example 8.1
Tax base of an asset

1. Machine costs €10,000. Capital allowances of €3,000 claimed to date. The tax base is
now €7,000, as that can be deductible in the future.

2. Interest receivable has a carrying amount of €1,000. Interest is taxed on a receipt basis,
thus the tax base is nil.

3. Trade debtors are €10,000. Revenue has already been included in taxable profits (as sales),
thus the tax base is €10,000.

4. Dividends receivable from a subsidiary have a carrying value of €5,000, but the dividends
are not taxable. The tax base is therefore €5,000.

5. A loan receivable has a carrying value of €1m but the repayment will have no tax conse-
quences, thus the tax base is €1m.

Example 8.2
Tax base of a liability

1. There are accruals of €1,000 but expense is only allowed for tax when paid. The tax base
is therefore nil. However, if it has already been deducted for tax purposes then the tax base
would be €1,000.

2. There is interest received in advance of €10,000, but it is only taxed when received. The
tax base is therefore nil.

3. There are accruals for disallowed expenditure of €100 (e.g. fines, penalties). The tax base
is therefore €100.

4. A loan repayable has a carrying amount of €1m but the repayment has no tax conse-
quences. The tax base is therefore €1m.

Where the tax base of an asset/liability is not immediately obvious, the fundamental
principle is that a deferred tax liability or asset may only be recognised whenever recov-
ery or settlement of the carrying amount of the asset/liability would make future tax
payments larger or smaller than they would have been if such recovery or settlement
were to have no tax consequences.
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Recognition of current tax liabilities and current tax assets
Current tax for the current and prior periods should be recognised immediately as a
liability. If the amount paid exceeds the amount due, then the excess should be recog-
nised as an asset.

The benefit relating to a tax loss that can be carried back to recover current tax of a
previous period should be recognised as an asset.

Recognition of deferred tax liabilities and deferred tax assets
Taxable timing differences

A deferred tax liability should be recognised for all taxable timing differences, unless it
arises from:

1. Goodwill for which amortisation is not deductible for tax
2. The initial recognition of an asset/liability in a transaction which:

● is not a business combination; and
● at the time of the transaction does not affect accounting or taxable profit.

However, for taxable timing differences associated with investments in subsidiaries, asso-
ciates and joint ventures, a deferred tax liability should be recognised.

Example 8.3 provides an illustration.

Example 8.3
Taxable timing differences

Asset Cost 150 Book value 100
Cumulative tax allowances 90 Tax rate 25%

Tax base: Cost 150 � 90 � 60 � 100 NBV � 40 taxable timing difference
DT liability: 40 � 25% � 10

Examples of similar temporary differences:
● interest revenue and interest received;
● depreciation and capital allowances;
● development costs capitalised and amortised but deducted for tax when incurred;
● cost of business acquisition is allocated to identifiable assets and liabilities re fair values but

no equivalent adjustment is made for tax purposes;
● assets are revalued but no adjustment is made for tax;
● goodwill or negative goodwill on consolidation;
● non-taxable government grants;
● carrying amount of investments in subsidiaries, associates etc. which become different from

the tax base of the investment.

Business combinations
In acquisitions when assets are revalued to fair value, temporary differences arise when
the tax bases are left unaffected. In these cases a taxable temporary difference arises
resulting in a deferred tax liability which also affects the value of goodwill.
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Assets carried at fair value
Certain assets may be revalued (e.g. IAS 16 and IAS 25). The process does not affect
taxable profit and the tax base remains the same. However, the future recovery of the
carrying amount will result in a taxable flow of economic benefits to the enterprise, and
thus the difference between the carrying amount and the tax base is a temporary differ-
ence and should give rise to a deferred tax liability or asset. This is true even if the entity
has no intention of disposing the asset or is able to avail of rollover relief.

Goodwill
Amortisation is not allowable for tax and has a tax base of nil. Any difference between the
carrying amount of goodwill and its tax base is a temporary timing difference. IAS 12,
however, does not permit a deferred tax liability to be created, as goodwill is a residual
and any tax would only increase goodwill.

Initial recognition of an asset or liability
A temporary difference may arise on the initial recognition of an asset or liability – e.g.
when part of the cost of an asset is not deductible for tax. Its accounting treatment will
depend on the nature of the transaction; for example:

● business combination – liability recognised and this will affect the amount of goodwill
● transaction affects accounting or taxable profit – liability recognised
● if neither of the above – liability or asset is not recognised.

Example 8.4 provides an illustration.

Example 8.4
Initial recognition of an asset or liability

Asset cost 100, no residual value, 5-year life, tax rate 40%. Depreciation is not allowed for tax
and the capital gain is not taxable, nor any capital loss deductible. No recognition is therefore
made initially.

Deductible temporary differences

A deferred tax asset should be recognised for all deductible temporary differences to the
extent that it is probable that taxable profit will be available against which the deductible
temporary difference can be utilised unless the deferred tax asset arises from:

1. Negative goodwill – treated as income as per IFRS 3
2. The initial recognition of an asset/liability in a transaction which:

● is not a business combination; and
● at the time of the transaction affects neither accounting nor taxable profit.

However, for deductible temporary differences associated with investments in sub-
sidiaries, joint ventures and associates, a deferred tax asset should be recognised.

IASD_ch08v1.qxd  6/15/05  5:17 PM  Page 191



International financial reporting standards in depth 192

The following are examples of deductible temporary differences which result in deferred
tax assets:

● retirement benefit costs;
● research costs;
● cost of acquisition;
● certain assets revalued to fair value – deductible temporary difference arises if the tax

base exceeds its carrying amount.

In all cases there must be sufficient future taxable profits available against which the
deductible temporary differences can be utilised.

It is probable that there will be sufficient taxable profits when there are sufficient tax-
able temporary differences relating to the same tax authority and same taxable entity
which are expected to reverse:

● in the same period as the expected reversal of the deductible temporary difference; or
● in periods into which a tax loss can be carried back or forward.

When there are insufficient taxable temporary differences, the deferred tax asset is
recognised to the extent that:

● it is probable there will be sufficient taxable profit to the same tax authority and the
same taxable entity in the same period as the reversal; or

● tax planning opportunities are available that will create taxable profit in appropriate
periods – these might include electing to have interest income taxed on either a
received or receivable basis; deferring the claim for certain taxable deductions; the sale
and leaseback of assets; selling an asset that generates non-taxable income (e.g. a gov-
ernment bond in order to purchase another investment that generates taxable
income).

Negative goodwill
No deferred tax asset is permitted for negative goodwill, as goodwill is a residual figure.

Initial recognition of an asset or liability
Where a non-taxable capital grant is deducted from cost, a deductible temporary differ-
ences arises but no deferred tax asset should be set up. A similar result occurs for the
deferred credit approach.

Example 8.5
Deductible temporary differences

An enterprise recognises a liability of 100 for accrued warranty costs. These are not deductible
for tax until paid.

The tax base is nil but the WDV of liability is 100, thus a temporary difference of 100 is
created which, at 25%, results in a deferred tax asset of 25 provided it is probable that there
will be sufficient taxable profits in the future to benefit from the costs.

Example 8.5 provides an illustration.
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Unused tax losses and unused tax credits

A deferred tax asset should be recognised for the carry forward of unused tax losses and
unused tax credits to the extent that it is probable that future taxable profit will be avail-
able against which the unused tax losses and unused tax credits can be utilised.

The rules are the same as for deductible temporary differences. However, the exist-
ence of unused tax losses is strong evidence that future taxable profits may not be avail-
able; thus a deferred tax asset may only be recognised to the extent that there is
convincing other evidence that sufficient profits will be available. The following criteria
should be considered in making that decision:

● whether there is sufficient taxable temporary differences relating to the same taxation
authority and the same taxable entity to utilise the tax losses or credits;

● whether it is probable that the enterprise will have taxable profits before the unused
tax losses or unused tax credits expire;

● whether the unused tax losses result from identifiable causes that are unlikely to recur;
● whether tax planning opportunities are available to create taxable profit in which the

unused tax losses or credits can be utilised.

To the extent that it is not probable that taxable profit will be available then the deferred
tax asset is not recognised.

Reassessment of unrecognised deferred tax assets

At each balance sheet date, a company should reassess unrecognised deferred tax assets –
for example, if an improvement in trading occurs it may make it more probable that the
company will be able to generate sufficient taxable profit in the future for the deferred
tax asset to meet the recognition criteria.

Investments in subsidiaries, branches, associates and joint ventures
Temporary differences arise when the carrying amount of investments become different
from the tax base (often cost). These differences may arise where:

● there are undistributed profits;
● changes occur in foreign exchange rates when a parent and its subsidiary are based in

different countries; and
● there is a reduction in the carrying amount of an investment in an associate to recov-

erable amount.

A company should recognise a deferred tax liability for all taxable temporary differences
associated with these investments except to the extent that both of the following condi-
tions are satisfied:

● the parent can control the timing of the reversal of the temporary difference; and
● it is probable that the temporary difference will not reverse in the foreseeable future.

As a parent controls the dividend policy of its subsidiary, it controls its timing. It is often
impracticable to determine the amount of income taxes payable on reversal and thus if
a parent determines that they cannot be distributed, no deferred tax liability should be
recognised.

193 Taxation
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An investor in an associate does not control dividend policy, and thus a deferred tax
liability should be recognised on temporary taxable differences. If it cannot be precise as
to the amount, then a minimum amount should be recognised. Where a joint venturer
can control the sharing of profits and it is probable that the profits will not be distributed
in the foreseeable future, a deferred tax liability is not recognised.

A company should recognise a deferred tax asset only where it is probable that:

● the temporary difference will reverse in the foreseeable future; and
● taxable profit will be available against which the temporary difference can be

utilised.

Measurement
Current tax liabilities (assets) should be based on tax rates enacted by the balance sheet
date. They should be measured at tax rates that are expected to apply to the period when
the asset is realised or liability settled.

Where different tax rates apply, average rates should be applied.
The measurement of deferred tax liabilities and assets should reflect the tax

consequences that would follow from the manner in which the company expects, at
the balance sheet date, to recover or settle the carrying amount of its assets and
liabilities.

Illustrations are provided in Example 8.6.

Example 8.6
Measurement of deferred tax liabilities and assets

1. An asset has a carrying value of 100 and a tax base of 60. A tax rate of 20% applies if the
asset is sold and 30% is applied to other income.
Solution:
A deferred tax liability of 8 (40 � 20%) is recognised if the entity expects to sell the asset,
and a liability of 12 (40 � 30%) if it expects to retain the asset and recover from use.

2. NBV WDV
Asset Cost 100 100

Depreciation 20 30
Book value 80 70
Revalued 150 150
Capital gain 170 180

Assume capital gains are not taxable.
Solution:
By using the asset: deferred tax is 80 � 30% � 24, but 30 cumulative tax depreciation is
included in taxable income x.
By selling the asset: deferred tax is 30% � 30 � 9.

3. The same details as above apply, except it should be assumed that capital gains are taxable
at 40% after deducting an inflation adjusted cost of 110.
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Deferred tax assets and liabilities should not be discounted
Discounting requires detailed scheduling of the timing of the reversal of each tempo-
rary difference. In many cases this process is impracticable or highly complex, therefore
it is inappropriate to require discounting. To permit discounting would result in deferred
tax assets/liabilities not being comparable between enterprises.

The carrying amount of a deferred tax asset should be reviewed at each balance sheet
date. The deferred tax asset should be reduced to the extent that it is no longer probable
that sufficient taxable profit will be available to allow the asset to be utilised.

Recognition of current and deferred tax
Income statement
Current and deferred tax should be recognised as income/expenses except if it arises
from a transaction directly recognised in equity or is a business combination that is an
acquisition.

Items credited or charged directly to equity
Current and deferred tax should be charged directly to equity if the tax relates to items
that are credited or charged directly to equity.

Examples of such items include:

● a change resulting from a revaluation of fixed assets;
● the correction of an error under IAS 8;
● exchange differences arising on the translation of a foreign entity;
● amounts arising on initial recognition of the equity component of a compound financial

instrument.

Exceptionally it may be difficult to determine the tax that relates to equity, particularly
where there are graduated rates of income tax and it is impossible to determine the rate
at which a specific component of taxable profit has been taxed. It also occurs if there is
a change in tax rate to an item previously charged or credited to equity, or where a
deferred tax asset relates to an item previously charged or credited to equity. In such
cases the tax should be pro rated on a reasonable basis.

Deferred tax arising from a business combination
Deferred tax assets or liabilities should be recognised on acquisitions at the date of
acquisition, and these should affect the amount of goodwill calculated.

Solution:
By using the asset: the tax base (WDV) is 70 but 150 is taxable, thus timing difference is 80 and
tax liability is 80 � 30% � 24.

By selling the asset: the capital gain is 150 proceeds less the 
adjusted cost of 110 � 40 � 40% � 16.

The cumulative tax depreciation is 30 � 30% � 9.
Therefore, the total liability � 16 � 9 � 25.
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An acquiror may consider it probable that it will recover its own deferred tax asset via
unused tax losses. In such cases a deferred tax asset should be recognised, and this should
be taken into account when determining goodwill.

If a deferred tax asset is not recognised at the date of acquisition but is recognised
subsequently, then the acquiror should adjust goodwill and related accumulated amorti-
sation and also recognise the reduction in the net book value of goodwill as an expense.
The acquiror, however, does not recognise negative goodwill nor does it increase the
amount of negative goodwill in such cases (see Example 8.7).

Example 8.7
Deferred tax arising from a business combination

A company acquired a subsidiary with temporary deductible differences of 300. The tax rate
was 30%. The deferred tax asset of 90 (300 � 30%) was not recognised in determining goodwill
of 500. Goodwill is amortised over 20 years. Two years later, the company assumed that there
would be sufficient taxable profits to recover the benefit of the deductible temporary differences.

The company should record a deferred tax asset of 90 and a deferred tax income of 90.
It should reduce goodwill by 90 and accumulated amortisation by 9 (2 years). The balance of
81 is expensed in the income statement. Goodwill is now reduced to 410 (i.e. 500 � 90) less
accumulated amortisation 41 (50 � 9).

If the tax rate increases to 40%, a deferred tax asset of 120 (i.e. 300 � 40%) and deferred
tax income of 120 is created. If the tax rate decreases to 20%, a deferred tax asset of 60 (i.e.
300 � 20%) and deferred income of 60 is created. In both cases, goodwill is reduced by 90
and accumulated depreciation by 9.

Presentation
Tax assets and tax liabilities
Tax assets and liabilities should be presented separately from other assets and liabilities
on the balance sheet. A distinction should be made between current and non-current
assets and liabilities, but deferred tax assets should not be classified as current assets.

Offset
An enterprise should offset current tax assets and current tax liabilities if it has a legally
enforceable right of set off and it intends to settle on a net basis. A legally enforceable
right to set off normally exists when they relate to income taxes levied by the same taxa-
tion authority.

In consolidated accounts, a group offset is only allowed if there is a legally enforceable
right to make or receive a single net payment and the enterprises intend to carry that out.

Detailed scheduling may be required to establish reliably whether the deferred tax lia-
bility of one taxable entity will result in increased tax payments in the same period in
which a deferred tax asset of another taxable entity will result in decreased payments by
that second taxable entity.

Tax expense
The tax expense or income should be presented on the face of the income statement.
Where exchange differences on deferred foreign tax liabilities or assets are recognised in
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the income statement, they may be classified as deferred tax expenses or incomes if that
presentation is considered to be the most useful to users.

Disclosure
The major components of the tax expense or income should be disclosed separately.
Disclosure may include:

1. Current tax expense or income
2. Adjustments for current tax of prior periods
3. The amount of deferred tax expense or income relating to the origination and rever-

sal of temporary differences
4. The amount of deferred tax expense or income caused by changes in tax rates
5. The amount of the benefit arising from a previously unrecognised tax loss, tax credit

or temporary difference of a prior period used to reduce current tax expense
6. The amount of the benefit from a previously unrecognised tax loss, tax credit or tem-

porary difference of a prior period used to reduce deferred tax expense
7. Deferred tax expense arising from the write-down or reversal of a previous write-

down of a deferred tax asset
8. The tax expense or income relating to changes in accounting policies or IAS 8 errors.

The following should also be disclosed separately:

1. The aggregate current and deferred tax charged directly to equity
2. The tax expense or income related to extraordinary items (now banned under IFRS 3)
3. An explanation of the relationship between tax expense and accounting profit via a

numerical reconciliation between tax expense and the accounting profit multiplied by
the current applicable tax rate or a reconciliation between the average effective tax
rate and the applicable tax rate

4. An explanation of changes in applicable tax rates compared to previous years
5. The amount of deductible temporary differences, unused tax losses etc. for which no

deferred tax asset is recognised
6. The aggregate amount of temporary differences associated with subsidiaries etc. for

which no deferred tax liabilities have not been recognised
7. For each type of temporary difference:

● the amount of deferred tax assets/liabilities recognised in the balance sheet
● the amount of deferred tax income/expenses recognised in the income statement

8. For discontinued operations the tax expense relating to:
● the gain or loss on discontinuance; and
● the profit or loss from ordinary activities of discontinued activities together with

corresponding amounts.

The enterprise should disclose the amount of a deferred tax asset and the nature of evi-
dence supporting its recognition when both:

1. The utilisation of the deferred tax asset is dependent on future taxable profits in
excess of profits arising from the reversal of existing taxable temporary differences

2. The enterprise has suffered a loss in either the current or preceding period in the tax
jurisdiction to which the deferred tax asset relates.

197 Taxation
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Example 8.8 provides an illustration.

Example 8.8
Reconciliation of tax expense

In 2002 an enterprise has an accounting profit of 1,500 in country A (2001: 2,000) and in
country B 1,500 (2001: 500). The tax rate is 30% in country A and 20% in country B. In coun-
try A, expenses of 100 (2001: 200) are not deductible for tax purposes.

Reconciliation of domestic tax rate:
2001 2002

Accounting profit (2,000 � 500) 2,500 3,000 (1,500 � 1,500)
Tax at domestic rate of 30% 750 900
Tax effect of expenses that are 

non-deductible for tax (200 � 30%) 60 30 (100 � 30%)
Effect of lower tax rates in country B (500 � 10%) .(50) (150) (1,500 � 10%)
Tax expense 760 780

Reconciliation for each national jurisdiction:

Accounting profit
Tax at domestic rates applicable to 

profits in the country concerned ((2,000 � 30%) + ((1,500 � 30%) + 
(500 � 20%)) 700 750 (1,500 � 20%))

Tax effect of expenses that are non 
deductible for tax 060 030

Tax expense 760 780

Illustrative disclosure

The amounts to be disclosed in accordance with IAS 12 are as follows.

Major components of tax expense (income)
X5 X6

Current tax expense 3,570 2,359
Deferred tax expense relating to the origination and reversal 

of temporary differences 420 822
Deferred tax expense (income) resulting from a reduction 

in the tax base    –    (1,127)
Tax expense 3,990 2,054

Aggregate current and deferred tax relating to items 
charged or credited to equity

Deferred tax relating to revaluation of building    –   (11,130)

In addition, deferred tax of 557 was transferred in X6 from retained profits to revalua-
tion reserve. This relates to the difference between the actual depreciation on the build-
ing and equivalent depreciation based on the cost of the building.
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Explanation of the relationship between tax expense and accounting profit
There are two alternative methods for reconciling taxable income and accounting profit:

1. Numerical reconciliation between tax expense/income and the product of accounting profit multiplied
by the applicable tax rates.

X5 X6
Accounting profit 8,775 8,740
Tax at the applicable rate of 35% (X5: 40%) 3,510 3,059
Tax effect of expenses that are not deductible for tax:
Charitable donations 200 122
Fines for environmental pollution 280 –

Reduction in opening deferred taxes caused by reduction in tax rate   –   (1,127)
Tax expense 3,990 2,054

The applicable tax rate is the aggregate of the national income tax rate of 30%
(X5: 35%) and the local income tax rate of 5%.

2. Numerical reconciliation between the average effective tax rate and the applicable tax rate, disclosing
also the basis on which the applicable tax rate is computed.

X5 X6
% %

Applicable tax rate 40.0 35.0
Tax effect of expenses that are not deductible for tax:
Charitable donations 2.3 1.4
Fines for environmental pollution 3.2 –

Effect on opening deferred taxes of reduction in tax rate  –  (12.9)
Average effective tax rate (tax expense divided by profit before tax) 45.5 23.5

The applicable tax rate is the aggregate of the national income tax rate of 30% (X5: 35%)
and the local income tax rate of 5%.

Explanation of changes in the applicable tax rates compared to the 
previous accounting period
In X6 the government enacted a change in the national income tax rate from 35% to 30%.

In respect of each type of temporary difference, and in respect of each type of unused
tax losses and unused tax credits, the following should be disclosed:

1. The amount of the deferred tax assets and liabilities recognised in the balance sheet
for each period presented

2. The amount of the deferred tax income or expense recognised in the income state-
ment for each period presented, if this is not apparent from the changes in the
amounts recognised in the balance sheet.

X5 X6
Accelerated depreciation for tax purposes (24,300 � 40%) 9,720 10,322 (59,700 � 35%)
Liabilities for health care benefits that 

are deducted for tax only when paid (2,000 � 40%) (800) (1,050) (3,000 � 35%)
Product development costs deducted from 

taxable profit in earlier years (250 � 40%) 100 –
Revaluation, net of related depreciation

(31,800 � 1,590 � 30,210 � 35%) , –   10,573
Deferred tax liability 9,020 19,845

199 Taxation
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SIC 21 Income Taxes – Recovery of Revalued 
Non-Depreciable Assets ( June 2000)
Issue

Under IAS 12 the measurement of deferred tax liabilities and assets should reflect the
tax consequences that would follow from the manner in which the entity expects, at the
balance sheet date, to recover or settle the carrying amount of those assets and liabilities
that give rise to temporary differences.

IAS 20 notes that revaluation does not always affect taxable profit in the period of
revaluation and that the tax base of the asset may not be adjusted as a result of the
revaluation. If the future recovery of the carrying value will be taxable, any difference
between the carrying amount of the revalued asset and its tax base is a temporary differ-
ence and gives rise to a deferred tax liability or asset.

The issue is how to interpret the term ‘recovery’ in relation to an asset that is not
depreciated and is revalued under IAS 16. It also applies to investment properties.

Consensus

The deferred tax liability or asset that arises from the revaluation of a non-depreciable
asset under IAS 16 should be measured based on the tax consequences that would fol-
low from recovery of the carrying amount of that asset through sale. That is regardless
of the basis of measuring the carrying amount of that asset. Thus, if the tax law speci-
fies a tax rate applicable to the taxable amount derived from the sale of an asset that
differs from the tax rate applicable to the taxable amount derived from using the asset,
the former rate is applied in measuring the deferred tax liability or asset related to a
non-depreciable asset.

SIC 25 Income Taxes – Changes in the Tax Status
of an Enterprise or its Shareholders ( June 2000)
Issue

A change in tax status of an entity or of its shareholders may have consequences for an
entity by increasing or decreasing its tax liabilities or assets. This may occur on the pub-
lic listing of an entity’s equity instruments or upon the restructuring of an entity’s equity.
It may also occur upon a controlling shareholder’s move to a foreign country. As a result
of such an event, an entity may be taxed differently; it may, for example, gain or lose tax
incentives or become subject to a different rate of tax in the future.

A change in the tax status of an entity or its shareholders may have an immediate
effect on the entity’s current tax liabilities or assets. The change may also increase or
decrease the deferred tax liabilities and assets recognised by the entity, depending on the
effect the change in tax status has on the tax consequences that will arise from recover-
ing or settling the carrying amount of the entity’s assets and liabilities.

The issue is how an entity should account for the tax consequences of a change in its
tax status or that of its shareholders.
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Consensus

A change in tax status does not give rise to increases or decreases in amounts recognised
directly in equity. The current and deferred tax consequences of a change in tax status
should be included in net profit/loss for the period, unless those consequences relate to
transactions and events that result, in the same or a different period, in a direct
credit/charge to equity. Those tax consequences that relate to a change in equity in the
same or a different period should be charged or credited directly to equity.

8.2 Examination questions

Question 8.1: H (CIMA)
(The first question in this chapter requires students to calculate the total tax charge, both current and
deferred, that would appear in the financial statements of a reporting entity. In addition a discussion
about the impact of retirement benefits on the likely set up of a deferred asset is covered, as well as the
rationale for a reconciliation statement to be made between taxable and accounting profit.)
H is a major manufacturing enterprise. According to the enterprise’s records, temporary
differences of $2.00 million had arisen at 30 April 2002 because of differences between
the carrying amount of non-current assets and their tax base. These had arisen because
H had exercised its right to claim accelerated tax relief in the earlier years of the asset
lives.

At 30 Apri1 2001, the temporary differences attributable to non-current assets were
$2.30 million.

H has a defined benefit retirement benefit scheme for its employees. The enterprise
administers the scheme itself.

H’s tax rate has been 30% in the past. On 30 April 2002, the directors of H were
advised that the rate of tax would decrease to 28% by the time that the temporary dif-
ferences on the non-current assets reversed.

The estimated tax charge for the year ended 30 April 2002 was $400,000. The esti-
mated charge for the year ended 30 April 2001 was agreed with the tax authorities and
settled without adjustment.

Required

(a) Prepare the notes in respect of current taxation and deferred tax as they would appear in
the financial statements of H for the year ended 30 April 2002. (Your answer should be expressed
in $ million and you should work to two decimal places.)

(b) The directors of H are concerned that they might be required to report a deferred tax asset
in respect of their enterprise retirement benefit scheme. Explain why such an asset might
arise.

(c) IAS 12 Income Taxes requires enterprises to publish an explanation of the relationship
between taxable income and accounting profit. This can take the form of a numerical rec-
onciliation between the tax expense and the product of accounting profit multiplied by
the applicable tax rate. Explain why this explanation is helpful to the readers of financial
statements.
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Question 8.2: Payit (CIMA)
(The second question requires students to explain why the nil and partial provision bases have been
rejected when developing IAS 12. There is also a short deferred tax calculation covering inter-company
stock profits and tax losses of an overseas subsidiary.)
The problem of accounting for deferred tax is one that has been on the agenda of the
standard setters around the world for some time. The International Accounting
Standards Board last revised the International Accounting Standard dealing with
deferred tax in 1996, when it published IAS 12 Income Taxes. This standard basically
requires that the full provision basis be used to account for deferred tax, and therefore
rejects the two alternative bases of accounting for deferred tax – the nil provision (or
‘flow-through’) basis and the partial provision basis. IAS 12 requires that (subject to cer-
tain exceptions) the full provision approach should be applied to all temporary differ-
ences. There is an alternative view (held, for example, by the Accounting Standards
Board in the UK) that under the full provision approach, deferred tax is not required
unless the temporary difference is a timing difference. Such an approach implies that
enterprises are not normally required to provide for deferred tax on revaluation sur-
pluses or fair value adjustments arising on consolidation of a subsidiary for the first time.

Required

(a) Explain why the IASB rejected the nil provision and partial provision bases when developing
IAS 12.

(b) Discuss the logic underlying the IAS 12 approach to recognition of deferred tax and
explain why this leads to deferred tax being provided on revaluation surpluses and fair
value adjustments.

Required

(c) Compute the effect of BOTH the above transactions on the deferred tax amounts in the
consolidated balance sheet of Payit at 31 March 2002. You should provide a full explanation
for your calculations and indicate any assumptions you make in formulating your answer.

You are the management accountant of Payit. Your assistant is preparing the consoli-
dated financial statements for the year ended 31 March 2002. However, he is unsure
how to account for the deferred tax effects of certain transactions as he has not studied
IAS 12. These transactions are given below.

Transaction 1:
During the year, Payit sold goods to a subsidiary for $10 million, making a profit of 20% on
selling price. 25% of these goods were still in the inventories of the subsidiary at 31 March
2002. The subsidiary and Payit are in the same tax jurisdiction and pay tax on profits at 30%.

Transaction 2:
An overseas subsidiary made a loss adjusted for tax purposes of $8 million ($ equivalent).
The only relief available for this tax 1oss is to carry it forward for offset against future
taxable profits of the overseas subsidiary. Taxable profits of the overseas subsidiary
suffer tax at a rate of 25%.
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Question 8.3: Cohort (ACCA)
(The third question on the subject of taxation covers the deferred tax implications for a group of companies
covering various topics such as the acquisition of a database, inter-company profit loading, the valuation of
investments at market value, general loan provisions and unused tax losses.)
Cohort is a private limited company and has two 100% owned subsidiaries, Legion and
Air, both themselves private limited companies. Cohort acquired Air on 1 January 2002
for $5 million when the fair value of the net assets was $4 million, and the tax base of the
net assets was $3.5 million. The acquisition of Air and Legion was part of a business
strategy whereby Cohort would build up the ‘value’ of the group over a 3-year period
and then list its existing share capital on the Stock Exchange.

The following details relate to the acquisition of Air, which manufactures electronic
goods:

(i) Part of the purchase price has been allocated to intangible assets because it relates
to the acquisition of a database of key customers from Air. The recognition and
measurement criteria for an intangible asset under IAS 22 Business Combinations/IAS 38
Intangible Assets do not appear to have been met, but the directors feel that the intan-
gible asset of $0.5 million will be allowed for tax purposes and have computed the
tax provision accordingly. However, the tax authorities could possibly challenge this
opinion.

(ii) Air has sold goods worth $3 million to Cohort since acquisition and made a profit of
$1 million on the transaction. The inventory of these goods recorded in Cohort’s
balance sheet at the year end of 31 May 2002 was $1.8 million.

(iii) The balance on the income statement of Air at acquisition was $2 million. The direc-
tors of Cohort have decided that, during the 3 years to the date that they intend to list
the shares of the company, they will realise earnings through future dividend pay-
ments from the subsidiary amounting to $500,000 per year. Tax is payable on any
remittance or dividends and no dividends have been declared for the current year.

Legion was acquired on 1 June 2001 and is a company which undertakes various pro-
jects ranging from debt factoring to investing in property and commodities. The follow-
ing details relate to Legion for the year ending 31 May 2002:

(i) Legion has a portfolio of readily marketable government securities which are held
as current assets. These investments are stated at market value in the balance sheet
with any gain or loss taken to the income statement. These gains and losses are taxed
when the investments are sold. Currently the accumulated unrealised gains are
$4 million.

(ii) Legion has calculated that it requires a general provision of $2 million against its
total loan portfolio. Tax relief is available when the specific loan is written off.
Management feel that this part of the business will expand and thus the amount of
the general provision will increase.

(iii) When Cohort acquired Legion it had unused tax losses brought forward. At 1 June
2001, it appeared that Legion would have sufficient taxable profit to realise the
deferred tax asset created by these losses but subsequent events have proven that the
future taxable profit will not be sufficient to realise all of the unused tax loss.

Amortisation of goodwill is not allowed as a deduction in determining taxable profit.
The current tax rate for Cohort is 30% and for public companies is 35%.
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Question 8.4: DT (ACCA)
(The final question in the chapter requires students to discuss the balance sheet focus to providing for
deferred tax, and the arguments for and against discounting deferred tax liabilities. The last section of the
question requires a very detailed calculation of the deferred tax liability for a company incorporating tax
losses, goodwill, revaluation of properties and other temporary differences.)
IAS 12 Income Taxes utilises a balance sheet focus in accounting for deferred taxation,
which is calculated on the basis of temporary differences.

The methods used in IAS 12 can lead to accumulation of large tax assets or liabilities
over a prolonged period, and this could be remedied by discounting these assets or lia-
bilities. There is currently international disagreement over the discounting of deferred
tax balances.

Required

Write a note suitable for presentation to the partner of an accounting firm setting out the
deferred tax implications of the above information for the Cohort Group of companies.

Required

(a) Explain what the terms ‘Balance Sheet Focus’ and ‘Temporary Differences’ mean in relation
to deferred taxation.

(b) Discuss the arguments for and against discounting long-term deferred tax balances.

DT, a public limited company, has decided to adopt the provisions of the IASs for the
first time in its financial statements for the year ended 30 November 2000. The amounts
of deferred taxation provided and unprovided as set out in the notes of the group finan-
cial statements for the year ending 30 November 1999 were as follows:

Provided Unprovided
$m $m

Tax depreciation in excess of accounting depreciation 38 12
Other timing differences 11 14
Liabilities for health care benefits (12) –
Losses available for offset against future taxable profits (34) (56)
Income tax on capital gains arising on the disposal of

property which has been deferred – 165
Tax that would arise if properties were disposed of at

their revalued amounts (–. 140
33 275

The following notes are relevant to the calculation of the deferred tax provision as at
30 November 2000:

(i) DT acquired a 100% holding in an overseas company on 30 November 2000. The
subsidiary does not propose to pay any dividends for the financial year to
30 November 2000 or in the foreseeable future. The carrying amount in DT’s

IASD_ch08v1.qxd  6/15/05  5:17 PM  Page 204



205 Taxation

consolidated financial statements of its investment in the subsidiary at 30 November
2000 is made up as follows:

The tax base of the net assets of the subsidiary at acquisition was $60 million.
No deduction is available in the subsidiary’s tax jurisdiction for the cost of
goodwill.

Immediately after acquisition on 30 November 2000, DT had supplied the sub-
sidiary with inventory amounting to $30 million at a profit of 20% on the selling
price. This inventory had not been sold by the year end, and the tax rate applied to
the subsidiary’s profit is 25%. There was no significant difference between the fair
values and carrying values on the acquisition of the subsidiary.

(ii) The carrying amount of the property, plant and equipment (excluding that of the
subsidiary) is $2,600 million and their tax base is $1,920 million. The tax arising on
the revaluation of properties, if disposed of at their revalued amounts, is the same
at 30 November 2000 as at the beginning of the year. The revaluation of the prop-
erties is included in the carrying amount above.

Other taxable temporary differences (excluding the subsidiary) amount to
$90 million as at 30 November 2000.

(iii) The liability for health care benefits in the balance sheet had risen to $100 million
as at 30 November 2000 and the tax base is zero. Health care benefits are
deductible for tax purposes when payments are made to retirees. No payments were
made during the year to 30 November 2000.

(iv) Under the tax law of the country, tax losses can be carried forward for 3 years only. The
taxable profits for the years ending 30 November were anticipated to be as follows:

The auditors are unsure about the availability of taxable profits in 2002 as the
amount is based upon the projected acquisition of a profitable company. It is antici-
pated that there will be no future reversals of existing taxable temporary differences
until after 30 November 2002.

(v) Income tax on the property disposed of becomes payable on 30 November 2003
under the deferral relief provisions of the tax laws of the country. There had been
no sales or revaluations of property during the year to 30 November 2000.

(vi) Income tax is assumed to be 30% for the foreseeable future in DT’s jurisdiction,
and the company wishes to discount any deferred tax liabilities at a rate of 4% if
allowed by IAS 12.

(vii) There are no other temporary differences other than those set out above. The
directors of DT have calculated the opening balance of deferred tax using IAS 12
to be $280 million and not the total of the provided and unprovided amounts of
$278 million at the beginning of the year.

2000 2001 2002
$m $m $m
110 100 130

$m
Carrying value of net assets acquired excluding deferred tax 76
Goodwill (before deferred tax and amortisation) 14
Carrying amount/cost of investment 90
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Required

(c) Calculate the provision for deferred tax required by the DT Group at 30 November 2000
and the deferred tax expense in the Income Statement for the year ending 30 November
2000 using IAS 12, commenting on the effect that the application of IAS 12 will have on
the financial statements of the DT Group.

IASD_ch08v1.qxd  6/15/05  5:17 PM  Page 206



9
Group accounting

9.1 IAS 27 Consolidated and Separate Financial Statements
(December 2003)

Scope
This standard should be applied in the preparation and presentation of consolidated
financial statements for a group of enterprises under the control of a parent.

IAS 27 should also be applied to accounting for investments in subsidiaries in a par-
ent’s separate financial statements.

The standard does not deal with:

● methods of business combinations (see IFRS 3);
● accounting for investments in associates (see IAS 28);
● accounting for investments in joint ventures (see IAS 31).

Key definitions
Control: power to govern the accounting and financial policies of another entity so as to
obtain benefits from its activities.

Subsidiary: an entity that is controlled by another (the parent).

Parent: an entity that has one or more subsidiaries.

Consolidated financial statements: financial statements of a group presented as those of a sin-
gle economic entity.

Minority interest: portion of the net results and net assets of a subsidiary attributable to
interests not owned directly or indirectly by the parent.

Presentation of consolidated financial statements
A parent should present consolidated financial statements in which it consolidates its
investments in subsidiaries in accordance with IAS 27.

However, a parent need not present consolidated financial statements if, and only, if:

● the parent itself is a 100% owned subsidiary or is partially owned by another entity
whose owners have been informed and do not object to the parent not preparing
consolidated accounts; and
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● the parent’s debt or equity instruments are not traded publically; and
● the parent did not file nor is it in the process of filing its financial statements with a

securities commission for the purpose of going on the public market; and
● the ultimate or any intermediate parent of the parent publishes consolidated financial

statements available for public use that comply with IFRSs.

Scope of consolidated financial statements
A parent should consolidate all subsidiaries, foreign and domestic, other than those
referred to below.

Control is presumed to exist when the parent owns over 50% of the voting power of
an enterprise unless, in exceptional circumstances, it can be clearly demonstrated that
such ownership does not constitute control.

Control also exists where there is:

● power over more than 50% of voting rights via an agreement with other investors; or
● power to govern the financial and operating policies under statute or agreement; or
● power to appoint or remove the majority of members of the board; or
● power to cast the majority of votes at meetings of the board of directors.

In making this judgement consideration should also be given to the existence and effect
of potential voting rights held by another entity – e.g. share warrants, call options, con-
vertible shares/debt etc.

A subsidiary should be excluded from consolidation when:

● control is only temporary as it is expected to be disposed in the near future
(12 months); and

● management is actively seeking a buyer.

Such subsidiaries should be accounted for in accordance with IAS 39.
A subsidiary is not excluded just because its activities are dissimilar from those of the

group nor if there are severe restrictions that impair its ability to transfer funds to the
parent. Control must be lost for exclusion to occur. Better information is provided by full
consolidation backed up by segment reporting, under IAS 14.

Consolidation procedures
The 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:

1. The parent’s investment in each subsidiary and the parent’s portion of equity of each
subsidiary are eliminated

2. Minority interests in the net income of subsidiaries are identified and adjusted
against group income in order to arrive at the net income attributable to the parent

3. Minority interests in the net assets are identified and presented separately from lia-
bilities. Minority interests in net assets consist of:
● the amount at the date of the original combination as per IFRS 3; and
● the minority’s share of movements in equity since combination.
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Where there are potential voting rights in existence, the proportions of profit or loss and
changes in equity allocated to the parent and minority interests are determined on the
basis of present ownership interests and they should not reflect the possible exercise or
conversion of those potential voting rights.

Taxes should be computed in accordance with IAS 12.
Intra-group balances and transactions should be eliminated in full. Unrealised losses

should also be eliminated unless their cost cannot be recovered. Unrealised profits on
inventory and fixed assets should be eliminated in full and any timing differences dealt
with in accordance with IAS 12.

The financial statements should be drawn up to the same reporting date for all entities in
the group. However, if the financial statements are drawn up to different dates, adjustments
should be made for the effects of significant transactions that occur between those dates. In
any case, the difference between reporting dates should be no longer than 3 months.

Consistency dictates that the length of the reporting periods should be the same from
period to period.

Uniform accounting policies must be adopted for like transactions and appropriate
adjustments must be made in preparing the consolidated financial statements.

The subsidiary should be included in the consolidated accounts from the date of
acquisition – i.e. the date control is effectively transferred to the buyer, in accordance
with IFRS 3. The results of subsidiaries disposed are included in the consolidated
income statement until the date of disposal – i.e. the date on which control ceases. The
difference between the proceeds from disposal and carrying amount should be included
in the income statement at the date of disposal. That includes the cumulative amount of
any exchange differences that relate to the subsidiary recognised in equity in accordance
with IAS 21 (i.e. recycling is compulsory).

An investment should be accounted for in accordance with IAS 39, from the date it
ceases to fall within the definition of a subsidiary and does not become an associate
under IAS 28. The carrying amount is regarded as its cost thereafter.

Minority interest must be presented within equity but separate from the parent share-
holders’ equity. Minority interests in the income statement should also be separately pre-
sented. The losses recorded may exceed the minority interest in the equity and this
excess must be charged to the majority except to the extent that the minority has a bind-
ing obligation and is able to make good those losses. If the subsidiary subsequently
reports profits, the majority interest is allocated all such profits until the minority’s share
of losses has been recovered.

If the subsidiary has cumulative preference shares held by a minority and classified as
equity, the parent should compute its share of profits or losses after adjusting for the 
dividends on such shares, whether or not these dividends have been declared.

Accounting for investments in subsidiaries, jointly controlled 
entities and associates in separate financial statements
Where separate financial statements are prepared, investments in subsidiaries should be
either:

● carried at cost; or
● accounted for as available for sale financial assets as per IAS 39.
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The same accounting treatment should be applied for each category of investments.
Investments in subsidiaries, jointly controlled entities and associates that are

accounted for in accordance with IAS 39 in the consolidated accounts should be
accounted for in the same way as in the investor’s separate financial statements.

Disclosure
The following disclosures should be made:

1. The fact that a subsidiary is not consolidated
2. Summarised financial information of subsidiaries, either individually or in groups,

that are not consolidated, including the amounts of total assets, liabilities, revenues
and profits or losses

3. The nature of the relationship between the parent and a subsidiary when the parent
does not own, directly or indirectly through subsidiaries, more than 50% of the
voting power

4. The reasons why ownership, directly or indirectly, of more than 50% of the voting
power does not give control

5. The reporting date of a subsidiary, if different from the parent, and reason for using it
6. The nature and extent of any significant restrictions on the ability of subsidiaries to

transfer funds to the parent via cash dividends or to repay loans or advances.

When separate financial statements are prepared for a parent that elects not to prepare
consolidated financial statements, those separate financial statements should disclose:

1. The fact that the financial statements are separate; that the exemption from consoli-
dation has been used; the name and country of incorporation or residence of the
entity publishing consolidated accounts in accordance with IFRSs; and the address
where consolidated accounts are available

2. A list of significant investments in subsidiaries, jointly controlled entities and associ-
ates, including the name, country of incorporation or residence, proportion of own-
ership interest and, if different, the proportion of voting power held

3. A description of the method used to account for the investments listed in (1).

When a parent, venturer or investor in an associate prepares separate financial state-
ments, those statements must disclose:

1. The fact that the statements are separate and the reasons why prepared, if not by law
2. A list of significant investments in subsidiaries, jointly controlled entities and associ-

ates, including the name, country of incorporation or residence, proportion of own-
ership interest and, if different, proportion of voting power held

3. A description of the method used to account for the investments listed under (2).

SIC 12 Consolidation – Special Purpose Entities (November 1998)
Issue

An entity may be created to accomplish a narrow and well-defined objective, e.g. to effect
a lease, research and development activities or a securitisation. Such a special purpose
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entity (SPE) may take the form of a corporation, trust, partnership or unincorporated
entity. SPEs often include strict limits on their decision-making powers.

The sponsor frequently transfers assets to the SPE, obtains the right to use assets held
by the SPE or performs services for the SPE, while other parties (capital providers) may
provide the funding to the SPE. An entity that engages in transactions with an SPE may
in substance control the SPE.

A beneficial interest in an SPE may take the form of a debt instrument, an equity
instrument, a participation right, a residual interest or a lease. In most cases the sponsor
retains a significant beneficial interest in the SPE’s activities, even though it may own lit-
tle or none of the SPE’s equity.

IAS 27 does not provide explicit guidance on the consolidation of SPEs.
The issue is under what circumstances an entity should consolidate an SPE. It does

not apply to post-employment benefit plans or equity compensation plans.

Consensus

An SPE should be consolidated when the substance of the relationship between an
entity and an SPE indicates that the SPE is controlled by that entity.

In the context of an SPE, control may arise through the predetermination of the
activities of the SPE (autopilot) or otherwise. Control may exist when less than 50% of
the voting power rests with the reporting entity. Judgement is required to decide whether
or not control exists in the context of all relevant factors.

In addition to IAS 27, the following circumstances may indicate a relationship in
which an entity controls an SPE and consequently should consolidate the SPE:

● in substance, the activities of the SPE are being conducted on behalf of the entity
according to its specific business needs so that the entity obtains benefits from the
SPE’s operation;

● in substance, the entity has the decision-making powers to obtain the majority of the
benefits of the activities of the SPE or, by setting up an ‘autopilot’ mechanism, the
entity has delegated these decision-making powers;

● in substance, the entity has rights to obtain the majority of the benefits of the SPE and
therefore may be exposed to risks incident to the activities of the SPE; or

● in substance, the entity retains the majority of the residual or ownership risks related
to the SPE or its assets in order to obtain benefits from its activities.

Predetermination of the ongoing activities of an SPE by an entity would not represent
the type of restrictions referred to in IAS 27.

Some Indicators of Control over an SPE are provided in an appendix. These include:

1. Activities. The activities are, in substance, being conducted on behalf of the reporting
entity, and include situations where the SPE is principally engaged in providing a
source of long-term capital to the entity or it provides a supply of goods and services
consistent with the entity’s major operations. Economic dependence of an entity on
the reporting enterprise does not, by itself, lead to control.

2. Decision-making. The reporting entity , in substance, has the decision-making powers to
control or obtain control of the SPE or its assets, including certain decision-making powers
coming into existence after the formation of the SPE. Such decision-making powers
may have been delegated by establishing an ‘autopilot’ mechanism. Examples include
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the power to unilaterally dissolve an SPE, the power of change to the SPE’s charter or
the power to veto proposed changes of the SPE’ s charter.

3. Benefits. The reporting entity, in substance, has rights to obtain a majority of the ben-
efits of the SPE’s activities through a statute, contract, agreement etc. Such rights
may be indicators of control when they are specified in favour of an entity that is
engaged in transactions with an SPE and that enterprise stands to gain those benefits
from the financial performance of the SPE. Examples are rights to a majority of any
economic benefits or rights to majority residual interests such as a liquidation.

4. Risks. An indication of control may be obtained by evaluating the risks of each party
engaging in transactions with an SPE. This could be a guarantee to outside investors
providing most of the capital to the SPE. Examples include when the capital providers
do not have a significant interest in the underlying net assets of the SPE, the capital
providers do not have rights to future economic benefits of the SPE, the capital
providers are not substantively exposed to the inherent risks of the underlying net
assets or operations of the SPE or in substance, or the capital providers receive mainly
consideration equivalent to a lender’s return through a debt or equity interest.

9.2 IFRS 3 Business Combinations (March 2004)

IAS 22 Business Combinations permitted two methods of accounting – the pooling of inter-
ests and the purchase method. Although IAS 22 restricted the use of pooling, analysts
indicated that two methods impaired comparability and created incentives for structur-
ing those transactions to achieve a particular accounting result.

This, combined with the prohibition of pooling by USA, Canada and Australia,
prompted the IASB to seek harmonisation.

In addition, various jurisdictions dealt differently with goodwill, and IAS 22 permit-
ted two methods of applying the purchase method – benchmark (combination of fair
value of acquirer’s ownership interest and pre-acquisition carrying amounts for minor-
ity interests) or allowed alternative to measure all assets at fair value.

The IASB seeks to ensure that similar transactions are not accounted for in dissimilar
ways, as this impairs their usefulness.

The IFRS was an attempt to improve the quality of and seek international conver-
gence on accounting for business combinations, including:

● the method of accounting for business combinations;
● the initial measurement of identifiable net assets acquired;
● the recognition of liabilities for terminating the activities of an acquiree;
● the treatment of any excess of an acquirer’s interest in fair values of identifiable net

assets acquired;
● the accounting treatment for goodwill and intangible assets.

Objective
The objective of IFRS 3 is to specify the financial reporting by an entity when it combines
with one or more entities.
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Scope
IFRS 3 should apply to all business combinations except for:

● joint ventures;
● business combinations under common control;
● business combinations involving two or more mutual entities; and
● business combination entities brought together by contract alone to form a reporting

entity.

Identifying a business combination
A business combination is a bringing together of separate entities into one single report-
ing entity. It may be structured in a number of ways for legal, taxation or other reasons.

It may result in the creation of a parent–subsidiary relationship in which the acquirer
is the parent and the acquiree the subsidiary. The acquirer should apply the IFRS to its
consolidated statements. In its own accounts it records the investment under IAS 27
Consolidated and Separate Financial Statements as an investment in a subsidiary.

It may result in the purchase of net assets, including goodwill, but not the purchase of
the entity itself. This does not result in a parent–subsidiary relationship.

Included within the IFRS are business combinations where one entity obtains control
of another entity but the acquisition date does not coincide with the date of acquiring
an ownership interest – e.g. a share buy-back arrangement. It does not apply to joint
ventures (see IAS 31 Financial Reporting of Interests in Joint Ventures).

Business combinations involving entities under common control

These occur where all of the combining entities are ultimately controlled by the same party
both before and after the date of business combination. A group of individuals are regarded
as controlling an entity if, as a result of contractual arrangements, they collectively have
the power to govern its financial and operating policies. These are outside the scope of the
IFRS. The extent of minority interests is not relevant to determining whether or not the
entity is under common control. They will be dealt with in a subsequent standard.

Method of accounting
All business combinations should be accounted for under the purchase method. This
method recognises that the net assets are acquired by the acquirer and that the meas-
urement of the acquirer’s own net assets are not affected by the transaction.

Application of the purchase method
The following steps should be undertaken in the purchase method:

1. Identification of an acquirer
2. Measuring the cost of a business combination
3. Allocating, at the acquisition date, the cost to net assets acquired.
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Identification of an acquirer

An acquirer should be identified for all business combinations. The acquirer is the entity
that obtains control of the other combining entity. The purchase method always
assumes an acquirer. Control is the power to govern the financial and operating policies
of an entity in order to obtain benefits. Normally this requires more than 50% of an
entity’s voting rights. Even if this is not the case, the following could result in an acquirer:

● power over more than 50% of voting rights via an agreement with other investors; or
● power to govern the financial and operating policies of the other entity under statute

or an agreement; or
● power to appoint or remove a majority of the board of directors; or
● power to cast a majority of votes at meetings of the board of directors.

Although it may be difficult to identify an acquirer, there are usually indications that one
exists. For example:

● if the fair value of one of the combining entities is significantly greater than the other
● if there is an exchange of voting ordinary shares for cash
● if the management of one dominates the selection of the management team of the

combined entity.

In a business combination via an exchange of equity, the entity that issues the equity
shares is usually the acquirer. However, all pertinent facts must be considered in deter-
mining which of the combining entities has the power to govern the operating and
financial policies of the other entity. In some business combinations, e.g. reverse acquisi-
tions, the acquirer is the entity whose equity interests themselves have been acquired.
That occurs when a private operating entity arranges to have itself acquired by a non-
operating or dormant public entity as a means of obtaining a stock exchange listing.
Although legally the public entity is the parent, the circumstances could indicate that the
smaller entity has acquired a larger entity.

When a new entity is formed, one of the combining entities must be adjudged to be
the acquirer on the evidence available.

Measuring the costs of a business combination

The acquirer shall measure the cost of a business combination as the aggregate of:

● the fair values of assets given (usually cash), liabilities incurred (e.g. loans) and equity
issued by the acquirer in exchange for control of the acquiree; plus

● any costs directly attributable to business combination.

The acquisition date is the date when the acquirer effectively obtains control of the
acquiree. When achieved through a single transaction, the date of exchange coincides
with the acquisition date. However, if the entity is acquired in stages:

● the cost is the aggregate of individual transactions; and
● the date of exchange is the date of each exchange transaction whereas the acquisition

date is the date on which an acquirer obtains control.

When settlement of any part of the cost is deferred, the fair value is determined by
discounting the amounts payable to their present value at the date of exchange.
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The published price at the date of exchange of a quoted equity provides the best
evidence of the instrument’s fair value. Other evidence should only be used in rare
circumstances when the published price is unreliable and where that other evidence is a
more reliable measure (e.g. thinness of the market). One example would be to use an
estimate of their proportional interest in the fair value of the acquirer or by reference to
their proportionate interest in the fair value of the acquiree obtained, whichever is more
clearly evident. In any event, all aspects of the combination should be considered.

The cost of a combination includes liabilities incurred by the acquirer in exchange for
control of the acquiree. However, future losses shall not be included as part of that cost.
Costs should include professional fees incurred but not general administration expenses.
The costs of arranging and issuing financial liabilities, however, are part of the cost of
issuing the financial instrument, and are not part of the costs of the business combina-
tion. Similarly, the costs of issuing equity instruments are an integral part of the equity
issue but they should not be included in the costs of a business combination.

Adjustments to the cost of a business combination contingent on future events 
(earn out clauses)
In these situations the acquirer should include an amount of the adjustment in the cost of
combination if the contingency is probable and can be measured reliably. It could be paid
after a specified level of income has been achieved in the future or on the market price
being maintained. If the future events do not occur, then the cost can be adjusted accord-
ingly. It should not be included if it is not probable or cannot be measured reliably, but if
future events make it probable then it can be adjusted to the entity’s cost of acquisition.

In some circumstances, the acquirer may be required to make a subsequent payment
to the seller as compensation for a reduction in the value of assets given. This occurs if
the acquirer has guaranteed the market price of equity or debt instruments issued. In
such cases, no increase in the cost of the business combination is recognised. In the case
of debt instruments, the additional payment is regarded as a reduction in the premium
or an increase in the discount on the initial issue.

Allocating the cost of a business combination to the assets acquired and liabilities and 
contingent liabilities assumed

The acquirer, at acquisition date, should allocate the cost of a business combination by
recognising the acquiree’s identifiable net assets at fair value. Any difference between the
cost of the combination and the acquirer’s interest in the net fair value of identifiable
assets should be accounted for as goodwill. However, non-current assets held for sale and
discontinued operations are valued at fair value less costs to sell (as per IFRS 5).

The acquirer should recognise separately the acquiree’s identifiable net assets at
acquisition date only if they satisfy the following criteria:

1. For an asset other than an intangible asset, it is probable that any associated future
economic benefits will flow to the acquirer and it can be measured reliably

2. For a liability other than contingencies, it is probable that an outflow of economic
benefits will occur and its fair value can be reliably measured

3. For intangible assets, their fair value can be measured reliably
4. For contingent liabilities, their fair value can be reliably measured.
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The acquirer’s income statement shall incorporate the acquiree’s post-acquisition profits
and losses in the income statement. Expenses should be based on the cost of the business
combination – for example, depreciation should be based on the fair values of those
depreciable assets at the acquisition date (i.e. based on their cost to the acquirer).

It is not necessary for a transaction to be closed or finalised at law before the acquirer
effectively obtains control. All pertinent facts should be considered in assessing when the
acquirer has effectively obtained control.

Any minority interest in the acquiree should be stated at the minority’s proportion of
the net fair values of those items.

Acquiree’s identifiable assets and liabilities
Only those identifiable net assets that existed at the acquisition date and satisfy the recog-
nition criteria in (1) to (4) above may be recognised separately by the acquirer. Thus:

● the acquirer should recognise liabilities for terminating an acquiree only when the
acquiree has an existing liability for restructuring recognised via IAS 37 Provisions,
Contingent Liabilities and Contingent Assets; and

● the acquirer may not recognise liabilities for future losses.

A payment contractually agreed to be made to employees or suppliers, in the event it is
acquired, is an obligation, but it is contingent until it becomes probable that a business
combination will occur. The identifiable net assets might include some never recognised
previously assets – e.g. tax benefit due to the acquiree’s tax losses when the acquirer has
adequate future taxable profits against which the losses can be offset.

Acquiree’s intangible assets
An intangible asset of the acquiree may only be recognised if it meets the definition of
an intangible asset under IAS 38 and its fair value can be reliably measured. A non-
monetary asset must be identifiable and be separate from goodwill. Thus this can only
happen if it:

● is separable, i.e. it is capable of being separated and sold, transferred, licensed, rented
or exchanged; or

● arises from contractual or other legal rights.

Some examples are provided in the appendix to the standard, but these are not intended
to be exhaustive (see Example 9.1).

Example 9.1
Intangible assets – separate from goodwill

An intangible asset must be a non-monetary asset without physical substance and be separate
from goodwill – i.e. it must arise from contractual or other legal rights. Such assets include the
following.

A. Marketing-related intangible assets

1. Trademarks, trade names, service marks, collective marks and certification marks
2. Internet domain names

IASD_ch09v1.qxd  6/16/05  7:16 PM  Page 216



217 Group accounting

Acquiree’s contingent liabilities
These may only be recognised if their fair values can be measured reliably. If not, they
should be disclosed in accordance with IAS 37.

After initial recognition, the acquirer should measure recognised contingent liabilities
at the higher of:
● the amount that would be recognised per IAS 37; and
● the initial amount less cumulative amortisation per IAS 18.
The above does not apply to contracts under IAS 39. However, loan commitments
excluded from IAS 39 are accounted for as contingent liabilities if it is not probable that
an outflow will be required to settle the obligation or it cannot be reliably measured.

3. Trade dress (unique colour, share or package design)
4. Newspaper mastheads
5. Non-competition agreements.

B. Customer-related intangible assets

1. Customer lists
2. Order or production backlogs
3. Customer contracts and the related customer relationships
4. Non-contractual customer relationships.

C. Artistic-related intangible assets

These normally arise from contractual or legal rights such as copyrights, and include:

1. Plays, operas and ballets
2. Books, magazines, newspapers and other literary works
3. Musical works
4. Pictures and photographs
5. Video material, including films, music videos, television programmes.

D. Contract-based intangible assets

1. Licensing, royalty agreements
2. Advertising contracts
3. Lease agreements
4. Construction permits
5. Franchise agreements
6. Operating and broadcasting rights
7. Drilling rights for water, air and minerals
8. Servicing and mortgage service contracts
9. Employment contracts.

E. Technology-based intangible assets

1. Patented technology
2. Computer software and mask works
3. Unpatented technology
4. Databases
5. Trade secrets (e.g. recipes).
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Goodwill
The acquirer should:

● recognise goodwill as an asset; and
● initially measure it at cost being the excess of cost over an acquirer’s interest in the fair

value of identifiable net assets.

Goodwill represents future economic benefits that are not capable of being individually
identified and separately recognised. Goodwill is essentially the residual cost after allo-
cating fair values to identifiable net assets taken over.

After initial recognition, the acquirer should measure goodwill at cost less accumulated
impairment losses. It should not be amortised but instead tested annually for impairment,
or more frequently if events indicate that it might be impaired, in accordance with IAS 36.

Excess of acquirer’s interest in the net fair value of acquiree’s identifiable assets,
liabilities and contingent liabilities over cost (negative goodwill)

If the fair value of net assets acquired exceeds the cost, then the acquirer must:

● reassess the identification and measurement of the net assets acquired; and
● recognise immediately in profit or loss any excess remaining after that reassessment.

A gain in that situation could arise from the following:

● errors in measuring the fair value of the cost of the combination and the fact that future
costs are not reflected correctly in the fair value of the acquiree’s identifiable net assets;

● a requirement in an accounting standard to measure identifiable net assets at an
amount that is not fair value but treated for this purpose as its fair value;

● a bargain purchase.

Business combination achieved in stages
Each exchange transaction should be treated separately by the acquirer to determine good-
will. This results in a step-by-step comparison of the cost of the individual investments with
the acquirer’s percentage interest in the fair values of the acquiree’s identifiable net assets.

In that situation the fair values may be different at the date of each exchange trans-
action because:

● the acquiree’s net assets are notionally restated to fair value at each exchange transac-
tion; and

● the acquiree’s identifiable assets must be valued at their fair values at acquisition date.

Any adjustment to those fair values relating to previously held interests of the acquirer is
a revaluation, but it does not signify that the acquirer has elected to apply a general
policy of revaluation under IAS 16 Property, Plant and Equipment.

Initial accounting determined provisionally

Fair values need to be assigned to the acquiree’s identifiable net assets initially. If these
can only be determined provisionally at the end of the first reporting period, then these
values may be adopted. However the acquirer should recognise any adjustments, after
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finalising the initial accounting, to those provisional values within 12 months of the
acquisition date.

Also, any adjustments should be recognised from the acquisition date. Thus:

● the book value of adjusted net assets should be adjusted to fair value at that date;
● goodwill should be adjusted; and
● comparatives should be adjusted (e.g. additional depreciation).

Adjustments after the initial accounting is complete
Except for contingent consideration or finalisation of any deferred tax assets, adjust-
ments to the initial accounting after an initial accounting is complete can only be recog-
nised to correct an error in accordance with IAS 8 Accounting Policies, Changes in Accounting
Estimates and Errors. In that case, a prior period adjustment should be recorded.

Recognition of deferred tax assets after the initial accounting is complete
If the potential benefit of the acquiree’s income tax loss carry forwards did not satisfy
the criteria for separate recognition, on initial accounting, but is subsequently realised,
then in addition the acquirer should:

● reduce goodwill to an amount that would have been recognised if the deferred tax
asset had been recognised as an identifiable asset from acquisition date; and

● recognise the reduction in the carrying amount of goodwill as an expense.

However, this procedure should not result in the creation of negative goodwill.

Disclosure
An acquirer should disclose sufficient information that enables users to evaluate the
nature and financial effect of business combinations that were effected:

● during the reporting period; and
● after the balance sheet date but before the financial statements are authorised.

To achieve this, the following information should be provided for each business combi-
nation effected during the reporting period:

1. The names and descriptions of the combining entities
2. The date of acquisition
3. The percentage of voting equity instruments acquired
4. The cost of the combination and a description of the components of that cost; when

equity instruments are issued the following should also be disclosed:
● the number of equity instruments issued; and
● the fair value of those instruments and the basis for determining that fair value (if no

published price exists or that price has not been used as a reliable indicator, then that
fact must be disclosed together with the reasons and the method and assumptions
actually adopted as well as disclosing the aggregate amount of the difference
between the value attributed to and the published price of equity instruments).

5. Details of operations that the entity has decided to dispose
6. The amounts recognised for each class of the acquiree’s net assets at acquisition date

together with their carrying amounts immediately prior to the combination

IASD_ch09v1.qxd  6/16/05  7:16 PM  Page 219



International financial reporting standards in depth 220

7. The amount of any excess recognised in profit or loss on the creation of negative
goodwill

8. A description of the factors contributing to the recognition of goodwill
9. The amount of the acquiree’s profit or loss since the acquisition date included in the

acquirer’s profit or loss for the period, unless impracticable; if impracticable, that fact
must be disclosed.

The information above may be disclosed in aggregate for business combinations that are
individually immaterial. If the initial accounting was only provisionally determined, that
fact should also be disclosed together with an explanation of why this is the case.

The following should also be provided unless it would be impracticable:

1. The revenue of the combined entity for the period as though the acquisition date was
at the start of the reporting period

2. The profit or loss of the combined entity for the period as though the acquisition date
was at the start of the reporting period.

If it would be impracticable, that fact must be disclosed.
An acquirer should disclose information that enables users to evaluate the financial

effects of gains, losses, error corrections and other adjustments recognised in the current
period that relate to business combinations that were effected in the current or in previ-
ous periods. In that regard, the following should be disclosed:

1. The amount and explanation for any gain/loss recognised in the current reporting
period that:
● relates to the identifiable assets acquired or liabilities assumed in a business combi-

nation effected in a previous reporting period; and
● is of such size, nature or incidence that disclosure is relevant to an understanding

of the combined entity’s financial performance.
2. If the initial accounting is provisional, the amounts and explanations of adjustments

made to provisional values during the reporting period
3. Information about error corrections required to be disclosed under IAS 8.

An entity should disclose an intangible fixed asset schedule for goodwill which requires
a reconciliation of goodwill between the start and end of the reporting period, showing
separately:

1. The gross amount and accumulated impairment losses at the start of the period
2. Additional goodwill recognised in the period
3. Adjustments resulting in the subsequent recognition of deferred tax assets
4. Goodwill included in a disposal group (per IFRS 5) and derecognised in the period if

not included in a disposal group
5. Impairment losses recognised in accordance with IAS 36
6. Net exchange differences arising during the period (per IAS 21)
7. Any other changes in the carrying amount during the period
8. The gross amount and accumulated impairment losses at the end of the period.

Entities should also disclose any additional information as is necessary to meet the objec-
tives of enabling users properly to evaluate the nature and financial effect of business
combinations.
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Transitional provisions and effective date
The IFRS applies to business combinations for which the agreement date is set on or
after 31 March 2004. It should apply to:

● goodwill arising from a business combination for which the agreement date is on or
after 31 March 2004; or

● any negative goodwill for an agreement date on or after 31 March 2004.

Previously recognised goodwill
The IFRS should apply on a prospective basis. Thus an entity must:

● from the start of the first annual reporting period beginning on or after 31 March
2004, discontinue amortising goodwill for ‘old’ business combinations

● from the start of the first annual reporting period on or after 31 March 2004, elimi-
nate the carrying amount of accumulated amortisation with a corresponding reduc-
tion in goodwill; and

● from the start of the first annual reporting period beginning on or after 31 March
2004, test goodwill for impairment in accordance with IAS 36 Impairment of Assets.

If goodwill was previously written off annually (per SSAP 22) an entity should not
recognise that goodwill in the income statement when it disposes all or part of the business
to which it relates or when a CGU is impaired.

Previously recognised negative goodwill
This should be derecognised starting on or after 31 March 2004, with a corresponding
adjustment to opening retained earnings.

Previously recognised intangible assets
These should be reclassified as goodwill if that intangible asset does not, at 31 March
2004, meet the identifiability criterion in IAS 38.

Equity accounted investments
For equity accounted investments, the IFRS should apply in accounting for:

● any goodwill included in the carrying amount of the investment
● any negative goodwill, which should be treated as income.

For investments accounted for by applying the equity method and acquired before the
IFRS was issued, it:

● should be applied on a prospective basis and therefore should discontinue amortisa-
tion of goodwill

● should derecognise any negative goodwill with a corresponding adjustment to
retained earnings.
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9.3 IAS 28 Accounting for Investments in Associates
(December 2003)

Scope
IAS 28 should be applied by an investor in accounting for investments in associates.

Key definitions
Associate: an entity in which the investor has significant influence and which is neither a
subsidiary nor a joint venture of the investor.

Significant influence: the power to participate in the financial and operating policy decisions
of the investee, but without control over those policies.

The equity method: a method of accounting whereby the investment is initially recorded at
cost and is adjusted thereafter for the post-acquisition change in the investor’s share of
net assets of the investee. The income statement reflects the investor’s share of the results
of operations of the investee.

The cost method: the investment is recorded at cost. The income statement reflects income
only to the extent that the investor receives dividends from the investee subsequent to the
date of acquisition.

Significant influence
If an investor holds, directly or indirectly, 20% or more of the voting power of the
investee, it is presumed that it has significant influence unless it can be clearly demon-
strated that this is not the case. Conversely, if it holds less than 20% of the voting power
of the investee, the presumption is that the investor does not have significant influence.
A majority shareholder by another investor does not preclude an investor having signifi-
cant influence.

Its existence is usually evidenced in one or more of the following ways:

● representation on the board of directors;
● participation in the policy-making processes;
● material transactions between the investor and the investee;
● interchange of managerial personnel; or
● the provision of essential technical information.

Equity method
The investment is initially recorded at cost and its carrying amount is increased/decreased
to recognise the investor’s share of profits/losses of the investee after the date of acquisi-
tion. Dividends received from the investee reduce the carrying amount of the investment.
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Cost method
The investment should be recorded at cost. Income should only be included to the extent
that it receives dividends from post-acquisition profits. Dividends received in excess of
such profits should be recorded as a reduction of the cost of the investment.

Consolidated financial statements
An investment in an associate should be accounted for in the consolidated accounts
under the equity method except when:

● the investment is acquired and held exclusively with a view to its subsequent disposal
in the near future; or

● it operates under severe long-term restrictions.

In these latter cases, the investments should be accounted for in accordance with IAS 39.
Dividends received may bear little relationship to the performance of the associate. As

the investor has significant influence over the associate, the investor has a measure of
responsibility for the associate’s performance and it should account for this stewardship
by extending the scope of consolidation to include the investor’s share of results of such
an associate. As a result, the application of the equity method provides more informative
reporting of both net assets and net income of the investor.

An investor should discontinue the use of the equity method from the date that:

● it ceases to have significant influence but retains, either in part or in whole, its invest-
ment; or

● the use of the equity method is no longer appropriate as the associate operates under
severe long-term restrictions.

The carrying value should be regarded as cost thereafter.

Separate financial statements of the investor
An investment in an associate, for an entity publishing consolidated accounts, should be:

● carried at cost;
● accounted for using the equity method as per IAS 28; or
● accounted for as an ‘available for sale financial asset’ as per IAS 39.

An investment in an associate, for an entity not publishing consolidated accounts,
should be:

● carried at cost;
● accounted for using the equity method if the equity method would be appropriate for

the associate if the investor had issued consolidated accounts; or
● accounted for under IAS 39 as an ‘available for sale financial asset’.

Basically, an investor should provide the same information about its investments in asso-
ciates as those entities that issue consolidated accounts.
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Application of the equity method
Many of the procedures appropriate for applying equity accounting are similar to
consolidation under IAS 27.

On acquisition, any difference between the cost of acquisition and the investor’s share
of the fair values of the net identifiable assets is accounted for under IFRS 3. Appropriate
adjustments to post-acquisition share of profits are made to account for depreciation
based on fair values.

The most recent available financial statements of the associate are used by the investor in
applying the equity method, and they are usually drawn up to the same date as the investor’s.
When the dates differ, the associate often prepares statements specifically for the investor to
the same date, but if this is impracticable then a different date may be used. However, the
length of the reporting periods should be consistent from period to period.

When different dates have to be adopted, any adjustments for significant events occur-
ring between the date of the associate’s statements and the date of the investor’s financial
statements must be made.

Uniform accounting policies should be adopted and appropriate adjustments are made
to the associate’s statements, but if this is not practicable that fact must be disclosed.

If an associate has outstanding cumulative preferred shares held by outsiders, the
investor must compute its share of profits/losses after adjusting for preferred dividends
whether these are declared or not.

If an investor’s share of losses exceeds the carrying amount of the investment, the
investor should stop including its share of losses and instead report the investment at
£nil. Additional losses are only provided to the extent that the investor has incurred
obligations which it has guaranteed to the investee. If subsequently the associate does
report profits, the investor can only resume inclusion of its share of the investee profits
once its share of profits equals the share of losses not recognised.

Impairment losses

If there is an indication of impairment losses in an associate, an entity should apply IAS
36. In determining value in use, an entity estimates:

● its share of the present value of estimated future cash flows expected to be generated
by the investee as a whole, including the proceeds on ultimate disposal; or

● the present value of estimated future cash flows expected to arise from dividends and
from ultimate disposal.

Both methods give the same result, under appropriate assumptions. Any impairment
loss is then allocated as per IAS 36. It must therefore be allocated first to goodwill.

The recoverable amount of an investment is assessed for each individual associate
unless that associate does not generate independent cash flows.

Income taxes
Income taxes should be accounted for in accordance with IAS 12.

IASD_ch09v1.qxd  6/16/05  7:16 PM  Page 224



225 Group accounting

Contingencies
In accordance with IAS 37, an investor discloses:

● its share of contingent liabilities and capital commitments of an associate; and
● those contingent liabilities arising because the investor is severally liable for ALL the

liabilities of the associate.

Disclosure
The following disclosures should be made:

1. An appropriate listing and description of significant associates, including the propor-
tion of ownership interest and, if different, the proportion of voting power held

2. The methods used to account for such investments.

Investments in associates should be classified as long-term assets and disclosed separately
in the balance sheet. The investor’s share of profits/losses should be disclosed separately
in the income statement.

9.4 IAS 31 Interests in Joint Ventures (December 2003)

Scope
This standard should be applied in accounting for interests in joint ventures and the report-
ing of joint venture assets, liabilities, income and expenses in the financial statements of ven-
turers and investors, regardless of the structures under which the activities take place.

It does not apply, however, to interests held by venture capitalists or mutual funds/unit
trusts classified as held for trading under IAS 39.

A venturer with an interest in a jointly controlled entity is exempted from proportional
consolidation and equity accounting when it meets the following conditions:

1. There is evidence that the interest is acquired and held exclusively with a view to dis-
posal within 12 months from acquisition and management is actively seeking a buyer

2. The exception in IAS 27 permitting a parent not to prepare consolidated accounts
applies; or

3. All of the following apply:
● the venturer is 100% owned or the minority are aware and have given permission

not to apply proportionate consolidation or the equity method;
● the venturer’s debt or equity are not traded in a public market;
● the venturer did not file nor is in the process of filing its statements publically; and
● the ultimate or intermediate parent publishes consolidated accounts.

Key definitions
Joint venture: a contractual agreement whereby two or more parties undertake an eco-
nomic activity which is subject to joint control.
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Joint control: the contractually agreed sharing of control over an economic activity.

Venturer: a party to a joint venture and having joint control over that joint venture.

Proportionate consolidation: a method of accounting and reporting whereby a venturer’s
share of each of the assets, liabilities, income and expenses of a jointly controlled entity
is combined on a line-by-line basis with similar items in the venturer’s financial state-
ments or reported as separate line items.

Equity method: initially the investment is carried at cost and adjusted thereafter for the
post-acquisition change in the venturer’s share of net assets of the jointly controlled
entity. The income statement reflects the venturer’s share of results of operations of the
jointly controlled entity.

Forms of joint venture
IAS 31 identifies three broad types of joint venture activity:

1. Jointly controlled operations
2. Jointly controlled assets
3. Jointly controlled entities.

They all have the common characteristics of having two or more joint venturers bound
under contract and establishing joint control.

Joint control may be precluded when an investee is in legal reorganisation or in bank-
ruptcy, or operates under severe long-term restrictions on its ability to transfer funds to
the venturer.

Contractual arrangement
The existence of a contract distinguishes interests involving joint control from invest-
ments in associates in which an investor has significant influence.

The contract may be evidenced by way of a formal contract or minutes of discussions
between the venturers. In some cases, it may be incorporated in the articles of the joint
venture. It is usually in writing, and deals with such matters as:

● the activity, duration and reporting obligations of the joint venture;
● the appointment of the board of directors of the joint venture and voting rights of

venturers;
● capital contributions by the venturers; and
● the sharing by the venturers of the output, income, expenses or results of the joint

venture.

No single venturer is in a position unilaterally to control activity, but instead requires the
consent of all the venturers to undertake essential decisions.

Jointly controlled operations

Some joint ventures involve the use of assets and other resources rather than the estab-
lishment of a corporation, partnership or other entity. Each venturer uses its own assets
and incurs its own expenses, and raises its own finance.
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The joint venture agreement usually provides a means by which revenue from the sale
of the joint product and any expenses are shared among the venturers. An example
might be a joint venture to manufacture, market and distribute jointly a particular prod-
uct such as an aircraft. Different parts of the manufacturing process are carried out by
each of the venturers, and each venturer takes a share of the revenue from the sale of
the aircraft but bears its own costs.

A venturer should recognise in its financial statements the following:

● the assets it controls and the liabilities it incurs; and
● the expenses it incurs and its share of the income it earns from the sale of goods or ser-

vices by the joint venture.

No adjustments or other consolidated procedures are required, as the elements are
already included in the separate statements of the investor.

Separate accounting records may not be required for the joint venture, but the venturers
may prepare management accounts in order to assess the performance of the joint venture.

Jointly controlled assets

Some joint ventures involve joint control by the venturers over one or more assets which
are dedicated for the purposes of the joint venture. Each venturer may take a share of
the output and bear an agreed share of the expenses incurred.

No corporation, however, is established. Many activities in oil and gas and mineral
extraction involve jointly controlled assets (e.g. an oil pipeline). Another example is the
joint control of property, with each taking a share of the rents received and bearing a
share of the expenses.

A venturer should recognise in its financial statements:

● its share of jointly controlled assets, classified according to their nature;
● any liabilities it has incurred;
● its share of any liabilities jointly incurred with other venturers;
● any income from the sale or use of the share of the output of the joint venture

together with its share of any expenses incurred;
● any expenses incurred re its interest in the joint venture.

No adjustments or other consolidation adjustments are required, as the assets, liabilities,
income and expenses are already recognised in the separate financial statements of the
venturer.

The treatment of jointly controlled assets reflects the substance and economic reality
and usually the legal form of the joint venture. Separate accounting records for the joint
venture may be limited to those expenses incurred in common. Financial statements
may not be prepared for the joint venture, but management accounts may be needed to
assess performance.

Jointly controlled entities

In this case a corporation is established and operates as per other legal entities except
that there is a contractual arrangement between the venturers that establishes joint
control over the economic activity of the entity.
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A jointly controlled entity controls the assets of the joint venture, incurs liabilities
and expenses, and earns income. It may enter contracts in its own name and raise
finance for itself, and each venturer is entitled to a share of the results of the jointly con-
trolled entity.

An example is when two entities combine their activities in a particular line of busi-
ness by transferring relevant assets and liabilities into a jointly controlled entity, or it
could be a joint venture by establishing a joint entity with a foreign government.

In substance jointly controlled entities are often similar to jointly controlled opera-
tions or jointly controlled assets. However, a jointly controlled entity does maintain its
own accounting records and prepare its financial statements in the same way as other
normal entities in conformity with appropriate national regulations.

Each venturer usually contributes cash or other resources to the jointly controlled
entity. These contributions are included in the accounting records of the venturer
and are recognised in its financial statements as an investment in the jointly controlled
entity.

Financial statements of a venturer
Proportionate consolidation

A venturer should report its interest in a jointly controlled entity using one of two reporting
formats for proportionate consolidation, or using the equity method.

It is essential that a venturer reflects the substance and economic reality of the
arrangement. The application of proportionate consolidation means that the consoli-
dated balance sheet of the venturer includes its share of the assets it controls jointly, and
its share of the liabilities for which it is jointly responsible. The consolidated income
statement includes the venturer’s share of the income and expenses of the jointly con-
trolled entity. Many of the procedures are similar to consolidation procedures set out in
IAS 27.

There are different reporting formats to give effect to proportionate consolidation.
The first may combine the share of each of the assets, liabilities, income and expenses
of the jointly controlled entity with similar items in the consolidated statements on a
line-by-line basis (e.g. its share of inventory with inventory of the consolidated group).
The second may include separate line items for a venturer’s share of the jointly
controlled entity’s assets etc. – for example, it may show its share of a current asset of the
jointly controlled entity separately as part of its current assets; it may show its share of
the property etc. of the jointly controlled entity separately as part of property etc.

Both methods are acceptable under the standard and both result in identical profits
being recorded, as well as the same overall value being placed on each major classifica-
tion of assets. However, regardless of format, it is inappropriate to offset any assets or
liabilities unless a legal right of set-off exists and the offsetting represents the expectation
as to the realisation of the asset or settlement of the liability.

Proportionate consolidation should be discontinued from the date on which the ven-
turer ceases to have joint control over a jointly controlled entity. This could happen when
the venturer disposes of its interest, or when external restrictions mean that it can no
longer achieve its goals.

IASD_ch09v1.qxd  6/16/05  7:16 PM  Page 228



229 Group accounting

Equity method

As an alternative, a venturer should report its interest in a jointly controlled entity using
the equity method as per IAS 28. The equity method is supported by those who argue that it
is inappropriate to combine controlled items with jointly controlled items. The standard
does not recommend the use of the equity method because proportional consolidation bet-
ter reflects the substance and economic reality of a venturer’s interest in a jointly controlled
entity. However, the standard does permit its adoption as an alternative treatment.

A venturer should discontinue the use of the equity method from the date it ceases to
have joint control over or have significant influence in a jointly controlled entity.

Exceptions to proportional consolidation and equity method

A venturer should account for the following interests in accordance with IAS 39:

● an interest held exclusively with a view to its subsequent disposal in the near future;
● from the date on which a jointly controlled entity becomes a subsidiary of a venturer,

the venturer accounts for its interest in accordance with IAS 27
● from the date on which a jointly controlled entity becomes an associate of a venturer,

the venturer should account for its interest in accordance with IAS 28.

Separate financial statements of a venturer
In many countries, separate financial statements are presented by a venturer in order to
meet legal or other requirements. These are provided for a variety of needs, but the
standard does not indicate a preference for any particular treatment.

Transactions between a venturer and a joint venture

When a venturer contributes or sells assets to a joint venture, recognition of any portion
of a gain or loss should reflect the substance of the transaction. While the assets are
retained by the joint venture, and provided the venturer has transferred the significant
risks and rewards of ownership, the venturer should recognise only that portion of the
gain or loss which is attributable to the interests of the other venturers. The venturer
should recognise the full amount of any loss when the sale provides evidence of a reduc-
tion in the NRV of current assets or an impairment loss.

When a venturer purchases assets from a joint venture, the venturer should not recog-
nise its share of the profits of the joint venture until it resells the assets to an independent
party. A venturer should recognise its share of the losses in the same way as profits except
the losses should be recognised immediately when they represent a reduction in the NRV
of current assets or an impairment loss under IAS 36.

Reporting interests in joint ventures in the financial statements of an investor

An investor in a joint venture which does not have joint control should report its interest
in a joint venture in its consolidated accounts, under IAS 39 or, if it has significant
influence, under IAS 28.
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Operators of joint ventures

Operators or managers of a joint venture should account for any fees in accordance with
IAS 18. The fees are accounted for by the joint venture as an expense.

Disclosure
A venturer should disclose the aggregate amount of each of the following contingent 
liabilities, unless the probability of loss is remote, separately:

1. Any contingent liabilities incurred in relation to its interest in joint ventures and its
share in each contingent liability incurred jointly with other venturers

2. The venturer’s share of contingent liabilities of the joint ventures for which it is con-
tingently liable; and

3. Those contingent liabilities that arise because the venturer is contingently liable for
the liabilities of the other venturers of a joint venture.

A venturer should disclose the aggregate amount of the following commitments re inter-
ests in joint ventures separately from other commitments:

1. Any capital commitments re joint ventures and its share in capital commitments
incurred jointly with other venturers

2. Its share of capital commitments of the joint ventures themselves.

A venturer should disclose a listing and description of interests in significant joint ventures
and the proportion of ownership interest held in jointly controlled entities. An entity that
adopts line-by-line reporting for proportionate consolidation or the equity method should
disclose the aggregate amounts of each of its current assets, long-term assets, current lia-
bilities, long-term liabilities, income and expenses related to interests in joint ventures.

A venturer that does not publish consolidated accounts, because it has no subsidiaries,
should disclose the above information as well.

SIC 13 Jointly Controlled Entities – Non-monetary Contributions by 
Venturers (November 1998)
Issue

There is no explicit guidance in IAS 31 on the recognition of gains and losses resulting
from contributions of non-monetary assets to jointly controlled entities ( JCEs).

Contributions to a JCE are transfers of assets by venturers in exchange for an equity
interest in the JCE. Such contributions may take various forms and can be made
simultaneously by the venturers either upon setting up the JCE or subsequently. The con-
sideration received by the venturer in exchange for assets contributed to the JCE may also
include cash or other consideration that does not depend on future cash flows of the JCE.

The issues are:

● when the appropriate portion of gains or losses resulting from the contribution of a
non-monetary asset to a JCE in exchange for an equity interest in the JCE should be
recognised by the venturer in the income statement;

● how additional consideration should be accounted for by the venturer; and
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● how any unrealised gain or loss should be presented in the consolidated statements of
the venturer.

The SIC deals with the venturer’s accounting for non-monetary contributions to a JCE
in exchange for an equity interest in the JCE that is accounted for using the equity
method or proportionate consolidation.

Consensus

In applying IAS 31 to non-monetary contributions to a JCE in exchange for an equity
interest in the JCE, a venturer should recognise in the income statement the portion of
the gain or loss attributable to the equity interests of the other venturers except when:
● the significant risks and rewards of ownership of the contributed non-monetary assets

have not been transferred to the JCE;
● the gain or loss on the non-monetary contribution cannot be reliably measured;
● the non-monetary assets contributed are similar to those contributed by the other ven-

turers. (Non-monetary assets are similar to those contributed by other venturers when
they have a similar nature, a similar use in the same line of business and a similar fair
value. A contribution meets the similarity test only if all of the significant component
assets thereof are similar to those contributed by the other venturers.)

Where any of the above apply, the gain/loss would be considered unrealised and there-
fore not recognised in income.

If, in addition to receiving an equity interest in the JCE, a venturer receives monetary
or non-monetary assets dissimilar to those it contributed, an appropriate portion of
gain/loss on the transaction should be recognised by the venturer in income.

Unrealised gains/losses on non-monetary assets contributed to JCEs should be elimi-
nated against the underlying assets under the proportionate consolidation method or
equity method. Such unrealised gains/losses should not be presented as deferred gains
or losses in the venturer’s consolidated balance sheet.

9.5 Examination questions

Question 9.1: Rod, reel and line (ACCA)
(The first question in this series on group reporting incorporates the need to determine whether or not a
subsidiary’s holding in another entity should be considered on deciding whether or not a subsidiary exists.
However, it also covers the normal consolidation adjustments for minority interests and pre-acquisition
reserves. A special section on IAS 19 Employee Benefits is also included, as well as the decision to
move from a policy of revaluation of fixed assets to one of retention of cost.)
The following draft balance sheets relate to Rod, a public limited company, Reel, a pub-
lic limited company, and Line, a public limited company, as at 30 November 2002:

Rod Reel Line
$m $m $m

Non-current assets
Tangible non-current assets – cost/valuation 1,230 505 256
Investment in Reel 640
Investment in Line 2,160 100 256

2,030 605 256
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Current assets
Inventory 300 135 65
Trade receivables 240 105 49
Cash at bank and in hand 2,690 250 280

2,630 290 194
Total assets 2,660 895 450

Capital and reserves
Called up share capital 1,500 500 200
Share premium account 300 100 50
Revaluation reserve 70
Accumulated reserves 2,625 200 260

2,425 800 380
Non-current liabilities 135 25 20
Current liabilities 2,100 270 250

Total equity and liabilities 2,660 895 450

The following information is relevant to the preparation of the group financial
statements:

(i) Rod had acquired 80% of the ordinary share capital of Reel on 1 December 1999,
when the accumulated reserves were $100 million. The fair value of the net assets
of Reel was $710 million at 1 December 1999. Any fair value adjustment related to
net current assets, and these net current assets had been realised by 30 November
2002. There had been no new issues of shares in the group since the current group
was created.

(ii) Rod and Reel had acquired their holdings in Line on the same date as part of an
attempt to mask the true ownership of Line. Rod acquired 40% and Reel acquired
25% of the ordinary share capital of Line on 1 December 2000. The accumulated
reserves of Line on that date were $50 million and those of Reel were $150 million.
There was no revaluation reserve in the books of Line on 1 December 2000. The
fair values of the net assets of Line at 1 December 2000 were not materially differ-
ent from their carrying values.

(iii) The group operates in the pharmaceutical industry and incurs a significant amount
of expenditure on the development of products. These costs were formerly written
off to the income statement as incurred but then reinstated when the related prod-
ucts were brought into commercial use. The reinstated costs are shown as
‘Development Inventory’. The costs do not meet the criteria in IAS38 Intangible
Assets for classification as intangibles, and it is unlikely that the net cash inflows from
these products will be in excess of the development costs. In the current year, Reel
has included $20 million of these costs in inventory. Of these costs, $5 million
relates to expenditure on a product written off in periods prior to 1 December 1999.
Commercial sales of this product had commenced during the current period. The
accountant now wishes to ensure that the financial statements comply strictly with
IAS/IFRS as regards this matter.

(iv) Reel had purchased a significant amount of new production equipment during the
year. The cost before trade discount of this equipment was $50 million. The trade
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discount of $6 million was taken to the income statement. Depreciation is charged
on the straight-line basis over a 6-year period.

(v) The policy of the group is now to state tangible non-current assets at depreci-
ated historical cost. The group changed from the allowed alternative treatment to
the benchmark treatment under IAS16 Property, Plant and Equipment in the year
ended 30 November 2002, and restated all of its tangible non-current assets to
historical cost in that year except for the tangible non-current assets of Line,
which had been revalued by the directors of Line on 1 December 2001. The
values were incorporated in the financial records, creating a revaluation reserve of
$70 million. The tangible non-current assets of Line were originally purchased on
1 December 2000 at a cost of $300 million. The assets are depreciated over
6 years on the straight-line basis. The group does not make an annual transfer
from revaluation reserves to the accumulated reserve in respect of the excess
depreciation charged on revalued tangible non-current assets. There were no
additions or disposals of the tangible non-current assets of Line for the 2 years
ended 30 November 2002.

(vi) During the year the directors of Rod decided to form a defined benefit pension
scheme for the employees of the holding company, and contributed cash to it of
$100 million. The following details relate to the scheme at 30 November 2002:

The only entry in the financial statements made to date is in respect of the cash
contribution, which has been included in Rod’s trade receivables. The directors
have been uncertain as to how to deal with the above pension scheme in the con-
solidated financial statements because of the significance of the potential increase
in the charge to the income statement relating to the pension scheme. They wish to
immediately recognise any actuarial gain.

(vii) Goodwill is written off over 4 years on the straight-line basis.
(viii) The group uses the allowed alternative treatment in IAS22 Business Combinations

(now the only method permitted in IFRS 3) to allocate the cost of acquisition.

$m
Present value of obligation 130
Fair value of plan assets 125
Current service cost 110
Interest cost – scheme liabilities 20
Expected return on pension scheme assets 10

Required

(a) Show how the defined benefit pension scheme should be dealt with in the consolidated
financial statements.

(b) Prepare a consolidated balance sheet of the Rod Group for the year ended 30 November
2002 in accordance with the standards of the International Accounting Standards Board.
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Question 9.2: Hydrox (ACCA)
(The next question covers basic consolidation issues between a parent and subsidiary. However, a number
of additional problems are introduced – e.g. the payment of dividends out of pre-acquisition reserves, the
elimination of inter-company balances and unrealised profits/losses on inventories, fair value adjustments
on acquisition, and minority interests. Section (b) covers going concern issues.)
Hydrox acquired 90% of Syntax’s equity shares on 1 April 1998 for $30 million when
Syntax’s accumulated profits were $15 million. The balance sheets of the two companies
at 31 March 2000 are shown below:

Hydrox Syntax
Non-current assets $000 $000
Property, plant and equipment at depreciated historic cost 26,400 16,200
Investment in Syntax 30,000
Other quoted investments at cost . 1,000 . 6,000

57,400 22,200
Current assets
Inventory 9,500 4,000
Accounts receivable 7,200 1,500
Bank 17,300 27nil,7

17,000 . 5,500
Total assets 74,400 27,700

Equity and liabilities
Share capital and reserves
Equity shares of $1 each 10,000 5,000

Reserves
Accumulated prof its 48,600 . 6,300

58,600 11,300
Non-current liabilities
12% Debenture 4,000
Bank loan 6,000

Current liabilities
Accounts payable 6,700 5,200
Provision for taxation 4,100 700
Proposed dividends 1,000 nil
Operating overdraft 27nil,7 . 4,500

11,800 10,400
Total equity and liabilities 74,400 27,700

The following information is relevant:

(i) The movements on the accumulated prof its of Syntax plc since the date of acquisi-
tion have been:

Losses after tax Dividends paid
$000 $000 $000

Balance at acquisition, 1 April 1998 15,000
Year to 31 March 1999 (3,000) nil (3,000)
Year to 31 March 2000 (1,700) (4,000) (5,700)
Balance at 31 March 2000 6,300
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Hydrox accounted for its share of Syntax’s dividend as a credit to its income state-
ment. The Group policy is that only dividends paid out of post-acquisition profits
are credited to income.

(ii) At the date of acquisition the fair values of Syntax’s net assets were approximately
equal to their book values with the exception of two items:
● specialised plant of Syntax had a net replacement cost of $6 million in excess of

its book value: it had an estimated remaining life of 5 years;
● the stock market value of Syntax’s investments was $8 million; there have been no

acquisitions or disposals of non-current assets since the date of acquisition.
(iii) The group accounting policy for goodwill is to write it off on a straight-line basis

over a period of 6 years.
(iv) Three days before the current year end Hydrox processed the accounting entries in

respect of a credit sale of goods to Syntax at a selling price of $600,000. Hydrox
charges a standard mark-up on cost of 20% on all its sales. Syntax had not received
the goods and therefore not included them in inventories; nor had it received the
invoice for them by the year end. The agreed balance on Syntax’s purchase ledger
account with Hydrox prior to this transaction was $1.4 million.

(v) Hydrox uses the benchmark treatment in IAS 22 Business Combinations in respect of
the allocation of the cost of acquisition as it affects fair values and minority interests.

Required

(a) Prepare the consolidated balance sheet of Hydrox as at 31 March 2000.

Required

(b) Describe the specific matters Brand and Company would consider in relation to the effect
that the information in notes (i) to (iii) above may have on the financial statements (group
and entity) of Hydrox. (Note: you are not required to amend your answer to (a) in respect of
the information provided in (i)–(iii) above.)

The auditor of the Hydrox Group is Brand and Company. Syntax is still audited by
Greil and Company, its auditors prior to its acquisition by Hydrox. As a result of audit
investigations including communication with Greil and Company, the following infor-
mation has been ascertained:

(i) The stock market value of Syntax’s investments has fallen sharply: their market
value at 31 March 2000 was $2.5 million.

(ii) The bank overdraft limit of Syntax is set at $4 million, although the bank has
allowed it to exceed this figure. The overdraft is unsecured and is not guaranteed by
Hydrox. The bank loan is secured against Syntax’s tangible fixed assets and is also
underwritten by a guarantee from Hydrox.

(iii) The deterioration in the operating profits of Syntax has largely been caused by a
shift in consumer confidence resulting from bad publicity relating to the specialist
products manufactured by Syntax. This has prompted the Government to introduce
new legislation in relation to these products. Without large-scale reorganisation and
new investment, the trend of Syntax’s losses is unlikely to be halted.
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Question 9.3: Hanford (ACCA)
(The third question in the series is a straightforward consolidation exercise, but it does examine
preacquisition dividends as well as outlining when a reporting entity may legitimately avoid consolidation.)
Hanford acquired six million of Stopple’s ordinary shares on 1 April 2001 for an
agreed consideration of $25 million. The consideration was settled by a share
exchange of five new shares in Hanford for every three shares acquired in Stopple,
and a cash payment of $5 million. The cash transaction has been recorded, but 
the share exchange has not. The draft balance sheets of the two companies at 
30 September 2001 are:

Hanford Stopple
$000 $000 $000 $000

Assets
Non-current assets
Property, plant and equipment 78,540 27,180
Investment in Stopple 5,000 12nil 0

83,540 27,180
Current assets
Inventory 7,450 4,310
Accounts receivable 12,960 4,330
Cash and bank 12nil 0 120,410 2,520 39,160

Total assets 103,950 36,340

Equity and liabilities
Capital and reserves
Ordinary shares of $1 each 20,000 8,000
Reserves
Share premium 10,000 2,000
Accumulated profits:
At 1 October 2000 51,260 6,000
For the year to 30 September 2001 12,000 73,260 8,000 16,000

93,260 24,000
Non-current liabilities
8% Loan notes 2004 nil 6,000

Current liabilities
Accounts payable and accruals 5,920 4,160
Bank overdraft 1,700 nil
Provision for taxation 1,870 1,380
Proposed final dividend 11,200 110,690 8,800 86,340

Total equity and liabilities 103,950 36,340

The following information is relevant:

(i) The fair value of Stopple’s land at the date of acquisition was $4 million in excess
of its carrying value. Stopple’s financial statements contain a note of a contingent
asset for an insurance claim of $800,000 relating to some inventory that was

IASD_ch09v1.qxd  6/16/05  7:16 PM  Page 236



237 Group accounting

damaged by a flood on 5 March 2001. The insurance company is disputing the
claim. Hanford has taken legal advice on the claim and believes that it is highly
likely that the insurance company will settle it in full in the near future.

The fair value of Stopple’s other net assets approximated to their carrying values.
Hanford uses the benchmark treatment in IAS 22 Business Combinations to recognise
the fair values of acquired assets and liabilities.

(ii) At the date of acquisition Hanford sold an item of plant that had cost $2 million to
Stopple for $2.4 million. Stopple has charged depreciation of $240,000 on this plant
since it was acquired.

(iii) Hanford’s current account debit balance of $820,000 with Stopple does not
agree with the corresponding balance in Stopple’s books. Investigations revealed
that on 26 September 2001, Hanford billed Stopple $200,000 for its share of
central administration costs. Stopple has not yet recorded this invoice. Inter-
company current accounts are included in accounts receivable or payable as
appropriate.

(iv) Stopple paid an interim dividend of $400,000 on 1 March 2001. The profit and
total dividends (interim plus final) of Stopple are deemed to accrue evenly through-
out the year. Stopple’s retained profit of $8 million for the year to 30 September
2001 as shown in its balance sheet is after the deduction of both its interim and final
dividends. Hanford’s policy is to credit to income only those dividends received or
receivable from post-acquisition profits. Hanford has not yet received or accounted
for any dividends from Stopple. All proposed dividends were declared by the direc-
tors before the relevant year ends.

(v) Consolidated goodwill is written off on a straight-line basis over a 5-year life, with
time apportionment in the year of acquisition.

Required

(a) Prepare the consolidated balance sheet of Hanford at 30 September 2001.
(b) Suggest reasons why a parent company may not wish to consolidate a subsidiary company,

and describe the circumstances in which non-consolidation of subsidiaries is permitted by
International Accounting Standards.

Question 9.4: Hydrate (ACCA)
(Hydrate is a fairly straightforward group accounting question illustrating the differences between merger
and acquisition accounting. However, it must be remembered that as from March 2004, under IFRS 3,
merger or uniting of interests accounting will no longer be permitted and the purchase or acquisition
method must be adopted for all future business combinations. There is still doubt as to whether merger
accounting might be adopted in group reconstruction situations.)
Hydrate is a company operating in the industrial chemical sector. In order to achieve
economies of scale, it has been advised to enter into business combinations with com-
patible partner companies. As a first step in this strategy, Hydrate acquired all of the
ordinary shares of Sulphate by way of a share exchange on 1 April 2002. Hydrate issued
five of its own shares for every four shares in Sulphate. The market value of Hydrate’s

IASD_ch09v1.qxd  6/16/05  7:16 PM  Page 237



International financial reporting standards in depth 238

shares on 1 April 2002 was $6 each. The share issue has not yet been recorded in
Hydrate’s books. The summarised financial statements of both companies for the year
to 30 September 2002 are:

Income statement – year to 30 September 2002

Hydrate Sulphate
$000 $000

Sales revenue 24,000 20,000
Cost of sales (16,600) (11,800)
Gross profit 17,400 8,200
Operating expenses 1(1,600) 1(1,000)
Operating profit 5,800 7,200
Taxation 1(2,000) 1(3,000)
Profit after tax 1(3,800 1(4,200

Balance sheet – as at 30 September 2002
Non-current assets $000 $000 $000 $000

Property, plant and equipment 64,000 35,000
Investment 1 (nil00 12,800

64,000 47,800
Current assets
Inventory 22,800 23,600
Accounts receivable 16,400 24,200
Bank 11 500 139,700 11 200 48,000
Total assets 103,700 95,800

Equity and liabilities
Ordinary shares of $1 each 20,000 12,000
Reserves:
Share premium 4,000 2,400
Accumulated profits 57,200 161,200 42,700 45,100

81,200 57,100
Non-current liabilities
8% Loan note 5,000 18,000

Current liabilities
Accounts payable 15,300 17,700
Taxation 12,200 117,500 13,000 20,700

103,700 95,800

The following information is relevant:

(i) The fair value of Sulphate’s investment was $5 million in excess of its book value at
the date of acquisition. The fair values of Sulphate’s other net assets were equal to
their book values.

(ii) Consolidated goodwill is deemed to have a 5-year life, with time apportioned
charges (treated as an operating expense) in the year of acquisition.

(iii) No dividends have been paid or proposed by either company.
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Question 9.5: Humbug (ACCA)
(The next question covers proportional consolidation, which is the benchmark treatment to be adopted in
accounting for joint ventures. In addition, the question covers the normal consolidation adjustments in
group accounting.)
Humbug acquired 80% of Spyder’s $1 ordinary shares on 1 October 1999, paying $2.50
per share, and acquired half of its 10% loan notes at par on the same date. The balance
on Spyder’s accumulated profits at the date of its acquisition was $750,000, One year
later, on 1 October 2000, Humbug acquired 50% of Juke Box’s $1 ordinary shares for
$3.00 per share. Juke Box specialises in the manufacture of musical equipment and was
previously a wholly owned subsidiary of Music Man. From the date of Humbug’s invest-
ment, Juke Box was managed as a joint venture by its two shareholders. The balance
sheets of the three companies at 30 September 2001 are shown below.

Humbug Spyder Juke Box
Non-current assets $000 $000 $000 $000 $000 $000
Property, plant and equipment 11,250 4,800 1,800
Investments 16,000 1,400 1,nil5

17,250 5,200 1,800
Current assets
Inventory 1,120 640 600
Accounts receivable 950 380 320
Bank 1,180 12,250 1,nil5 1,020 1,280 1,200
Total assets 19,500 6,220 3,000

Equity and liabilities
Capital and reserves:
Ordinary shares of $1 each 5,000 2,000 1,000
Reserves:
Accumulated profits b/f 11,140 1,500 1,000
Profit – year to 30 September 2001 1,500 12,640 1,900 2,400 1,500 1,500

17,640 4,400 2,500
Non-current liabilities
10% Loan notes nil 500 nil

Current liabilities
Accounts payable 1,300 850 400
Taxation 560 350 100
Overdraft nil 11,860 120 1,320 nil 1,500

Total equity and liabilities 19,500 6,220 3,000

Required

(a) Prepare the consolidated income statement and balance sheet of Hydrate for the year to
30 September 2002 using the purchase method of accounting (acquisition accounting).

(b) Prepare a consolidated income statement and the consolidated SHAREHOLDERS’
FUNDS section of the balance sheet of Hydrate for the year to 30 September 2002 using
the uniting of interests method of accounting (merger accounting).

(c) Describe the distinguishing feature of a uniting of interests, and discuss whether the busi-
ness combination in (a) and (b) should be accounted for as a uniting of interests.
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The following information is relevant:

(i) Fair value adjustments: at the date of acquisition, 1 October 1999, Spyder owned
an item of plant that had a fair value of $700,000 in excess of its book value. The
plant had a remaining life of 5 years. All plant and equipment is depreciated on the
straight-line basis.

At the same date Spyder also owned the copyright to the software of a computer
game. The software had been fully written off, but sales of the game remain high.
At the date of acquisition, Humbug expected strong sales of the game for a further
3 years and estimated the commercial value of the software to be $300,000.
Humbug’s expectations have not changed since acquisition.

The fair value of Spyder’s remaining net assets and all of Juke Box’s net assets
were equal to their book values at the relevant dates of acquisition.

Humbug uses the benchmark treatment in IAS 22 Business Combinations to allocate
the cost of acquisition.

(ii) On 1 October 2000 Humbug purchased some musical equipment from Juke Box for
$200,000. It was sold at a mark up of 25% on cost. The equipment is in use by
Humbug and is included in property, plant and equipment and being depreciated
over a 4-year life.

(iii) All inter-company current account balances were settled prior to the year end.
(iv) The group accounting policy for goodwill is to write it off on a straight-line basis

over a period of 5 years.
(v) Juke Box is to be treated under the benchmark treatment for jointly controlled

entities in IAS 31 Financial Reporting of Interests in Joint Ventures. Humbug uses a ‘line-
by-line’ presentation.

Required

(a) Prepare the consolidated balance sheet of Humbug as at 30 September 2001.
(b) Explain, with illustrations, the relevant features and accounting treatment of jointly

controlled operations and jointly controlled assets in IAS 31.

Question 9.6: Holding (ACCA)
(Holding is a basic consolidation question requiring the student to incorporate the need to introduce uniform
accounting policies and to comply with IAS 40. The elimination of inter company balances is also included,
as well as a discussion about the circumstances when brands may be incorporated on the balance sheet.)
Holding acquired 75% of Sandham’s equity shares on 1 April 2001 when the accumu-
lated retained profits of Sandham were $4 million. The draft balance sheets of the two
companies at 31 March 2002 are:

Holding Sandham
Assets
Non-current assets $000 $000 $000 $000
Property, plant and equipment 12,000 12,200
Investment property 6,000 nil
Investment in Sandham 18,850 1 nil 0

26,850 12,200
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Current assets
Inventories 7,800 3,450
Trade receivables 3,600 2,300
Cash and bank 6,150 11,550 6 nil , 65,750
Total assets 38,400 17,950

Equity and liabilities
Ordinary shares of $1 each 5,000 2,000
Accumulated profits 27,150 65,000

32,150 7,000
Non-current liabilities
12% Loan note, 2005 nil 6,000

Current liabilities
Trade payables 6,250 3,700
Operating overdraft 6 nil , 66,250 1,250 64,950

Total equity and liabilities 38,400 17,950

The following information is relevant:

(i) The 12% loan note of Sandham is repayable at par on 31 March 2005. The loan
carries a fixed interest rate and cannot be redeemed without severe penalties.
Since the loan was taken out, interest rates have fallen significantly. Because of
this, Holding has estimated that the fair value of the liability for the loan at the
date of acquisition was $6.6 million. Based on this liability, the interest charge for
the year to 31 March 2002 in Sandham’s income statement was overstated by
$200,000.

The fair value of Sandham’s plant and equipment was $4 million in excess of its
carrying value at the date of acquisition. It had a remaining estimated life of
4 years. Plant is depreciated on a straight-line basis. The fair values of Sandham’s
other net assets approximated to their carrying values.

(ii) The investment property of Holding was acquired at a cost of $5 million on 1 April
1999. It had an estimated life of 20 years. Until the acquisition of Sandham the
property had been let to a third party; however, from the date of acquisition it was
let to Sandham on commercial terms. In its entity financial statements Holding has
applied the fair value model in IAS 40 Investment Properties. The group policy for
owner-occupied properties is to carry them at depreciated cost.

Details of the movement in the fair value of the property are:

At 31 March 2000 5.2 million
At 31 March 2001 5.4 million
At 31 March 2002 6.0 million

(iii) During the year to 31 March 2002, Holding sold goods to Sandham for $3 million
at a mark-up on cost of 20%. Sandham had half of these goods in its inventory at
31 March 2002. The reconciled inter-company current account balances at the year
end showed Sandham owing $700,000 to Holding. Inter-company balances are
included in trade payables and receivables as appropriate.

(iv) Consolidated goodwill is written off on a straight-line basis over a 6-year life.
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Required

(b) Discuss:
(i) Whether the brand could have been recognised in Sandham’s entity financial state-

ments at the date of the report
(ii) Whether it can be recognised by Holding in its consolidated financial statements at

31 March 2002, and, if so, describe its accounting treatment. Note: you are not required
to amend your answer to (a) in respect of the information in part (b).

Shortly before the year end of 31 March 2002, the board of Holding discovered a report
that had been commissioned by the previous board of Sandham. The report was dated
only a short while prior to the acquisition and related to the valuation, made by independent
consultants, of Sandham’s main brand. The valuation of $3 million was essentially made
on a multiple of earnings basis; Sandham had not included this brand in its balance sheet.
The consultants had estimated that the remaining life of the brand was 30 years.

Required

(a) Prepare the consolidated balance sheet of Holding at 31 March 2002 using the allowed
alternative treatment for the allocation of the purchase consideration in IAS 22 Business
Combinations. Ignore taxation.

Question 9.7: Hyper (ACCA)
(Hyper covers the differences between accounting for full subsidiaries and adopting the equity method when
accounting for associates. It also incorporates the balance sheet disclosures required for associates and the
elimination of pre-acquisition dividends from the cost of the investment. The usual elimination of inter-
company balances on consolidation is also covered.)
Hyper acquired 80% of Syphon’s ordinary shares on 1 April 2002 at a cost of $8.70 per
share. On the same date it also acquired 40% of Andean’s ordinary shares at a cost of
$6 per share. Both Hyper’s and Andean’s reporting year end is 30 September. Prior to its
acquisition, Syphon had last reported for the year ended 30 June 2001. The following
income statements of the three companies have been drafted.

Hyper Syphon Andean
12 months to 15 months to 12 months to

30 September 2002 30 September 2002 30 September 2002
$ million $ million $ million

Sales revenue 420 375 150
Cost of sales (320) (190) (90)
Gross profit 100 185 60
Operating expenses (40) (30) (10)
Interest payable (12) (10) (2)
Dividend from Syphon 8 1nil1 nil
Profit before tax 56 145 48
Income tax (20) 1(35) (12)
Profit after tax 36 110 36
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The share capital and reserves of Syphon and Andean at 30 September 2002 were:

Syphon Andean
$ million $ million $ million $ million

Ordinary shares of $1 each 30 20
Reserves:
Accumulated profits: Accumulated profits:
At 30 June 2001 40 At 30 September 2001 14
15 months to Year to

30 September 2002 110 30 September 2002 36
Dividends paid (for 

15-month period) (10) 140 Dividends paid nil 50
Revaluation reserve (note (ii)) 120 Revaluation reserve nil

190 70

The following information is relevant:

(i) In May 2002 Hyper sold $20 million of goods to Syphon at a mark-up on cost of 25%.
Half of these goods had been processed and resold by Syphon by 30 September 2002.

(ii) The revaluation reserve of Syphon relates to a plot of land carried at its fair value
on 30 June 2001. At the date of acquisition its fair value had increased by a further
$5 million.

(iii) At the date of acquisition, the fair value of Andean’s plant was $18 million in excess
of its book value and it had a remaining life of 3 years. Plant depreciation is charged
to cost of sales.

(iv) Assume that all income statement items accrue evenly throughout the period.
(v) Goodwill is to be amortised on a straight-line basis over a 5-year life using time

apportionment in the year of acquisition.
(vi) Dividends are deemed to accrue evenly on a time basis. Hyper treats any dividends

paid out of pre-acquisition profits as a partial return of the cost of the investment.

Required

(a) Calculate the consolidated goodwill in respect of the acquisition of Syphon and
Andean.

(b) Prepare the consolidated income statement of Hyper for the year to 30 September 2002.
(c) Calculate the carrying value of the investment in Andean at 30 September 2002.

Question 9.8: Pulp, fiction and truth (CIMA)
(Pulp, Fiction and Truth is a basic group consolidated income statement question, but it does incorporate
the reassessment of a subsidiary as an associate after selling off 35% of its shares in a subsidiary, so it
has aspects of full consolidation and equity accounting in the question.)
You are the management accountant of Pulp plc, a company incorporated in the United
Kingdom. Pulp plc prepares consolidated financial statements in accordance with
International Accounting Standards. The company has a number of investments in
other entities, but its two major investments are in Fiction Ltd and Truth Ltd. The
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income statements of all three companies for the year ended 31 December 2000 (the
accounting reference date for all three) are given below.

The following notes are relevant:

(i) Investment by Pulp plc in Fiction Ltd. On 1 January 1995, Pulp plc purchased, for
£13 million, 4 million £1 equity shares in Fiction Ltd. The balance sheet of Fiction
Ltd at the date of the share purchase by Pulp plc (based on the carrying values in the
financial statements of Fiction Ltd) showed the following balances:

Pulp plc carried out a fair value exercise on 1 January 1995, and concluded that the
tangible fixed assets of Fiction Ltd at 1 January 1995 had a fair value of £8 million.
All of these fixed assets were sold or scrapped prior to 31 December1999. The fair
values of all the other net assets of Fiction Ltd on 1 January 1995 were very close to
their carrying values in Fiction Ltd’s balance sheet.

(ii) Investment by Pulp Plc in Truth Ltd. On 1 January 1994, Pulp plc purchased, for
£12 million, 6 million £1 equity shares in Truth Ltd. The balance sheet of Truth
Ltd at the date of the share purchase by Pulp plc showed the following balances:

£000
Share capital (1£ equity shares) 8,000
Share premium account 4,000
Profit and loss account 12,000
Net assets 14,000

£000
Tangible fixed assets 7,000
Other net assets 13,000

10,000
Share capital (£l equity shares) 4,000
Share premium account 3,000
Profit and loss account 13,000

10,000

Pulp plc Fiction Ltd Truth Ltd
£000 £000 £000

Turnover 30,000 32,000 28,000
Cost of sales (15,000) (16,000) (14,000)
Gross profit 15,000 16,000 14,000
Other operating expenses 1(8,000) 1(8,500) 1(6,000)
Operating profit 7,000 7,500 8,000
Investment income 2,850
Interest payable 1(1,000) 1(1,200) 1(1,000)
Profit before taxation 8,850 6,300 7,000
Taxation 1(1,900) 1(1,900) 1(2,000)
Profit after taxation 6,950 4,400 5,000
Dividends paid 30 June 2000 1(3,000) 1(2,000) 1(1,500)
Retained profit 3,950 2,400 3,500
Retained profit – 1 January 2000 19,500 18,900 19,000
Retained profit – 31 December 2000 13,450 11,300 12,500
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Pulp plc carried out a fair value exercise on 1 January 1994 and concluded that the
fair values of all the net assets of Truth Ltd were very close to their carrying values
in Truth Ltd’s balance sheet.

(iii) Accounting policy regarding purchased goodwill. Pulp plc amortises all purchased goodwill
over its estimated useful economic life. For the acquisitions of Fiction Ltd and Truth
Ltd, this estimate was 20 years.

(iv) Sale of shares in Truth Ltd. On 1 April 2000 Pulp plc sold 2.8 million shares in Truth
Ltd for a total of £10 million. Taxation of £500,000 was estimated to be payable
on the disposal. The profit and loss account of Pulp plc that is shown above does
NOT include the effects of this disposal. The write-off by Pulp plc of goodwill on
consolidation of Truth Ltd for the year ended 31 December 2000 should be based
on the shareholding retained after this disposal. The profits of Truth Ltd accrued
evenly throughout 2000.

(v) Administration charge. Pulp plc charges Fiction Ltd an administration charge of
£100,000 per quarter. This amount was also charged to Truth Ltd, but only until
31 March 2000. The charges are included in the turnover of Pulp plc and the other
operating expenses of Fiction Ltd and Truth Ltd. Apart from these transactions and
the payments of dividends, there were no other transactions between the three
companies.

Your assistant normally prepares a first draft of the consolidated financial statements of
the group for your review. He is sure that the change in the shareholding in Truth Ltd
must have some impact on the method of consolidation of that company but is unsure
exactly how to reflect it. He is similarly unsure how the proceeds of sale should be
included in the consolidated financial statements. Pulp has 15 million equity shares.

Required

(a) Prepare the consolidated income statement for the year ended 31 December 2000 for the
Pulp group in accordance with International Financial Reporting Standards.

(b) Prepare the statement of changes in equity for the year ended 31 December 2000 for the
Pulp group.

Question 9.9: Harden (ACCA)
(A combination of accounting for subsidiaries and associates and the need to eliminate inter-company
balances is the core topic of Harden, but it also incorporates the need to disclose, in narrative form, the
accounting treatment of business combinations particularly contingent assets and deferred tax implications.)
Harden acquired 800,000 of Solder’s $1 equity shares on 1 October 1998 for $2.5 million.
One year later, on 1 October 1999, Harden acquired 200,000 $1 equity shares in Active
for $800,000.The balance sheets of the three companies at 30 September 2000 are
shown below.

Harden Solder Active
Non-current assets $000 $000 $000 $000 $000 $000
Property, plant and equipment 3,980 2,300 1,340
Patents 250 420 nil
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Investments – in Solder 2,500
– in Active 800
– others 4,150 3,450 1,200 2,860

7,680 2,920 1,400
Current assets
Inventories 570 400 300
Trade receivables 420 380 400
Bank 4nil15, 4,990 1,150 1,930 1,120 2,820
Total assets 8,670 3,850 2,220

Equity and liabilities
Capital and reserves:
Equity shares of $1 each 2,000 1,000 500

Reserves:
Share premium 1,000 500 100
Accumulated profits 4,500 5,500 1,900 2,400 1,200 1,300

7,500 3,400 1,800
Non-current liabilities
Deferred tax 200 nil 80

Current liabilities
Trade payables 750 450 280
Taxation 140 4nil15, 60
Overdraft 4,180 8,970 4nil15, 8,450 4nil15, 2,340

8,670 3,850 2,220

The following information is relevant:

(i) The balances of the accumulated profits of the three companies were:

(ii) At the date of its acquisition the fair values of Solder’s net assets were equal to their
book values, with the exception of a plot of land that had a fair value of $200,000 in
excess of its book value. The group adopts the benchmark treatment contained in
IAS 22 (revised 1998) Business Combinations for accounting for the fair value of assets
acquired and minority interests.

(iii) On 26 September 2000 Harden processed an invoice for $50,000 in respect of an
agreed allocation of central overhead expenses to Solder. At 10 September 2000,
Solder had not accounted for this transaction. Prior to this the current accounts
between the two companies had been agreed at Solder owing $70,000 to Harden
(included in trade receivables and trade payables respectively).

(iv) During the year Active sold goods to Harden at a selling price of $140,000, which
gave Active a profit of 40% on cost. Harden had half of these goods in inventory at
30 September 2000.

(v) The group accounting policy for goodwill is to write it off on a straight-line basis
over a period of 5 years.

Harden Solder Active
$000 $000 $000

At 1 October 1998 2,000 1,200 500
At 1 October 1999 3,000 1,500 800
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At the beginning of the following year, on 1 October 2000, the shareholders of Deployed
accepted a bid from Harden to purchase the whole of its equity share capital. Harden is
currently considering whether and at what value certain of Deployed’s assets and liabil-
ities should be recognised in the consolidated financial statements. The details are:

(i) Deployed has made an accounting and taxable loss of $200,000 in the year to
30 September 2000. This loss will be allowable for tax purposes for relief against any
future trading profit that Deployed may make. Deployed has not recognised the loss
as a deferred tax asset because the directors are not confident that the company will
make sufficient profits in the near future to absorb the loss. The directors of Harden
are firmly of the opinion that the profitability of the group is such that Deployed’s
tax losses can be utilised on a group basis. Assume an income tax rate of 30%.

(ii) Deployed is in dispute over an insurance claim relating to one of its buildings that
has been damaged in a fire. The insurance company is disputing the claim on the
basis that the use of the building was not properly disclosed when it was insured.
A copy of the insurance proposal form has been obtained and sent to Deployed’s
lawyers. The lawyers have said that in their opinion the use of the building was
adequately disclosed and in any event its use was not the cause of the fire, and there-
fore they believe the claim is valid. The cost of the damage caused by the fire has
been provided for, but, as the claim is a contingent asset, the directors of Deployed
have not recognised it in the financial statements.

Required

(b) Discuss how the directors of Harden should treat the above items when preparing consoli-
dated financial statements to reflect the acquisition of Deployed.

Question 9.10: Horsefield (ACCA)
(The next question covers the accounting treatment of associates, and requires students to present a nar-
rative explanation of when an investment should be classified as an associate. It also covers the fair value
exercise in computing goodwill for both subsidiaries and associates.)
Horsefield, a public company, acquired 90% of Sandfly’s $1 ordinary shares on 1 April
2000, paying $3.00 per share. The balance on Sandfly’s accumulated profits at this date
was $800,000. On 1 October 2001, Horsefield acquired 30% of Anthill’s $1 ordinary
shares for $3.50 per share. The balance sheets of the three companies at 31 March 2002
are shown below:

Horsefield Sandfly Anthill
$000 $000 $000 $000 $000 $000

Non-current assets
Property, plant and equipment 8,050 3,600 1,650
Investments 14,000 4,910 4nil15

12,050 4,510 1,650

Required

(a) Prepare the consolidated balance sheet of Harden as at 30 September 2000.
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Current assets
Inventory 830 340 250
Accounts receivables 520 290 350
Bank 1,240 11,590 1nil1 5,630 100 2,700
Total assets 13,640 5,140 2,350

Equity and liabilities
Capital and reserves:
Equity shares of $1 each 5,000 1,200 600
Reserves:
Accumulated profits b/f 6,000 1,400 800
Profit year to 31 March 2002 1,300 17,300 800 2,200 600 1,400

12,300 3,400 2,000
Non-current liabilities
10% Loan notes 500 240 nil

Current liabilities
Accounts payables 420 960 200
Taxation 220 250 150
Proposed dividends 200 100 nil
Overdraft 0 nil0 13,840 190 1,500 nil 2,350

13,640 5,140 2,350

The following information is relevant:

(i) Fair value adjustments: on 1 April 2000 Sandfly owned an investment property
that had a fair value of $120,000 in excess of its book value. The value of this
property has not changed since acquisition.

Just prior to its acquisition, Sandfly was successful in applying for a 6-year
licence to dispose of hazardous waste. The licence was granted by the govern-
ment at no cost; however, Horsefield estimated that the licence was worth
$180,000 at the date of acquisition.

(ii) In January 2002 Horsefield sold goods to Anthill for $65,000. These were transferred
at a mark-up of 30% on cost. Two-thirds of these goods were still in the inventory
of Anthill at 31 March 2002.

(iii) To facilitate the consolidation procedures, the group insists that all inter-company
current account balances are settled prior to the year-end. However, a cheque for
$40,000 from Sandfly to Horsefield was not received until early April 2002.
Inter-company balances are included in accounts receivable and payable as
appropriate.

(iv) The group accounting policy for goodwill is to write it off on a straight-line basis
over a period of 5 years, with a proportionate charge where it arises part way
through an accounting period.

(v) Anthill is to be treated as an associated company of Horsefield.
(vi) The directors of Horsefield and Sandfly declared the proposed dividends on 20

March 2002.
(vii) Horsefield uses the allowed alternative treatment in IAS 22 Business Combinations to

allocate the cost of acquisition.
(viii) Horsefield has not accounted for any of Sandfly’s proposed dividend.
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Question 9.11: Portal (ACCA)
(Portal is an income statement question incorporating associates. It is complicated by the inclusion of a
sale of shares in a subsidiary to turn it into an associate.)
Portal, a public limited company, acquired two subsidiary companies, Hub and Network,
both public limited companies. The details of the acquisitions are as follows:

Subsidiary Date of Ordinary Accumulated Cost of Ordinary Fair
Acquisition share Reserves investment share value

Capital of Capital of net
$1 acquired assets on

$1 shares acquisition
$m $m $m $m $m

Hub l January 2000 400 200 565 300 700
Network 1 June 2000 300 100 410 240 450

The draft income statements for the year ended 31 May 2001 are:

Portal Hub Network
$m $m $m

Revenue 2000 1600 1250
Cost of sales (1500) (1400) (1180)
Gross profit 500 200 70
Distribution costs (120) (40) (26)
Administrative expenses (100) .(36) (34)
Profit from operations 280 124 10
Interest expense (10) (4) (20)
Investment income (including inter company dividends) 250 120 (10)
Profit/(loss) before taxation 320 120 (10)
Income tax expense .(90) (36) 2 .(6)
Net profit from ordinary activities 230 284 .(16)
Accumulated profit at 1 June 2000 350 250 100

The following information is relevant to the preparation of the group financial statements:

(i) On 1 December 2000, Portal sold the following shareholdings in the subsidiary com-
panies:

Ordinary shares Proceeds
of $1 sold

$m $m
Hub 60 140
Network 120 200

Required

(a) Prepare the consolidated balance sheet of Horsefield as at 31 March 2002.
(b) Discuss the matters to consider in determining whether an investment in another company

constitutes associated company status.
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Portal maintains significant influence over Network after the disposal of shares.

(ii) Hub sold $100 million of goods to Portal during the year. The opening inventory
of such goods held by Portal was $20 million and the closing inventory $30 million.
The profit on these goods was 20% on selling price.

(iii) At the date of acquisition, the fair value of the tangible depreciable non-current
assets of Hub was $10 million above their carrying value and that of non-
depreciable land was $90 million above its carrying value. The fair value of the
tangible non-current assets of Network was equivalent to its carrying value.
Depreciation is charged on all group tangible non-current assets at 20% per
annum on the carrying value of the asset with a full year’s charge in the year of
acquisition.

(iv) Portal is carrying out a review of the carrying value of goodwill as at 31 May 2001.
This ‘first year review’ is based upon the following information:
● Hub. On acquisition, the management of Portal expected pre-tax profits in

the year to 31 May 2001 to be $115 million. The policy of the group is 
to write off goodwill over 4 years where it is considered that the useful life 
of goodwill is not indefinite. A full year’s charge is made in the year of
acquisition.

● Network. On acquisition, it was anticipated that Network would be profitable for
at least 5 years and that the useful life of goodwill was believed to be indefinite.
At 31 May 2001, changes in business regulations have resulted in the net assets
having a value in use of $460 million and an estimated net selling price of
$430 million as at 31 May 2001 of Network as an income generating unit. The
directors of Network are currently developing a new product which will hope-
fully increase the value in use of Network in future years.

(v) Portal had paid a dividend of $20 million and Hub had paid a dividend of $40 million
in April 2001.

(vi) The fair value adjustments had not been incorporated into the subsidiaries’
records, and the sales of shares had not been accounted for by Portal. Assume 
that profits accrue evenly and that there are no other items of income, expense or
capital other than those stated in the question. Taxation on any capital gain can be
ignored.

(vii) Depreciation and amortisation are charged to the income statement as part of cost
of sales.

(viii) Candidates should ignore any inter-company profit in inventory when calculating
the gain/loss on the disposal of shares.

Required

(a) Prepare a consolidated income statement for the Portal Group for the year ended 31 May
2001 in accordance with International Accounting Standards. (The amount of the consol-
idated profit dealt with in the holding company’s accounts are not required.)

(b) Show the composition of the balance on the group accumulated reserves at 
31 May 2001.
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Question 9.12: Vitalise (ACCA)
(Vitalise is an excellent group accounting question requiring the preparation of both a consolidated income
statement and balance sheet. However, it also incorporates the need to apply specific accounting standards –
particularly IAS 33, IAS 32 and IAS 40 (fair value model). It also covers the demise of extraordinary
items in IAS 8.)
The summarised draft financial statements of Vitalise to 30 September 2001 are shown
below.

Vitalise Income Statement year to 30 September 2001:

The following information is relevant to the draft financial statements:

(i) Sales and repurchase agreement. Sales revenues include an amount of $250,000 for
the sale of maturing goods to Easyfinance. The sale was made on 1 October 2000
and the goods had a cost of $100,000 at the date of sale. Vitalise has an option to
repurchase the goods at anytime within the next 5 years. The repurchase price will

$000
Sales revenue 3,900
Cost of sales (2,500)
Gross profit 1,400
Operating costs 1(250)

1,150
Finance costs 1 (65)
Profit before tax 1,085
Taxation 1(260)
Profit after tax 825
Extraordinary items 1(210)
Net profit for the period 1,615
Balance Sheet as at 30 September2001:
Assets
Non-current assets $000 $000
Property, plant and equipment 3,810
Investment property 1,390

4,200
Current assets 1,200

Total assets 5,400

Equity and liabilities
Capital and reserves:
Equity shares of $ 1 each 1,000

Reserves:
Revaluation reserve (note (iii)) 250
Accumulated profits (note (vi)) 1,850 2,100

3,100
Non-current liabilities
8% Convertible loan note (2004) 500
Current liabilities 1,800

5,400
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be the original selling price plus interest at 10% per annum compounded annually.
The above transaction has been treated as a normal sale by Vitalise.

(ii) Extraordinary item. This is the cost ($300,000 less tax relief of $90,000) of a failed
takeover bid for Dunsters. A rival company of Vitalise eventually acquired
Dunsters. As the cost of the attempted acquisition will never recur, it has been
treated as an extraordinary item.

(iii) Property, plant and equipment. Property, plant and equipment contains an amount
of $750,000 (SwF 3 million at an exchange rate of 4 to the $) for the purchase of a
light aircraft on 1 July 2001. The aircraft was purchased from a company located in
Switzerland and the purchase price of SwF 3 million is payable in French francs on
1 November 2001. The following exchange rates applied:

This is the only foreign currency transaction that Vitalise has entered into, and the
company chose not to use any form of hedging. Ignore depreciation on the aircraft.

(iv) Properties. Vitalise owns two properties. One is used as the company’s head office
and is included in property, plant and equipment, and the other is an investment
property that is leased to a third party on a 5-year operating lease. Vitalise’s pol-
icy has been to revalue both properties each year and transfer the movements on
them to a revaluation reserve. Relevant details of the cost and fair values of the
properties are:

The valuations at the 30 September 2001 have not yet been incorporated into the
financial statements. The management of Vitalise have become aware of the issue
of IAS 40 Investment Property, and wish to apply the fair value model to its investment
property for the current reporting period. Ignore depreciation.

(v) 8% Convertible loan note. On 1 October 2000 a convertible loan note with a nomi-
nal value of $500,000 was issued at par. It is redeemable on 30 September 2004 also
at par, or it may be converted (at the option of the holder) into ordinary shares of
Vitalise on the basis of 100 new shares for each $100 of loan note. An equivalent
loan note without the conversion option would have carried a coupon rate of 12%.
Interest of $40,000 has been paid and charged as a finance cost.

The present value of $1 receivable at the end of each year, based on discount
rates of 8% and 12% should be taken as:

8% 12%
End of year: 1 0.93 0.88

2 0.86 0.78
3 0.79 0.70
4 0.73 0.64

Head office Investment property
$ $

Cost 300,000 250,000
Valuation 30 September 2000 410,000 390,000
Valuation 30 September 2001 375,000 350,000

1 July 2001 SwF 6 to $1
30 September 2001 SwF 4 to $1
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(vi) Bonus issue. On 30 October 2001 (i.e. 1 month after the year end), Vitalise made a
bonus issue of one share for every five held. The company’s financial statements
had not been finalised by this date.

(vii) The balance of the accumulated profit is made up of:

$000
Balance b/f 1 October 2000 1,500
Profit for the period 615
Dividends paid 1(265)

1,850

Required

(a) Redraft the financial statements, including a statement of changes in equity, of Vitalise for
the year to 30 September 2001 to comply with relevant International Accounting
Standards in relation to items (i) to (v) above. Note: ignore taxation on all of the above items
other than item (ii).

(b) Calculate the basic and diluted Earnings Per Share for Vitalise in accordance with IAS 33.
Note: assume only the actual loan interest paid is allowable as a tax deductible expense
and the bonus issue does not affect the terms of the 8% convertible loan note. Ignore
deferred tax.

Question 9.13: Inventure (ACCA)
(The next question, Inventure, requires the finalisation of an income statement in accordance with
IASs/IFRSs. In particular, it covers the adoption of pooling (formerly allowed in IAS 22), the accounting
treatment of joint ventures under IAS 31, operating leases under IAS 17 and provisions under IAS 37.)
The directors of Inventure, a public limited company, are preparing the financial state-
ments for the year ending 31 May 2002. The following extracts relate to those financial
statements.

Group Income Statement for year ending 31 May 2002

$000 $000
Revenue 5,740
Cost of sales (3,215)
Gross profit 2,525
Distribution and administrative expenses (including depreciation $125,000) (675)
Exceptional reorganisation costs (240)
Provision for retirement benefit cost (50)
Profit on disposal of non-current asset investments 70

3(220)
Profit from operations 1,630
Finance cost 3 (60)
Profit before taxation 1,570
Income tax expense 3(225)
Profit after taxation 1,345
Minority interests (550)
Net profit for period (795
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The directors have used the following accounting practices in arriving at the above
financial statements, and wish your advice as to their acceptability:

(i) Inventure acquired the whole of the share capital of the Melia Group on 1 June
2001. The acquisition had been accounted for as a pooling of interests. The share-
for-share exchange of ordinary shares was portrayed in the press as amounting to a
purchase of the Melia Group by Inventure for 10 million ordinary shares of $1 in
exchange for 5 million ordinary shares of $1 of Melia. The shares of Inventure were
valued at $3.50 each. The market capitalisations at the time of the combination were
Inventure $65 million and Melia $32 million. The book and fair value of the net
assets of Inventure were $60 million and of Melia were $30 million respectively at
the time of the acquisition. As part of the agreement between the parties, the board
of directors of the combined company comprised entirely of the directors of
Inventure. The policy of the group is to write off goodwill over 4 years.

(ii) The reorganisation costs in the income statement relate to the following item.
Inventure had purchased 50% of the ordinary share capital of Caster, a limited com-
pany, for $30 million on 1 June 2001. The fair value and book value of the net assets
of Caster at the date of acquisition were $58 million and $50 million respectively.
Inventure’s holding in Caster was subsequently sold to Melia on 1 January 2002, and
the loss on sale was calculated at $240,000. This amount was then charged as
reorganisation costs in the income statement. As Melia had been accounted for using
pooling of interests accounting, then Caster was also accounted for using the same
method. The regulatory framework normally requires the use of the allowed
alternative treatment under IAS 31 Financial Reporting of Interests in Joint Ventures.
The investment in Caster satisfied the definition of a joint venture, and its results for
the year are as follows:

(iii) Inventure has paid an initial payment of $200,000 as a deposit under an operating
lease. The payment has been capitalised as a non-current tangible asset, and is to be
amortised over the 5-year life of the operating lease. The initial payment has sub-
stantially reduced the annual rental expense to $100,000 per annum.

(iv) Melia currently does not have a retirement benefit scheme for employees and, due
to government legislation, is now obliged to provide such a scheme. The company
has decided that it does not wish to provide a retirement benefit scheme for the
employees of Melia and has provided for an amount of $50,000 for the fine which
the government will levy if a scheme is not put in place by 30 September 2002.
Inventure currently has a defined benefit scheme in place for its employees, but is
considering moving to a defined contribution scheme because of the current low

$000
Revenue 1,500
Cost of sales (700)
Gross profit 800
Distribution and administrative expenses (100)

(including depreciation of $15,000)
Operating profit 700
Income tax expense (100)
Profit after tax 600
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returns on bonds and the current requirements of IAS19 Employee Benefits, and wish
advice on this matter. The assets of the Inventure retirement benefit scheme are a
mix of bonds and equities.

Required

(a) Discuss the nature and acceptability of the accounting practices set out in (i) to (iv) above,
advising the directors on the correct accounting treatment or action that they should take.

(b) Show the revised group income statement for the year ending 31 May 2002.
(c) The directors have heard that alternative performance measures such as EBITDA

(earnings before interest, tax, depreciation and amortisation) and enterprise value (market
capitalisation plus debt) are being used by analysts, and are interested in your views on the
use of these alternative performance measures. Comment briefly on the use of EBITDA
and enterprise value as alternative measures of performance and the reasons why you feel
that Inventure had utilised the accounting policies set out above.

Question 9.14: Bloomsbury (ACCA)
(The final question in the chapter covers joint venture reporting as its main topic. However, it also covers
the subject areas of revenue recognition (agency v. principal), investment properties, revaluation of prop-
erties and the treatment of dividends in the financial statements.)
The following figures have been extracted from the accounting records of Bloomsbury
on 30 September 2002.

$000 $000
Sales revenue (note (i)) 98,880
Cost of sales 56,000
Joint venture account (note (ii)) 1,200
Operating expenses 14,000
Loan interest paid 1,800
Investment income 700
Investment property at valuation 10,000
25-year leasehold factory at cost (note (iii)) 50,000
15-year leasehold factory at cost (note (iii)) 30,000
Plant and equipment at cost (note (iii)) 49,800
Depreciation 1 October 2001: – 25-year leasehold 10,000

– 15-year leasehold 10,000
– plant and equipment 19,800

Accounts receivable (note (i)) 16,700
Inventory – 30 September 2002 7,500
Cash and bank 500
Accounts payable 9,420
Deferred tax – 1 October 2001 (note (iv)) 2,100
Ordinary shares of 25 cents each 40,000
10% Redeemable (in 2005 at par) preference shares of $1 each 10,000
12% Loan note (issued in 2000) 30,000
Accumulated profits – 1 October 2001 6,100
Investment property revaluation reserve – 1 October 2001 2,000
Interim dividends (note iv)) 231,500 239,000

239,000 239,000
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The following notes are relevant:

(i) On 1 January 2002, Bloomsbury agreed to act as a selling agent for an overseas
company, Brandberg. The terms of the agency are that Bloomsbury receives a
commission of 10% on all sales made on behalf of Brandberg. This is achieved by
Bloomsbury remitting 90% of the cash received from Brandberg’s customers 1 month
after Bloomsbury has collected it. Bloomsbury has included in its sales revenue
$7.2 million of sales on behalf of Brandberg, of which there is 1 month’s outstanding
balances of $1.2 million included in Bloomsbury’s accounts receivable. The cash
remitted to Brandberg during the year of $5.4 million (i.e. 90% of $6 million) in accord-
ance with the terms of the agency, has been treated as the cost of the agency sales.

(ii) The joint venture account represents the net balance of Bloomsbury’s transactions
in a joint venture with Waterfront which commenced on 1 October 2001. Each
venturer contributes their own assets and pays their own expenses. The revenues for
the venture are shared equally. The joint venture is not a separate entity.

Details of Bloomsbury’s joint venture transactions are:

Plant and equipment should be depreciated in accordance with the company’s
policy in note (iii).

(iii) On 1 October 2001 Bloomsbury had its two leasehold factories revalued (for the
first time) by an independent surveyor as follows:

Bloomsbury depreciates its leaseholds on a straight-line basis over the life of the lease.
The directors of Bloomsbury are disappointed in the value placed on the 15-year

leasehold. The surveyor has said that the fall in its value is due mainly to its
unfavourable location, but in time the surveyor expects its value to increase. The
directors are committed to incorporating the revalued amount of the 25-year lease-
hold into the financial statements, but wish to retain the historic cost basis for the
15-year leasehold. Revaluation surpluses are transferred to accumulated realised
profits in line with the realisation of the related assets.

Prior to the current year, Bloomsbury had adopted a policy of carrying its invest-
ment property at fair value, with the surplus being credited to reserves. For the
current year, it will be applying the fair value method of accounting for investment
properties in IAS 40 Investment Property. The value of the investment property had
increased by a further $500,000 in the year to 30 September 2002.

25-year leasehold $52 million
15-year 1easehold $18 million

$000
Plant and equipment at cost 1,500
Share of joint venture sales revenues (800)

(50% of total sales revenues)
Related cost of sales excluding depreciation 400
Accounts receivable 200
Accounts payable 1(100)
Net balance of joint venture account 1,200
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Required

Prepare the financial statements for the year to 30 September 2002 for Bloomsbury in accord-
ance with International Accounting Standards as far as the information permits. They should
include:

● an income statement;
● a statement of changes in equity; and
● a balance sheet.

Notes to the financial statements are not required.

Plant and equipment is depreciated at 20% per annum on the reducing balance
basis.

(iv) A provision for income tax for the year to 30 September 2002 of $5 million is
required. Temporary differences (related to the difference between the tax base of
the plant and its balance sheet written down value) on 1 October 2001 were $7 million,
and on 30 September 2002 they had declined to $5 million. Assume a tax rate of
30%. Ignore deferred tax on the property revaluations.

(v) The interim dividends paid include half of the full year’s preference dividend.
On 25 September 2002 the directors declared a final ordinary dividend of 3 cents
per share.
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10
Disclosure standards

10.1 IAS 10 Events After The Balance Sheet Date
(December 2003)

Introduction
As part of the ASB’s convergence project, IAS 10 has been issued to replace IAS 10
Events After The Balance Sheet Date (revised 1999). The main change is the removal of
dividends declared after the balance sheet date, as adjusting events. Instead they should
be disclosed in the notes. They do not meet the definition of a liability under IAS 37
Provisions, Contingent Liabilities and Contingent Assets.

Similarly, dividends receivable from associates/subsidiaries, relating to a period prior
to the balance sheet date, are now classified as non-adjusting.

There is also no exceptional provision in IAS 10 to use prudence to reclassify a non-
adjusting event as adjusting.

Objectives
The objectives of IAS 10 are as follows:

1. To prescribe when an entity should adjust its financial statements for events after the
balance sheet date, i.e. adjusting events

2. To prescribe the disclosures about the date of authorisation of the financial state-
ments for both adjusting and non-adjusting events, and for non-adjusting events
themselves.

IAS 10 also includes a requirement that an entity should not prepare its financial state-
ments on a going concern basis if events after the balance sheet date indicate that it is no
longer appropriate.

Scope
The standard should apply in accounting for and disclosure of events after the balance
sheet date.
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Key definition
Events after the balance sheet date: these occur between the balance sheet date and the date
the financial statements are authorised for issue. There are two types:

1. Those providing evidence of conditions existing at the balance sheet date (adjusting)
2. Those that are indicative of conditions arising after the balance sheet date (non-

adjusting).

If an entity submits its accounts to shareholders for approval AFTER the financial state-
ments are issued, then the authorisation date is the date of original issuance – not
the date of approval of the financial statements by the shareholders (see illustrations in
Example 10.1).

Example 10.1
Events after the balance sheet date – authorisation date

1. Completion of draft financial statements 28 February 2002
Board reviews and authorises for issue 18 March 2002*
Profit announcement 19 March 2002
Available to shareholders 1 April 2002
AGM 15 May 2002
Filed with regulatory body 17 May 2002

*Correct date of authorisation for issue.

2. Management reviews and authorises for issue 18 March 2002*
Supervisory Board approves 26 March 2002
Available to shareholders 1 April 2002
AGM 15 May 2002
Filed with regulatory body 17 May 2002

*Correct date of authorisation for issue.

Events after the balance sheet date include all events up to the date when the financial
statements are authorised for issue.

Recognition and measurement
Adjusting events after the balance sheet date

An entity should adjust the amounts recognised in its financial statements to reflect
adjusting events after the balance sheet date.

Examples include:

● settlement after the balance sheet date of a court case confirming a liability;
● receipt of information after the balance sheet date indicating that an asset was

impaired at the balance sheet date (e.g. bankruptcy of customer, sale of inventories
lower than cost);
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● the determination, after the balance sheet date, of the cost of assets purchased or
proceeds sold before the balance sheet date;

● the determination after the balance sheet date of the amount of profit/bonus pay-
ments provided there was a legal or constructive obligation at the balance sheet date;

● the discovery of fraud or error.

Non-adjusting events after the balance sheet date

An entity should not adjust the amounts recognised in the financial statements to reflect
non-adjusting events after the balance sheet date.

An example would be a decline in the market value of investments. This reflects cir-
cumstances arising in the following period.

Dividends

If dividends are declared after the balance sheet date, no liability should be recognised
at that date. Instead they should be disclosed in the notes as a contingent liability. They
do not meet the definition of a liability under IAS 37.

Going concern

An entity cannot prepare its financial statements under the going concern basis if man-
agement intends to liquidate the business after the balance sheet date or ceases trading or
has no realistic alternative to do so. IAS 1 outlines the required disclosure in such cases.

Disclosure
Disclosure should include:

1. The date of authorisation of issue
2. Who gave the authorisation
3. If the owners or others have powers to amend the financial statements after that date,

that fact.

Updating disclosure about conditions at the balance sheet date

If an entity receives information after the balance sheet date about conditions at the bal-
ance sheet date, the entity should update disclosures that relate to these conditions, in the
light of any new information.

An example would be a contingent liability becoming a provision; then the disclosures
re contingent liabilities need to be updated (as per IAS 37).

Non-adjusting events after the balance sheet date

If material, these could influence user decisions. Thus the following should be disclosed:

1. The nature of the event
2. An estimate of such an event’s financial effect, or a statement that such an estimate

cannot be made.
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Examples include:

● a major business combination/disposal after the balance sheet date;
● an announcement of a plan to discontinue an operation, or entering into binding

agreements to sell;
● major purchases/disposals of assets or expropriations of major assets by government;
● the destruction of a major production plant by fire;
● the announcement or commencing of a major restructuring;
● major ordinary share and potential share transactions;
● abnormal large changes in asset prices or foreign exchange rates;
● changes in tax rates/laws enacted or announced after the balance sheet date;
● entering into significant commitments, e.g. guarantees;
● commencement of major litigation arising solely out of events that have occurred

after the balance sheet date.

10.2 IAS 14 Segment Reporting (1997)

Objective
The objective of IAS 14 is to establish principles for reporting segment information,
both products, services etc. and geographical. This is to help users:

● better to understand past performance;
● better to assess the entity’s risks and returns; and
● to make more informed judgements about the entity as a whole.

Consolidated data alone do not provide that information, and need to be disaggregated
to achieve the objectives above.

Scope
IAS 14 should apply to the full financial statements that comply with IASs and be applied
by entities whose equity or debt is publicly traded or are in the process of issuing those
instruments in the public securities markets. Further voluntary disclosure, however, for
other entities is encouraged, but they must comply in full with IAS 14.

Normally it is required only for consolidated accounts, but if a subsidiary is itself pub-
licly traded then it must also be presented in its own separate financial report. Similar
requirements also exist for associates or joint ventures.

Key definitions
Business segment: a distinguishable component of an entity that is engaged in providing an
individual product or service or a group of related products/services and that is subject
to risks and returns that are different from those of other business segments. Factors to
consider include:

● the nature of the products/services;
● the nature of the production processes;
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● the type or class of customer for the products or services;
● the methods used to distribute the products or provide the services; and
● if applicable, the nature of the regulatory environment, e.g. banking, insurance etc.

Geographical segment : a distinguishable component of an entity that is engaged in provid-
ing products or services within a particular economic environment and is subject to risks
and returns that are different from those of components operating in other economic
environments. Factors to consider include:

● similarity of economic and political conditions;
● relationships between operations in different geographical areas;
● proximity of operations;
● special risks associated with a particular area;
● exchange control regulations; and
● the underlying currency risks.

A geographical segment can be a single country, a group of two or more countries or
even a region within a country.

Most organisations are organised and managed on the basis of predominant risks, thus
an entity’s organisational structure and internal financial reporting systems would be rel-
evant in deciding the basis for identifying its segments.

Geographical segments may be based on either the location of an entity’s operations
(origin) or the location of its markets and customers (destination). The organisational
structure should normally help to determine which is the more important of the two.

The determination of segments is judgemental, and must involve a consideration of
the qualitative characteristics of relevance, reliability and comparability over time as
well as its usefulness in assessing the risks and returns of the entity as a whole.

Segment revenue: represents revenue that is directly attributable to a segment and the rele-
vant portion of enterprise revenue that can be allocated on a reasonable basis to a seg-
ment. That can arise from external sales or from internal segments of the same entity. It
does not include extraordinary items, interest or dividend income unless it is a financial
segment; nor should it include gains on the sale of investments or extinguishment of
debt unless it is a financial segment.

It does include, however, an entity’s share of profits/losses of associates and joint ven-
tures accounted for under the equity method, as well as a joint venturer’s share of the
revenue of a jointly controlled entity that is accounted for by proportionate consolida-
tion in accordance with IAS 31 Financial Reporting of Interests in Joint Ventures.

Segment expense: represents expenses that are directly attributable to a segment, and the
relevant portion of an expense that can be allocated on a reasonable basis to the seg-
ment, including those relating to both external customers and internal segments.
Segment expense does not include extraordinary items, interest unless a financial seg-
ment, losses on sale of investments unless a financial segment, losses on sale of invest-
ments, share of associates/joint venture losses, or income tax or general administration
expenses that relate to the business as a whole. It does, however, include a joint venturer’s
share of expenses that are proportionately consolidated in accordance with IAS 31.

For a financial segment, interest income and expenses should be reported as a single
net amount only if they are reported as such in the consolidated financial statements.
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Segment result: the segment revenue less segment expense before any adjustments for
minority interests.

Segment assets: operating assets employed by the segment for operating activities and are
either directly attributable to the segment or can be allocated on a reasonable basis. If
the segment result includes interest income, then segment assets should include the
related income-producing assets.

Income tax assets are not included, and equity accounted investments are included
only if the profit/loss from such investments is included within segment revenue.
However, proportionately consolidated joint venture operating assets should be included.
Examples include:

● current assets used in operating activities of the segment;
● property, plant and equipment;
● finance leases;
● intangible assets;
● share of operating assets used by two or more segments, provided a reasonable alloca-

tion can be made;
● goodwill directly attributable to a segment or allocated on a reasonable basis.

Revaluations and prior period adjustments to business combination segment assets must
be reflected in segment disclosure.

Segment liabilities: operating liabilities that result from the operating activities of a segment
and are either directly attributable to a segment or can be allocated to the segment on a
reasonable basis. If the segment result includes interest expense, segment liabilities
should include related interest-bearing liabilities. However, a joint venturer’s share of
the liabilities of a jointly controlled entity that is accounted for by proportionate consol-
idation under IAS 31 should be included. Income tax liabilities are excluded.
Examples include:

● trade and other payables;
● accrued liabilities;
● customer advances;
● product warranty provisions.

It is expected that the internal reporting system should enable reporting entities to iden-
tify attributable revenues, expenses, assets and liabilities to reporting segments. However,
in some cases these could be argued to be arbitrary or difficult to understand by exter-
nal users. Such an allocation would not be on a reasonable basis. Conversely, some items
may not have been allocated internally but a reasonable basis for doing so exists, in
which case they should be allocated.

Identifying reportable segments
Primary and secondary segment reporting formats

The dominant source and nature of an entity’s risks and returns should govern whether
its primary reporting format should be business or geographical segments. If they are
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affected predominantly by differences in the products/services it produces, then its
primary format should be business segments with secondary information being reported
geographically, and vice versa.

An entity’s internal organisational and management structure and its system of inter-
nal financial reporting should normally be the basis for identifying the predominant
source and nature of risks and differing rates of return, and thus which reporting format
is primary – except in rare cases where:

● it is affected both by differences in products/services and geographically as evidenced
by a ‘matrix approach’ to managing the company and reporting internally, in which
case business segments should be primary and geographical secondary; and

● internal reporting is not based on either approach, in which case the directors should
determine which is the more appropriate basis to adopt as the primary format.

IAS 14 does not require but it does not prohibit the adoption of a matrix presentation
(i.e. both treated as primary) if it is felt appropriate. In the first case above, the objective
is to achieve a reasonable degree of comparability with other entities, enhance com-
parability and meet the expressed needs of investors, creditors and others for informa-
tion about product/service related and geographically related risks and returns.

Business and geographical segments

The business and geographical segments for external reporting should be in line with
internal reporting units that are used by the CEO and Directors to evaluate past perfor-
mance and make decisions about future allocations of resources within the entity.

If the internal reporting systems are based neither on products/services etc. nor on
geography, the directors should choose either business segments or geographical segments
as the entity’s primary segment reporting format based on their assessment of which for-
mat best reflects the primary source of the enterprise’s risks and returns. The decision
should be based on the factors in the definitions of both consistent with the following:

● if one or more segments are based on the definition but others are not, in the case of those
not covered by the definitions management should look to the next lower level of internal
segmentation that reports on product/geographical lines and if such a level meets the
definition of a segment then it should be treated as an identifiable reportable segment itself.

This approach of looking to an enterprise’s organisational and management structure
and its internal reporting system to identify the entity’s business and geographical seg-
ments for external reporting purposes is sometimes called the ‘management approach’.

Reportable segments

Two or more internally reported business segments or geographical segments that are
substantially similar may be combined as a single business or geographical segment if,
and only if:

● they exhibit similar long term financial performance;
● they are similar in all of the factors in the appropriate definition of either a business

or geographical segment.
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A reportable segment should be identified if a majority of its revenue is earned from
sales to external customers and:

● its revenue from sales to external customers and from other segments amounts to 10%
or more of total revenue (internal and external); or

● its segment result is 10% or more of the combined result of all segments in profit or in
loss whichever is greater; or

● its assets are 10% or more of total assets of all segments.

However, if an internally reported segment fails all of the above thresholds:

● it may be designated as a reportable segment despite its size;
● it may be combined into a separately reportable segment with one or more other simi-

lar segments that are also below the thresholds;
● if not treated as either of the above, it should be included as an unallocated reconcil-

ing item.

If total external revenue attributable to reportable segments is less than 75% of the total
consolidated revenue, additional segments should be identified as reportable segments
even if they fail the 10% thresholds until the 75% revenue threshold is met.

IAS 14 does not limit reporting segments to those that earn a majority of their revenue
externally. For example, an oil company could report upstream activities (exploration and
development) as a separate segment from downstream (refining and marketing) despite
the fact that most of the upstream product is transferred internally. IAS 14 encourages
voluntary disclosure along these lines with appropriate disclosure of the basis of pricing
inter-segment transfers.

If an entity reports vertically integrated activities as separate segments and the entity
does not choose to report them externally as business segments, the selling segment
should be combined into the buying segment in identifying externally reportable busi-
ness segments unless there is no reasonable basis for doing so, in which case the selling
segment should be included as an unallocated reconciling item.

If a segment meets the threshold in a preceding period but not the current, then
it should continue to be reported as a separate segment unless it is impracticable to
do so.

Segment accounting policies
Segment information should be prepared in conformity with the accounting policies
adopted for preparing and presenting the financial statements of the consolidated
group.

IAS 14 does not prevent the disclosure of additional segment information prepared
on a basis other than the accounting policies adopted for consolidated statements
provided that:

● the information is reported internally to the board for making decisions on allocating
resources; and

● the basis of measurement is clearly described.
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Assets that are jointly used by two or more segments should be allocated only if their
related revenues and expenses are also allocated to those segments. For example, an asset
is included in segment assets only if the related depreciation or amortisation is deducted
in measuring the segment result.

Disclosure
Primary reporting format

The disclosure requirements below should be applied to each reportable segment based
on an entity’s primary reporting format:

1. Segment revenue, with separate disclosure of external and internal
2. Segment result, with a clear description if accounting policies other than those for

the consolidated financial statements are adopted (should normally be net profit/
loss); if expenses cannot be allocated except arbitrarily, then gross margin on sales
may be used

3. The total carrying amount of segment assets
4. Segment liabilities
5. Capital expenditure incurred on an accruals basis
6. Total depreciation and amortisation included in the segment result for the period
7. Entities are encouraged but not required to disclose the nature and amount of any

items of segment revenue and expense that are of such size, nature or incidence that
their disclosure is relevant to explain performance for the period, i.e. exceptional
items; the decision re materiality should, however, be based on segments and not on
the entity as a whole

8. Significant non-cash expenses other than depreciation and amortisation
9. Entities providing the voluntary segment disclosure under IAS 7 Cash Flow Statements

need not disclose depreciation, amortisation or non cash expenses
10. Share of net profit/loss of associates, joint ventures etc. adopting the equity method

if substantially all operations are within that single segment; if disclosed, then the
aggregate investments in those associates/joint ventures should also be disclosed by
the reportable segment

11. A reconciliation between the segmental information and the consolidated accounts
is required – segment revenue to total, segment result to entity operating profit/loss
as well as to net profit/loss, and segment assets and liabilities to entity total assets
and liabilities.

Secondary segment information

If an entity’s primary format for reporting segment information is business segments, it should also
report the following information

1. Segment revenue from external customers by geographical area based on the geo-
graphical location of its customers for each segment which exceeds 10% or more of
total external sales
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2. The total carrying amount of segment assets, for each geographical segment whose
assets are 10% or more of total assets

3. The total cost incurred during the period to acquire segment fixed assets for each
geographical segment that exceeds 10% or more of all geographical segments.

If an entity’s primary format for reporting segment information is geographical segments (location of
assets or of customers), it must also report the following secondary information for each
business segment which exceeds 10% or more of total revenue or total assets:

1. Segment revenue from external customers
2. The total carrying amount of segment assets
3. The total cost incurred during the period to acquire segment fixed assets.

If an entity’s primary format for reporting segment information is geographical segments (location of
assets) and if location of its customers is different from the location of its assets, then the entity
should also report revenue from sales to external customers for each customer based
geographical segment whose revenue from sales to external customers is 10% or more of
total entity revenue to external customers

If an entity’s primary format for reporting segment information is geographical segments (location of
customers) and if location of its assets is different from the location of its customers, then the follow-
ing should be reported for each asset-based geographical segment whose revenue from
external sales or segment assets is 10% or more of group amounts:

1. The total carrying amount of segment assets by geographical location
2. The total cost incurred in the period to acquire segment fixed assets, by location of

assets.

Other disclosure matters
If a business segment for which information is reported to the CEO or Board is not a
reportable segment because it earns a majority of its income from internal sales but still
sells 10% or more of total entity revenue, the entity should disclose that fact and the
amounts of revenue from (a) sales to external customers and (b) internal sales.

The basis of transfer pricing should be disclosed.
Changes in accounting policies adopted for segment reporting that have a material

effect on segment information presented for comparative information should be restated
unless it is impracticable to do so. Such disclosure should include a description of the
nature of the change, the reasons for the change, the fact that comparative information
has been restated or that it is impracticable to do so and the financial effect of the
change, if reasonably determinable. If an entity changes the identification of its seg-
ments and it does restate prior periods, then the entity should report segment data for
both the old and the new bases of segmentation in the year in which it changes the iden-
tification of its segments.

An enterprise should disclose the types of products/services included in each segment
and indicate the composition of each reported geographical segment, both primary and
secondary, if not otherwise disclosed in the financial report.
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Table 10.1 Summary of required primary disclosures

Primary Format – Primary Format – Primary Format – 
Business Geographic Location Geographic Location 

of Assets of Customers

Revenue from external Revenue from external Revenue from external
customers by business customers by location customers by location of
segment of assets customers

Revenue from Revenue from transactions Revenue from transactions with
transactions with other with other segments by other segments by location of
segments  by business location of assets customers
segment

Segment result by Segment result by location of Segment result by location of
business segment assets customers

Carrying amount of Carrying amount of segment Carrying amount of segment
segment assets by assets by location of assets assets by location of customers
business segment

Segment liabilities by Segment liabilities by location Segment liabilities by location
business segment of assets of customers

Cost to acquire property, Cost to acquire property, plant, Cost to acquire property, plant,
plant, equipment and equipment, and intangibles by equipment and intangibles by
intangibles by business location of assets location of customers
segment

Depreciation and Depreciation and amortisation Depreciation and amortisation
amortisation by by location of assets by location of customers
business  segment

Non cash expenses by Non cash expenses by location Non cash expenses by location
business segment of assets of customers

Share of net profit/ Share of net profit/loss and Share of net profit/loss and
loss and investment investment in equity investment in equity method
in equity method method associates or joint associates or joint ventures 
associates or joint ventures by location of by location of customers 
ventures by business assets (if substantially all (if substantially all within one
segment (if substantially within one segment) segment)
all within one 
segment)

Reconciliation of revenue, Reconciliation of revenue, Reconciliation of revenue,
result, assets and  result, assets and liabilities result, assets and liabilities
liabilities by business 
segment

The latter should help users to assess the impact of changes in demand, changes in
price of inputs, development of alternative products, the impact of changes in the
economic and geographical environment etc.

Tables 10.1 and 10.2 provide summaries of required primary and secondary
disclosures, respectively.
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Table 10.2 Summary of required secondary disclosures

Primary Format – Primary Format – Primary Format – 
Business Geographic Location Geographic Location of

of Assets Customers

Revenue from external Revenue from external Revenue from external
customers by location of customers by business customers by business segment
customers segment

Carrying amount of segment Carrying amount of segment Carrying amount of segment
assets by location of assets assets by business segment assets by business segment

Cost to acquire property, Cost to acquire property, plant, Cost to acquire property, plant,
plant, equipment and equipment and intangibles equipment and intangibles by
intangibles by location of by business segment business segment
assets Revenue from external

customers by geographical
customers if different from
location of assets

Carrying amount of segment
assets by location of assets if
different from location of
customers

Cost to acquire property, plant,
equipment and intangibles 
by location of assets if
different from location of
customers

Revenue for any business or Revenue for any business or Revenue for any business or
geographical segment geographical segment whose geographical segment whose
whose external revenue is external revenue is more than external revenue is more than
more than 10% of entity 10% of entity revenue but 10% of entity revenue but 
revenue but that is not a that is not a reportable that is not a reportable 
reportable segment segment because a majority segment because a majority of
because a majority of its of its revenue is from internal its revenue is from internal
revenue is from internal transfers transfers
transfers

Basis of pricing inter-segment Basis of pricing inter-segment Basis of pricing inter-segment
transfers and any changes transfers and any changes transfers and any changes
therein therein therein

Changes in segment Changes in segment accounting Changes in segment accounting
accounting policies policies policies

Types of products and Types of products and services Types of products and services
services in each business in each business segment in each business segment
segment

Composition of each Composition of each Composition of each
geographical segment geographical segment geographical segment
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Illustrative layout
Information about business segments (£m)

Paper products Office products Publishing Other operations Eliminations Consolidated
2002 2001 2002 2001 2002 2001 2002 2001 2002 2001 2002 2001

Revenue
External sales 55 50 20 17 19 16 7 7
Inter-segment sales 15 10 10 14 2 4 2 2 (29) (30)
Total revenue 70 60 30 31 21 20 9 9 (29) (30) 101 90

Result
Segment result 20 17 9 7 62 61 0 0 (1) (1) 630 624
Unallocated corporate 

expenses (7) (9)
Operating profit 23 15
Interest expense (4) (4)
Interest income 2 3
Share of net profits of

associates 6 5 2 2 8 7
Income taxes (7) (4)
Profit from ordinary 22 17

activities
Extraordinary loss:
uninsured earthquake
damage to property (3) 66 (3)
Net profit 22 14

Other information
Segment assets 54 50 34 30 10 10 10 9 108 99
Investment in equity 20 16 12 10 32 26

accounted associates
Unallocated 

corporate assets 635 630
Consolidated total assets 175 155
Segment liabilities 25 15 8 11 8 8 1 1 42 35
Unallocated corporate 640 55

liabilities
Consolidated total 682 90

liabilities
Capital expenditure 12 10 3 5 5 4 3
Depreciation 9 7 9 7 5 3 3 4
Non-cash expenses other

than depreciation 8 2 7 3 2 2 2 1

Note: Business and geographical segments

Business segments: for management purposes, the Company is organised on a worldwide
basis into three major operating divisions – paper products, office products and publishing –
each headed by a senior vice president. The divisions are the basis on which the Company
reports its primary segment information. The paper products segment produces a broad
range of writing and publishing papers and newsprint. The office products segment man-
ufactures labels, binders, pens and markers, and also distributes office products made by
others. The publishing segment develops and sells loose-leaf services, bound volumes and
CD-ROM products in the fields of taxation, law and accounting. Other operations include
development of computer software for specialised business applications for unaffiliated
customers, and development of certain former productive timberlands into vacation sites.
Financial information about business segments is presented in Schedule A.

Geographical segments: although the Company’s three divisions are managed on a world-
wide basis, they operate in four principal geographical areas of the world. In the United
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Kingdom, its home country, the Company produces and sells a broad range of papers
and office products. Additionally, all of the Company’s publishing and computer
software development operations are conducted in the United Kingdom, though the
published loose-leaf and bound volumes and CD-ROM products are sold throughout
the United Kingdom and Western Europe. In the European Union, the Company oper-
ates paper and office products manufacturing facilities and sales offices in the following
countries: France, Belgium, Germany and the Netherlands. Operations in Canada and
the United States are essentially similar, and consist of manufacturing papers and
newsprint that are sold entirely within those two countries. Most of the paper pulp
comes from company owned timberlands in the two countries.

Operations in Indonesia include the production of paper pulp, and the manufacture
of writing and publishing papers and office products, almost all of which are sold out-
side Indonesia, both to other segments of the company and to external customers.

Sales by market: the following table shows the distribution of the company’s consolidated
sales by geographical market, regardless of where the goods were produced:

Assets and additions to property, plant, equipment and intangible assets by geographical area: the follow-
ing table shows the carrying amount of segment assets, and additions to property, plant,
equipment, and intangible assets, by geographical area in which the assets are located:

Segment revenue and expense: in Belgium, paper and office products are manufactured in
combined facilities and are sold by a combined sales force. Joint revenues and expenses
are allocated to the two business segments. All other segment revenue and expense is
directly attributable to the segments.

Segment assets and liabilities: segment assets include all operating assets used by a segment and
consist principally of operating cash, receivables, inventories and property, plant and equip-
ment, net of allowances and provisions. While most such assets can be directly attributed to
individual segments, the carrying amount of certain assets used jointly by two or more
segments is allocated to the segments on a reasonable basis. Segment liabilities include all
operating liabilities and consist principally of accounts, wages, and taxes currently payable
and accrued liabilities. Segment assets and liabilities do not include deferred income taxes.

Carrying amount of Additions to property,
segment assets plant, equipment and

intangible assets
2002 2001 2002 2001

United Kingdom 72 78 8 5
Other European Union countries 47 37 5 4
Canada and the United States 34 20 4 3
Indonesia 022 020 07 06

175 155 24 18

Sales revenue by
geographical market

2002 2001
United Kingdom 19 22
Other European Union countries 30 31
Canada and the United States 28 21
Mexico and South America 6 2
Southeast Asia (principally Japan and Taiwan) 018 14

101 90
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Inter-segment transfers : segment revenue, segment expenses and segment result include
transfers between business segments and between geographical segments. Such transfers
are accounted for at competitive market prices charged to unaffiliated customers for sim-
ilar goods. Those transfers are eliminated in consolidation.

Unusual item : sales of office products to external customers in 2002 were adversely affected by
a lengthy strike of transportation workers in the United Kingdom, which interrupted prod-
uct shipments for approximately 4 months. The company estimates that sales of office prod-
ucts were approximately half of what they would have been during the 4-month period.

Investment in equity method associates : the company owns 40% of the capital stock of Europaper
Ltd, a specialist paper manufacturer with operations principally in Spain and the United
Kingdom. The investment is accounted for by the equity method. Although the investment
and the company’s share of Europaper’s net profit are excluded from segment assets and seg-
ment revenue, they are shown separately in conjunction with data for the paper products seg-
ment. The company also owns several small equity method investments in Canada and the
United States whose operations are dissimilar to any of the three business segments.

Extraordinary loss: the company incurred an uninsured loss of £3m caused by earthquake
damage to a paper mill in Belgium in November 2001.

10.3 IAS 24 Related Party Disclosures
(December 2003)

Objective
The objective of IAS 24 is to ensure that the disclosure of information about related
party relationships draws attention to the possibility that the entity’s financial position
and performance may have been affected by the existence of related parties and by
transactions and outstanding balances between an entity and its related parties.

Scope
The standard should apply in:

● identifying related party relationships, transactions and outstanding balances;
● identifying the circumstances in which disclosure is required in financial statements;
● determining the disclosures to be made.

Disclosure is also required of related party transactions and balances in the separate finan-
cial statements of a parent, venturer or investor as per IAS 27.

Purpose of related party disclosures
Related party relationships are a normal feature of commerce, but they could have an
affect on profit/loss, financial position and cash flows. Related parties may enter con-
tracts that unrelated parties may not – e.g. transfer of goods to a parent at cost.

The mere existence of a related party relationship may be sufficient to affect the
transactions with other parties. One party may refrain from acting because of the
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significant influence of another; for example, a subsidiary may be instructed by a parent
not to engage in research and development.

Thus knowledge of related party transactions, balances and relationships may affect
assessments of an entity’s operations, risks etc., and should be disclosed.

Key definitions
Related party: a party is related to an entity if it:

● directly, or indirectly through one or more intermediaries, controls, or is controlled by,
or is under common control with the entity has an interest in the entity that gives it 
significant influence over that entity has joint control over the entity;

● is an associate as defined in IAS 28;
● is a joint venture as defined in IAS 31;
● is a member of the key management personnel of the entity or its parent;
● is a close member of the family of any individual referred to above;
● is an entity in which a controlling or jointly controlling interest over voting power is

owned.
● is a post employment benefit plan.

Related party transaction: a transfer of resources, services or obligations between related
parties, regardless of whether or not a price is charged.

Control: the power to govern the financial and operating policies of an entity to obtain
benefits from its activities.

Joint control: contractually agreed sharing of control over an economic activity.

Significant influence: the power to participate in the financial and operating policy deci-
sions, but not control. This can be achieved by share ownership, statute or agreement.

Close members: family members expected to influence or be influenced by an individual in
their dealings with the entity. These include:

● the individual’s domestic partner and children;
● children of the individual’s domestic partner; and
● dependants of the individual or individual’s domestic partner.

In all cases attention is given to the substance of the relationship, not merely the legal form.
The following are specifically mentioned as NOT being related parties:

● two entities simply because they have common directors;
● two venturers simply because they share joint control over a joint venture;
● providers of finance, trade unions, public utilities and government departments;
● economic dependent entities (e.g. major customers, suppliers, distributors, franchisers etc.).

Disclosure
Disclosure of control

Relationships between parents and subsidiaries should be disclosed irrespective of
whether or not there have been transactions between those parties.
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Where an entity is controlled by another party, the name of that party and, if different,
the ultimate controlling party should be disclosed. If the ultimate party is not known,
that fact should be disclosed. If neither the entity’s parent nor the ultimate controlling
party publishes financial statements for public use, then the most senior parent must be
disclosed.

Disclosure of key management personnel compensation

Key management personnel compensation must be disclosed in total and for the each of
the following:

1. Short-term employee benefits
2. Post-employment benefits
3. Other long-term benefits
4. Termination benefits
5. Equity compensation benefits.

Disclosure of transactions

The nature of the relationship between the parties should be disclosed, as well as the fol-
lowing MINIMUM information:

1. The amount of the transactions
2. The amount of outstanding balances and

● their terms and conditions including details of security and nature of consideration
● details of any guarantees provided or received

3. Provisions for doubtful debts
4. Bad debts written off.

The above must be disclosed separately for each of the following categories: the parent,
entities with joint control, subsidiaries, associates, joint ventures, key management, other
related parties.

The following are examples of transactions that should be disclosed with a related party:

● purchases and sale of goods;
● purchases and sales of property and other assets;
● rendering or servicing of services;
● leases;
● transfer of research and development;
● transfer under licence arrangements;
● transfer under finance arrangements;
● provision of guarantees or collateral;
● settlement of liabilities on behalf of the entity or by the entity on behalf of another

party.

Disclosure that terms were on an arm’s length basis should only be provided if the
disclosures can be substantiated.

Similar items can be aggregated except if separate disclosure is necessary for an
understanding of the effects of related party transactions on the financial statements.
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10.4 Examination questions

Question 10.1 Portico (ACCA)
(The first of the three questions in this chapter covers the basics of segment reporting. It requires students
to discuss the objectives and usefulness of providing such information as well as identifying the main
problems encountered in delivering the information. The second part of the question requires a student to
put theory into practice by asking him/her to identify the reportable segments for Portico and how certain
specific items should be treated in the segment report.)
Consolidated financial statements effectively aggregate the results of members of the
group. Whilst this achieves the objective of showing the results of the group as if it were
a single entity, it does have the disadvantage of hiding the relative performance of the
different components of the entity. The International Accounting Standards Board’s
solution to this problem is to require disclosures relating to the different segments of
the entity.

Required

(a) Discuss the objectives and usefulness of reporting segment information.
(b) Define a reportable segment under IAS 14 Segment Reporting.
(c) Identify the main problems of providing segment information.

Portico has identified the following distinguishable business segments, together with their
relative sizes:

None of the smaller segments are similar enough to be combined with other segments.
The sizes above can be taken to relate to segment revenues, profits and assets.

The following additional information has been obtained:

(i) For cost control purposes, Portico’s holding company is invoiced centrally and pays
the utility costs (electricity and water) of each of its three reportable segments.

(ii) In its management accounts, central head office expenditure on research and devel-
opment expenditure is allocated to reportable segments in relation to the relative
turnover of each segment.

(iii) Certain assets, liabilities and expenses for the segments have been identified:

$000 $000 $000
Leased assets at cost 12,000 25,000 18,000
Annual depreciation based on life of lease 1,200 1,250 1,500
Outstanding lease liability (at year end) 7,000 15,000 8,000
Lease interest for current year 800 1,300 600

Engineering 23%
Textiles 22%
Chemicals 20%
Travel agency 8%
House building 7%
Four others of 5% each 20%
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Required

(d) Identify the reportable segments for Portico and state how you would recommend the
items in (i) to (iii) above should be treated in Portico’s segment report.

Question 10.2 Global (CIMA)
(The second question in the group provides an already prepared segment report and requires students to try
and interpret the information. As part of that process students are required to refer to any reservations they
have on the information provided by the reporting entity.)
You are the Management Accountant of Global. Global has operations in a number of
different areas of the world and presents segment information on a geographical basis in
accordance with IAS 14 Segment Reporting. The segment information for the year ended
30 June 2002 is given below.

Europe America Africa Group
2002 2001 2002 2001 2002 2001 2002 2001

Revenue $m $m $m $m $m $m $m $m
External sales 700 680 600 550 400 200 1,700 1,430
Inter-segment sales 720 685 610 010 440 205 1,770 1,420
Total revenue 720 685 610 560 440 205 1,770 1,450
Result
Segment result 70 69 90 90 (20) (40) 140 119
Unallocated corporate

expenses 1(25) (20)
Profit from operations 115 99
Interest expense (22) (18)
Interest income 4 3
Share of net profits of

associates 10 9 12 5 – – 21
Income taxes 14
Net profit (35) (30)

(83) (68)
Other
Information
Segment asset 610 560 610 560 300 270 1,520 1,390
Investment in equity

method associates 55 52 36 30 – – 91 82
Unallocated corporate

assets 1,200 1 ,175
Consolidated total assets 1,811 1,647
Segment liabilities 260 240 250 230 100 90 610 560
Unallocated corporate

liabilities 680 005
Consolidated total

liabilities 690 635
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Your Chief Executive Officer has reviewed the segment information above and has
expressed concerns about the performance of Global. He is particularly concerned
about the fact that the Africa segment has been making losses ever since the initial invest-
ment in 2000. He wonders whether operations in Africa should be discontinued, given
the consistently poor results.

Required

Prepare a report for the Chief Executive Officer of Global that analyses the performance of
the three geographical segments of the business, based on the data that have been provided.
The report can take any form you wish, but you should specifically refer to any reservations
you may have regarding the use of the segment data for analysis purposes.

Question 10.3 Diversity (ACCA)
(The third question is mainly concerned with the actual preparation of a segment report, but it requires
students to comment on the approach adopted by the management team in apportioning finance lease inter-
est and consolidated goodwill. The first section is a general question identifying the main items of infor-
mation that require to be disclosed under IAS 14.)
Consolidated financial statements effectively show the performance of a group as if it were
a single entity. It is widely recognised that this information is of great value to many user
groups, but consolidated financial statements also have been criticised. Many commentators
have argued that to aggregate financial information relating to several subsidiaries that may
operate in different industries and markets serves to produce information that may conceal
important data and has the potential to confuse those who wish to analyse it. A defence of
this point is that the financial statements of the individual companies within a group are
often publicly available to those who would take the trouble to obtain them.

Required

(a) Identify the main items of information that require disclosure under IAS 14 (revised)
Segmental Reporting.

(b) Bearing in mind the above comments:

(i) discuss the necessity for, and benefits of, segmental information; and
(ii) identify the problem areas relating to the provision of segmental information.

The following information has been extracted from the consolidated financial state-
ments of Diversity for the year ended 31 March 2000. Note: the consolidated figures
exclude inter-segment trading.

$m
Sales revenue 900
Cost of sales 634
Distribution costs 87
Central administration 37
Amortisation of goodwill 20
Finance costs (lease 10, debenture 12) 22
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Required

(c) Prepare, as far as the information permits, a segment report for Diversity commenting on
the merit of management’s policy of apportioning the finance lease interest and the
consolidated goodwill.

The activities of Diversity relate to three operational segments: engineering, chemicals
and a supermarket chain. Information relating to the segments is:

Notes:

(i) The segmental figures include the results of inter-segment trading; all figures (other
than the percentages) are in $ million.

(ii) During the year the engineering division manufactured the steelwork for the super-
structure of several new supermarkets, this work was invoiced at cost ($20 million) to
the supermarket division. The other inter-segment sales ($40 million) were from the
chemical division to the engineering division at normal profit margins. There are no
group unrealised profits.

(iii) The finance costs comprise of interest on finance leases and debenture interest. The
management of Diversity consider the debenture interest to be a common cost, but
not the interest on finance leases. This can be taken to accrue in proportion to the
value of outstanding lease obligations.

(iv) The consolidated goodwill and its depreciation relate to a subsidiary that has both
engineering and chemical operations. Management assessed that, based on the rel-
ative profitability at the time of acquisition, the goodwill should be allocated 30% to
the engineering operations and 70% to the chemical operation.

(v) When preparing segment reports, Diversity uses its operating activities as the basis
for its primary reporting format.

Engineering Chemicals Supermarkets
Sales revenue 420 340 200
Gross profit margin on external sales 20% 40% 25%
Distribution and administration 24 38 25
Goodwill (see below)
Owned fixed assets 150 120 100
Leased assets 60% 40% nil
Current assets 70 60 30
Current liabilities 40 20 30
Lease obligations 50% 50% nil

Dividends 50
Consolidated goodwill 60
Non-current assets: – owned 370

– leased 150
Current assets 160
Current liabilities 90
Finance lease obligations 200
10% Debenture (issued in 1998) 120
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11
Employee benefits, pension schemes

and share-based payment

11.1 IAS 19 Employee Benef its (December 1998,
amended 2000)

Introduction
There are five categories of employee benefits:

1. Short-term, e.g. wages, salaries, paid leave, profit sharing, bonuses and non-monetary
benefits such as medical care, housing, cars or subsidised goods

2. Post-employment benefits, e.g. pensions, medical care, life insurance
3. Other long-term employee benefits, e.g. long service leave, sabbaticals, long-term

disability payments
4. Termination benefits, e.g. early retirement, redundancy payments
5. Equity compensation benefits.

Short-term employee benefits should be recognised when the employee has rendered
service in exchange for the benefits.

Post-employment benefit plans are classified as defined contribution (DC) or defined
benefit (DB). IAS 19 also covers multi-employer plans, state plans and plans with insured
benefits.

Under DC, fixed contributions are paid into a fund – the employer has no further
legal or constructive obligation to pay more into the fund if there are not sufficient assets
to pay employee benefits. IAS 19 requires immediate expense of DC contributions when
employees have rendered service in exchange for those contributions.

All other post-employment benefit plans are defined benefit plans. These may be
unfunded, or wholly or partly funded. IAS 19 requires an enterprise to:

● account for all legal and constructive obligations;
● determine the present value of DB obligations and the fair value of any plan assets with

sufficient regularity that the amounts recognised in the financial statements do not
materially differ from the amounts that would be determined at the balance sheet date;

● use the projected unit credit method;
● accrue benefit to periods of service under the plan’s benefit formula unless an employee’s

service in later years will lead to a higher level of benefits than in earlier years;
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● use unbiased and mutually compatible actuarial assumptions re demographic and
financial variables (financial assumptions should be based on market expectations at
the balance sheet date);

● base the discount rate on high quality corporate bonds of a currency and term
consistent with the currency and term of the post-employment benefit obligations.

Objective
The objective of IAS 19 is to prescribe the accounting treatment and disclosure for
employee benefits (i.e. all forms of consideration given by an entity in exchange for ser-
vices rendered by employees). The principle underlying all of the detailed requirements
of the standard is that the cost of providing employee benefits should be recognised in
the period in which the benefit is earned by the employee rather than when it is paid or
payable.

Scope
IAS 19 applies to wages and salaries, paid vacation and sick leave, profit-sharing plans,
medical and life assurance benefits during employment, housing benefits, free or sub-
sidised goods or services given to employees, pension benefits, post-retirement medical
and life insurance benefits, long service or sabbatical leave, deferred compensation pro-
grammes, termination benefits and equity compensation benefits.

Key definitions
Employee benefits: all forms of consideration given by an enterprise in exchange for ser-
vices rendered by employees.

Short-term employee benefits: employee benefits (bar termination and equity compensation
benefits) which fall wholly within 12 months after the end of the period in which the
employees render the related service.

Post-employment benefits: employee benefits (bar termination and equity compensation
benefits) which are payable after the completion of employment.

Defined contribution plans: post-employment benefit plans in which an enterprise pays fixed
contributions into a separate entity fund. There are no legal or constructive obligations
to pay further contributions if the fund is insufficient to pay all employee benefits.

Defined benefit plans: post-employment benefit plans other than defined contribution
plans.

Multi-employer plans: DC or DB plans (other than state plans) that:

● pool the assets contributed by various enterprises not under common control; and
● use those assets to provide benefits to employees of more than one enterprise, on the

basis that contribution and benefit levels are determined without regard to the identity
of the enterprise that employs the employees concerned.
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Other long-term employee benefits: employee benefits (other than post-employment benefits,
termination and equity compensation benefits) which do not fall due within 12 months
after the end of the period in which employees render the related service.

Termination benefits: employee benefits payable as a result of either:

● an enterprise’s decision to terminate an employee’s employment before normal
retirement date; or

● an employee’s decision to accept voluntary redundancy in exchange for those benefits.

Equity compensation benefits: employee benefits under which either:

● employees are entitled to receive equity financial instruments issued by the
enterprise; or

● the amount of the enterprise’s obligation to employees depends on the future price of
equity financial instruments issued by the enterprise.

Current service costs: the increase in the present value of the DB obligation resulting from
employee service in the current period.

Interest cost: the increase during a period in the present value of a DB obligation which
arises because the benefits are one period closer to settlement.

Return on plan assets: interest, dividends and other revenue derived from the plan assets
together with realised and unrealised gains or losses on the plan assets, less any cost of
administering the plan and less any tax payable by the plan itself.

Post-service cost: the increase in the present value of the DB obligation for employee ser-
vice in prior periods, resulting from the introduction of, or changes to, post-employment
benefits or other long-term employee benefits. Can be positive or negative (i.e. benefits
are improved or reduced).

Actuarial gains and losses: experience adjustments (i.e. differences between previous actuarial
assumptions and what occurred), and the effects of changes in actuarial assumptions.

Short-term employee benefits
Accounting for short-term benefits is fairly simple as there are no actuarial assumptions
to make and there is no requirement to discount future benefits.

Recognition and measurement

All short-term employee benefits
When an employee has rendered service the enterprise should recognise the undis-
counted amount of short-term benefits expected to be paid in exchange for that service:

● as a liability (accrual) after deduction of amounts paid; if payments exceed benefits the
excess should be treated as an asset (prepayment) to the extent that it will lead to a
reduction in future payments or a cash refund;

● as an expense unless another IAS permits or requires the inclusion of employment
costs as part of the cost of an asset (e.g. IAS 2 and IAS 16).
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Short-term absences
An enterprise should recognise the expected cost of short-term employee benefits when:

● the employees render service that increases their entitlement to future compensated
absences; and

● when the absences occur.

Examples include unused holiday leave which is expensed when employees render
services. That is an accumulating entitlement (see Example 11.1).
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Example 11.1
Short-term absence

An enterprise has 100 employees, who are each entitled to 5 working days of paid sick
leave each year. Unused sick leave may be carried forward for 1 year. Sick leave is taken first
out of the current year’s entitlement and then out of any balance brought forward from the
previous year (i.e. LIFO basis). At 31.12.2001, the average unused entitlement is 2 days per
employee. Based on past experience, 92 employees will take no more than 5 days of paid sick
leave in 2002 and the remaining 8 employees will take an average of 6.5 days each.

The enterprise expects to pay an additional 12 days of sick pay (8 employees � 1.5 days), thus a liability equal
to 12 days sick pay should be accrued.

Example 11.2
Profit sharing

A profit-sharing plan requires an enterprise to pay a specified proportion of its net profit for
the year to employees who serve throughout the year. If none leave, the total payments will
be 3% of net profit. The enterprise estimates that staff turnover will reduce this to 2.5% of
net profit.

The enterprise should recognise a liability and an expense of 2.5% of net profit.

Other non-accumulating absences are only paid when they occur, but there is no
accumulated entitlement. No liability or expense occurs until the time of the
absence.

Profit-sharing and bonus plan
An enterprise should recognise the expected cost of profit-sharing and bonus payments
only when both:

● the enterprise has a legal or constructive obligation to make such payments; and
● a reliable estimate of the obligation can be made.

Example 11.2 provides an illustration.
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A constructive obligation can only exist if:

● the formal terms of the bonus plan contain a formula for determining the size of the
benefit;

● the enterprise determines the amounts to be paid before the financial statements are
authorised for issue;

● past practice gives clear evidence of the amount of the obligation.

Disclosure
No specific disclosures are required re short-term employee benefits, but other IASs may
require disclosures – e.g. IAS 24 re employee benefits for key management personnel and
IAS 1 re staff costs.

Post-employment benefits
Most employers provide post-employment benefits for their employees after they have
retired. These include pension schemes but also post-employment death benefits and
medical care. These benefit schemes are often referred to as ‘plans’.

The plans receive regular contributions from employers (and sometimes employees)
and the monies are invested in assets such as stocks and shares, bonds and property. The
benefits are paid out of the income derived from the plan assets or the sale of some plan
assets.

There are two types or categories of plans:

1. Defined contribution, where the contributions paid in are defined and the size of the
benefit will depend on the performance of the plan assets – i.e. the risk is with the
employee

2. Defined benefit, where the size of the benefits is determined in advance. The
employer must contribute to meet those benefits, and if the assets are insufficient
then any deficit must be made good by the employer by making additional contri-
butions. If, however, there is a surplus, then an employer may take a contribution
holiday or even obtain a refund from the fund. The risk, however, is clearly borne
by the employer.

A clear distinction must be made between the funding of a pension scheme (i.e. actual
cash contributions into the scheme) and its accounting treatment (i.e. cost to be charged
to the income and other performance statements).

Multi-employer plans

IAS 19 requires all multi-employer schemes to be classified as either DB or DC. If the
scheme is DB, the entity should account for its proportionate share of the DB obligation,
plan assets and costs in the same way as for other DB schemes, and provide full disclosure.

However, where there is insufficient information (e.g. cannot get access to share
of plan assets/liabilities) then it should be accounted for as a DC scheme and provide
additional disclosures that it is a DB scheme and the reasons why the information is not
available.
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In addition, to the extent that a surplus/deficit may affect the amount of future
contributions, the following should be disclosed:

1. Any available information about the surplus/deficit
2. The basis used in determining the surplus/deficit
3. The implications, if any, for the enterprise.

Multi-employer plans must be distinguished from group administration plans. The latter
is an aggregation of single employer plans combined to allow participating employers to
pool their assets for investment purposes and reduce administration costs, but the claims
of different employers are segregated. These, therefore, should be treated in the normal
way for DB purposes.

State plans

These are established by legislation and operated by government. They cannot be con-
trolled or influenced by the enterprise. They should therefore be treated in the same way
as multi-employer schemes. In most state plans the enterprise has no legal or construc-
tive obligation to pay future benefits, thus its only obligation is to pay the contributions
as they fall due and if the enterprise ceases to employ the members of the state plan then
there is no further obligation. They are usually, therefore, classified as DC schemes, but
in rare cases they could be DB and the enterprise must follow the disclosure as per multi-
employer schemes.

Insurance benefits

Insurance premiums should be treated as defined contributions to the plan unless the
employer has a legal or constructive obligation to pay the benefits directly to the employees,
or to make further payments in the event that the insurance company does not pay all
the post-employment benefits for which the insurance has been paid.

Defined contribution schemes

These schemes are relatively straightforward as:

● the obligation is determined by the amount paid into the plan each period;
● there are no actuarial assumptions;
● there is no discounting involved, if the obligation is settled in the current period.

IAS 19 requires the following:

● contributions should be recognised as an expense in the period payable;
● any liability for unpaid contributions should be accrued as a liability;
● any excess contributions should be treated as prepayments, but only to the extent that

they will lead to a refund or reduction in future payments.

If the contributions do not fall within 12 months, they should be discounted.
An enterprise must disclose a description of the plan as well as the amount recognised

as an expense in the period.
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Defined benefit plans

These are much more complex than DC schemes for the following reasons:

● the future benefits cannot be estimated exactly – actuarial assumptions are necessary;
● the obligations are payable in future years and therefore there is a need for these to be

discounted to present value;
● if the actuarial assumptions change or experience differs from those assumptions, then

actuarial gains and losses will arise.

These factors mean that the actual contributions paid into the fund in a particular
period is not a fair charge for that period. DB plans may be funded or unfunded,
and contributions are paid into a fund that is legally separate from the reporting
enterprise.

Recognition and measurement
The following are the steps required in order for an employer to account for the expense
and liability of a defined benefit plan:

1. Actuarial assumptions must be used to make a reliable estimate of the amount of
future benefits employees have earned from service in relation to the current and
prior years – these include life expectancy, inflation, labour turnover, salary
increases etc.

2. The future benefits should be discounted using the projected unit credit method in
order to provide a total present value of future benefit obligations arising from past
and current periods of service

3. The fair value of the plan assets should be established
4. The total actuarial gain/loss should be determined, and the amount that should be

recognised
5. Where a plan has been improved, the additional cost arising from past service should

be determined
6. Where a plan has been curtailed or cancelled, the resulting gain or loss should be

determined.

These procedures must be followed individually for each DB scheme the enterprise has.
IAS 19 makes it very clear that an entity must account for all constructive obligations;
thus if it has an informal practice whereby the entity has no realistic alternative but to
pay employee benefits, it should provide for those obligations – e.g. where a change in
the enterprise’s formal practices would cause unacceptable damage to its relationship
with employees.

Projected unit credit method
Under this actuarial method it is assumed that each period of service by an employee
gives rise to an additional unit of future benefits. The present value of that unit can be
calculated and attributed to the period in which the service is given. The units, each
measured separately, add up to the total overall obligation. The accumulated present
value of discounted future benefits will incur interest over time, and thus an interest
expense should be recognised (see Example 11.3).
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Balance sheet
Under IAS 19, the following net total should be recognised as a defined benefit liability
on the balance sheet:

● the present value of the defined benefit obligation at the balance sheet date;
● plus any actuarial gains, or minus any actuarial losses not yet recognised;
● minus any past service costs not yet recognised;
● minus the fair value of the assets in the plan out of which future obligations to current

and past employees will be directly settled.

The present value of DB obligations and plan assets should be determined with suffi-
cient regularity that the amounts recognised in the financial statements do not differ
materially from the amounts that would be determined at the balance sheet date. IAS 19
does not require, but does encourage, the use of a qualified actuary in the measurement
process.
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Example 11.3
Projected unit credit method

Assume an employer pays a lump sum to employees when they retire. The lump sum is equal
to 1% of their salary in the final year of service, for every year of service given.

● An employee is expected to work for 5 years (actuarial assumption)
● His/her salary is expected to rise by 8% per annum (actuarial assumption)
● His/her salary in 2001 is €10,000
● The discount rate is 10% per annum.

Based on a current salary of €10,000 and an annual rise of 8%, the salary in 2005 should be
€13,605. An employee’s lump sum entitlement is therefore expected to be €136 for each
year’s service, i.e. €680 in total.

Assuming no change in the actuarial assumptions and that no employees leave, the calcula-
tions are as follows:

Future benefit attributable to: 2001 2002 2003 2004 2005
€ € € € €

Prior years 0 136 272 408 544
Current year (1% of final salary) 136 136 136 136 136
Prior and current years total 136 272 408 544 680

The future benefit builds up to €680 over the 5 years, at the end of which the employee is
expected to retire and the benefit is payable.

These figures, however, need to be discounted:

2001 2002 2003 2004 2005
€ € € € €

Opening obligation – 93 204 336 494
Interest at 10% – 9 20 34 50
Current service cost 93 102 112 124 136
Closing obligation 93 204 336 494 680

Note that interest is the opening obligation multiplied by the discount rate.
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If the total is negative, i.e. an asset, then it should be disclosed in the balance
sheet as the lower of either the figure as calculated above, or the total of the present
values of:

● any unrecognised actuarial losses and past service costs;
● any refunds expected from the plan;
● any reductions in future contributions, due to the surplus.

Example 11.4 provides an illustration.
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Example 11.4
Balance sheet

A DB plan has the following characteristics:

Present value of the obligation 1,100
Fair value of plan assets (1,190)

(90)
Unrecognised actuarial losses (110)
Unrecognised past service cost (70)
Unrecognised increase in the liability on initial adoption of IAS 19 ,(50)
Negative amount determined , (320)
Present value of available future refunds and reductions in future contributions 100

The limit is computed as follows:

Unrecognised actuarial losses (110)
Unrecognised past service costs (70)
Present value of available future refunds and reductions in future contributions (100)
Limit (280)

As 280 is less than 320, the enterprise recognises an asset of 280 and discloses that the limit
reduced the carrying amount of the asset by 40.

Income statement
The expense to be recognised in the income statement is the net total of the following:

● the current service cost;
● interest;
● the expected return on plan assets and reimbursement rights;
● actuarial gains and losses to the extent recognised;
● past service costs to the extent recognised;
● the effect of any curtailments or settlements.

Recognition and measurement: present value of defined benefit obligations
and current service cost

There are many variables affecting the ultimate cost of a DB scheme – e.g. final salaries,
labour turnover, mortality, medical cost trends etc. In order to measure the present value
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of the post-employment benefit obligations and related current service cost, it is
necessary to:

● apply an actuarial valuation method, i.e. the projected unit credit method (see
Example 11.3);

● attribute benefit to periods of service;
● make actuarial assumptions.

Attribute benefits to periods of service
These should be attributed under the plan’s benefit formula. However, if an employee’s
service in later years will lead to a materially higher level of benefit than in earlier years,
an enterprise should attribute benefit on a straight-line basis from the date when service
by the employee first leads to benefits under the plan, until the date when further service
by the employee will lead to no material amount of further benefits under the plan other
than from further salary increases.

Example 11.5 provides an illustration.
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Example 11.5
Present value of defined benefit obligations and current service cost

Assume a DB plan provides for an annual pension for former employees on retirement. The
size of the pension is 2.5% of the employee’s final salary for each year of service. The pension
is payable from the age of 65.

The annual payment obligation of 2.5% should first be converted to a present value
lump sum as at the date of retirement, using actuarial assumptions. The current service
cost is the present value of that obligation (i.e. the present value of monthly pension
payments of 2.5% of final salary, multiplied by the number of years of service to date). For
example, if an employee is expected to earn €10,000 in his or her final year and to live for
15 years after retirement, the benefit payable for each year of employment would be the
discounted value, as at retirement date, of €250 per annum for 15 years. This should then
be converted to a present value to determine the current service cost for the year for that
employee.

Probabilities should be taken into consideration. Assume a benefit of €1,000 for every year
of service is payable to employees when they retire at 60, provided they remain with the
employer until that time. Also assume an employee joins the company at the age of 40, with
20 years still to work.

The benefit attributable to each year of service is €1,000 � probability that the employee
will remain with the employer until he or she is 60. Since the benefit is payable at retirement
as a lump sum, it should be discounted – i.e. the present value of €40,000 (40 years � €1,000)
multiplied by the same probability.

No added obligations arise after all significant post-employment benefits have vested.
Suppose employees have an entitlement to a lump sum on retirement of €2,000 for every year
they have worked, up to a maximum of 10 years (i.e. maximum of €20,000) and this vests
after 10 years. A benefit of €2,000 should be attributed to each of the first 10 years of an
employee’s service. The current service cost in each of the 10 years should be the present value
of €2,000. If an employee has 25 years to go before retirement, there should be a service cost
in each of the first 10 years and none in the last 15 thereafter.
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Example 11.6
Inter Plc

Inter Plc’s DB plan provides all employees with a paid lump sum retirement benefit of
€100,000. They must be still employed aged 55 after 20 years of service, or still employed at
the age of 65, no matter what their length of service.

For employees joining before age 35, service first leads to benefits at age 35 because they
could leave at 30 and return at 33 with no effect on the amount/timing of benefits. Also,
beyond age 55 no further benefits will arise. Inter Plc should allocate €100,000/20 � €5,000
to each year between the ages of 35 and 55.

For employees joining between the ages of 35 and 45, service beyond 20 years will lead to
no further benefit. Inter Plc should therefore allocate €100,000/20 � € 5,000 to each of the
first 20 years.

Employees joining at 55 exactly will receive no further benefit past 65, so Inter Plc should
allocate €100,000/10 years � €10,000 to each of the first 10 years.

Example 11.6 provides a further example of how the rules should be applied.

Actuarial assumptions
These should be unbiased and mutually compatible. They are the enterprise’s best esti-
mate of the variables that will determine the ultimate cost of providing post-retirement
benefits. They comprise:

● demographic assumptions – mortality rates, employee turnover, disability and early
retirement, proportion of members eligible for benefits and medical claim rates

● financial assumptions – discount rate, future salary and benefit levels, future increase in
medical costs, expected return on assets etc. – which should be based on market expecta-
tions, at the balance sheet date, for the period over which the obligations are to be settled.

The discount rate adopted should be determined by reference to market yields on high
quality fixed rate corporate bonds, but in their absence yields on comparable govern-
ment bonds should be used.

Actuarial gains and losses
These arise because of the following:

● actual events differ from the actuarial assumptions;
● actuarial assumptions are revised;
● actual returns on plan assets differ from expected returns.

These are inevitable, and thus IAS 19 takes the view that they should not be recognised
until they become significant. They are not recognised, however, if they fall within a tol-
erable range or ‘corridor’.

IAS 19 requires that as a general rule, actuarial gains and losses should be recorded in
the income statement as an expense/income and as part of the defined benefit liability/
asset on the balance sheet. However, only a portion should be recognised if the net
cumulative actuarial gains/losses exceed the greater of:

● 10% of the present value of the DB obligation (i.e. before deducting plan assets); and
● 10% of the fair value of the plan assets.
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This must be carried out separately for each plan. The excess calculated as above should
then be divided by the expected average remaining working lives of participating
employees to arrive at the charge to go through the income statement.

IAS 19 does permit, however, any systematic method to be adopted if it results in
faster recognition of actuarial gains and losses. The same basis must be applied to both
gains and losses, and applied consistently from period to period.

Past service costs
Past service costs should be expensed on a straight-line basis over the average period
until the benefits become vested. To the extent that the benefits are already vested
immediately following the introduction of, or changes to, a defined benefit plan, an
enterprise should recognise past service costs immediately (see Example 11.7).
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Example 11.7
Past service costs

An enterprise operates a pension plan that provides for a pension of 2% of final salary for
each year of service. On 1 January 2005 the enterprise improves the pension to 2.5% of final
salary for each year of service starting from 1 January 2001. At the date of the improvement,
the present value of the additional benefits for service from 1 January 2001 to 1 January 2005
is as follows:

Employees with more than 5 years service at 1.1.05 150
Employees with less than 5 years service at 1.1.05 (average vesting period: 3 years) 120

270

The enterprise should recognise 150 immediately because those benefits are already vested.
The enterprise should recognise 120 on a straight-line basis over 3 years from 1 January 2005.

Past service costs exclude:

● the effect of differences between actual and previously assumed salary increases;
● under/overestimates of discretionary pension increases where a constructive obliga-

tion exists;
● estimates of benefit improvements resulting from actuarial gains already recognised in

the financial statements if the enterprise is obliged to use a surplus for the benefit of
participants even if no award is formally made;

● the increase in vested benefits when employees complete vesting requirements;
● the effect of plan amendments that reduce benefits for future service (curtailments).

Recognition and measurement: plan assets

The contributions into a plan by the employer (and sometimes also employees) are
invested in assets such as stocks and shares, property, bonds etc. The fair value of these
plan assets is deducted from the defined benefits obligation in calculating the balance
sheet liability.

Where no market price is available, the fair value is estimated by discounting future
cash flows using a discount rate that reflects both the risk and maturity of those assets.
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Unpaid contributions are excluded. Where plan assets include qualifying insurance
policies that exactly match the amount and timing of some or all of the benefits payable
under the plan, the fair value of those insurance policies is deemed to be the present
value of the related obligations.

When it is virtually certain that another party will reimburse some or all of the
expenditure required to settle a defined benefit obligation, an enterprise should recog-
nise its right to reimbursement as a separate asset. This should be measured at fair value.
In all other respects, an enterprise should treat that asset in the same way as plan assets.
The expense should be presented net of any reimbursement (see Example 11.8).

291 Employee benefits, pension schemes and share-based payment

Example 11.8
Recognition and measurement of plan assets

Present value of obligation 1,241
Unrecognised actuarial gains 11.17
Liability recognised on balance sheet 1,258

Rights under insurance policies that exactly match the amount and timing of
some of the benefits payable under the plan (those benefits have a present 
value of 1,092) 1,092

The unrecognised actuarial gains of 17 are the net cumulative actuarial gains on the
obligation and on the reimbursement rights.

Example 11.9
Return on plan assets

At 1.1.2001, the fair value of plan assets was 10,000 and net cumulative unrecognised actuarial
gains were 760. On 30.6.2001, the plan paid benefits of 1,900 and received contributions of
4,900. At 31.12.2001, the fair value of plan assets was 15,000 and the present value of the
defined benefit obligation was 14,792. Actuarial losses for 2001 on the obligation were 60.

At 1.1.2001 the entity made the following estimates, based on market prices at that date:

%

Interest and dividend income after tax 9.25
Realised and unrealised gains on plan assets after tax 2.00
Administration costs 1(1.00)
Expected rate of return 10.25

Return on plan assets
The expected return on plan assets is one component of the expense recognised in the
income statement. The difference between the expected return on plan assets and the
actual return is an actuarial gain or loss. It is included with the actuarial gains/losses in
determining the net amount that is compared with the limits of the 10% corridor.

The expected return is based on market expectations at the start of the period.
Administration expenses are deducted in determining the expected and actual return on
plan assets (see Example 11.9).
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Business combinations

For acquisitions, an entity should recognise the present value of the obligations less the
present value of any plan assets arising from post-employment benefits. The present
value includes the following, even if the acquiree has not recognised them at the date of
acquisition:

● actuarial gains and losses that arose before the date of the acquisition;
● past service costs that arose from benefit changes before the date of acquisition; and
● amounts, under transitional arrangements, that the acquiree had not recognised.

Curtailments and settlements

Gains/losses should be recognised when the curtailment or settlement occurs, and a
gain/loss should comprise:

● any resulting change in the present value of the plan assets;
● any resulting change in the fair value of plan assets;
● any related actuarial gains/losses and past service cost not previously recognised.

However, an entity should first determine the effect of a curtailment/settlement by
remeasuring the obligation using current actuarial assumptions.

A curtailment occurs when there is a material reduction in the number of employees
in the plan or when a plan is materially changed so that current employees no longer
qualify for benefits or for reduced benefits (see Example 11.10). Curtailments are often
linked to restructuring.

A settlement occurs when an entity eliminates all further legal or constructive obliga-
tions under a defined benefit plan.

When a curtailment relates to only some of the employees, the gain/loss includes a
proportionate share of the previously unrecognised past service cost and actuarial
gains/losses. That is determined on the basis of the present value of obligations before
and after curtailment or settlement unless another more rational basis is appropriate.
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For 2001 the expected and actual return on plan assets are as follows:

Return on 10,000 held for 12 months at 10.25% 1,025
Return on 3,000 held for 6 months at 5% (equivalent to 10.25%

annually compounded every 6 months) 150
Expected return on plan assets for 2001 1,175

Fair value of plan assets at 31.12.2001 15,000
Less fair value of plan assets at 1.1.2001 (10,000)
Less contributions received (4,900)
Add benefits paid 1,900
Actual return on plan assets 2,000

The difference between the expected return on plan assets (1,175) and the actual return on
plan assets (2,000) is an actuarial gain of 825. Therefore, the cumulative net unrecognised
gains are 1,525 (760 � 825 – 60). The limits of the corridor are set at 1,500 (greater of
10% � 15,000 and 10% of 14,792). In the following year (2002) the entity recognises in
income an actuarial gain of 25 (1,525 – 1,500) divided by the expected average remaining life
of the employees concerned.
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Presentation

Offset
Only offset an asset on one plan against a liability on another plan if there is a legally
enforceable right to use a surplus in one plan against a deficit on another, and the entity
intends to settle its obligations on a net basis or to realise the surplus and settle its
obligation simultaneously.

Current/non-current distinction
IAS 19 does not distinguish between current and non-current portions of assets and
liabilities under post-employment benefit plans.

Financial components of post-employment benefit costs
IAS 19 does not specify whether an entity should present current service cost, interest
cost and the expected return on plan assets as components of a single item of income/
expense on the face of the income statement.

Disclosure
The following should be disclosed about defined benefit plans:

1. Accounting policy for recognising actuarial gains/losses
2. General description of the type of plan
3. Reconciliation of assets and liabilities recognised on balance sheet showing, at least:

● present value of defined benefit obligations wholly unfunded
● present value of defined benefit obligations wholly or partly funded
● fair value of any plan assets at the balance sheet date
● the net actuarial gains/losses not recognised in the balance sheet
● the past service cost not yet recognised on the balance sheet
● any amount not recognised as an asset
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Example 11.10
Curtailment

A business segment is discontinued and employees will earn no further benefits. Using actuarial
assumptions immediately prior to the curtailment, the net present value of the obligation is
1,000. Plan assets have a fair value of 820, and net cumulative unrecognised actuarial gains
are 50. IAS 19 was adopted 1 year earlier and the net liability has risen by 100 (recognised over
5 years).

The effect of the curtailment is as follows:

Before Curtailment After
curtailment gain curtailment

Net present value of obligation 1,000 (100) 900
Fair value of plan assets (820) – (820)

180 (100) 80
Unrecognised actuarial gains 50 (5) 45
Unrecognised transitional amount (100 � 4/5) 1(80) 98 1(72)
Net liability recognised in balance sheet 150 (97) 153

IASD_ch11v1.qxd  6/16/05  7:17 PM  Page 293



● the fair value of any reimbursement right recognised as an asset
● the other amounts recognised in the balance sheet.

4. The amounts included in the fair value of plan assets for:
● each category of an entity’s own financial instruments, and
● any property occupied by, or other assets used by, the reporting entity

5. A reconciliation showing movements during the period in the net liability recognised
6. The total expense in income for:

● current service cost
● interest cost
● expected return on plan assets
● expected return on any reimbursement right recognised as an asset under 104(a)
● actuarial gains and losses
● past service costs, and
● the effect of any curtailment or settlement

7. The actual return on plan assets and on any reimbursement right
8. The principal actuarial assumptions including;

● the discount rates
● the expected rates of return on plan assets
● the expected rates of return for periods presented on any reimbursement right
● the expected rates of salary increase
● medical cost trend rates
● any other material actuarial assumptions used.

Actuarial assumptions must be disclosed in absolute terms, not relative.

Other long-term employee benefits
These include:

● long-term compensated absences (e.g. sabbatical leave)
● jubilee or long-term benefits
● long-term disability benefits
● profit sharing and bonuses payable
● deferred compensation paid after more than 12 months.

These are not as complicated as post-employment benefits – they need a simple model
as their measurement is not usually subject to the same degree of uncertainty. The
method differs from post-employment benefits as follows:

● actuarial gains and losses are recognised immediately – no ‘corridor’ is applied; and
● all past service costs are recognised immediately.

Recognition and measurement

The liability should be the net total of the present value of defined benefit obligations at
the balance sheet date, minus the fair value at the balance sheet date of plan assets used
to settle the obligations.

The liability should be measured as per DB schemes.
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The net total should be expensed except to the extent that another IAS requires or
permits their inclusion in the cost of an asset:

● current service cost;
● interest cost;
● expected return on plan assets and on any reimbursement right recognised as an asset;
● actuarial gains and losses which should be recognised immediately;
● past service cost recognised immediately; and
● the effect of any curtailments or settlements.

If there is a long-term disability benefit, the obligation arises when the service is
rendered and the measurement of that obligation reflects the probability that payment
will be required and the length of time for which it will be paid.

Disclosure

No specific disclosures are required, but under IAS 24 an entity should disclose
information about other long-term employee benefits for key management personnel.

Termination benefits
An entity should recognise termination benefits as a liability and an expense when, and
only when, the entity is demonstrably committed to either:

● terminating the employment of an employee/s before the normal retirement date; or
● providing termination benefits as a result of an offer made to encourage voluntary

redundancy.

An entity is demonstrably committed to a termination date when the entity has a detailed
formal plan for the termination. The plan should include, as a minimum:

● the location, function and approximate number of employees of termination;
● the termination benefits for each job;
● the time at which the plan will be implemented.

Termination benefits are usually lump sum payments, but also include:

● enhancement of retirement benefits; and
● salary until the end of a specified notice period if the employee does not render

further service.

As these benefits do not provide an entity with future economic benefits, they are
therefore expensed immediately.

If the benefits fall due after more than 12 months, they should be discounted. The
measurement of a voluntary redundancy programme should be based on the expected
number of employees expected to accept the offer.

Disclosure
Where uncertainty exists, a contingent liability should be disclosed under IAS 37. Under
IAS 8, the nature and amount of an expense, if exceptional, should be disclosed, as well
as termination benefits for key management personnel, under IAS 24.
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Equity compensation benefits

These include such benefits as:

● shares, share options and other equity issued to employees at less than fair value; and
● cash payments whose amount depends on the future market price of the shares.

There are no specific recognition and measurement requirements in the standard on
equity compensation payments (but see IFRS 2).

Equity compensation benefits may affect:

● an entity’s financial position by having to issue equity; and
● an entity’s performance and cash flows by reducing cash or increasing expenses.

An entity should disclose:

1. The nature and terms of equity compensation plans
2. The accounting policy for equity compensation plans
3. The amounts recognised for equity compensation plans
4. The number and terms of equity instruments that are held by equity compensation

plans at the start and end of the period (the extent to which the employees’ entitle-
ments to those instruments are vested at the start and end of the year should be
specified)

5. The number and terms of equity instruments issued by the entity to equity compen-
sation plans or to employees during the period and the fair value of any consideration
received from the equity compensation plans or the employees

6. The number, exercise dates and exercise prices of share options exercised under
equity compensation plans during the period

7. The number of share options held by equity compensation plans or held by employees
under the plans that lapsed during the period

8. The amount, and principal terms of any loans or guarantees granted by the entity to
or on behalf of equity compensation plans.

In addition, the entity should also disclose:

1. The fair value at start and end of the period of the entity’s own equity instruments
held by equity compensation plans

2. The fair value, at date of issue, of the entity’s own equity instruments issued by the
entity to equity compensation plans or to employees, or by equity compensation plans
to employees during the period.

If it is not practicable to determine the fair value of equity instruments, that fact should
be disclosed.

If there is more than one equity instrument, the disclosures can be carried out
individually or in suitable groupings. If the latter, disclosures should be provided in 
the form of weighted averages or of relatively narrow ranges. It might be useful to
distinguish ‘out of the money’ options separately.

Additional disclosures may be required under IAS 24 if an entity:

● provides equity compensation benefits to key management personnel;
● provides equity compensation benefits via instruments issued by the entity’s parent; or
● enters into related party transactions with equity compensation plans.
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Transitional provisions
On first adoption of IAS 19, the transitional liability for DB schemes is determined as:

● the present value of the obligation at date of adoption;
● minus the fair value, at date of adoption, of plan assets out of which obligations will

be settled;
● minus any past service cost that should be recognised in later periods.

If the liability is larger than the previous accounting policy the entity should recognise
irrevocably the increase as:

● immediate as per IAS 8; or
● as an expense on a straight-line basis up to 5 years from the date of adoption, but the

entity must apply the limit in para. 58 in measuring the asset, disclose the amount still
unrecognised and the amount recognised in the period, and limit the actuarial gain
only to the extent that net cumulative unrecognised actuarial gains exceed the
unrecognised part of the transitional liability; it must also include the related part of
the unrecognised transitional liability in determining any subsequent gain or loss on
settlement or curtailment.

Any decreases should be recognised immediately under IAS 8.
Example 11.11 provides an illustration.
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Example 11.11
Transitional provisions

At 31.12.1998 a pension liability of 100 exists on the balance sheet. IAS 19 is adopted from
1.1.1999, when the present value of the obligation is 1,300 and the fair value of plan assets is
1,000. On 1.1.1993 the entity improved pensions (cost for non-vested benefits 160; average
remaining period 10 years).

The transitional effect is as follows:

Present value of the obligation 1,300
Fair value of plan assets (1,000)
Less past service cost to be recognised in later periods (160 � 4/10) (64)
Transitional liability 236
Liability already recognised 100
Increase in liability 136

The entity may choose to recognise the increase of 136 immediately or over up to 5 years, but
the choice is irrevocable.

At 31.12.1999 the present value of the obligation is 1,400 and the fair value of plan assets
1,050. Net cumulative unrecognised actuarial gains since adopting the standard is 120. The
expected average working life of employees in the plan was 8 years. The policy is to recognise
all actuarial gains and losses immediately.

The effect of the limit is as follows:

Net cumulative unrecognised actuarial gains 120
Unrecognised part of the transitional liability (136 � 4/5) (109)
Maximum gain to be recognised 11
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Illustrative example
The following information is provided about a defined benefit plan. To keep interest
simple, all transactions are assumed to occur at the year end. The present value of the
obligation and the fair value of the plan assets were both 1,000 at 1.1.2001. Net cumu-
lative unrecognised actuarial gains at that date were 140.

2001 2002 2003
Discount at start of the year 10.0% 9.0% 8.0%
Expected rate of return on plan assets at start of year 12.0% 11.1% 10.3%
Current service cost 130 140 150
Benefits paid 150 180 190
Contributions paid 90 100 110
Present value of obligation at 31 December 1,141 1,197 1,295
Fair value of plan assets at 31 December 1,092 1,109 1,093
Expected average remaining working lives of employees (years) 10 10 10

In 2002 the plan was amended to provide additional benefits with effect from 1.1.2002.
The present value as at 1.1.2002 of additional benefits for employee service before
1.1.2002 was 50 for vested benefits and 30 for non-vested benefits. As at 1 January 2002,
the enterprise estimated that the average period until the non-vested benefits would
become vested was 3 years; the past service cost arising from additional non-vested
benefits is therefore recognised on a straight-line basis over 3 years. The past service cost
arising from additional vested benefits is recognised immediately. The enterprise has
adopted a policy of recognising actuarial gains and losses under the minimum require-
ments of IAS 19.

Changes in the present value of the obligation and in the fair value
of the plan assets

The first step is to summarise the changes in fair value of the obligation and in the fair
value of the plan assets and use this to determine the amount of the actuarial gains or
losses for the period. These are as follows:

2001 2002 2003
Present value of obligation, 1 January 1,000 1,141 1,197
Interest cost (10%, 9%, 8%) 100 103 96
Current service cost 130 140 150
Past service cost – non-vested benefits – 30 –
Past service cost – vested benefits – 50 –
Benefits paid (150) (180) (190)
Actuarial (gain)/loss on obligation (balancing figure) 61 (87) 42

Present value of obligation, 31 December 1,141 1,197 1,295

Fair value of plan assets, 1 January 1,000 1,092 1,109
Expected return on plan assets 120 121 114
Contributions 90 100 110
Benefits paid (150) (180) (190)
Actuarial gain/(loss) on plan assets (balancing figure) 32 (24) (50)
Fair value of plan assets, 31 December 1,092 1,109 1,093
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Limits of the corridor

The next step is to determine the limits of the corridor and then compare these with 
the cumulative unrecognised actuarial gains and losses in order to determine the net
actuarial gain or loss to be recognised in the following period. The limits are set at the
greater of:

● 10% of the present value of the obligation before deducting plan assets; and
● 10% of the fair value of any plan assets.

These limits and the recognised and unrecognised actuarial gains and losses are as
follows:

2001 2002 2003
Net cumulative unrecognised actuarial gains (losses) at 1 January 140 107 170
Limits of corridor at 1 January 100 114 120
Excess (a) 140 1–1 150

Average expected remaining working lives (years) (b) 110 110 110
Actuarial gain (loss) to be recognised (a/b) 124 12– 125
Unrecognised actuarial gains (losses) at 1 January 140 107 170
Actuarial gain (loss) for year – obligation (61) 87 (42)
Actuarial gain (loss) for year – plan assets 132 (24) (50)
Subtotal 111 170 78
Actuarial gain (loss) recognised 1 (4) – 1(5)
Unrecognised actuarial gains (losses) at 31 December 107 170 73

Amounts recognised in the balance sheet and income statement,
and related analyses

The final step is to determine the amounts to be recognised in the balance sheet and
income statement, and the related analyses to be disclosed under paragraphs 120(c), (e),
(f) and (g) of the standard. These are as follows:

2001 2002 2003
Present value of the obligation 1,141 1,197 1,295
Fair value of plan assets (1,092) (1,109) (1,093)

49 88 202
Unrecognised actuarial gains (losses) 107 170 73
Unrecognised past service cost – non-vested benefits . .–07 (1 (20) (10)
Liability recognised in balance sheet 156 1 , 238 265

Current service cost 130 140 150
Interest cost 100 103 96
Expected return on assets (120) (121) (114)
Net actuarial (gain) loss recognised in year (4) – (5)
Past service cost – non-vested benefits – 10 10
Past service cost – vested benefits 1–.4 150 –. .
Expense recognised in income statement 106 182 137
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Movements in the net liability recognised in the balance sheet, to be disclosed under
paragraph 120(e):

Actual return on plan assets, to be disclosed under paragraph 120(g):

Illustrative disclosures

Employee benefit obligations
The amounts recognised in the balance sheet are as follows:

Defined benefit Post-employment
pension plans medical benefits

2002 2001 2002 2001
Present value of funded obligations 12,310 11,772 2,819 2,721
Fair value of plan assets (11,982) (11,188) (2,480) (2,415)

328 584 339 306
Present value of unfunded obligations 6,459 6,123 5,160 5,094
Unrecognised actuarial gains (losses) (97) (17) 31 72
Unrecognised past service cost (450) (650) – –
Net liability in balance sheet ( 6,240 6,040 5,530 5,472
Amounts in the balance sheet:

Liabilities 6,451 6,278 5,530 5,472
Assets (211) (238) – –

Net liability in balance sheet ( 6,240 6,040 5,530 5,472

The pension plan assets include ordinary shares issued by the enterprise with a fair value
of 317 (2001: 281). Plan assets also include property occupied by the enterprise with a
fair value of 200 (2001: 185).

The amounts recognised in the income statement are as follows:

Defined benefit Post-employment
pension plans medical benefits

2002 2001 2002 2001
Current service cost 1,679 1,554 471 411
Interest on obligation 1,890 1,650 819 705
Expected return on plan assets (1,392) (1,188) (291) (266)
Net actuarial losses (gains) recognised in year 90 (187) – –
Past service cost 200 200 – –
Losses (gains) on curtailments and settlements 1,221 1, (47) – –
Total, included in ‘staff costs’ 2,688 1,982 999 850

Actual return on plan assets 1,232 1,205 275 254

Expected return on assets 120 121 114
Actuarial gain (loss) on plan assets 132 (24) (50)
Actuarial return on plan assets 152 97 64

Opening net liability 140 156 238
Expense as above 106 182 137
Contributions paid .(90) (100) (110)
Closing net liability 156 238 265
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Movements in the net liability recognised in the balance sheet are as follows:

Defined benefit Post-employment
pension plans medical benefits

2002 2001 2002 2001
Net liability at start of year 6,040 5,505 5,472 5,439
Net expense recognised in the income statement 2,688 1,982 999 850
Contributions (2,261) (1,988) (941) (817)
Exchange differences on foreign plan (227) 221 – –
Liabilities acquired in business combinations 6, – 0 320 6, – 0 6, – 0
Net liability at end of year 6,240 6,040 5,530 5,472

Principal actuarial assumptions at the balance sheet date (expressed as weighted
averages):

The group also participates in an industry-wide defined benefit plan which provides
pension benefits linked to final salaries and is funded on a pay-as-you-go basis. It is not
practicable to determine the present value of the group’s obligation or the related cur-
rent service cost, as the plan computes its obligations on a basis that differs materially
from the basis used in the enterprise’s financial statements. On that basis, the plan’s
financial statements to 30 June 2000 show an unfunded liability of 27,525. The
unfunded liability will result in future payments by participating employers. The plan
will result in future payments by participating employers. The plan has approximately
75,000 members, of whom approximately 5,000 are current or former employees of the
enterprise or their dependants. The expense recognised in the income statement, which
is equal to contributions due for the year, and is not included in the above amounts, was
230 (2001: 215). The group’s future contributions may be increased substantially if other
enterprises withdraw from the plan.

11.2 IAS 26 Accounting and Reporting 
by Retirement Benefit Plans (1994)

Objective
The objective of IAS 26 is to specify measurement and disclosure principles for the
reports of retirement benefit plans. All plans should include in their reports a statement
of changes in net assets available for benefits, a summary of significant accounting
policies, and a description of the plan and the effect of any changes in the plan during
the period.

2002 2001
Discount rate at 31 December 10.0% 9.1%
Expected return on plan assets at 31 December 12.0% 10.9%
Future salary increases 5.0% 4.0%
Future pension increases 3.0% 2.0%
Proportion of employees opting for early retirement 30.0% 30.0%
Annual increase in health care costs 8.0% 8.0%
Future changes in maximum state healthcare benefits 3.0% 2.0%
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Scope
This standard should be applied in the reports of retirement benefit plans where such
reports are prepared.

The plan should be separate from the employer’s. It covers reporting by the plan to all
participants, not to individuals. It complements IAS 19, which applies to the cost of
retirement plans in an employer’s own financial statements.

The plans may be defined contribution or defined benefit. They may require the
creation of separate funds to which contributions are made and from which retirement
benefits are paid. IAS 26 applies regardless of whether or not a fund is created. Similarly,
funds invested through insurance companies are also covered.

It does not cover employment termination indemnities, long service leave benefits,
special early retirement or redundancy plans, health and welfare plans etc.

Key definitions
Retirement benefit plans: arrangements whereby an entity provides benefits for its
employees on or after termination of service when such benefits can be determined
or estimated in advance of retirement from the provisions of a document or from the
entity’s practices.

Defined contribution plans: retirement benefit plans under which retirement benefits are
determined by contributions to a fund together with investment earnings thereon.

Defined benefit plans: retirement benefit plans under which retirement benefits are
determined by reference to a formula usually based on employees’ earnings and years of
service.

Funding: the transfer of assets to a fund separate from the employer’s entity to meet future
obligations for the payment of retirement benefits.

Most plans are based on formal agreements, but some plans permit employers to limit
their obligations under the plans although it is usually difficult to cancel a plan if the
employees are to be retained. The same accounting should apply to both formal and
informal plans.

Any hybrid plans should be considered to be defined contribution for the purposes
of IAS 26.

Defined contribution plans
The report of a defined contribution plan should contain a statement of net assets
available for benefits, and a description of the funding policy.

Future benefits are determined by the contributions paid by the employer and
investment earnings thereon. There is no need for actuarial advice, and the employer’s
obligation is a closed end liability. However, an employer is interested in the efficient and
fair operation of the plan and participants are concerned about proper control being
exercised to protect their rights.
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The objective of reporting by a DC plan is periodically to provide information about
the plan and the performance of its investments. That is achieved by providing a report
including the following:

● a description of significant activities for the period and the effect of any changes
relating to the plan, its membership and terms and conditions;

● statements reporting on the transactions and investment performance for the period
and the financial position of the plan at the end of the period; and

● a description of the investment policies.

Defined benefit plans
The report of a DB plan should contain either a statement that shows:

● the net assets available for benefits;
● the actuarial present value of promised retirement benefits, distinguishing between

vested benefits and non vested benefits; and
● the resulting excess or deficit

or a statement of net assets available for benefits including either:

● a note disclosing the actuarial present value of promised retirement benefits,
distinguishing between vested benefits and non vested benefits; or

● a reference to this information in an accompanying actuarial report.

If an actuarial valuation has not been prepared at the date of the report, the most recent
valuation should be used as a base and the date of the valuation disclosed.

The actuarial present value should be based on the benefits promised under the terms
of the plan based on service to date using either current or projected salary levels, with
disclosure of the basis. The effect of any changes in actuarial assumptions having a
significant effect on the actuarial present value of promised benefits should also be
disclosed.

The report should explain the relationship between the actuarial present value of
promised actuarial benefits and net assets available, and the policy for funding.

The payment of promised benefits depends on the financial position of the plan and
the ability to make future contributions, as well as investment performance and operating
efficiency. It requires actuarial advice to assess the financial position, review the assump-
tions and recommend future contribution levels.

The objective of reporting by a DB plan is periodically to provide information about
the financial resources and activities of the plan that is useful in assessing the relation-
ships between the accumulation of resources and plan benefits over time. The objective
is usually achieved by providing a report including the following:

● a description of significant activities for the period and the effect of any changes
relating to the plan, its membership and terms and conditions;

● statements reporting on the transactions and investment performance for the period
and the financial position of the plan at the end of the period;

● actuarial information either as part of the statements or by way of a separate 
report; and

● a description of the investment policies.
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Actuarial present value of promised retirement benefits

The present value of future expected payments may be calculated using either current
or expected salary levels.

The reasons for adopting a current salary approach include the following:

● the actuarial present value can be calculated more objectively than with projected
salary levels as it involves fewer assumptions;

● increases in benefits due to salary increases become an obligation of the plan at the
time of the salary increase; and

● the amount of the actuarial present value is more closely related to the amount
payable in the event of a termination or discontinuance of the plan.

The reasons for adopting a projected salary approach include the following:

● financial information should be prepared on a going concern basis, irrespective of the
assumptions and estimates made;

● under final pay schemes, benefits are determined by reference to salaries at or near
retirement date – salaries, contribution levels and rates of return must be projected; and

● failure to incorporate salary projections may result in an apparent overfunding.

The actuarial value of benefits based on current salaries is disclosed in the report of a
plan to indicate the obligation for benefits earned to the date of the report. The actuarial
value of benefits based on projected salaries is disclosed to indicate the magnitude of the
potential obligation on a going concern basis.

In addition, sufficient explanation may need to be given to indicate clearly the context
in which the actuarial valuation should be read. It may take the form of providing
information on the adequacy of future funding and of the funding policy based on
salary projections. This can be provided in the financial information or in the actuary’s
report.

Frequency of actuarial valuations

In many countries, actuarial valuations are obtained every 3 years. If not prepared at the
date of the report, the most recent valuation should be used as the base and the date of
valuation disclosed.

Report content

For defined benefit plans, the information should be provided in one of the following
formats:

1. A statement in the report showing the net assets, the actuarial present value of benefits
and the excess/deficit. The report should also contain statements of changes in net
assets and in the actuarial present value of benefits. It may include a separate actuary’s
report supporting the actuarial present value of promised retirement benefits.

2. A report that includes a statement of net assets and a statement of changes in those
benefits. The actuarial present value of benefits is disclosed in the notes. The report
may also include a report from an actuary supporting the actuarial present value of
promised benefits.
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3. A report that includes a statement of net assets and a statement of changes in net
assets with the actuarial value of promised retirement benefits contained in a
separate actuarial report.

In each format, a trustee’s report and an investment report may accompany the
statements.

All plans
Valuation of plan assets

Investments should be valued at fair value – for marketable securities, that is market
value. If the fair value is not possible, disclosure should be made of the reason why it is
not adopted.

Disclosure

The following information should also be provided:

1. A statement of changes in net assets available for benefits
2. A summary of significant accounting policies
3. A description of the plan and the effect of any changes in the plan during the period.

Net assets
There should be a statement of net assets available for benefits disclosing:

1. Assets at the end of the period suitably classified
2. The basis of valuation of assets
3. Details of any single investment exceeding 5% of the net assets available for benefits
4. Details of any investment in the employer
5. Liabilities other than the actuarial present value of promised retirement benefits.

There should be a statement of changes in net assets available for benefits disclosing:

1. Employer contributions
2. Employee contributions
3. Investment income – interest and dividends
4. Other income
5. Benefits paid or payable
6. Administration expenses
7. Other expenses
8. Taxes on income
9. Profits and losses on disposal of investments and changes in their value

10. Transfers to and from other plans.

A description of the funding policy
For defined benefit plans, this should include the actuarial present value of promised
retirement benefits based on benefits promised, service rendered to date and using either
current salary levels or projected salary levels.
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For defined benefit plans, there should be a description of the significant actuarial
assumptions made and the method used to calculate the actuarial present value of
promised retirement benefits.

There should be a description of the plan, either as part of the financial information
or in a separate report, including:

1. The names of the employers and groups concerned
2. The number of participants receiving benefits and the number of other participants,

classified as appropriate
3. The type of plan – defined contribution or defined benefit
4. A note as to whether participants contribute to the plan
5. A description of the retirement benefits promised
6. A description of any plan termination terms
7. Changes in items (1) to (6) during the period covered by the report.

11.3 IFRS 2 Share-Based Payment (April 2004)

Share options are a common feature of employee remuneration. In addition, some
entities issue share options to suppliers. However, until this IFRS was issued, there was
no IFRS on the subject.

Objective
The objective of this IFRS is to specify the financial reporting by an entity when it
undertakes a share-based payment transaction particularly its impact in profit or loss
and financial position.

Scope
An entity shall apply this IFRS for all share-based payment transactions including:

● equity-settled share-based payment transactions;
● cash-settled share-based payment transactions; and
● transactions in which the entity receives or acquires goods or services and the terms

provide a choice of settling in cash or by issuing equity.

Transfers of an entity’s equity instruments by its shareholders to suppliers are share-
based payment transactions.

A transaction with an employee in his or her capacity as a holder of equity of the
entity is not a share-based payment transaction.

‘Goods’ includes inventories, consumables, property, plant and equipment, intangible
assets and other non-financial assets. However, IFRS 2 does not apply to a business
combination (see IFRS 3 Business Combinations). Hence, equity issued in a business
combination in exchange for control of the acquiree is not within the scope of this IFRS.
However, equity granted in the capacity as employees (e.g. in return for continued
service) is within the scope of this IFRS.
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This IFRS does not apply to a contract within the scope of paras 8–10 of IAS 32
Financial Instruments: Disclosure and Presentation or paras 5–7 of IAS 39 Financial Instruments:
Recognition and Measurement.

Key definitions
Cash-settled share-based payment transaction: a share-based payment transaction in which the
entity acquires goods or services by incurring a liability to transfer cash or other assets to
the supplier of those goods or services for amounts that are based on the price (or value)
of the entity’s shares or other equity instruments of the entity.

Equity instrument : a contract that evidences a residual interest in the assets of an entity
after deducting all of its liabilities.

Equity-settled share-based payment transaction: a share-based payment transaction in which
the entity receives goods or services as consideration for equity instruments of the entity
(including shares or share options).

Grant date: the date at which the entity and another party (including an employee) agree
to a share-based payment arrangement, being when the entity and the counterparty
have a shared understanding of the terms and conditions of the arrangement. At grant
date the entity confers on the counterparty the right to cash, other assets, or equity
instruments of the entity, provided the specified vesting conditions, if any, are met. If
that agreement is subject to an approval process (for example, by shareholders), grant
date is the date when that approval is obtained.

Intrinsic value: the difference between the fair value of the shares to which the counter-
party has the (conditional or unconditional) right to subscribe or which it has the right to
receive, and the price (if any) the counterparty is (or will be) required to pay for those
shares. For example, a share option with an exercise price of £15, on a share with a fair
value of £20, has an intrinsic value of £5.

Market condition: a condition upon which the exercise price, vesting or exercisability of an
equity instrument depends and that is related to the market price of the entity’s equity
instruments, such as attaining a specified share price or a specified amount of intrinsic
value of a share option, or achieving a specified target that is based on the market price
of the entity’s equity instruments relative to an index of market prices of equity instru-
ments of other entities.

Measurement date: the date at which the fair value of the equity instruments granted is
measured for the purposes of this IFRS. For transactions with employees and others
providing similar services, the measurement date is the grant date. For transactions with
parties other than employees (and those providing similar services), the measurement
date is the date the entity obtains the goods or the counterparty renders service.

Reload feature: a feature that provides for an automatic grant of additional share options
whenever the option holder exercises previously granted options using the entity’s
shares, rather than cash, to satisfy the exercise price.

Reload option: a new share option granted when a share is used to satisfy the exercise price
of a previous share option.
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Share-based payment transaction: a transaction in which the entity receives goods or services
as consideration for equity instruments of the entity (including shares or share options),
or acquires goods or services by incurring liabilities to the supplier of those goods or
services for amounts that are based on the price of the entity’s shares or other equity
instruments of the entity.

Share option: a contract that gives the holder the right, but not the obligation, to subscribe
to the entity’s shares at a fixed or determinable price for a specified period of time.

Vest : to become an entitlement. Under a share-based payment arrangement, a counter-
party’s right to receive cash, other assets, or equity instruments of the entity vests upon
satisfaction of any specified vesting conditions.

Vesting conditions: the conditions that must be satisfied for the counterparty to become
entitled to receive cash, other assets or equity instruments of the entity, under a share-
based payment arrangement. Vesting conditions include service conditions, which
require the other party to complete a specified period of service, and performance con-
ditions, which require specified performance targets to be met (such as a specified
increase in the entity’s profit over a specified period of time).

Vesting period: the period during which all the specified vesting conditions of a share-based
payment arrangement are to be satisfied.

Recognition
An entity must recognise the goods or services received or acquired in a share-based
payment transaction when it obtains the goods or as the services are received. The entity
must recognise a corresponding increase in equity if the goods or services were received
in an equity-settled share-based payment transaction, or a liability if the goods or
services were acquired in a cash-settled share-based payment transaction.

When the goods or services received do not qualify as assets, they must be expensed.
Typically, an expense arises from the consumption of goods or services. Services are
typically consumed immediately, in which case an expense is recognised as the counter-
party renders service. Goods might be consumed over a period of time, in which case an
expense is recognised when the goods are consumed or sold. However, sometimes it is
necessary to recognise an expense before the goods or services are consumed or sold,
because they do not qualify for recognition as assets. For example, an entity might acquire
goods as part of the research phase of a project. Although those goods have not been
consumed, they might not qualify for recognition as assets under the applicable IFRS.

Equity-settled share-based payment transactions

Overview
For equity-settled share-based payment transactions, the entity must measure the goods
or services received, and the corresponding increase in equity, directly, at the fair value
of the goods or services received, unless that fair value cannot be estimated reliably. If
the entity cannot estimate reliably the fair value of the goods or services received, the
entity must measure their value, and the corresponding increase in equity, indirectly, by
reference to the fair value of the equity instruments granted.
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For transactions with employees and others providing similar services, the fair value of
the services received is referred to the fair value of the equity granted, as it is not possible
to estimate reliably the fair value of the services received. The fair value of equity should
be measured at grant date.

Typically, share options are granted to employees as part of their remuneration
package. Usually, it is not possible to measure directly the services received for particular
components of the employee’s remuneration package. It might also not be possible to
measure the fair value of the total remuneration package independently, without
measuring directly the fair value of equity instruments granted, as share options are
sometimes granted as part of a bonus arrangement (e.g. as an incentive to the employees
to remain in the entity’s employ, or to reward them for their efforts in improving the
entity’s performance). By granting shares or share options, the entity is paying additional
remuneration to obtain additional benefits. Estimating the fair value of those additional
benefits is likely to be difficult. Because of the difficulty of measuring directly the fair
value of the services received, the entity must measure the fair value of the employee
services received by reference to the fair value of the equity instruments granted.

For parties other than employees, there is a rebuttable presumption that the fair value
of the goods or services received can be estimated reliably. It is measured at the date the
entity obtains the goods or the counterparty renders service. In rare cases, if the entity
rebuts this presumption because it cannot estimate reliably the fair value of the goods or
services received, the entity must measure the goods or services received, and the corre-
sponding increase in equity, indirectly, by reference to the fair value of the equity instru-
ments granted. These should be measured at the date the entity obtains the goods or the
counterparty renders service.

Transactions in which services are received
If the equity vests immediately, the services rendered are assumed to have been received.
In this case, on grant date, the entity must recognise the services received in full, with a
corresponding increase in equity.

If the equity does not vest until the counterparty completes a specified period of
service, the services will be received in the future, during the vesting period. The entity
must account for those services as they are rendered by the counterparty during the
vesting period, with a corresponding increase in equity. For example:

1. If an employee is granted share options conditional upon completing 3 years’ service,
over that 3-year vesting period.

2. If an employee is granted share options conditional upon, say, a condition being
satisfied, and the length of the vesting period varies, the entity must presume that the
services rendered by the employee as consideration will be received in the future, over
the expected vesting period. The entity must estimate the length of the expected vesting
period at grant date, based on the most likely outcome of the performance condition.
If the performance condition is a market condition, the estimate of the length of the
expected vesting period shall be consistent with the assumptions used in estimating the
fair value of the options granted, and shall not be subsequently revised. If the perfor-
mance condition is not a market condition, the entity must revise its estimate of the
length of the vesting period, if necessary, if subsequent information indicates that the
length of the vesting period differs from previous estimates (see Example 11.12).
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Transactions measured by reference to the fair value of the equity instruments granted
Determining the fair value of equity instruments granted The fair value of equity instru-
ments granted at the measurement date is based on market prices if available, taking
into account the terms and conditions upon which those equity instruments were
granted.

If market prices are not available, the entity shall estimate the fair value of the equity
using a valuation technique to estimate what the price of those equity instruments would
have been on the measurement date in an arm’s length transaction between knowledge-
able, willing parties. The valuation technique shall be consistent with generally accepted
valuation methodologies for pricing financial instruments, incorporating all factors and
assumptions that knowledgeable, willing market participants would consider in setting
the price.

Treatment of vesting conditions A grant of equity instruments might be conditional
upon satisfying specified vesting conditions – such as the employee remaining in the
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Example 11.12
Equity-settled share-based payment transactions

Background
An entity grants 100 options to each of its 500 employees. Each is conditional on the employee
working for the entity over the next 3 years. Assume the fair value is £15. Based on weighted
average probability, 20% of employees will leave during the 3-year period and thus forfeit their
rights. The total fair value of options granted � 500 � 100 options � £15 � 80% �
£600,000.

The entity also estimates that the departures will occur evenly over three years.

Application

1. Scenario 1:

If everything turns out as expected Cumulative Expense
Year 1 50,000 options � 80% � £15 � 1/3 year 200,000 200,000
Year 2 50,000 options � 80% � £15 � 2/3 years 400,000 200,000
Year 3 50,000 options � 80% � £15 � 3/3 years 600,000 200,000
Total over 3 years 600,000

2. Scenario 2:
During year 1, 20 employees leave and the entity revises its estimate of total departures from
20% to 15%. During year 2, 22 employees leave and the entity revises its estimate of total
departures from 15% to 12%. During year 3, 15 employees leave. Thus 57 in total have for-
feited their rights, leaving 443 � 100 options vested.

Cumulative Expense
Year 1 50,000 options � 85% � £15 � 1/3 year 212,500 212,500
Year 2 50,000 options � 88% � £15 � 2/3 years 440,000 227,500
Year 3 44,300 options � £15 � 3/3 years 664,500 224,500
Total over 3 years 664,500
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entity’s employ for a specified period of time. There might be performance conditions
that must be satisfied (e.g. achieving a specified growth in profit or specified increase in
the entity’s share price). Vesting conditions should not be taken into account when esti-
mating the fair value at the measurement date. Instead, vesting conditions are used to
adjust the number of equity instruments included in the measurement of the transaction
amount so that, ultimately, the amount recognised for goods or services received as
consideration for the equity instruments granted shall be based on the number of equity
instruments that eventually vest. Hence, on a cumulative basis, no amount is recognised
for goods or services received if the equity instruments granted do not vest because of
failure to satisfy a vesting condition – for example, the counterparty fails to complete a
specified service period, or a performance condition is not satisfied, subject to the
requirements of para. 21.

The entity should recognise an amount for the goods/services received during the
vesting period based on the best available estimate of the number of equity instruments
expected to vest, and it must revise that estimate if subsequent information indicates that
the number of equity instruments expected to vest differs from previous estimates. On
vesting date, the entity must revise the estimate to equal the number of equity instru-
ments that ultimately vested.

Market conditions, such as a target share price, must be taken into account when
estimating the fair value of the equity instruments granted.

Treatment of a reload feature A reload option should be accounted for as a new option
grant when a reload option is subsequently granted.

After vesting date No subsequent adjustment must be made to total equity after vesting
date. No reversal occurs if the vested equity instruments are later forfeited or not exer-
cised. However, the entity may transfer within equity, i.e. a transfer from one component
of equity to another.

If the fair value of the equity instruments cannot be estimated reliably In rare cases, the
entity may be unable to estimate reliably the fair value of the equity instruments granted
at the measurement date. In these cases, the entity shall instead:

1. Measure the equity instruments at their intrinsic value, initially at the date the
entity obtains the goods or the counterparty renders service and subsequently 
at each reporting date and at the date of final settlement, with any change in
intrinsic value recognised in profit or loss. For a grant of share options, the share-
based payment arrangement is finally settled when the options are exercised, are
forfeited (e.g. upon cessation of employment) or lapse (e.g. at the end of the
option’s life).

2. Recognise the goods or services received based on the number of equity instruments
that ultimately vest or (where applicable) are ultimately exercised. The amount
recognised for goods or services received during the vesting period shall be based on
the number of share options expected to vest. The entity shall revise that estimate, if
necessary, if subsequent information indicates that the number of share options
expected to vest differs from previous estimates. On vesting date, the entity shall
revise the estimate to equal the number of equity instruments that ultimately vested.
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After vesting date, the entity shall reverse the amount recognised for goods or services
received if the share options are later forfeited, or lapse at the end of the share
option’s life.

Modifications to the terms and conditions on which equity instruments were granted,
including cancellations and settlements
If an entity reduces the exercise price of options granted to employees (i.e.
reprices the options), it increases the fair value of those options. IFRS 2 shall also
be applied equally to share-based payment transactions with parties other than
employees that are measured by reference to the fair value of the equity instruments
granted.

As a minimum, the services received should be measured at the grant date fair value
of the equity instruments granted, unless those equity instruments do not vest because of
failure to satisfy a vesting condition (other than a market condition) that was specified at
grant date. This applies irrespective of any modifications or a cancellation or settlement
of that grant of equity instruments. In addition, the entity shall recognise the effects of
modifications that increase the total fair value of the share-based payment arrangement
or are otherwise beneficial to the employee.

If the entity cancels or settles a grant of equity during the vesting period (other than
forfeiture):

1. The entity shall account for the cancellation/settlement as an acceleration of vesting,
and therefore recognise immediately the amount that otherwise would have been
recognised for services received over the remainder of the vesting period.

2. Any payment made to the employee on the cancellation or settlement of the grant
shall be accounted for as a repurchase of an equity interest, i.e. as a deduction from
equity, except to the extent that the payment exceeds the fair value of the equity
instruments granted, measured at the repurchase date. Any such excess is recognised
as an expense.

3. If new equity is granted to the employee, and on grant date the entity identifies the
new equity as replacement equity for the cancelled equity, the entity must account for
replacement equity in the same way as a modification of the original grant. The
incremental fair value granted is the difference between the fair value of the replace-
ment equity instruments and the net fair value of the cancelled equity instruments, at
the date replacement equity instruments are granted. The net fair value of the
cancelled equity instruments is their fair value, immediately before the cancellation,
less the amount of any payment made to the employee on cancellation of the equity
that is accounted for as a deduction from equity in accordance with (2) above. If the
entity does not identify new equity granted as replacement equity for the cancelled
equity instruments, the entity must account for the new equity as a new grant of equity
instruments.

If an entity repurchases vested equity, the payment made to the employee shall be
accounted for as a deduction from equity, except to the extent that the payment exceeds
the fair value of the equity repurchased, measured at the repurchase date. Any excess
should be expensed.

Examples 11.13 and 11.14 provide illustrations.
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Example 11.13
Equity-settled share-based payment transactions (performance 
condition – vesting period varies)

Background
At the start of year 1 an entity grants 100 shares to 500 employees conditional on staying for vesting
period. Shares vest at end of year 1 if earnings increase by more than 18%. Shares vest at end of
year 2 if earnings increase by more than an average of 13% p.a. over 2-year period. Shares vest at
end of year 3 if earnings increase by more than an average of 10% p.a. over 3-year period.

Fair value at start of year 1 is £30 per share, and no dividends are expected over the 3 years.
At the end of year 1, earnings increased by 14% and 30 employees left. Earnings are

expected to increase similarly in year 2, and thus shares vest at the end of year 2. However, a
further 30 employees are expected to leave.

At the end of year 2, earnings increased by only 10% and 28 employees left during the year.
A further 25 are expected to leave during year 3. Earnings are expected to rise by a further 6%
and thus achieve an average of 10% p.a.

At the end of year 3, 23 employees had left and earnings rose by 8% – an average of
10.67% over 3 years. At the end of the year, 419 employees received 100 shares.

Application
Cumulative Expense

Year 1 440 employees � 100 shares � £30 � 1/2 year 660,000 660,000
Year 2 417 employees � 100 shares � £30 � 2/3 years 834,000 174,000
Year 3 419 employees � 100 shares � £30 � 3/3 years 1,257,000 1,423,000
Total charged during the 3-year period 1,257,000

Example 11.14
Equity-settled share-based payment transactions (performance 
condition – number of equity instruments varies)

Background
At the start of year 1, A grants options to 100 employees to vest after 3 years provided employ-
ees stay for period and sales volumes increase by 5% p.a.

If sales volumes are between 5% and 10%, employees receive 100 options. If sales volumes
are between 10% and 15%, employees receive 200 options. If sales volumes exceed 15%,
employees receive 300 options.

The fair value at date of grant is £20 per option.
Grant date – assume growth between 10% and 15%, and that 20% of employees will leave.
At the end of year 1, 7 employees left but 20 in total are still expected to leave by the end of

year 3. Sales increased by 12%, and this is expected to continue.
At the end of year 2, 5 employees left and only 3 more are expected to leave. Sales increased by

18% – an average of 15% over 2 years – but a 15% plus growth is expected over a 3-year period.
At the end of year 3, 2 employees left. Sales growth was 16% over the 3-year period.

Application
Cumulative Expense

Year 1 80 employees � 200 options � £20 � 1/3 year 106,667 106,667
Year 2 85 employees � 300 options � £20 � 2/3 years 340,000 233,333
Year 3 86 employees � 300 options � £20 � 3/3 years 516,000 176,000
Total expense over the 3 years 516,000
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Cash-settled share-based payment transactions

Goods or services acquired and the liability incurred should be measured at the fair
value of the liability. Until the liability is settled, it should be remeasured at each report-
ing date and at the date of settlement, with any changes in fair value being recognised in
profit or loss.

Share appreciation rights to employees as part of their remuneration package is popu-
lar, whereby the employees will become entitled to a future cash payment based on the
increase in the entity’s share price from a specified level over a specified period of time.
Alternatively, an entity might grant its employees a right to receive a future cash pay-
ment by granting them a right to shares (including shares to be issued upon the exercise
of share options) that are redeemable, either mandatorily (e.g. upon cessation of
employment) or at the employee’s option.

An entity should recognise services received and a liability, as the employees render
service. Some share appreciation rights vest immediately, and the employees are there-
fore not required to complete a specified period of service to become entitled to the cash
payment. In the absence of evidence to the contrary, the entity should presume that the
services rendered by the employees in exchange for the share appreciation rights have
been received. Thus, the entity shall recognise immediately the services received and a
liability to pay for them. If the share appreciation rights do not vest until the employees
have completed a specified period of service, the entity shall recognise the services
received, and a liability to pay for them, as the employees render service during that
period.

The liability should be measured, initially and each reporting date until settled, at the
fair value of the share appreciation rights, by applying an option pricing model, taking
into account the terms and conditions on which the share appreciation rights were
granted and the extent to which the employees have rendered service to date (see
Example 11.15).

International financial reporting standards in depth 314

Example 11.15
Cash-settled share-based payment transactions

Background
An entity grants 100 cash share appreciation rights (SARs) to each of its 500 employees as long
as an employee stays 3 years.

During year 1, 35 employees leave. The entity estimates that a further 60 will leave during
years 2 and 3. During year 2, 40 employees leave and the entity estimates a further 25 will
leave during year 3. During year 3, 22 employees leave. At the end of year 3, 150 employees
exercise their SARs; another 140 exercise at the end of year 4 and the remaining 113 at the
end of year 5.

Fair value Intrinsic value

Year 1 £14.40
2 £15.50
3 £18.20 £15.00
4 £21.40 £20.00
5 £25.00
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Share-based payment transactions with choice of settlement

For transactions which provide either the entity or the counterparty with the choice of
whether the entity settles in cash or by issuing equity, the entity should account for that
transaction as a cash-settled share-based payment transaction if it has incurred a liability
to settle in cash, or as an equity-settled transaction if no such liability has been incurred.

Where the entity has granted a compound financial instrument which includes
a debt and an equity component
For transactions with parties other than employees, the entity should measure the equity
component of the compound as the difference between the fair value of the goods or
services received and the fair value of the debt component, at the date when the goods
or services are received.

For other transactions, including those with employees, the entity should measure
the fair value of the compound instrument at the measurement date, taking into
account the terms and conditions on which the rights to cash or equity instruments
were granted.

The entity must first measure the fair value of the debt component, and then the fair
value of the equity component. The fair value of the compound financial instrument is
the sum of the fair values of the two components. However, share-based payment
transactions in which the counterparty has the choice of settlement are often structured
so that the fair value of one settlement alternative is the same as the other – for example,
the counterparty might have the choice of receiving share options or cash-settled share
appreciation rights. In such cases, the fair value of the equity component is zero, and
thus the fair value of the compound instrument is the same as the fair value of the debt
component. Conversely, if the fair values of the settlement alternatives differ, the fair
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Application Cumulative Expense

Year 1 Expense for services received and consumed,
and the year end liability
(500 � 95 employees � 100 SARs �
£14.40 � 1/3) 194,400 194,400

Year 2 (500 � 100 employees � 100 SARs �
£15.50 � 2/3) 413,333 218,933

Year 3 (500 � 97 left � 150 exercised � 100 SARs �
£18.20 � 3/3 460,460
150 exercised � 100 exercised � £15 225,000 685,460 272,127

Year 4 150 exercised � 100 SARs � £15 225,000
140 exercised � 100 SARS � £20 280,000
(500 � 97 left � 290 exercised �
100 SARs � £21.40 241,820 746,820 61,360

Year 5 150 exercised � 100 SARs � £15 225,000
140 exercised � 100 SARs � £20 280,000
113 exercised � 100 SARs � £25 282,500 787,500 740,680

Total charged over the 5 years 787,500
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value of the equity component usually will be greater than zero, in which case the fair
value of the compound instrument will be greater than the fair value of the debt
component.

Any goods/services received or acquired in respect of each component of the com-
pound instrument should be accounted for separately. For the debt component, the
goods/services acquired and liability to pay for those goods/services should be reported
as the counterparty supplies goods or renders service, in accordance with cash-settled
transactions. For the equity component (if any), the entity should recognise the
goods/services received, and an increase in equity, as the counterparty supplies goods
or renders service, in accordance with the requirements applying to equity-settled
transactions.

At the date of settlement, the liability should be remeasured to fair value. If the entity
issues equity on settlement rather than paying cash, the liability should be transferred
direct to equity, as the consideration for the equity instruments issued.

If the entity pays in cash on settlement rather than issuing equity, that payment
should be applied to settle the liability in full. Any equity component previously
recognised shall remain within equity. By electing to receive cash, the counterparty
forfeited the right to receive equity. However, this does not preclude the entity from
recognising a transfer within equity, i.e. a transfer from one component of equity to
another.

Share-based payment transactions in which the terms of the arrangement provide 
the entity with a choice of settlement
Where the terms provide an entity with the choice of whether to settle in cash or by
issuing equity, the entity must determine whether it has a present obligation to settle in
cash and account for it accordingly. The entity has a present obligation to settle in cash
if the choice of settlement in equity has no commercial substance or the entity has a past
practice or a stated policy of settling in cash, or generally settles in cash whenever the
counterparty asks for cash settlement.

If the entity has a present obligation to settle in cash it must account for the transac-
tion in accordance with cash-settled transactions, but if no such obligation exists it
should be accounted for as an equity-settled share-based payment transaction. Upon
settlement:

1. If the entity elects to settle in cash, the cash payment shall be accounted for as
repurchase of an equity interest, i.e. as a deduction from equity, except as noted in (3)
below

2. if the entity elects to settle by issuing equity, no further accounting is required (other
than a cross-equity transfer), except as noted in (3) below

3. If the entity elects the settlement alternative with the higher fair value, as at the date
of settlement, the entity shall recognise an additional expense for the excess value
given, i.e. the difference between the cash paid and the fair value of the equity that
would otherwise have been issued, or the difference between the fair value of the
equity issued and the amount of cash that otherwise would have been paid,
whichever is applicable.
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Disclosures
Information must be provided to enable users to understand the nature and extent of
share-based payment arrangements.

At least the following should be disclosed:

1. A description of each type of share-based payment, including general terms and
conditions

2. The number and weighted average exercise prices of share options for each of the
following groups of options:
● outstanding at the beginning of the period
● granted during the period
● forfeited during the period
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Example 11.16
Share-based payment arrangements with cash alternatives

Background
An entity grants employees a choice of 1,000 phantom shares (cash), or 1,200 shares
conditional on 3 years’ service. If they choose the latter, they must hold the shares for a further
3 years after vesting date.

At grant date the share price is £50, and at end of years 1, 2 and 3 it is £52, £55 and £60
respectively. No dividends are expected to be paid out during the 3 years.

After taking into account the effects of post-vesting transfer restrictions, the entity estimates
that the grant date fair value of the share alternative is £48 per share.

At the end of year 3, the employee chooses (1) cash or (2) equity.

Application
Fair value of equity is £57,600 (1,200 shares � £48). Fair value of cash is £50,000 (1,000
phantom shares � £50). Fair value of equity component of compound is £7,600.

Cumulative Cumulative Expense
liability equity

Year 1 Liability (1,000 � £52 � 1/3 year) 17,333 17,333
Equity (£7,600 � 1/3 year) 2,533 2,533

Year 2 Liability (1,000 � £55 � 2/3 years) 36,666 19,333
Equity (£7,600 � 2/3 years) 5,066 2,533

Year 3 Liability (1,000 � £60 � 3/3 years) 60,000 23,334
Equity (£7,600 � 3/3 years) 7,600 22,534

Total expense under both scenarios 67,600

Cumulative Cumulative Expense
liability equity

Scenario (1)
End Year 3 Paid (60,000)

2 Nil22
Scenario (2)
End Year 3 (60,000) 60,000

2 Nil22 67,600

Example 11.16 provides an illustration.
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● exercised during the period
● expired during the period
● outstanding at the end of the period
● exercisable at the end of the period

3. For share options exercised, the weighted average share price at the date of exercise
4. For share options outstanding at the end of the period, the range of exercise prices

and weighted average remaining contractual life. If the range is wide, the options
should be divided into meaningful ranges for assessing the number and timing of
additional shares that may be issued or cash that may be received on exercise.

Further information that enables users to understand how the fair value of the goods or
services received, or the fair value of equity granted was determined should be provided,
including the option pricing model adopted, the expected volatility and how other fea-
tures of option grants were incorporated into fair value. Details of any modifications
and the overall expense must also be provided.

11.4 Examination questions

Question 11.1: Klondike (ACCA)
(The first question covers the accounting treatment for pension costs under a defined benefit scheme in order
to comply with IAS 19. It initially requires students to outline the relevant features of the two main types
of pension schemes – defined contribution and defined benefit – and then requires the production of the
extracts from the financial statements once the defined benefit rules in IAS 19 are put into place.)
IAS 19 Employee Benefits was issued in February 1998. Amongst other things, the standard
deals with the treatment of post-employment benefits such as pensions and other retire-
ment benefits. Post-employment benefits are classified as either defined contribution or
defined benefit plans.
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Required

(a) Describe the relevant features and required accounting treatment of defined contribution
and defined benefit plans under IAS 19.

Klondike operates a defined benefit post-retirement plan for its employees. The plan is
reviewed annually. Klondike’s actuaries have provided the following information:

At 31 March 2001 At 31 March 2002
$000 $000

Present value obligation 1,500 1,750
Fair value of plan assets 1,500 1,650
Current service cost – year to 31 March 2002 160
Contributions paid – year to 31 March 2002 85
Benefits paid to employees – year to 31 March 2002 125
Net cumulative unrecognised gains at 1 April 2002 200
Expected return on plan assets at 1 April 2001 12%
Discount rate for plan liabilities at 1 April 2001 10%
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The average remaining working lives of Klondike’s employees at 31 March 2001 is 10 years.
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Required

(b) Prepare extracts of Klondike’s financial statements for the year to 31 March 2002 in com-
pliance with IAS 19 Employee Benefits in so far as the information permits.

Required

(a) Describe four key issues in the determination of the method of accounting for retirement
benefits in respect of defined benefit plans.

(b) Discuss how IAS 19 Employee Benefits deals with these key issues and to what extent it
provides solutions to the problems of accounting for retirement benefits.

Question 11.2: A (ACCA)
(The next question concentrates solely on defined benefit schemes, and requires the four key issues to be
listed in determining the method of accounting to be adopted. It then requires those issues to be applied to
a specific company and the resulting financial statement extracts to be presented.)
Accounting for retirement benefits remains one of the most challenging areas in finan-
cial reporting. The values being reported are significant, and the estimation of these val-
ues is complex and subjective. Standard-setters and preparers of financial statements
find it difficult to achieve a measure of consensus on the appropriate way to deal with the
assets and costs involved. IAS 19 Employee Benefits formerly focused on the income state-
ment, viewing employee benefits as an operating expense. However, the revised standard
concentrates on the balance sheet and the valuation of the pension fund. The philoso-
phy and rationale of the two statements are fundamentally different.

A, a public limited company, operates a defined benefit plan. A full actuarial valuation
by an independent actuary revealed that the value of the liability at 31 May 2000 was
$1,500 million. This was updated to 31 May 2001 by the actuary and the value of the
liability at that date was $2,000 million. The scheme assets comprised mainly bonds and
equities, and the fair value of these assets was as follows:

The scheme had been altered during the year with improved benefits arising for the
employees, and this had been taken into account by the actuaries. The increase in the
actuarial liability in respect of employee service in prior periods was $25 million (past
service cost). The increase in the actuarial liability resulting from employee service in the
current period was $70 million (current service cost). The company had not recognised
any net actuarial gain or loss in the income statement to date.

31 May 2000 31 May 2001
$m $m

Fixed interest and index linked bonds 380 600
Equities 1,300 1,900
Other investments 1,290 1,450

1,970 2,950
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The company had paid contributions of $60 million to the scheme during the period.
The company expects its return on the scheme assets at 31 May 2001 to be $295 million
and the interest on pension liabilities to be $230 million.

The average expected remaining working lives of the employees is 10 years, and the
net cumulative unrecognised gains at June 2000 were $247 million.
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Required

(c) Calculate the amount which will be shown as the net plan asset in the balance sheet of
A as at 31 May 2001, showing a reconciliation of the movement in the plan surplus
during the year and a statement of those amounts which would be charged to operating
profit.

Question 11.3: G (CIMA)
(The third question is really a normal income statement presentation question which could have been
included in Chapter 1. However, as part of the adjustments to be made to the draft trial balance there is
a defined benefit pension scheme to be incorporated under IAS 19.)
G is a large manufacturing company. It is listed on its national stock exchange. The com-
pany’s shares are widely held by a very large number of individual shareholders, and its
activities are heavily reported in the business press.

G’s trial balance at 31 December 2000 is shown below:

Notes:

(i) The company has a funded, defined benefit pension scheme. The company makes
regular payments to the insurance company that operates the scheme on its behalf.

$ million $ million
Administrative expenses 130
Bank 10
Cost of sales 240
Deferred taxation 200
Dividend – interim paid 40
Goodwill – net book value 1,900
Interest 95
Inventory at 31 December 2000 110
Interest-bearing borrowings 1,100
Reserves – accumulated profits 1,875
Property, plant and equipment – net book value 2,400
Revenue (sales) 1,000
Selling and distribution costs 100
Share capital 500
Reserves – share premium 400
Tax 10
Trade and other payables 30
Trade and other receivables 11.90 5,115

5,115 5,115

IASD_ch11v1.qxd  6/16/05  7:17 PM  Page 320



These payments are treated as an employment cost and included under cost of sales
in the trial balance.

During the year ended 31 December 2000, G received a report on the fund. This
indicated that it was under-funded by $20 million. The actuaries who prepared the
report recommended that the company should pay an additional $5 million into the
fund each year for the next 4 years. These payments would be in addition to the regu-
lar payments to the fund.

During the year ended 31 December 2000, G paid the first instalment of $5 million
to supplement the pension fund. The company also paid $8 million as its routine
annual contribution into the fund.

The actuaries who prepared the report estimated the average service life of the
company’s work force at 10 years. The directors have decided to amortise the actu-
arial loss of $20 million over that period. The figures in the trial balance have not
yet been updated to reflect the actuaries’ report.

Pension costs are included in the cost of sales figure.
(ii) The directors estimate the tax charge on the year’s profits at $120 million. The bal-

ance on the taxation account represents the balance remaining after settling the
amount due for the year ended 31 December 1999.

(iii) The balance on the provision for deferred taxation should be increased to $280 million.
(iv) The directors have proposed a final dividend of $60 million. The company did not

pay a dividend during the year ended 31 December 1999.
(v) G’s share capital is made up of $1 shares, all of which are fully paid up. The com-

pany issued 100 million shares on 29 February 2000. These were sold for their full
market price of $1.40 per share. This sale has been included in the figures shown in
the trial balance.

(vi) A major customer went into liquidation on 16 January 2001, owing G $8 million.
G’s directors are of the opinion that this mount is material.

(vii) A member of the public was seriously injured on 24 January 2001 while using one
of G’s products. The company lawyer is of the opinion that the company will have
to pay $2 million in compensation. G’s directors are of the opinion that this amount
is material.
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Required

(a) Prepare G’s income statement for the year ended 31 December 2000 and its balance sheet
at that date. These should be in a form suitable for publication, and should be accompa-
nied by notes as far as you are able to prepare these from the information provided. Do
NOT prepare a statement of accounting policies, a statement of total recognised gains and
losses, a statement of changes in equity or calculate earnings per share.

(b) Calculate G’s earnings per share (EPS) in accordance with the requirements of IAS 33
Earnings per Share.

(c) It has been suggested that the EPS ratio is unique in that its calculation is the subject of
detailed Accounting Standards. Explain why it has been necessary to provide such detailed
guidance on the calculation of EPS.

(d) Identify what is meant by ‘diluted’ earnings per share and explain the reasons why compa-
nies should be required to disclose this figure.
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Question 11.4: SNOB (CIMA)
(The final question covers a number of issues including how to account for share based schemes under
IFRS 2 and off balance sheet finance. It is fairly general in nature, but does cover some of the current
topical issues in accounting.)
You report to a manager who does not have a detailed knowledge of recent develop-
ments in financial reporting. However, the manager does have a reasonable basic knowl-
edge of financial accounting. Your manager has recently attended a course at which a
number of recent developments were discussed. He has sent you a note requiring clari-
fication of a number of issues:

(i) Issue (a) Share-based payment

We were told that when enterprises issue shares or share options to their employees, then
they should make a charge to the income statement. It doesn’t seem logical to me to
make a charge to income when an enterprise issues shares – surely that’s not what
normally happens? When you extend this principle to share options this seems even less
logical – the options may never be exercised. Please explain where my thinking falls
down on this. Has a new Accounting Standard been issued that has escaped my notice?

(ii) Issue (b) Non-financial disclosures

We were told that more and more enterprises are voluntarily giving information about
social and environmental policies in their annual reports. Surely annual reports should
focus on financial matters. How can non-financial information such as social and envi-
ronmental policies add value to corporate reports? I can’t believe our shareholders need
to know about this type of issue. The annual reports are for the shareholders aren’t they,
or have I got it wrong?

(iii) Issue (c) Off balance sheet finance

The course leader kept using this term. She stated that standard-setters around the
world are developing new standards to ensure that all financial obligations are reported
on the balance sheet. I don’t really understand what off balance sheet finance means.
Please explain it to me. Surely the finance that an enterprise has is a matter of fact. Why
would they want to keep finance off balance sheet anyway? I would have thought that
showing all the finance on the balance sheet would make the balance sheet stronger.

I would also be interested to know about current International Accounting standards
that deal with off balance sheet finance. If new standards are planned, then what are
the likely implications for our group? I overheard someone saying that current devel-
opments in this area have potentially wide-ranging implications for enterprises that
lease (rather than purchase) properties. As you know that describes our situation and
this concerned me.
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Required

Draft an appropriate reply to the note by your manager that explains the issues that have been
raised.
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12
Financial instruments

12.1 IAS 30 Disclosures in Financial 
Statements of Banks and Similar Institutions
(reformatted 1994)

Background
Users need relevant, reliable and comparable information to help make economic
decisions. They also need information about the special characteristics of the operations
of a bank. Disclosures must be sufficiently comprehensive.

A bank is exposed to liquidity risk, foreign currency risks, interest rate movements and
changes in market price. Users would have a better understanding if a commentary
were provided by management which describes the way in which the bank manages and
controls its risks.

Objective
The objective of IAS 30 is to prescribe appropriate presentation and disclosure standards
for banks and similar financial institutions, which supplement the requirements of other
standards. The intention is to provide users with appropriate information to assist them in
evaluating the financial position and performance of banks, and to enable them to obtain
a better understanding of the special characteristics of the operations of banks.

Scope
The standard should be applied to the financial statements of banks and similar financial
institutions. These are involved in taking deposits and lending within the banking legislation.

Users are particularly concerned about the liquidity and solvency of banks, and these
special needs must be met. IAS 30 supplements other IASs which also apply to banks as
well as to both individual and consolidated financial statements.

Accounting policies
The following policies need to be disclosed to improve comparability:

● the recognition of the principal types of income;
● the valuation of investment and dealing securities;
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● the distinction between those transactions and other events that result in the recogni-
tion of assets and liabilities on the balance sheet and those transactions and other
events that only give rise to contingencies and commitments;

● the basis for the determination of losses on loans and advances and for writing off
uncollectable loans and advances;

● the basis for the determination of charges for general banking risks and the account-
ing treatment of such charges.

Income statement
A bank should present an income statement which groups income and expenses by
nature, and discloses the amounts of the principal types of income and expenses.

In addition to other IASs, the following income and expenses should be disclosed in
the income statement or in the notes:

1. Interest and similar income
2. Interest expense and similar charge
3. Dividend income
4. Fee and commission income
5. Fee and commission expense
6. Gains less losses arising from dealing securities
7. Gains less losses arising from dealing in foreign currencies
8. Other operating income
9. Losses on loans and advances

10. General administrative expenses
11. Other operating expenses.

Each type of income is separately disclosed so that users can assess the bank’s perfor-
mance. This is in addition to IAS 14 Segment Reporting. The principal types of expenses
are also disclosed for the same reason.

Income and expense items should not be offset except for those relating to hedges and
to assets and liabilities which have been offset in accordance with the balance sheet off-
set rules. Users need to assess the separate activities.

Gains and losses on the following are normally reported net:

● disposals and changes in the carrying amount of dealing securities;
● disposals of investment securities;
● dealings in foreign currencies.

Interest income and expense are separately disclosed to give a better understanding of
the composition of and the reasons for changes in net interest. A commentary about
average interest rates, average interest earning assets and average interest bearing liabil-
ities for the period should also be provided.

Balance sheet
A bank should present a balance sheet that groups assets and liabilities by nature and lists
them in order of their relative liquidity.
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In addition to other IASs, the disclosures in the balance sheet or notes should include,
but are not limited to, the following assets and liabilities.

Assets:

1. Cash and balances with the central bank
2. Treasury bills and other bills eligible for rediscounting with the central bank
3. Government and other securities held for dealing purposes
4. Placements with, and loans and advances to, other banks
5. Other money market placements
6. Loans and advances to customers
7. Investment securities.

Liabilities:

1. Deposits from other banks
2. Other money market deposits
3. Amounts owed to other depositors
4. Certificates of deposit
5. Promissory notes and other liabilities evidenced by paper
6. Other borrowed funds.

The classification is based on nature and on order of liquidity, but current/non-current
items are not presented separately because most assets/liabilities of a bank can be
realised or settled in the near future. It is also important to distinguish balances between
other banks and the money market, as they may be dependent on those markets.

The amount at which any asset/liability is stated should not be offset unless there is a
legal right of offset and the offsetting represents the expectation as to the realisation or
settlement of the asset or liability.

A bank should disclose the fair values of each class of assets and liabilities as required
by IAS 32 and IAS 39. There are four classifications of financial assets: loans and receiv-
ables originated by the entity; held-to-maturity investments; financial assets held for
trading; and available-for-sale financial assets.

Contingencies and commitments including 
off balance sheet items
A bank should disclose the following contingent liabilities and commitments:

1. The nature and amount of commitments to extend credit that are irrevocable
because they cannot be withdrawn at the discretion of the bank without the risk of
incurring significant penalty or expense

2. The nature and amount of contingent liabilities and commitments arising from off
balance sheet items including those relating to:
● direct credit substitutes including general guarantees of indebtedness, bank accep-

tance guarantees and standby letters of credit serving as financial guarantees for
loans and securities

● certain transaction related contingent liabilities including performance bonds, bid
bonds, warranties and standby letters of credit related to particular transactions
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● short-term self-liquidating trade-related contingent liabilities arising from the
movement of goods, such as documentary credits where the underlying shipment
is used as security

● those sale and repurchase agreements not recognised in the balance sheet
● interest and foreign exchange rate related items including swaps, options and

futures
● other commitments, note issuance facilities and revolving underwriting facilities.

Although IAS 37 Provisions, Contingent Liabilities and Contingent Assets covers this topic, banks
are engaged in many types of contingent liabilities and commitments and they also enter
into transactions that are presently not recognised as assets/liabilities but do give rise to
contingencies and commitments. Users must know about off balance sheet items as
these may add to or reduce other risks, and therefore it is important to provide adequate
disclosure about the nature and amount of off balance sheet transactions undertaken by
a bank.

Maturities of assets and liabilities
A bank should disclose an analysis of assets and liabilities into relevant maturity groupings
based on the remaining period at the balance sheet date to the contractual maturity date.

The matching and controlled mismatching of the maturities and interest rates of
assets and liabilities is fundamental to the management of a bank. Matching will never
be perfect, since unmatched positions can enhance profitability as well as increase the
risk of losses.

The maturity of assets and liabilities and the ability to replace, when mature, is an
important factor in assessing the liquidity of a bank and its exposure to changes in inter-
est rates and exchange rates.

The maturity groupings differ between banks, but examples could include the following:

● up to 1 month
● from 1 to 3 months
● from 3 months to 1 year
● from 1 year to 5 years
● 5 years and over.

Frequently the periods are combined, and each instalment should be allocated to the
period in which it is contractually agreed to be paid or received.

The maturity periods should be the same for assets and liabilities, and should be
expressed in terms of the remaining period to the repayment date, the original period to
the repayment date or the remaining period to the next date when interest rates will be
changed.

Management may also provide in its commentary information about interest rate
exposure and how it controls and manages such exposures.

In many countries bank deposits may be withdrawn on demand, but in practice they
are often maintained for long periods without withdrawal. However, the disclosure
should be based on contractual maturities.

Disclosures may need to be supplemented by information as to the likelihood of
repayment within the remaining period. Management may comment about the way it
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manages and controls the risks and exposures associated with different maturity and
interest rate profiles.

Concentrations of assets, liabilities and 
off balance sheet items
A bank should disclose any significant concentrations of its assets, liabilities and off bal-
ance sheet items. Such disclosures should be made in terms of geographical areas, cus-
tomer or industry groups, or other concentrations of risk. A bank should also disclose
the amount of significant net foreign exchange exposures.

These disclosures are in addition to those in IAS 14. The disclosures should provide
users with a useful indication of the potential risks inherent in the realisation of assets
and the funds available to the bank.

Losses on loans and advances
A bank should disclose the following:

1. The accounting policy which describes the basis on which uncollectable loans and
advances are recognised as an expense and written off

2. Details of the movements in the provision for losses on loans and advances during the
period; it should disclose separately the amount expended in the period for losses on
uncollectable loans and advances, the amount charged in the period for loans and
advances written off, and the amount credited in the period for loans and advances
previously written off that have been recovered

3. The aggregate amount of provision for losses on loans and advances at the balance
sheet date

4. The aggregate amount included on balance sheet for loans and advances on which
interest is not being accrued, and the basis used to determine the carrying amount of
such loans and advances.

Any amounts set aside for losses on loans and advances in addition to those losses that
have been specifically identified or potential losses which experience indicates are pre-
sent in the portfolio of loans and advances should be accounted for as appropriations of
retained earnings. Any credits resulting from the reduction of such amounts result in an
increase in retained earnings and are not included in determining net profit or loss for
the period.

Local legislation may require or allow a bank to set aside amounts for losses and
advances in addition to those losses which have been specifically identified and those
potential losses which experience indicates are present in the portfolio of loans and
advances. Any amounts set aside are appropriations and not expenses in computing
income.

Users of a bank need to know the impact that losses on loans/advances have had on
the financial position and resources of the bank – it helps users to judge the effectiveness
of how the bank has employed its resources. Thus the bank discloses the aggregate
amount of provision for losses on loans and advances and movements in the provision
during the year.
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Banks have different policies as regards writing off loans and advances, thus it is
important to disclose its policy for such write-offs.

General banking risks
Any amounts set aside for general banking risks, including future losses and other
unforeseeable risks or contingencies, should be separately disclosed as appropriations of
retained earnings. Any credits resulting from the reduction of such amounts result in an
increase in retained earnings and should not be included in the determination of net
profit or loss for the period.

These do not qualify as provisions under IAS 37, and must be treated as appropria-
tions in order to avoid the overstatement of liabilities. The balance sheet cannot provide
relevant and reliable information if it includes overstated liabilities.

Assets pledged as security
A bank should disclose the aggregate amount of secured liabilities and the nature and
carrying amount of assets pledged as security.

These can be substantial, and thus have a significant impact on the assessment of the
financial position of a bank.

Trust activities
Provided the bank is legally acting as a trustee, any assets placed on their behalf must not
be included in the bank’s balance sheet. Disclosure of significant trust activities should
be made, however, because of their potential liabilities if the bank fails in its fiduciary
duties.

Related party transactions
Certain transactions between related parties may be effected on different terms from
those with unrelated parties – for example, a bank may advance a larger sum or charge
lower interest rates. Information about such transactions is relevant to user needs, and
should be disclosed as per IAS 24.

The nature of the relationship, the types of transactions as well as any elements
necessary for an understanding, including lending policy to related parties, should be
disclosed. In particular, the following should be included:

1. Loans and advances, deposits and acceptances and promissory notes – aggregate
amounts at the start and the end of period as well as changes during the period

2. Each of the principal types of income, interest expense and commissions paid
3. The amount of expense recognised in the period for losses on loans and advances

and the amount of the provision at the balance sheet date
4. Irrevocable commitments and contingencies and those arising from off balance sheet

items.
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12.2 IAS 32 Financial Instruments: Disclosure and
Presentation (revised 2003)

Objective
The dynamic nature of international financial markets has led to a widespread use of a
variety of financial instruments, ranging from primary to various forms of derivatives.
The objective of IAS 32 is to enhance users’ understanding of the significance of finan-
cial instruments to an entity’s position, performance and cash flows.

IAS 32 prescribes requirements for presentation and the information that must be dis-
closed. It classifies instruments between equity and liabilities, and details how to present
and disclose related interest, dividends, losses and gains. The disclosure includes factors
that affect the amount, timing and certainty of an entity’s future cash flows relating to
financial instruments. It also covers information about the nature and extent of an
entity’s use of financial instruments, their associated risks and management’s policies for
controlling those risks.

Scope
IAS 32 applies to all financial statements giving a true and fair view, except that paras 42–95
on disclosure should only apply to banks and PLCs having capital instruments listed.

IAS 32 should be applied to all types of financial instruments except:

● those interests in subsidiary, quasi subsidiary and associated undertakings, partnerships
and joint ventures accounted for under IAS 27 and IAS 28 (it should be applied to sub-
sidiaries held exclusively for resale);

● employers’ rights and obligations under IAS 19 and IAS 26;
● rights and obligations under insurance contracts (see IFRS 4);
● contracts for contingent consideration in a business combination;
● contracts requiring a payment based on climatic, geological or other physical variables.

It applies to both recognised and unrecognised financial instruments.
Other standards specific to particular types of financial instruments contain additional

presentation and disclosure requirements – e.g. IAS 17 Leases, IAS 19 Employee Benefits.
IAS 32 should be applied to those contracts to buy or sell a non-financial item that can

be settled net in cash or by some other financial instrument as if they were financial
instruments. Examples include contracts to buy or sell commodities at a fixed price at a
future date.

Definitions
Financial instrument: any contract giving rise to both a financial asset of one entity and a
financial liability or equity instrument of another entity.

Financial asset: any asset that is

● cash;
● a contractual right to receive cash or another financial asset from another entity;
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● a contractual right to exchange financial instruments with another entity under
conditions that are potentially favourable; or

● an equity instrument of another entity.

Financial liability: a contractual obligation

● to deliver cash to another entity;
● to exchange financial instruments with another entity under conditions that are

potentially unfavourable.

Equity instrument: any contract evidencing a residual interest in the assets of an entity after
deducting all of its liabilities.

Fair value: the amount for which an asset could be exchanged in an arm’s length
transaction.

Market value: the amount obtainable from the sale or payable of a financial instrument in
an active market.

Financial instruments include both primary and derivative instruments. Derivatives
create rights and obligations that transfer one or more of the financial risks inherent in
an underlying primary financial instrument between the parties to the instrument. They
do not result in a transfer of the underlying primary instrument, and a transfer does not
necessarily occur on maturity of the contract.

Physical and intangible assets (patents/trademarks) are not financial assets, nor are
prepayments or deferred revenue as the latter are associated with the delivery of goods
and services. Income taxes are not financial liabilities. They are created as a result of
statutory requirements.

Commitments to buy or sell non-financial items do not meet the definition of a finan-
cial instrument, nor do operating leases for the use of a physical asset that can be settled
only by the receipt or delivery of non-financial assets.

Minority interest is neither a financial liability nor an equity instrument of the parent.

Presentation
Liabilities and equity

An issuer must classify a financial instrument, on initial recognition, as a liability or as
equity in accordance with the substance of the contract and the definitions of a finan-
cial liability and an equity instrument.

Some financial instruments take the legal form of equity but are liabilities in substance,
and others combine features of both. Their classification should be based on substance, and
that classification continues at each reporting date until the instrument is derecognised.

The critical feature in differentiating a financial liability from equity is the existence of
a contractual obligation of one party to a financial instrument either to deliver cash to
the other party or to exchange another financial instrument under conditions that are
potentially unfavourable to the issuer.

When a financial instrument does not give rise to a contractual obligation it should be
classified as equity. When a preferred share provides for mandatory redemption by the
issuer for a fixed or determinable amount at a fixed or determinable future date (or gives
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the holder the right to require the issuer to redeem the share at a particular date or
amount), then the instrument meets the definition of a financial liability and is classified
as such.

Where an entity issues a financial instrument to be settled by cash or other financial
assets depending on the occurrence/non-occurrence of certain uncertain future events,
e.g. consumer price index, it should be classified as a financial liability. The issuer does
not have an unconditional right to avoid settlement.

If an entity issues a ‘puttable instrument’ (i.e. it gives the holder the right to put the
instrument back to the issuer for cash based on an index), even if its legal form gives the
holder the right to the residual interest, the inclusion of the option meets the definition
of a financial liability.

An entity may have a contract of a fixed amount or a variable amount that fluctuates
in response to an external variable. If the entity can settle by delivery of its own equity
instruments, it is still a financial liability of the entity.

If the number of an entity’s own shares required to settle an obligation varies with
changes in their fair value, it is still a financial liability.

Classification of compound instruments by the issuer

An issuer of a financial instrument containing both a liability and an equity element
must classify the component parts separately.

It is a matter of form, not substance, that a single instrument can represent both
equity and debt features. An issuer recognises separately the component parts of a finan-
cial instrument (e.g. convertible loan) that:

● create a financial liability of the issuer (to deliver cash); and
● grant an option to convert it into equity (a call option to convert into shares).

The economic effect is the same as issuing simultaneously a debt instrument with an
early settlement provision and warrants to purchase common shares.

Classification is not revised as a result of a change in the likelihood that a conversion
option will be exercised. The issuer’s obligation remains outstanding until extinguished
through conversion, maturity or other transaction.

A financial instrument may contain components that are neither financial liabilities
nor equity – e.g. the right to receive in settlement a non-financial asset such as a com-
modity and an option to exchange that right for a fixed number of shares of the issuer.
The equity instrument should be disclosed separately from the liability element, whether
the liabilities are financial or non-financial.

Equity instruments represent a residual interest and should be assigned the residual
amount after deducting from the total the amount separately determined for the liabil-
ity. The sum assigned to the liability and equity components on initial recognition is
always equal to the carrying amount ascribed to the instrument as a whole. No gain or
loss arises on initial recognition.

The issuer of a convertible bond, therefore, must first determine the carrying amount
of the liability. The carrying amount of the equity instrument, represented by the option
to convert the instrument into shares, is calculated by deducting the carrying amount of
the financial liability from the amount of the compound instrument as a whole.
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Transactions in an entity’s own equity instruments

Treasury shares
If an entity reacquires its own equity, those ‘treasury shares’ should be deducted from
equity. No gain or loss is recognised, and any consideration paid or received is recog-
nised directly in equity. The amount of treasury shares should be disclosed separately in
the notes or on the balance sheet itself.

Derivatives based on an entity’s own equity instruments
A derivative should be classified as equity if it is settled by the exchange of a fixed num-
ber of an entity’s own equity instruments for a fixed amount of cash. Any consideration
received is added directly to equity. Any consideration paid is deducted directly from
equity. Changes in the fair value of a derivative in that case are not recognised.

A derivative is not classified as equity solely because it may result in the receipt or
delivery of an entity’s own equity instruments. A derivative that requires to be settled on
a net basis in cash is a derivative asset or liability. Similarly, a derivative that requires set-
tlement on a net basis in an entity’s own equity instruments is a derivative asset/liability.

If a derivative has more than one settlement alternative (e.g. cash, equity or exchange
of equity for cash), the contract is a derivative asset/liability unless the entity:

● has an unconditional right and ability to settle by exchanging a fixed number of its
own equity for a fixed amount of cash;

● has an established practice of settling such contracts by exchanging a fixed number of
its own equity for a fixed amount of cash; and

● intends to settle the contract by exchanging a fixed number of its own equity for a
fixed amount of cash.

In these situations, the contract should be classified as equity.
Where an entity enters into a derivative contract, e.g. a forward contract that requires

settlement by cash, that instrument ceases to meet the definition of equity and is there-
fore a financial liability. Its cost (the present value of the redemption amount) is reclassi-
fied from equity to debt. If the contract expires without delivery of cash, it is then
reclassified to equity.

A derivative whose fair value fluctuates in response to changes in external variables is
clearly not equity and must be classified as a derivative asset/liability.

Interest, dividends, losses and gains

All of the above relating to financial liabilities should be recognised in the income state-
ment as expenses/incomes. However, dividends paid to equity holders must be charged
direct to equity, and any transaction costs deducted from equity net of any tax benefit.
The latter must, however, be incremental external costs directly attributable to the
equity transaction.

Transaction costs for hybrids must be allocated to the components in proportion
to the allocation of proceeds, and if related to more than one transaction they must be
allocated on a rational and consistent basis. Those costs deducted from equity must be
disclosed separately.
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Dividends can be disclosed separately or with interest, but if there are significant tax
differences between the two then separate disclosure is desirable.

It is the classification of instruments between equity/liabilities that determines where
related interest/expenses are charged.

Offsetting of a financial asset and a financial liability

A financial asset and a financial liability shall be offset and the net amount reported in
the balance sheet when, and only when, both the following occur:

1. An entity has a legally enforceable right of set off
2. An entity intends to settle on a net basis or to realise the asset and settle the liability

simultaneously.

Offsetting differs from ceasing to recognise a financial asset or liability. The latter not only
removes items from the balance sheet; it may also result in the recognition of a gain or loss.

The existence of a legal right of setoff affects the rights and obligations associated
with a financial asset and a financial liability, and may significantly affect an entity’s
exposure to credit and liquidity risk. The existence of the right itself, however, is not
a sufficient basis for offsetting. In the absence of an intention to exercise, the right to
settle means that the amount of the entity’s future cash flows are not affected. Where
the intention is to exercise, the presentation on a net basis reflects more appro-
priately the amounts and timing of the expected future cash flows, as well as the risks
to which the cash flows are exposed. An intention to settle net without a legal right to
do so is not sufficient to justify offsetting, because the rights and obligations remain
unaltered.

Intentions may reflect normal business practice, the needs of the financial markets,
and any other circumstances that could limit the ability to settle net or simultaneously
(i.e. at the same moment).

Offsetting is usually inappropriate when:

● several different financial instruments are used to emulate the features of a single
financial instrument (a ‘synthetic instrument’);

● financial assets and liabilities arise from instruments having the same primary risk
exposure (e.g. portfolio of forward contracts) but involving different counterparties;

● financial or other assets are pledged as collateral for non-recourse financial liabilities;
● financial assets are set aside in trust by a debtor to discharge an obligation without

those assets having been accepted by the creditor in settlement; or
● obligations are incurred by events giving rise to losses expected to be recovered from a

third party via an insurance policy claim.

A ‘master netting arrangement’, providing for a single net settlement of all financial
instruments covered by the agreement in the event of a default, commonly creates a
right of set-off that becomes enforceable only following a specified event of default or
other circumstances not normally expected in the normal course of business.

Normally a master netting arrangement does not provide a basis for offsetting unless
both the criteria (1) and (2) at the start of this section are satisfied. If not offset, then
details of credit risk exposure must be provided.
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Disclosure
The purpose of the disclosures in IAS 32 is to provide information to enhance an
understanding of the significance of financial instruments to an entity’s financial posi-
tion, performance and cash flows that will assist in assessing the amounts, timing and
certainty of future cash flows associated with those instruments.

In particular, the required disclosure is to help assess the following risks relating to
financial instruments as follows.

1. Market risk:
● currency risk – value fluctuates due to changes in foreign exchange rates
● fair value interest risk – value fluctuates due to changes in interest rates
● price risk – value fluctuates due to changes in market prices, whether specific or

affecting all securities traded in the market
2. Credit risk: the risk that one party will fail to discharge an obligation and cause the

other party to incur a financial loss
3. Liquidity risk: the risk encountered in raising funds to meet commitments
4. Cash flow interest rate risk: the risk that future cash flows will fluctuate due to

changes in interest rates.

Format and location

IAS 32 does not prescribe either the location or the format of the information required
under the standard. If it is disclosed on the face of the financial statements, it does need
to be repeated in the notes. The format may contain both a quantitative and a narrative
element, as appropriate.

The extent of detail of disclosure requires judgement and an ability to strike a bal-
ance between providing excessive detail and obscuring significant information by too
much aggregation. Details of individual instruments may be important if they represent
a significant component of an entity’s capital structure, but similar instruments may well
be combined.

Classification distinguishing between cost and fair value items would seem preferable.

Risk management policies and hedging activities

An entity should describe its financial risk management objectives and policies, including
its policy for hedging each major type of forecast transaction for which hedge accounting
is used.

These will include policies on matters such as hedging of risk exposures, avoidance
of undue concentration of risk, and requirements for collateral to mitigate credit risk.
This is a valuable independent perspective from that gathered from the specific instru-
ments held.

The following should be disclosed separately for designated fair value hedges, cash
flow hedges and hedges of a net investment in a foreign operation as per IAS 39:

1. A description of the hedge
2. A description of the financial instruments designated as hedging instruments and

their fair values at the balance sheet date
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3. The nature of the risks being hedged
4. For hedges of forecast transactions, the periods in which the forecast transactions are

expected to occur, when they are expected to enter into the determination of profit
or loss, and a description of any forecast transaction for which hedge accounting had
previously been used but which is no longer expected to occur.

If gains/losses on derivative and non-derivative financial assets and liabilities designated as
hedging instruments in cash flow hedges have been recognised, by remeasuring the hedging
instrument an entity must disclose the amount so recognised during the period and provide
an explanation of how the gains/losses have been dealt with in the financial statements.

Terms, conditions, and accounting policies

For each class of financial asset, financial liability and equity instrument, an entity
should disclose:

1. Information about the extent and nature of the financial instruments, including sig-
nificant terms and conditions that might affect the amount, timing and certainty of
future cash flows

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

Terms and conditions of contracts are very important in assessing future cash flows.
These should be disclosed for individual contracts, if significant, but the information
may be presented by reference to appropriate groupings of like instruments.

If financial instruments create a potentially significant exposure to risks, then the
terms and conditions that should be disclosed include:

1. The principal on which future payments are based
2. The date of maturity, expiry or execution
3. Early settlement options, including the period when they can be exercised and their prices
4. Options held to convert instruments into others, including the period of exercise

and the exchange ratio
5. The amount and timing of scheduled cash flows of the principal amount
6. The stated rate of interest, dividend or other return on principal
7. Collateral held or pledged
8. For instruments denominated in a foreign currency other than presentation, that

currency
9. For exchanges, items (1) to (8)

10. Any condition which would significantly alter the other terms of the contract.

Where the presentation differs from the legal form, the entity should explain, in the
notes, the nature of the instrument.

Any relationship between individual instruments that can affect the amount, timing or
certainty of future cash flows would be useful – e.g. hedging relationships.

All significant accounting policies should be disclosed, including the general principles
adopted in applying the principles to significant transactions. Disclosures include:

1. The criteria applied in determining when to recognise a financial asset or liability
and when to derecognise it
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2. The basis of measurement applied to financial assets and liabilities initially and
subsequently

3. The basis on which income and expenses arising from financial assets and liabilities
are recognised and measured.

If IAS 39 is not being applied, it would be particularly important, to provide adequate
information for users, to disclose for cost-based instruments:

1. Costs of acquisition
2. Premiums/discounts on monetary financial assets and liabilities
3. Changes in the estimated determinable future cash flows associated with a monetary

instrument such as an indexed-linked bond
4. Changes in circumstances resulting in significant uncertainty about the timely collec-

tion of amounts due from monetary assets
5. Declines in the fair value of financial assets below their carrying amount
6. Restructured financial liabilities.

For fair value instruments, an entity should disclose whether they are determined from
quoted market prices, independent appraisals, discounted cash flow analysis or another
appropriate method, as well as disclosing any significant assumptions.

The basis of reporting unrealised gains, losses and interest should be provided, and
this includes information about the basis on which income and expenses arising from
financial instruments, held for hedging, are recognised. If income and expenses are
presented net even though corresponding assets and liabilities have not been offset, the
reason for that presentation should be disclosed, if significant.

Interest rate risk

For each class of financial assets and liabilities, an entity must disclose information about
its exposure to interest rate risk, including:

1. Contractual repricing or maturity dates, whichever are earlier
2. Effective interest rates, when applicable.

It is important that exposure to the effects of future changes in the prevailing level of
interest rates and how changes in market rates affect cash flows be provided.

Information re maturity dates provides useful information as to the length of time that
rates are fixed and the levels at which they are fixed. Disclosure provides users with a
basis for evaluating the fair value interest rate risk to which an entity is exposed, and thus
the potential for gain or loss.

To supplement the above, an entity may elect to disclose information about repricing
or maturity dates if those dates differ significantly from the contractual dates. Such
information is particularly relevant when predicting the amount of fixed rate mortgage
loans that will be repaid prior to maturity, and the information is used as the basis for
managing its interest rate risk exposure.

An entity indicates which of its financial assets/liabilities are:

● exposed to fair value interest rate risk;
● exposed to cash flow interest rate risk, e.g. floating rates; and
● not directly exposed to interest rate risk, e.g. investments in equity securities.
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An entity may become exposed to interest rate risk – e.g. a commitment to lend funds at
a fixed rate. The entity should disclose information that permits users to understand the
nature and extent of its exposure. That normally includes the stated principal, interest
rate, and term to maturity of the amount to be lent, and the significant terms of the
transaction giving rise to the exposure to risk.

Exposure to interest rate risk can be presented in tables, in narrative form or as a com-
bination of the two. If the entity has a significant number of instruments exposed to fair
value or cash flow interest rate risk, it may adopt one or more of the following
approaches to presenting information.

1. The carrying amounts exposed to interest rate risk may be presented in tabular form,
grouped by those contracted to mature or be repriced in the following periods after
the balance sheet date:
● not later than 1 year
● later than 1 year and not later than 2 years
● later than 2 years and not later than 3 years
● later than 3 years and not later than 4 years
● later than 4 years but not later than 5 years, and
● later than 5 years.

2. Where performance is significantly affected by exposure to interest rate risk, more
details are required. A bank, for example, may disclose separate groupings of instru-
ments to mature or be repriced:
● within 1 month of the balance sheet date
● more than 1 month and less than 3 months from the balance sheet date, and
● more than 3 months and less than 12 months from the balance sheet date.

3. Similar cash flow interest rate risk exposure may be provided indicating groups of
floating rate financial assets/liabilities maturing within various future time periods.

4. Interest rate information may be disclosed for individual instruments or weighted
average rates, or a range of rates may be presented for each class of instrument.

In some cases, the effects of hypothetical changes in market interest rates on fair values
and future earnings/cash flows would be useful. Such interest rate sensitivity, when dis-
closed, should indicate the basis on which it has prepared the information, including any
significant assumptions.

Credit risk

For each class of financial asset and other credit exposures, an entity should disclose
information about its exposure to credit risk, including:

● the amount that best represents its maximum credit risk exposure at the balance sheet
date, without taking account of the fair value of any collateral, in the event of other
parties failing to perform their obligations under financial instruments; and

● significant concentrations of credit risk.

The first requirement of ignoring collateral is to provide users with a consistent measure
of the amount exposed to risk and to take into account the possibility that the maximum
exposure to loss may differ from the carrying value of the financial assets.
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Where an entity has entered one or more master netting arrangements that serve to
mitigate its exposure to credit loss and this significantly reduces the credit risk associated,
an entity must provide additional information indicating that:
● the credit risk is eliminated only to the extent that financial liabilities due to the same

counterparty will be settled after the assets are realised; and
● the extent to which an entity’s overall exposure to credit risk is reduced through a mas-

ter netting arrangement; the disclosure of terms may also be useful.

Concentrations of credit risk should be disclosed if they are not apparent from other dis-
closures about the nature of the business and financial position of the entity and result
in a significant exposure to loss in the event of default by other parties. Identification of
significant concentrations requires judgement by management taking into account the
circumstances of the entity and its debtors. IAS 14 may provide guidance in this regard.

Characteristics giving rise to significant concentrations of credit risk include the
nature of the activities undertaken by debtors, such as the industry in which it operates,
the geographical area in which activities take place and the level of creditworthiness of
groups of borrowers (e.g. bank lending to less developed nations).

Disclosure of credit risk includes a description of the shared characteristic that iden-
tifies each concentration and the amount of the maximum credit risk exposure associ-
ated with all financial assets sharing that characteristic.

Fair value

For each class of financial assets and liabilities, an entity should disclose the fair value of
that class of assets and liabilities in such a way that it permits it to be compared with the
corresponding amount in the balance sheet. IAS 39 provides guidance on how the fair
value should be determined.

If IAS 39 is being applied and unquoted investments are valued at cost (no reliable
fair value), that fact should be disclosed together with a description of the instruments,
their carrying amount, an explanation of why fair value cannot be measured reliably
and, if possible, the range of estimates within which fair value is highly likely to lie. If
these financial assets are then sold, that fact, their carrying value at date of sale and the
amount of gain/loss should be disclosed.

An entity should disclose:

1. The methods and significant assumptions applied in determining fair values of financial
assets and liabilities separately for significant classes

2. The extent to which fair values are determined directly via market prices or are esti-
mated using a valuation technique

3. The extent to which fair values are determined in full or in part using a valuation
technique based on assumptions that are not supported by observable market prices

4. If a fair value estimated using a valuation technique is sensitive to valuation assumptions
that are not supported by observable market prices, a statement of this fact and the effect
on the fair value of using a range of reasonably possible alternative assumptions

5. The total amount of the change in fair value estimated using a valuation technique
that was recognised in profit or loss during the period.

Fair values are widely used in business, and provide relevant information to users as well as
permitting comparisons of financial instruments having the same economic characteristics,
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regardless of their purpose and when or by whom they are issued. If fair values are not
included within the balance sheet, they should be disclosed as supplementary disclosures.

Disclosure of fair value information includes disclosure of the method used to deter-
mine fair value and any significant assumptions made – e.g. prepayment rates, discount
rates, rates of estimated credit losses.

For financial instruments such as short-term trade receivables and payables, no dis-
closure of fair value is required when their carrying value approximates fair value.

Fair values should only be grouped into classes and offset to the extent that their
related carrying amounts are offset in the balance sheet.

Other disclosures

The following should also be disclosed for financial instruments:

1. Significant incomes, expenses, gains and losses resulting from financial assets and
liabilities, whether included in the performance statements or on the balance sheet;
in particular, the following should be disclosed:
● total interest income and interest expense for financial assets and liabilities not des-

ignated as held for trading (historic cost basis)
● for available for sale financial assets, the amount of any gain or loss recognised

directly in the performance statement during the period, and
● the amount of any interest income accrued on impaired loans

2. If the entity has sold or transferred a financial asset, but it does not qualify for derec-
ognition in full or in part:
● the nature of the assets transferred
● the nature of the continuing involvement in the assets transferred
● the extent of such transfers, and
● information about the risks retained in any portion of a transferred asset that the

transferor continues to recognise
3. If the entity has entered into a securitisation agreement and has a continuing involve-

ment in all or a portion of the securitised financial assets at the balance sheet date, for
each major asset type:
● the nature of the assets transferred
● the extent of such transactions, including quantitative information about the key

assumptions used in calculating fair values, and
● the total principal amount outstanding, any portion derecognised, and the portion

that continues to be recognised
4. If IAS 39 forces the entity to reclassify a financial asset at cost rather than at fair

value, the reason for that reclassification
5. The nature and amount of any impairment loss recognised for a financial asset, sepa-

rately for each significant class
6. The carrying amount of financial assets pledged as collateral for liabilities, the carry-

ing amount of financial assets pledged as collateral for contingent liabilities, and any
significant terms and conditions relating to pledged assets

7. When an entity has accepted collateral:
● the fair value of collateral that it is permitted to sell or repledge in the absence of default
● the fair value of collateral that it has sold and has an obligation to return, and
● any significant terms and conditions associated with its use of collateral
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8. If the entity has designated non-derivative financial liabilities as held for trading, the
difference between their carrying amount and the amount the entity would be con-
tractually required to pay to the holders of the obligations at maturity

9. If the entity has issued an instrument containing both a liability and an equity amount
and the instrument has multiple embedded derivative features whose values are inter-
dependent, the existence of these features and the effective yield on the liability element

10. With respect to defaults of principal, interest, sinking fund, or redemption provi-
sions during the period on loans payable recognised at the balance sheet date, and
any other breaches during the period of loan agreements when those breaches can
permit the lender to demand repayment:
● details of those breaches
● the amount recognised at the balance sheet date in respect of loans payable on

which the breaches occurred; and, with respect to these amounts, whether the
default has been remedied or the terms of the loans payable renegotiated before
the date the financial statements were authorised for issue.

12.3 IAS 39 Financial Instruments: Recognition and
Measurement (revised March 2004)

Objective
The objective of IAS 39 is to establish principles for recognising and measuring finan-
cial assets and liabilities.

Scope
IAS 39 applies to all financial instruments giving a true and fair view and prepared
under fair value accounting.

It applies to all types of financial instruments except for:

● interest in subsidiaries, quasi subsidiaries and associated undertakings; those invest-
ments, however, held exclusively with a view to subsequent disposal are included;

● leases under IAS 17;
● employers’ rights and obligations under IAS 19;
● insurance contracts (but it does apply to derivatives embedded in insurance contracts);
● equity instruments issued by the entity including options and warrants;
● financial guarantee contracts including letters of credit made to reimburse the holder

for a loss it incurs because a specified debtor fails to pay;
● contracts for contingent consideration in a business combination;
● contracts that require a payment based on climatic, geological or other physical vari-

ables, as the payout is unrelated to the amount of an insured entity’s loss;
● loan commitments that cannot be settled net in cash.

Sometimes a ‘strategic investment’ is made, and if under IAS 28/31 the equity method
is not applied then the entity must apply IAS 39. It must also be applied to contracts to
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buy or sell a non-financial item that can be settled net in cash. The exception is those
contracts entered into for the purpose of receipt or delivery of a non-financial item in
accordance with the entity’s expected purchase, sale or usage requirements.

Definitions
Most of the key definitions are covered in IAS 32. However, a number of other defini-
tions are also provided:

Derivatives
Derivative: a financial instrument with all three of the following characteristics:

● its value changes in response to the change in an underlying specified interest rate,
security price, commodity price, foreign exchange rate;

● it requires no initial net investment or an initial net investment that is smaller than
would be expected to changes in market factors;

● it is settled at a future date.

Financial instruments
Financial asset or liability held for trading: a financial instrument is classified as held for
trading if it:

● is acquired or incurred principally for the purpose of selling or repurchasing it in the
near future;

● is part of a portfolio of identified financial instruments that are managed together and
for which there is evidence of a recent actual pattern of short-term profit-taking; or

● is a derivative, except if used as a hedging instrument.

Held to maturity investments: financial assets with fixed or determinable payments and fixed
maturity that an entity has positive intent and ability to hold to maturity other than those the
entity elects to designate as held for trading or meet the definition of loans and receivables.

Loans and receivables originated by the entity: financial assets created by the entity to provide
money, goods or services directly to a debtor other than those originated with the intent
of sale immediately or in the short term and designated as held for trading.

Available for sale financial assets: financial assets that are not classified as:

● loans and receivables originated by the entity;
● held to maturity investments; or
● held for trading.

Definitions relating to measurement
Amortised cost of a financial asset or liability: the initial recognition minus principal repay-
ments, plus or minus the cumulative amortisation using the effective interest method and
minus any write-down for impairment.

Effective interest method: a method of calculating amortised cost using the effective interest
rate of a financial asset or liability. It is the rate that exactly discounts future cash payments
or receipts through maturity or the next market-based repricing date to the net carrying
amount of the financial asset or liability. The computation includes all fees, and the rate
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is based on the estimated stream of cash receipts. The effective rate is sometimes termed
the ‘level yield to maturity or next repricing’.

Transaction costs: incremental external costs directly attributable to the acquisition or dis-
posal of a financial asset or liability.

Firm commitment: a binding agreement for the exchange of a specified quantity of
resources at a specified price on a specified future date or dates.

Definitions relating to hedge accounting
Hedged item: an asset, liability or commitment that exposes the entity to risk of changes in
fair value or future cash flows and is designated as being hedged.

Hedging instrument: a designated derivative whose fair value or cash flows are expected to
offset changes in the fair value of a hedged item.

Hedging effectiveness: the degree to which offsetting changes in fair value or cash flows
attributable to a hedged risk are achieved by the hedging instrument.

Elaboration on the definitions

Derivatives
Typical examples are futures and forward, swap and option contracts. A derivative usu-
ally has a notional amount, but the holder is not required to invest or receive the notional
amount at the inception of the contract. Alternatively a derivative could require a fixed
payment as a result of some future event unrelated to a notional amount – e.g. a fixed
payment of 1,000 if 6-month LIBOR increases by 100 basis points.

It includes contracts that are settled gross by delivery of the underlying item. It may
have a contract to buy or sell non-financial items that can be settled net in cash.

One of the defining characteristics of a derivative is that it has an initial net investment
that is smaller than would be required for other types of contracts. An option qualifies as
the premium is less than the value of the investment that would be required to obtain the
underlying financial instrument to which the option is linked. A currency swap also quali-
fies as it has a zero initial net investment. Forward contracts also meet the definition.

Transaction costs
These include fees and commissions paid to agents; levies by regulatory authorities, and
transfer taxes and duties. However, they do not include debt premiums or discounts and
any financing or internal administration expenses.

Financial assets and financial liabilities held for trading
These are used with the objective of generating a profit from short-term price fluctua-
tions. However, designated trading items are not precluded simply because the entity
does not intend to sell or repurchase in the near future. Under IAS 39, any financial
instrument may be designated initially as ‘held for trading’.

Financial liabilities held for trading include:

● derivative liabilities not accounted for as hedging instruments;
● obligations to deliver securities borrowed by a short seller;
● financial liabilities incurred with an intention to repurchase them in the near future;
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● financial liabilities that are part of a portfolio managed together and for which there
is evidence of a recent actual pattern of short-term profit trading; and

● other financial liabilities designated as held for trading.

If an entity elects to designate as ‘held for trading’ instruments that are not for short-
term profit, then it should present them as ‘financial instruments at fair value’ rather
than as ‘held for trading’.

Loans and receivables originated by the entity
An acquisition of an interest in a pool of loans/receivables, e.g. securitisation, is a pur-
chase and not an origination, as the entity did not provide money, goods or services
directly to the underlying debtors. In addition, a transaction that is, in substance, a pur-
chase of a loan that was previously originated is not a loan originated by the entity.
A loan acquired by an entity in a business combination is regarded as originated provided
it was similarly classified by the acquired entity.

Any financial asset with fixed or determinable payments could potentially meet the
definition. However, financial assets quoted in an active market do not qualify. In
addition, financial assets that are purchased by an entity after origination are not classi-
fied as loans or receivables originated by the entity. If they do not meet the definition,
they may be classified as ‘held to maturity investments’ if they meet the conditions for
that classification.

Embedded derivatives
These are components of hybrid instruments that also include non-derivative host con-
tracts. A derivative that is attached to a financial instrument but is contractually trans-
ferable independently is not an embedded derivative, but a separate financial
instrument. IAS 39 does not address whether an embedded derivative shall be presented
separately on the face of the financial statements.

An embedded derivative shall be separated from the host contract and accounted for
as a derivative under IAS 39 if, and only if, all of the following conditions are met:
● the economic characteristics and risks of the embedded derivative are not closely

related to those of the host contract;
● a separate instrument with the same terms as the embedded derivative would meet the

definition of a derivative; and
● the hybrid is not measured at fair value with changes in fair value reported in profit or loss.

If an embedded derivative is separated, the host contract should be accounted for under
IAS 39 if it is a financial instrument.

If an entity is required to separate an embedded derivative from its host contract but
is unable to measure the embedded derivative, it shall treat the entire combined contract
as a financial instrument held for trading.

Measurement
Initial measurement of financial assets and financial liabilities

When a financial asset/liability is recognised initially an entity should measure it at cost,
which is the fair value of consideration given or received. Transaction costs that are
directly attributable are included in the initial measurement.
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Fair value should be referenced to the transaction price or other market prices. If these
are not available, then fair value should be the sum of all future cash payments/receipts
discounted using prevailing market rates for similar instruments.

Subsequent measurement of financial assets

After initial recognition, an entity should measure financial assets at fair value without
deduction for transaction costs, except for the following:

● loans and receivables originated by the entity must be measured at amortised cost
using the effective interest method;

● held to maturity investments must be measured at amortised cost using the effective
interest method;

● investments in equity instruments that do not have a quoted market price in an
active market and whose fair value cannot be reliably measured, and derivatives
linked to and settled by delivery of such unquoted equity instruments, must be measured
at cost.

Financial assets designated as hedged items are subject to hedge accounting, and all
financial assets, other than those fair valued, are subject to impairment review.

If a financial asset is measured at fair value and its fair value is below zero, it should
be accounted for as a financial liability.

Example 12.1 provides an illustration.
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Example 12.1
Measurement of financial assets

Assume an asset is acquired for 100 � commission of 2. Initially the asset should be recog-
nised at 102. Next year the market price is 100 but a commission of 3 would be paid, thus the
asset is measured at 100 and a loss of 2 reported in profit and loss.

Loans and receivables originated by an entity are measured at amortised cost without
regard to the entity’s intention to hold them until maturity.

For floating rate financial assets, periodic re-estimation of cash flows to reflect move-
ments in market rates should take place with any changes therein being recognised over
the remaining term of the asset or the period to the next repricing date.

Held to maturity investments

An entity does not have a positive intention to hold to maturity a financial asset if ANY
one of the following conditions is met:

● the entity intends to hold the asset for an undefined period;
● the entity stands ready to sell the asset in response to interest rate changes, liquidity

needs, changes in yield on alternative investments or changes in foreign exchange risk; or
● the issuer has a right to settle at an amount significantly below its amortised cost.
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Most equity securities cannot be said as being ‘held to maturity’, either due to their
indefinite life or because the amount a holder may receive can vary. Similarly, if the
terms of a perpetual debt instrument provide for interest for an indefinite period then
that instrument cannot be classified as ‘held to maturity’, as there is no maturity date.

A financial asset that is puttable cannot be classified as ‘held to maturity’, as this is
inconsistent with an intention to hold until maturity.

Any financial assets which an entity has sold or reclassified more than an insignificant
amount of held to maturity investments during the year or previous 2 years may not be
classified as held for maturity. However, a number of exceptions exist:
● sales/reclassifications so close to maturity that changes in market rates would not sig-

nificantly affect the asset’s fair value;
● sales/reclassifications occurring after the entity has already collected substantially all

of the asset’s original principal (e.g. 90%); or
● sales/reclassifications due to an isolated event beyond the entity’s control, is non-

recurring and could not have been reasonably anticipated by the entity.

Fair value is more appropriate than amortised cost for most financial assets; however,
‘held to maturity’ is an exception but only if the entity has a positive intention to hold
the investment to maturity.

A ‘disaster scenario’ (e.g. run on a bank) is not an event that should be considered in
deciding whether or not there is a positive intention to hold to maturity.

Sales before maturity do not raise a question about ‘intention to hold’ if they are due to:
● a significant deterioration in the issuer’s credit worthiness – e.g. sale following a down-

grade in credit rating;
● a change in tax law eliminating or significantly reducing the tax exempt status of interest;
● a major business combination necessitating the sale or transfer of held to maturity invest-

ments to maintain the entity’s existing interest rate risk position or credit risk policy;
● a change in statutory requirements causing an entity to dispose of a held to maturity

investment;
● a significant increase in capital needs causing the entity to downsize by selling ‘held to

maturity’ investments; or
● a significant increase in the risk weights of ‘held to maturity’ investments used for regu-

latory risk based capital purposes.

An entity does not have an ability to ‘hold to maturity’ a financial asset if either of the
following conditions is met:
● it does not have the financial resources to continue to finance until maturity; or
● it is subject to existing legal constraints that could frustrate its intention to hold the

asset to maturity.

There could be other circumstances which do not have a positive intention to hold to
maturity, and an entity needs to assess its intention not only when initially recognised but
also at each subsequent balance sheet date.

Subsequent measurement of financial liabilities

After initial recognition an entity should measure all financial liabilities, other than those
held for trading and derivatives, at amortised cost using the effective interest rate
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method. Financial liabilities held for trading and fair value derivatives, except for a
derivative liability linked to and settled by delivery of an unquoted equity instrument
whose fair value cannot be reliably measured, should be kept at cost. Financial liabilities
designated as hedged items are subject to separate hedge accounting rules.

Reclassifications
Because the designation of a financial asset/liability held for trading is made on initial
recognition, an entity shall not reclassify a financial instrument into or out of trading
while it is held.

If it is no longer appropriate to carry a ‘held to maturity’ investment at amortised cost,
it should be reclassified into the ‘available for sale’ category and remeasured at fair value,
with any difference between carrying amount and fair value accounted for in accor-
dance with fair value measurement considerations.

Similarly, if a reliable measure becomes available for a financial asset/liability for which
there was no previously available fair value, then it should be remeasured at fair value and
the difference accounted for in accordance with fair value measurement considerations.

If, due to a change in intention, a reliable measure is no longer available or two pre-
ceding years have passed, it is appropriate to carry a financial asset at cost or amortised
cost rather than at fair value, with the fair value on that date becoming its new cost. If a
previous gain or loss has gone directly to the equity statement, no adjustment should be
made on the reclassification of the financial asset.

Fair value measurement considerations
In determining the fair value, an entity should presume that it is a going concern and is
not to be valued as a forced transaction.

Active market: quoted price

The existence of published price quotations in an active market is the best evidence of
fair value, and this is usually the current bid price. When current bid prices are unavail-
able, the price of the most recent transaction is sufficient evidence provided there has
not been a significant change in economic circumstances between the transaction date
and the reporting date. If a published price quotation in an active market does not exist
in its entirety, but active markets exist for its component parts, fair value is determined
on the basis of relevant market prices for its component parts.

No active market: unquoted price

If the market is not active, the best evidence of fair value is recent market transactions
between willing parties in an arm’s length transaction.

No active market: valuation technique

If an entity has to use a valuation technique to assess fair value, this must:

● incorporate all the factors to be considered in setting a price; and
● be consistent with accepted economic theory for pricing.
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Valuation techniques that are well established include reference to the current market
value of another instrument that is substantially the same, discounted cash flow analysis,
and option pricing models.

If a measure is used commonly to price instruments, then that measure should be
adopted.

In applying discounted cash flow analysis, the discount rate should be equal to the
prevailing rate of return for instruments having substantially the same terms and char-
acteristics, including the creditworthiness of the debtor, the remaining term, and the
currency in which payments are made. When the terms extend beyond the period for
which market prices are available, the valuation technique uses current market prices
and extrapolates those prices for later periods.

The initial acquisition or origination of a financial asset or incurrence of a financial
liability is a market transaction that provides a foundation for estimating fair value.
A debt instrument can be valued by referring to the market conditions that existed at its
acquisition or origination date and current market conditions or interest rates.

Alternatively, provided there is no change in credit risk, an estimate of the current
market interest rate may be derived by using a benchmark interest rate reflecting a bet-
ter credit quality than the underlying debt instrument and adjusting for the change in
the benchmark interest rate from the origination date.

No active market: equity instruments

For equity instruments, with no quoted market prices and which must be settled by deliv-
ery of an unquoted equity instrument, a reliable measure can be found if:
● the variability in the range of reasonable fair value estimates is not significant; or
● the probabilities can be reasonably assessed.

Gains and losses
A recognised gain or loss arising from a change in fair value of a financial asset/liability
that is not part of a hedging relationship should be recognised as follows:

● a gain or loss on a financial asset/liability held for trading should be recognised in
profit or loss for the period in which it arises;

● a gain or loss on an available for sale financial asset should be recognised in the change
in equity statement; however, the amortisation charge, using the effective interest
method, of any difference between the amount initially recognised and the maturity
amount represents interest and is recognised in profit or loss.

For financial assets and liabilities carried at amortised cost, a gain or loss is recognised in
profit or loss when the financial asset/liability is derecognised or impaired, as well as
through the amortisation process.

An entity should apply IAS 21 The Effect of Changes in Foreign Exchange Rates to mone-
tary items denominated in a foreign currency. An exception is a derivative designated as
a hedging instrument.

Where financial assets are not classified as monetary items, any changes in fair value
are accounted for as per the fair value approach. If hedging exists between a non-derivative
monetary asset and a non-derivative monetary liability, changes in the foreign currency
component should be recognised in profit or loss.
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Impairment and uncollectability of financial assets
An entity should assess, at every balance sheet date, whether there is any objective
evidence that a financial asset or group of assets is impaired. If so, the entity must apply
‘amortised cost’ or treat them as ‘available for sale financial assets’.

Objective evidence exists if there is:

● significant financial difficulty for the issuer;
● a breach of contract – e.g. default in interest or principal;
● the granting by the lender to the borrower of a concession that the lender would not

otherwise consider;
● a high probability of bankruptcy of the issuer;
● recognition of an impairment loss on that asset in a prior period;
● the disappearance of an active market for the financial asset due to financial difficulties;
● an historical pattern of collections of groups of financial assets indicating that the

entity will not be able to collect all amounts due (principal and interest).

The disappearance of an active market is not evidence of impairment, nor is a down-
grade of credit rating or a decline in the fair value of a financial asset below cost. An
adverse change in the technological, market, economic or legal environment may indi-
cate that the asset may not be recovered. A significant and prolonged decline in fair
value of an equity investment below cost is also objective evidence of impairment.

Financial assets carried at amortised cost

If there is objective evidence of impairment and it is probable that an entity will not be
able to collect all amounts due (principal and interest), an impairment has occurred.
The loss is the difference between the asset’s carrying amount and the present value of
expected future cash flows discounted at the original effective interest rate. The carrying
amount of the asset shall be reduced to its estimated recoverable amount either directly
or through use of an allowance account. The loss should go through profit and loss.

An entity first assesses whether or not there is objective evidence of impairment,
either individually or collectively. If there is no objective evidence of individual impair-
ment, the asset must be included in a group of financial assets with similar credit risk
characteristics that can be collectively assessed. Assets assessed individually for impair-
ment are not included in the collective assessment for impairment.

Impairment of a financial asset carried at amortised cost should be measured at the
instrument’s original effective interest rate, as discounting at current market rates would
impose fair value measurement. If a loan has a variable interest rate, the discount rate
should be the current effective interest rate determined under the contract. As a practi-
cal expedient, a creditor may measure impairment using an observable market price.

For collective evaluation of impairment, financial assets are grouped on the basis of
similar credit risk characteristics.

Impairment losses recognised on a group basis represent an interim step pending the
identification of impairment losses on individual assets. As soon as information is avail-
able to identify losses individually, the assets must be removed from the group.

Expected cash flows for a group should be based on the contractual cash flows of the
assets in the group and historical loss experience for assets with similar risk characteristics
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to the group. If there is insufficient experience, entities should use peer group experience
for comparable groups. Historical loss experience is adjusted to reflect current conditions.
Estimates of changes in expected cash flows reflect changes in related observable data
from period to period – e.g. unemployment rates, property prices etc. The methodology
and assumptions must be reviewed regularly.

In discounting groups of financial assets, an entity uses a weighted average of the
original effective interest rates of the group assets. For example, if the original contractual
rate is 12% and past experience is 10%, then the original effective rate should be the
expected rate of 10%.

If subsequently the impairment decreases and this can be related objectively to an
event occurring after the write down, the write down shall be reversed either directly or
by adjusting an allowance account. The reversal must not result in a carrying amount of
the financial asset exceeding what the amortised cost would have been had the impair-
ment not been recognised.

Interest income after impairment recognition

Once impaired, interest income is thereafter based on the rate of interest used to dis-
count the future cash flows for the purpose of measuring the recoverable amount.
Additionally, the entity reviews the asset for further impairment.

Financial assets carried at cost

If there is objective evidence of impairment of an unquoted equity instrument that is
not carried at fair value because its fair value cannot be objectively determined, the loss
is the difference between the carrying amount of the asset and the present value of
expected future cash flows discounted at the current market rate of interest for similar
assets. Such losses shall not be reversed.

Available for sale financial assets

A decline in the fair value of an available for sale financial asset that has been recognised
in the change in equity statement should not subsequently be recognised in profit and
loss if and when objective evidence of impairment is discovered.

Impairment losses recognised in profit or loss should not be reversed as long as the
instrument is recognised.

Hedging
Hedging instruments

Qualifying instruments
IAS 39 does not restrict the circumstances in which a derivative may be designated as a
hedging instrument provided the conditions listed in (1) to (5) (see p. 352) are met.
However, a non-derivative financial asset may be designated as a hedging instrument
only for a hedge of a foreign currency risk.
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The potential loss on an option could be significantly greater than the potential gain
in value of a related hedged item, i.e. a written option is not effective in reducing
exposure and thus does not qualify unless designated as an offset to a purchased option.
In contrast, a purchased option has potential gains equal to or greater than losses and
thus has the potential to reduce profit or loss exposure from changes in fair values or cash
flows. Therefore it can qualify.

Held to maturity investments carried at amortised cost may be effective hedging
instruments with respect to risks from changes in foreign currency exchange rates.

An investment in an unquoted equity instrument that is not carried at fair value, as
that value cannot be reliably measured, cannot be designated as a hedging instrument.

An entity’s own equity securities cannot be designated as hedging instruments.
For hedge accounting, only derivatives involving a party external to the entity can be

designated as hedging instruments. Although individual entities within a group may
enter hedging transactions with other entities in the group, any gains or losses are elimi-
nated on consolidation. Therefore inter-company hedging transactions do not qualify
for hedge accounting on consolidation.

Designation of hedging instruments
Normally there is a single fair value measure for a hedging instrument in its entirety. The
only exceptions permitted are:
● separating the intrinsic value and the time value of an option and designating only the

change in the intrinsic value of an option as the hedging instrument; and
● separating the interest element and the spot price on a forward contract.

These are permitted only because the intrinsic value and the premium on the forward
contract can be measured separately.

A proportion of the entire hedging instrument may be designated as the hedging instru-
ment in a hedging relationship. However, a hedging relationship may not be designated for
only a portion of the time period during which the time period remains outstanding.

A single hedging instrument may be designated as a hedge of more than one type of
risk provided that:
● the risks hedged can be identified clearly;
● the effectiveness of the hedge can be demonstrated; and
● it is possible to ensure that there is specific designation of the hedging instrument and

different risk positions.

Two or more derivatives may be viewed in combination. However, where a written
option component is combined with a purchased option it does not qualify as a hedging
instrument if it is, in effect, a net written option.

Hedged items

Qualifying items
A hedged item can be a recognised asset or liability, an unrecognised firm commitment,
an uncommitted but highly probable anticipated future transaction, or a net investment
in a foreign operation. The hedged item can be:
● a single asset, liability, commitment; or
● a group of assets, liabilities, commitments with similar characteristics.
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A held to maturity investment cannot be a hedged item with respect to interest or
prepayment risk because designation requires an intention to hold the investment until
maturity without regard to changes in the fair value or cash flows. It can be a hedged
item, however, with respect to foreign exchange and credit risks.

A firm commitment to acquire a business in a business combination cannot be a
hedged item, except for foreign exchange risk, because other risks being hedged cannot
be specifically identified and measured.

An equity method investment cannot be a hedged item in a fair value hedge, as it
recognises in profit the investor’s share of the associate’s accrued profit or loss rather
than fair value changes. For similar reasons, an investment in a consolidated subsidiary
cannot be a hedged item in a fair value hedge.

Designation of financial items as hedged items
If the hedged item is a financial asset/liability, it may be a hedged item with respect to
the risks associated with only a portion of its cash flows provided that effectiveness can
be measured – for example, an identified and separately measurable portion of the
interest rate exposure of an interest bearing asset may be designated as the hedged risk.

Designation of non-financial items as hedged items
If the hedged item is a non-financial liability, it shall be designated as a hedged item
either (a) for foreign currency risks or (b) in its entirety for all risks, because of the diffi-
culty of isolating and measuring the appropriate portion of the cash flows or fair value
changes attributable to specific risks other than foreign currency risks.

If there is a difference between the terms of the hedging instrument and the hedged
item (e.g. hedge of the forecast purchase of Brazilian coffee using a forward contract to
purchase Colombian coffee), it may qualify provided the conditions are expected to be
highly effective. However, the hedging relationship might result in ineffectiveness that
would be recognised in profit or loss during the term of the hedging relationship.

Designation of groups of items as hedged items
If similar assets or liabilities are aggregated and hedged as a group, the change in fair
value attributable to the hedged risk for each individual item in the group is expected to
be approximately proportional to the overall change in fair value attributable to the
hedged risk of the group.

For example, if a bank has 100 of assets and 90 of liabilities with risks and terms of a
similar nature and hedges the net 10 exposure, it can designate 10 of those assets as the
hedged item. This designation can be used if at fixed rates (fair value hedge) or at vari-
able rates (cash flow hedge).

Similarly, if an entity has a firm commitment to purchase in a foreign currency of 100
and a firm commitment to make a sale in a foreign currency of 90, it can hedge the net
amount of 10 by acquiring a derivative and designating it as a hedging instrument asso-
ciated with 10 of the firm purchase commitment of 100.

Hedge accounting

Hedge accounting recognises the offsetting effects on profit or loss of changes in the fair
values of the hedging instrument and the hedged item.
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Hedging relationships are of three types:

1. Fair value hedge: a hedge of the exposure to changes in fair value of a recognised asset
or liability or a previously unrecognised firm commitment to buy or sell an asset at a
fixed price, or an identified portion that is attributable to a particular risk and could
affect reported profit or loss

2. Cash flow hedge: a hedge of the exposure to variability in cash flows that:
● is attributable to a particular risk or a forecast transaction, and
● could affect profit or loss

3. Hedge of a net investment in a foreign operation: these hedges are defined in IAS 21.

An example of a fair value hedge is a hedge of exposure to changes in the fair value of
fixed rate debt as a result of changes in interest rates.

An example of a cash flow hedge is the use of a swap to change floating rate debt to
fixed rate debt.

A hedge of a firm commitment (e.g. a hedge by an airline to purchase an aircraft for
a fixed amount of a foreign currency, or a hedge of a change in fuel price relating to an
unrecognised contractual commitment by an electric utility to purchase fuel at a fixed
price) is a hedge of an exposure to a change in fair value, and thus it is accounted for as
a fair value hedge.

Under IAS 39, a hedging relationship qualifies for hedge accounting if, and only if, all
of the following conditions are met:

1. At the inception of the hedge there is formal documentation of the hedging rela-
tionship and the entity’s risk management objective and strategy for undertaking the
hedge. That includes identifying the hedging instrument, the related hedged item,
the nature of the risk being hedged and how the entity will assess the hedging instru-
ments’s effectiveness.

2. The hedge is expected to be highly effective in achieving offsetting changes in fair
value or cash flows attributable to the hedged risk.

3. For cash flow hedges, a forecast transaction must be highly probable and present an
exposure to cash flow variations that could ultimately affect reported profit or loss.

4. The effectiveness of the hedge can be reliably measured.
5. The hedge is assessed on an ongoing basis and is determined to have been highly

effective throughout the financial reporting period.

Assessing hedge effectiveness

A hedge is normally highly effective if, at inception and throughout its life, the entity can
expect changes in the fair value or cash flows of the hedged item to be almost fully off-
set by changes in the fair value or cash flows of the hedging instrument, and if actual
results are within a range of 80% to 125% (see Example 12.2).

International financial reporting standards in depth 352

Example 12.2
Assessing hedge effectiveness

If the loss on the hedging instrument is 120 and the gain on the cash instrument is 100, offset
can be measured by 120/100 (120%) or by 100/120 (83%). It is therefore highly effective.

IASD_ch12v1.qxd  6/16/05  7:18 PM  Page 352



The method adopted for assessing hedge effectiveness depends on its risk management
strategy, and there could be different methods for different types of hedges. If the terms
of the hedging instrument and hedged item are the same, the changes in fair values and
cash flows may be likely to offset each other – e.g. an interest rate swap is likely to be
effective if the notional and principal amounts, term, repricing dates, dates of interest
and principal receipts/payments, and basis for measuring interest rates are the same for
both hedging instrument and hedged item.

Sometimes a hedge is only partially effective, for example in different currencies not
moving in tandem.

To qualify for hedge accounting, the hedge must relate to a specific and designated
risk, not merely to overall business risks, and must ultimately affect the entity’s profit or
loss. A hedge of the risk of obsolescence or expropriation of property by government
would not be eligible for hedge accounting, as the risks are not reliably measured.

Hedge effectiveness may be assessed by preparing a maturity schedule for financial
assets and liabilities showing the net interest rate exposure for each time period. There is
no single method for assessing hedge effectiveness, so an entity must document its pro-
cedures. As a minimum, effectiveness should be computed at every interim and final
year end. If the critical terms are the same for both hedged instrument and hedged item,
then an entity could conclude that changes in fair values/cash flows are expected to
offset each other fully at inception and on an ongoing basis. A forecast purchase of a
commodity with a forward contract will be highly effective and there will be no
ineffectiveness to be recognised in profit or loss if:
● the forward contract is for the purchase of the same quantity of the same commodity

at the same time and location as the hedged forecast purchase;
● the fair value of the forward contract at inception is zero;
● either the change in discount/premium on the forward contract is excluded from the

assessment of effectiveness and included directly in profit or loss or the change in expected
cash flows on the forecast transaction is based on the forward price for the commodity.

The time value of money should be considered. There is no need for perfect matching
for either fixed or variable rates between the hedging instrument and hedged item.

Fair value hedges

If a fair value hedge meets the conditions of hedging it should be accounted for as follows:
● the gain or loss from remeasuring the hedging instrument at fair value (for a derivative)

or the foreign currency component of its carrying amount (for a non-derivative)
should be recognised immediately in profit or loss; and

● the gain or loss on the hedged item attributable to the hedged risk shall adjust the carrying
amount of the hedged item and be recognised immediately in profit or loss. This applies
even if a hedged item is measured at fair value with changes in fair value recognised in the
changes in equity statement. That also applies if the hedged item is measured at cost.

An entity shall discontinue prospectively the hedge accounting noted above if any one of
the following occurs:
● the hedging instrument expires or is sold, terminated or exercised; or
● the hedge no longer meets the criteria for hedge accounting.
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An adjustment to the carrying amount of a hedged interest bearing financial instrument
should be amortised to profit or loss. Amortisation may start as soon as an adjustment
exists, and no later than when the hedged item ceases to be adjusted for changes in its
fair value attributable to the risk being hedged. The adjustment is based on a recalcu-
lated effective interest rate at the date amortisation begins, and should be amortised fully
by maturity.

Cash flow hedges

If a cash flow hedge meets the conditions for hedging during the period, it should be
accounted for as follows:
● the portion of the gain or loss on the hedging instrument that is determined to be an

effective hedge should be reported on the balance sheet and described as ‘gains and
losses arising on effective cash flow hedges not yet recognised in the profit and loss’; and

● the ineffective portion of the gain or loss on the hedging instrument should be recog-
nised immediately in profit or loss.

If a hedge of a forecast transaction subsequently results in the recognition of an asset or
liability, then the associated gains or losses that were reported on the balance sheet shall
be reclassified into profit or loss in the same period during which the asset acquired or
liability incurred affects profit or loss. However, if an entity expects that all or a portion
of a net loss reported amongst assets and liabilities will not be recovered, it should recog-
nise the amount not expected to be recovered immediately into profit and loss.

All cash flow hedges, other than those above, reported on the balance sheet should be
included in profit and loss in the same period during which the hedged forecast transac-
tion affects profit or loss.

An entity should discontinue prospectively the hedge accounting specified above if
any one of the following occurs:

1. The hedging instrument expires, is sold, terminated or exercised. The cumulative
gain or loss on the hedging instrument that was initially reported in the balance sheet
when the hedge was effective should remain until the forecast transaction occurs.
When the transaction occurs, the above accounting treatment will apply.

2. The hedge no longer meets the criteria for hedge accounting. The cumulative gain or
loss initially reported on the balance sheet when the hedge was effective should
remain until the forecast transaction occurs. When the transaction occurs, the above
accounting treatment will apply.

3. The forecast transaction is no longer expected to occur, in which case any related
cumulative gain or loss that had been reported on the balance sheet should be recog-
nised in profit and loss for the period. A forecast that is no longer highly probable
may still be expected to occur.

Hedges of a net investment

Hedges of a net investment in a foreign operation, including a hedge of a monetary item
that is accounted for as part of the net investment, should be accounted for as follows:
● the portion of the gain or loss on the hedging instrument that is determined to be an

effective hedge should be recognised in the changes in equity statement;
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● The ineffective portion should be recognised immediately in profit or loss if the hedging
instrument is a derivative; or (in accordance with Gains and losses section earlier in
this chapter) in the limited circumstances in which the hedging instrument is not a
derivative.

The amount of the gain or loss on the hedging instrument relating to the effective por-
tion of the hedge that has been recognised in the changes in equity statement should not
be reversed or adjusted at the disposal of the foreign operation.

Hedges that do not qualify for hedge accounting

If a hedge does not qualify for hedge accounting as it fails to meet the criteria, gains and
losses arising from changes in the fair value of a hedged item that is measured at fair
value after initial recognition are recognised in one of two ways (see Gains and losses
section earlier in this chapter). Fair value adjustments of a hedging instrument that is a
derivative would be recognised in profit or loss.

12.4 Examination questions

Most of the questions on the subject of financial instruments concentrate on the
overview of the process rather than the practical implementation of the standards. That
is because of their particularly specialised nature which really requires expert treasury
knowledge of those instruments.

Question 12.1: IAS 32/39 issues (CIMA)
(The first question covers the need for financial instruments to be fair valued rather than being maintained
at historic cost, and why the disclosure standard IAS 32 was not sufficient to satisfy user needs in the area.)
One of the issues dealt with by the International Accounting Standards Committee in
its Framework for the Preparation and Presentation of Financial Statements is the mea-
surement of assets and liabilities in financial statements. The Framework notes that the
historical cost system is the one most widely used in financial statements at present.
However, the Framework suggests that other models and concepts, apart from the his-
torical cost system, may be more appropriate in order to meet the objective of providing
useful information.

Developments in financial reporting over the last decade suggest that a mixed mea-
surement system may well evolve, in which some assets and liabilities are measured
based on historical cost while others are measured based on current values. The use of
current values is already accepted practice for measuring certain categories of non-current
asset, particularly properties.

In 1998, the IASC issued IAS 39 Financial Instruments: Recognition and Measurement. This
standard required that certain categories of financial instruments be measured at their
current values and allowed hedge accounting in certain circumstances. Previous practice
(as set out in IAS 32 Financial Instruments: Disclosure and Presentation) tended to focus on the
disclosure of information regarding fair values.
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Recent developments suggest that further international harmonisation in accounting
for financial instruments is appropriate. A recent proposal from the IASB suggests mea-
suring virtually all financial instruments at current values, rather than (as required by
IAS 39) measurement of certain categories only at current values and (as required by
IAS 32) extensive disclosure in the notes to the financial statements. The same proposal
also suggests that hedge accounting should be prohibited.
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Required

(a) Identify the strengths and weaknesses of using a historical cost system of measurement for
assets and liabilities.

(b) Explain why a current value measurement system is more appropriate for financial instru-
ments than a historical cost system.

(c) Explain why the disclosure requirements of IAS 32 were insufficient on their own to satisfy
the needs of users.

(d) Discuss the likely effect on current international accounting practice should the recent
IASB proposal be implemented.

Question 12.2: Tall (CIMA)
(This question, taken from a pilot CIMA paper, first requires students to identify the problems associated
with accounting for financial instruments and then, using a more specific example, looks at how to pre-
sent these instruments in order to accord with IAS 32. It also mixes in a discussion about the appropri-
ateness of adopting the uniting of interests method of consolidation rather than the purchase method.)
Two standards have been published by the IASB to deal with the complex area of finan-
cial instruments:

● IAS 32 Financial Instruments: Disclosure and Presentation
● IAS 39 Financial Instruments: Recognition and Measurement.

Required

(a) What are the problems with the way that financial instruments have been accounted for in
the past that these standards were issued to correct?

You are the management accountant of Tall. The company is planning a number of
acquisitions in 20x0 and so you are aware that additional funding will be needed.
Today’s date is 30 November 20x9. The balance sheet of the company at 30 September
20x9 (the financial year end of Tall) showed the following balances.

$m
Equity share capital 100.0
Share premium account 35.8
Income statement 289.7

225.5
Net assets 225.5
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On 1 October 20x9, Tall raised additional funding as follows:

(i) Tall issued 15 million $1 bonds at par. The bonds pay no interest but are redeemable
on 1 October at $1.61 – the total payable on redemption being $24.15m. As an alter-
native to redemption, bondholders can elect to convert their holdings into $1 equity
shares on the basis of one equity share for every bond held. The current price of a
$1 share is $1.40, and it is reckonable that this will grow by at least 5% per annum
for the next 5 years.

(ii) Tall issued 10 million $1 preferred shares at $1.20 per share, incurring costs of
$100,000. The preferred shares carry no dividend and are redeemable on 1 October
20x5 at $2.35 per share – the total payable on redemption being $23.5m.

Your assistant is unsure how to reflect the additional funding in the financial statements
of Tall. He expresses the opinion that both the new capital instruments should logically
be reflected in the shareholders’ funds section of the balance sheet. He justifies this by
saying that:

● the preferred shares are legally shares and so shareholders’ funds is the appropriate
place to present them;

● the bonds and the preferred shares seem to have similar terms of issue and it is quite
likely that the bonds will become shares in 5 years’ time, given the projected growth in
the equity share price.

He has no idea how to show the finance costs of the capital instruments in the income
statement. He is aware that IAS 39 Financial Instruments: Recognition and Measurement has
recently been issued, but is unaware of the details.

Your assistant has also queried the method of financing that is being proposed for the
acquisitions. He considers that it would be better to finance the acquisition by issuing
new equity shares, because the uniting of interests method of consolidation could then
be used. This method, according to your assistant, would lead to higher reported profits.

357 Financial instruments

Required

(b) Write a memorandum to your assistant which evaluates the comments he has made
regarding the presentation of the financial instruments and explaining the correct treat-
ment where necessary. Your memorandum should refer to the provisions of relevant
accounting standards. Next:
(i) Explain and evaluate the relevant positions of IAS 39 regarding the computation of

the finance cost of capital instruments such as bonds and preferred shares. You are
NOT required to compute the finance costs for either of the instruments mentioned in
this question.

(ii) Evaluate your assistant’s comments regarding the use of the uniting of interests method
of consolidation. You should refer to the provision of relevant accounting standards.
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13.1 IAS 34 Interim Financial Reporting (1998)

Objective
The objective of IAS 34 is to prescribe the minimum content of an interim financial
report and to prescribe the principles for recognition and measurement in interim
reports.

Scope
The standard is not mandatory, but instead strongly recommends to regulators that
interim financial reporting should be a requirement for publicly traded securities.
Specifically they are encouraged to:

● publish an interim report for at least the first 6 months of their financial year;
● ensure that it is available no later than 60 days after the end of the interim report.

Key definitions
Interim period: a financial reporting period shorter than a full financial year.

Interim financial report: a financial report containing either a complete set of financial state-
ments or a set of condensed financial statements.

Content of an interim financial report: IAS 34 defines the minimum content of an interim
report, which should contain condensed financial statements together with selected
explanatory notes, but should focus on new activities and events. Obviously entities can
disclose the following minimum content if they wish:

● condensed balance sheet;
● condensed income statement;
● condensed statement of all changes in equity or changes in equity other than those

arising from capital transactions with owners and distributions to owners;
● condensed cash flow statement; and
● selected explanatory notes.
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The condensed statements should include each of the headings and subtotals that were
included in its most recent annual financial statements. Additional line items should be
included if their omission would make the condensed interim statements misleading.

Basic and diluted EPS should be presented on the face of an income statement for an
interim period.

Selected explanatory notes
IAS 34 is not concerned with relatively minor changes from its most recent annual finan-
cial statements. However, the notes to the interim report should include the following
information (unless the information is contained elsewhere in the report):

● a statement that the same accounting policies and methods of computation are fol-
lowed in the interim statements as compared with the most recent annual statements
or, if changed, a description of the nature and effect of the change;

● explanatory comments about the seasonality or cyclicality of interim operations;
● the nature and amount of unusual items affecting assets, liabilities, incomes and

expenses because of their nature, size or incidence;
● the nature and amount of changes in estimates, if they have a material effect in the

current interim period;
● the issue or repurchase of equity or debt securities;
● dividends paid, separately for ordinary and other shares;
● segmental results for the primary basis of reporting (i.e. either geographical or business);
● material events since the end of the interim period;
● the effect of business combinations during the interim report;
● changes in contingent liabilities or contingent assets since the last annual balance

sheet date.

Examples of the above include:

● writedowns of inventories to NRV and reversals;
● acquisitions, disposals, impairments of property, plant etc. and reversals;
● litigation settlements;
● corrections of material errors;
● related party transactions.

Disclosure of compliance
If the interim report is in compliance with IAS 34, that fact should be disclosed.

Periods covered

1. Balance sheet data at the end of the current interim period and comparative data at
the end of the most recent financial year

2. Income statements for the current interim period and cumulative data for the current
year to date together with comparative income statements for the comparable interim
periods of the immediately preceding year
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3. Cash flow statement cumulatively for the current financial year to date with a
comparative statement for the comparable year to date period of the immediately
preceding financial year

4. Changes in equity statement cumulatively for the current financial year to date with
a comparative statement for the comparable year to date period of the immediately
preceding financial year.

Materiality
Materiality should be assessed in relation to the interim period financial data. It should
be recognised that interim measurements rely to a greater extent on estimates than do
annual financial data.

Disclosure in annual financial statements
If an estimate of an amount reported in an interim report has changed significantly dur-
ing the final interim report and a separate financial report has not been published for
that period, then the nature and amount of that change in estimate should be disclosed
in a note to the annual financial statements for that financial year.

Recognition and measurement
Use the same accounting policies as for annual statements

The same accounting policies should be adopted in the interim report as are applied in
the annual statements, except for accounting policy changes made after the date of the
most recent annual financial statements that will be reflected in the next set of annual
statements.

The guiding principle for recognition and measurement is that an enterprise should
use the same recognition and measurement principles in its interim statements as it does
in its annual financial statements – for example, a cost would not be classified as an asset
in the interim report if it would not be classified as such in the annual report.

Revenues received occasionally, seasonally or cyclically

Revenue which is received occasionally or seasonally should not be anticipated or
deferred in interim reports. The principles of revenue recognition should be applied
consistently to interim and annual reports.

Costs incurred unevenly during the financial year

These should only be anticipated or deferred if it would be appropriate to anticipate or
defer the expense in the annual financial statements. It would be inappropriate, for
example, to anticipate part of the cost of a major advertising campaign later in the year
for which no expenses have yet been incurred.
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Appendix – Examples of Application of Recognition 
and Measurement Principles
Employer payroll taxes and insurance contributions
In some countries these are assessed on an annual basis but paid at an uneven rate dur-
ing the year. It is therefore appropriate, in this situation, to adopt an estimated average
annual tax rate for the year in an interim statement, not the actual tax paid. Taxes are
an annual assessment but payment is uneven.

Cost of a planned major periodic overhaul
The cost of such an event must not be anticipated unless there is a legal or constructive
obligation to carry out the work. A mere intention to carry out work later in the year is
not sufficient justification to create a liability.

Year-end bonus
This should not be provided in the interim report unless there is a constructive obliga-
tion to pay such a bonus and it can be reliably measured.

Intangible asset
IAS 34 must follow IAS 38 Intangible Assets, and thus it would be inappropriate in an
interim report to defer a cost in the expectation that it will eventually be part of a non-
monetary intangible asset that has not yet been recognised.

Holiday pay
If holiday pay is an enforceable obligation on the employer, then any unpaid accumu-
lated holiday pay may be accrued in the interim report.

Tax on income
An expense for tax should be included in the interim report and the tax rate should be
the estimated average annual tax rate for the year (see Example 13.1).

Example 13.1
Tax on income

Assume a quarterly reporting entity expects to earn 10,000 pre-tax each quarter and operates
in a tax jurisdiction with a tax rate of 20% on the first 20,000 and 30% on all additional earn-
ings. Actual earnings match expectations. The tax reported in each quarter is as follows:

Tax expense 2,500 2,500 2,500 2,500 10,000

Total estimate 40,000 (20,000 � 20% � 4,000 � 20,000 � 30%
� 6,000, i.e. 10,000 � 4
� 2,500)

Assume a quarterly reporting entity expects to earn 15,000 pre-tax in Q1 but losses of 5,000
in Q2–4. The tax rate is still 20%. The tax reported in each quarter is as follows:

Tax expense 3,000 (1,000) (1,000) (1,000) Nil

Assume year end is 30 June and taxable year end is 31 December. Assume pre-tax earnings
of 10,000 each quarter and an average tax rate of 30% in Year 1 and 40% in Year 2. The tax
reported in each quarter is as follows:

Tax expense 3,000 3,000 4,000 4,000 14,000
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Some countries give enterprises tax credits against the tax payable based on amounts of
capital expenditure on research and development. These are usually awarded on an
annual basis, thus it is appropriate to include anticipated tax credits within the estimated
average tax rate for the year and apply this to calculate the tax on income for interim
periods. However, if it relates to a one-off event it should be recognised in the interim
period in which the event occurs.

Inventory valuations
These should be valued in the same way as for year-end accounts, but it will be necessary
to rely more heavily on estimates for interim reports.

Depreciation
Depreciation should only be charged in the interim statement on assets that have
been owned during the period but not on assets that will be acquired later in the finan-
cial year.

Foreign currency translation gains and losses
These should be calculated using the same principles as at the end of the year, in accor-
dance with IAS 21.

Appendix – Use of Estimates
Although accounting information must be reliable and free from material error, it may
be necessary to sacrifice some accuracy and reliability for the sake of timeliness and
costs/benefits. This is particularly the case in interim reporting, where estimates must be
used to a greater extent.

Some examples provided in the Appendix are:

1. Inventories – there is no need for a full inventory count but it is sufficient to estimate
inventory values using sales margins

2. Provisions – it is inappropriate to bear the cost of experts to advise on the appropriate
amount of a provision or an expert valuer to value fixed assets at the interim date

3. Income taxes – it is sufficient to apply an estimated weighted average tax rate to
income earned in all jurisdictions; there is no need to calculate the tax rate in each
country separately.

13.2 IAS 41 Agriculture (February 2001)

Objective
This specialised standard has been published because agriculture is very important in
developing countries, as well as the developed world, in terms of GDP.

The main problem in developing such a standard is the great diversity in practice in
accounting that exists in agriculture. It is also very difficult to apply traditional account-
ing methods to agricultural activities.
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The main problems are as follows:

1. When and how should entities account for critical events associated with biological
transformation (growth, procreation, production and degeneration) which alter the
substance of biological assets?

2. Balance sheet classification is made difficult by the variety and characteristics of the
living assets of agriculture.

3. The nature of management of agricultural activities means that the unit of mea-
surement is difficult to determine.

Scope
IAS 41 applies to the three elements that form part of, or result from, agricultural activity:

1. Biological assets (see Table 13.1)
2. Agricultural produce at the point of harvest (see Table 13.1)
3. Government grants.

The standard does not apply to agricultural land (see IASs 16 and 40) or intangible assets
(see IAS 38). Also, after harvest, IAS 2 Inventories applies.

Key definitions
Agricultural activity: the management by an enterprise of the biological transformation of
biological assets for sale, into agricultural produce or into additional biological assets.

Agricultural produce: the harvested product of an enterprise’s biological assets.

Biological asset: a living animal or plant.

Biological transformation: the processes of growth, degeneration, production and procre-
ation that cause qualitative and quantitative changes in a biological asset.

Group of biological assets: an aggregation of similar living animals or plants.

Harvest: the detachment of produce from a biological asset or the cessation of a biologi-
cal asset’s life processes.

Table 13.1 Biological assets, agricultural produce, and products resulting from post-harvest processing

Biological assets Agricultural produce Products that are the result of
processing after harvest

Sheep Wool Yarn, carpet
Trees in a plantation forest Logs Lumber
Plants Cotton Harvested cane Thread, clothing sugar
Dairy cattle Milk Cheese
Pigs Carcass Sausages, cured hams
Bushes Leaf Tea, cured tobacco
Vines Grapes Wine
Fruit trees Picked fruit Processed fruit

IASD_ch13v1.qxd  6/15/05  5:23 PM  Page 363



International financial reporting standards in depth 364

Biological assets
Biological assets are the core income producing assets of agricultural activity, held for
their transformation abilities (see Table 13.1). Biological transformation leads to various
different outcomes:

● asset changes – growth (increase in quantity and/or quality) and degeneration
(decrease in quantity and/or quality);

● creation of new assets – production (separable non-living products) and procreation
(separable living animals).

Asset changes are critical to the flow of future economic benefits both in and beyond the
current accounting period, but their relative importance depends on the purpose of the
agricultural activity.

The IAS distinguishes between two broad categories of agricultural production:

1. Consumable – animals/plants harvested
2. Bearer – animals/plants that bear produce for harvest.

Biological assets are usually managed in groups of animal or plant classes with charac-
teristics which permit sustainability in perpetuity, and land often forms an integral part
of the activity itself.

Recognition of biological assets

The recognition criteria are very similar to those for other assets, as these may not be
recognised unless the following conditions are met:

● the enterprise controls the asset as a result of past events;
● it is probable that the future economic benefits will flow to the enterprise;
● the fair value or cost can be measured reliably.

Measurement of biological assets

IAS 41 requires that, at each balance sheet date, all biological assets should be measured
at fair value less estimated point of sale costs.

The IAS permits an alternative method of valuation if a fair value cannot be deter-
mined because market prices are not available. In that case it can be measured at cost
less accumulated depreciation and impairment losses.

The alternative basis is only permitted on initial recognition. Fair value has greater
relevance, reliability, comparability and understandability as a measure of future eco-
nomic benefits.

Determining fair value

The primary indicator of fair value should be net market value, as this provides the best
evidence of fair value when an active market exists. Markets generally differentiate
between differing qualities and quantities.
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Recognition

The change in the carrying amount for a group of biological assets should be allocated
between:

● the change attributable to differences in fair value; and
● the physical change in biological assets held.

The total change in carrying value between the opening and closing periods thus con-
sists of two components. IAS 41 insists that the separate disclosure of each is funda-
mental to appraising current period performance and future prospects. That is because
they will not be reported in the same way in the financial statements.

The change in carrying amount attributable to the physical change must be recog-
nised as income or expense, and described as the change in biological assets. This should
enable management performance to be evaluated, and thus should be included in the
‘operating’ part of the change in carrying amount.

The change in carrying amount attributable to differences in fair value should be
recognised in the statement of non-owner movements in equity, and presented in equity
under the heading of surplus/(deficit) on fair valuation of biological assets. This is the
‘holding’ part of the change in the carrying amount.

In the balance sheet, the biological assets must be recorded at fair value after incor-
porating the consequences of all biological transformations. These assets, together with
differing risk and return characteristics, should be identified clearly.

The recommended method of separating the above components is to calculate the
change attributable to the differences in fair value by restating biological assets on hand
at the opening balance sheet, using end of period fair values, and comparing this with
the closing carrying amount.

There are exceptions to this approach – for example, where the production cycle is
less than 1 year (broiler chickens, mushroom growing, cereal crops etc.). In these cases
the total change in carrying amount should be reported in the income statement as a
single item of income or expense.

Any other events giving rise to a change in biological assets of such a size, nature or
incidence that their disclosure is relevant to explain the entity’s performance should be
included in the change in biological assets recognised as an income or expense. They
should be recorded as a separate item in the reconciliation required to determine the
change attributable to biological transformation.

Presentation and disclosure

Balance sheet
Biological assets should be classified as a separate class of assets falling under neither
current nor non-current classifications (unlimited life on a collective basis); it is the total
exposure to the type of asset that is important.

Biological assets should also be sub-classified as follows:

1. Class of animal or plant
2. Nature of activities (consumable or bearer)
3. Maturity or immaturity for intended purpose.

IASD_ch13v1.qxd  6/15/05  5:23 PM  Page 365



International financial reporting standards in depth 366

Where activities are consumable the maturity criterion will be the attainment of harvestable
specifications, whereas in bearer activities it will be the attainment of sufficient maturity
to sustain economic harvests.

In the income statement, an analysis of income and expenses based on their nature
should be presented rather than the cost of sales method.

IAS 41 also requires detailed disclosures to include the measurement base used for fair
value, the details of the reconciliation of the change in carrying value for the year etc.

Agricultural produce
This is recognised at the point of harvest, e.g. detachment from the biological asset (see
Table 13.1). It is either incapable of biological process or such processes are dormant.
Recognition ends once the produce enters trading activities or production processes
within integrated agribusinesses.

Measurement and presentation

Agricultural produce should be measured at fair value at each balance sheet date. The
change in the carrying amount of agriculture produce held at two balance sheet dates
should be recognised as income or expenses in the income statement. This will be rare,
as such produce is usually sold or processed within a short time.

Agricultural produce that is harvested for trading or processing activities within inte-
grated agricultural operations should be measured at fair value at the date of harvest, and
this amount is the deemed cost for application of IAS 2 to consequential inventories.

Presentation on the balance sheet

Agricultural produce should be classified as inventory in the balance sheet and disclosed
separately either on the face of the balance sheet or in the notes.

Government grants
An unconditional government grant related to a biological asset measured at fair value
less estimated point of sale costs should be recognised as income when, and only when,
the grant becomes receivable.

If a grant requires an enterprise not to engage in agricultural activity, an enterprise
should only recognise the grant as income when the conditions are met.

IAS 20 normally does not apply to agricultural grants. However, if a biological asset
is measured at cost less accumulated depreciation and impairment losses, then IAS 20
does apply.

Overall disclosure
An enterprise should disclose the aggregate gain or loss arising during the current period
on initial recognition of biological assets and agricultural produce and from the change
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in fair value less estimated point of sale costs of biological assets, as well as a description
of each group of biological assets.

If not disclosed elsewhere, the following should also be disclosed:

1. The nature of its activities involving each group of biological assets
2. Non-financial measures or estimates of the physical quantities of:

● each group of the enterprise’s biological assets at the end of the period, and
● output of agricultural produce during the period.

The methods and significant assumptions applied in determining the fair value of each
group of agricultural produce at the point of harvest and each group of biological assets
should also be disclosed.

The fair value less estimated point of sale costs of agricultural produce harvested during
the period, determined at the point of harvest, should be disclosed.

An enterprise should also disclose:

1. The existence and carrying amounts of biological assets whose title is restricted, and
the carrying amounts of biological assets pledged as security for liabilities

2. The amount of commitments for the development or acquisition of biological assets
3. Financial risk management strategies related to agricultural activity.

A reconciliation should be provided of changes in the carrying amount of biological
assets between the start and the end of the current period, and this should include:

● the gain or loss arising from changes in fair value less estimated point of sale costs;
● increases due to purchases;
● decreases due to sales;
● decreases due to harvest;
● increases resulting from business combinations;
● net exchange differences arising from the translation of financial statements of a for-

eign entity; and
● other changes.

Additional disclosures for biological assets where fair value 
cannot be reliably measured
These should include:

1. A description of the biological assets
2. An explanation of why fair value cannot be reliably measured
3. If possible, the range of estimates within which fair value is highly likely to lie
4. The depreciation method used
5. The useful lives or the depreciation rates adopted
6. The gross carrying amount and the accumulated depreciation at the start and the

end of the period.

If, during the current period, an enterprise measures biological assets at their cost less
any accumulated depreciation and accumulated impairment losses, an enterprise should
disclose any gain or loss recognised on disposal of such biological assets and the recon-
ciliation required above should disclose amounts related to such biological assets separately.
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In addition, the reconciliation should include the following amounts included in the net
profit or loss related to those biological assets:

● impairment losses;
● reversals of impairment losses;
● depreciation.

If a previously measured biological asset at cost now becomes reliably measured at fair
value, the following should be disclosed for those assets;

1. A description of the biological assets
2. An explanation of why fair value has become reliably measurable
3. The effect of the change.

Government grants
The following should be disclosed:

1. The nature and extent of government grants recognised in the financial statements
2. Unfulfilled conditions and other contingencies attached to the grants
3. Significant decreases expected in the level of government grants.

Illustrative example
XYZ Dairy Ltd

Balance sheet

Notes 31 December 2001 31 December 2000
ASSETS
Non-current assets:
Dairy livestock – immature 52,060 47,730
Dairy livestock – mature 372,990 411,840
Biological assets 3 425,050 459,570
Property, plant and equipment 1,462,650 1,409,800
Total non-current assets 1,887,700 1,869,370

Current assets:
Inventories 82,950 70,650
Trade and other receivables 88,000 65,000
Cash 0,010,000 ,0010,000
Total current assets 0,180,950 ,0145,650
Total assets 2,068,650 2,015,020

EQUITY AND LIABILITIES
Equity:
Issued capital 1,000,000 1,000,000
Accumulated profits 0,902,828 0,865,000
Total equity 1,902,828 1,865,000
Current liabilities:
Trade and other payables 0,165,822 0,150,020
Total current liabilities 0,165,822 0,150,020
Total equity and liabilities 2,068,650 2,015,020
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Income statement

Notes 31 December 2001 31 December 2000
Fair value of milk produced 518,240
Gains arising from changes in 

fair value less estimated point 
of sale costs of dairy livestock 3 039,930

558,170
Inventories used (137,523)
Staff costs (127,283)
Depreciation expense (15,250)
Other operating expenses (197,092)

(477,148)
Profit from operations 81,022
Income tax expense (43,194)
Net profit for the period (37,828)

Statement of changes in equity

Share capital Accumulated Year ended 
profits 31 December 2001

Balance at 1 January 2001 1,000,000 865,000 1,865,000
Net profit for the period 00000000 037,828 0,037,828
Balance at 31 December 2001 1,000,000 902,828 1,902,828

Cash flow statement

Notes Year ended
31 December 20x1

Cash flows from operating activities:
Cash receipts from sales of milk 498,027
Cash receipts from sales of livestock 97,913
Cash paid for supplies and to employees (460,831)
Cash paid for purchases of livestock (23,815)

111,294
Income taxes paid (43,194)
Net cash flow from operating activities (68,100)
Cash flows from investing activities:
Purchase of property, plant and equipment (68,100)
Net cash used in investing activities (68,100)
Net increase in cash 0
Cash at beginning of period 10,000
Cash at end of period 10,000

Notes to the financial statements
1. Operations and principal activities

XYZ Dairy Ltd (‘the Company’) is engaged in milk production for supply to various
customers. At 31 December 20x1, the Company held 419 cows able to produce milk
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(mature assets) and 137 heifers being raised to produce milk in the future (immature
assets). The Company produced 157,584kg of milk with a fair value less estimated
point-of-sale costs of 518,240 (that is determined at the time of milking) in the year
ended 31 December 2001.

2. Accounting policies
Livestock and milk: livestock are measured at their fair value less estimated point-of-
sale costs. The fair value of livestock is determined based on market prices of live-
stock of similar age, breed, and genetic merit. Milk is initially measured at its fair
value less estimated point-of-sale costs at the time of milking. The fair value of milk
is determined based on market prices in the local area.

3. Biological assets

Reconciliation of carrying amounts of dairy livestock 2001
Carrying amount at 1 January 2001 459,570
Increases due to purchases 26,250
Gain arising from changes in fair value less estimated point-of-sale

costs attributable to physical changes 15,350
Gain arising from changes in fair value less estimated point-of-sale

costs attributable to price changes 24,580
Decreases due to sales (100,700)
Carrying amount at 31 December 2001 (425,050)

4. Financial risk management strategies

The Company is exposed to financial risks arising from changes in milk prices. The
Company does not anticipate that milk prices will decline significantly in the foresee-
able future and, therefore, has not entered into derivative or other contracts to man-
age the risk of a decline in milk prices. The Company reviews its outlook for milk
prices regularly in considering the need for active risk management.

Physical change and price change

(The following example illustrates how to separate physical change and price change.
Separating the change in fair value less estimated point-of-sale costs between the portion
attributable to physical changes and the portion attributable to price changes is encour-
aged but not required by the standard.)

A herd of 10 2-year-old animals was held at 1 January 2001. One animal aged
2.5 years was purchased on 1 July 2001 for 108, and one animal was born on 1 July 2001.
No animals were sold or disposed of during the period. Per unit fair values less estimated
point-of-sale costs were as follows:

2 year old animal at 1 January 2001 100
Newborn animal at 1 July 2001 70
2.5-year-old animal at 1 July 2001 108
Newborn animal at 31 December 2001 72
0.5-year-old animal at 31 December 2001 80
2-year-old animal at 31 December 2001 105
2.5-year-old animal at 31 December 2001 111
3-year-old animal at 31 December 2001 120

Fair value less estimated point-of-sale costs of herd at 1 January 2001 (10 � 100) 1,000
Purchase on 1 July 2001 ( 1 � 108) 108
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Increase in fair value less estimated point-of-sale costs due to price change:
10 � (105 � 100) 50

1 � (111 � 108) 3
1 � (72 � 70) 002

55
Increase in fair value less estimated point-of-sale costs due to physical change:

10 � (120 � 105) 150
1 � (120 � 111) 9
1 � (80 � 72) 8
1 � 70 070

237
Fair value less estimated point-of-sale costs of herd at 31 December 2001:

11 � 120 1,320
1 � 80 0,080

1,400

13.3 IFRS 4 Insurance Contracts (March 2004)

Objective
IFRS 4 was introduced to prescribe the financial reporting required for insurance con-
tracts by any entity issuing such contracts.

Scope
It is applied to insurance contracts issued, reinsurance contracts held and financial
instruments issued with a discretionary participation feature.

However, it does not apply to the following:

● product warranties (covered by IAS 18 and IAS 37);
● employers’ assets and liabilities under employee benefit plans (see IASs 19 and 26);
● contractual rights that are contingent on the future use of or right to use a non-financial

item and a lessee’s residual value guarantees on finance leases (see IASs 17, 18 and 38);
● financial guarantees entered into within the scope of IAS 39;
● contingent consideration re business combination (see IFRS 3);
● direct insurance contracts that an entity holds as a policyholder.

Key points
IFRS 4 is only the first phase on the project on insurance contracts. The main points in
the standard are as follows:

1. It prohibits the recognition of a liability for provisions for future claims under insur-
ance contracts that are not in existence at the reporting date (e.g. catastrophe and
equalisation provisions)

2. It requires an assessment to be made of the adequacy of recognised insurance liabil-
ities and the recognition of any impairment of reinsurance assets

IASD_ch13v1.qxd  6/15/05  5:23 PM  Page 371



International financial reporting standards in depth 372

3. It requires an entity to keep insurance liabilities on the balance sheet until they are
discharged or cancelled or expired, and to ensure that insurance liabilities are pre-
sented without any offsetting against related reinsurance assets.

An entity is only permitted to change its accounting policies for insurance contracts if, as
a result, its financial statements are more relevant or more reliable and no less relevant
than previously. In particular, an entity must not introduce any of the following prac-
tices, although, if currently adopted, it may continue to use them:

● measuring insurance liabilities on an undiscounted basis;
● measuring contractual rights to future investment management fees at an amount that

exceeds their fair value as implied by a comparison with current fees charged by other
market participants for similar services;

● using non-uniform accounting policies for the insurance contracts of subsidiaries;
● measuring insurance liabilities with excessive prudence.

There is a rebuttable presumption that an insurer’s financial statements will become less
relevant and reliable if it introduces an accounting policy that reflects future investment
margins in measuring insurance contracts. When an insurer changes its accounting
policies for insurance liabilities, it may reclassify some or all of its financial assets as ‘at
fair value through profit or loss’.

Sundry issues
IFRS 4 also specifies the following:

1. An entity need not account for an embedded derivative separately at fair value if the
embedded derivative meets the definition of an insurance contract

2. An entity is required to unbundle deposit components of some insurance contracts
3. An entity may apply ‘shadow accounting’ (i.e. account for both realised and unre-

alised gains or losses on assets in the same way relative to the measurement of insur-
ance liabilities)

4. Discretionary participation features contained in insurance contracts or financial
instruments may be recognised separately from the guaranteed element and classified
as a liability or as a separate component of equity.

Disclosures
IFRS 4 requires disclosure of the amounts in an entity’s financial statements that arise
from insurance contracts and the amount, timing and uncertainty of future cash flows
from insurance contracts.

13.4 Examination questions

(There is only one question in this chapter, as questions on interim reporting are fairly rare since they do
not impact on the annual report. In addition, the content of the interim report is fairly factual and this
leaves little room for subjective judgements to the extent there would be in other subject areas.
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As the topic of insurance contracts is very specialised, it is unlikely that questions would be asked,
other than in general terms, about the broad thrust of the document. As it is only a very recent document,
there are no questions to date on the subject.

The topic of agriculture, however, has emerged with the publication of IAS 41, and it will have sub-
stantial impact within parts of Europe which rely heavily on agriculture. The question below was taken
from the ACCA examinations and requires students to advise a client on how to account for their biolog-
ical assets in relation to the fair value approach adopted in IAS 41.)

Question 13.1: The Lucky Dairy (ACCA)
The Lucky Dairy, a public limited company, produces milk for supply to various cus-
tomers. It is responsible for producing 25% of the country’s milk consumption. The
company owns 150 farms, and has a stock of 70,000 cows and 35,000 heifers which are
being raised to produce milk in the future. The farms produce 2.5 million kilograms of
milk per annum and normally hold an inventory of 50,000 kilograms of milk. (Extracts
from the draft accounts to 31 May 2002.)

The herds comprise at 31 May 2002:

● 70,000 � 3-year-old cows (all purchased on or before 1 June 2001)
● 25,000 � heifers (average age 1 years old, purchased 1 December 2001)
● 10,000 � heifers (average age 2 years, purchased 1 June 2001).

There were no animals born or sold in the year. The per unit values less estimated point
of sale costs were as follows:

1
2

$
2-year-old animal at 1 June 2001 50
1-year-old animal at 1 June 2001 and 1 December 2001 40
3-year-old animal at 31 May 2002 60
1 -year-old animal at 31 May 2002 46
2-year-old animal at 31 May 2002 55
1-year-old animal at 31 May 2002 42

1
2

The company has had a difficult year in financial and operating terms. The cows had
contracted a disease at the beginning of the financial year, which had been passed on in
the food chain to a small number of consumers. The publicity surrounding this event
had caused a drop in the consumption of milk, and as a result the dairy was holding
500,000 kilograms of milk in storage.

The government had stated, on 1 April 2002, that it was prepared to compensate farm-
ers for the drop in the price and consumption of milk. An official government letter was
received on 6 June 2002 stating that $1.5 million will be paid to Lucky on 1 August 2002.
Additionally, on 1 May 2002 Lucky had received a letter from its lawyer saying that legal
proceedings had been started against the company by the persons affected by the disease.
The company’s lawyers have advised them that they feel that it is probable that they will
be found liable and that the costs involved may reach $2 million. The lawyers, however,
feel that the company may receive additional compensation from a government fund if
certain quality control procedures had been carried out by the company. However, the
lawyers will only state that the compensation payment is ‘possible’.
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The company’s activities are controlled in three geographical locations: Dale, Shire
and Ham. The only region affected by the disease was Dale, and the government has
decided that it is to restrict the milk production of that region significantly. Lucky esti-
mates that the discounted future cash income from the present herds of cattle in the
region amounts to $1.2 million, taking into account the government restriction order.
Lucky was not sure that the fair value of the cows in the region could be measured reli-
ably at the date of purchase because of the problems with the diseased cattle. The cows
in this region amounted to 20,000 in number and the heifers 10,000 in number. All of
the animals were purchased on 1 June 2001. Lucky has had an offer of $1 million for all
of the animals in the Dale region (net of point of sale costs), and $2 million for the sale
of the farms in the region. However, there was a minority of directors who opposed the
planned sale and it was decided to defer the public announcement of sale pending the
outcome of the possible receipt of the government compensation. The Board had
decided that the potential sale plan was highly confidential but a national newspaper
had published an article stating that the sale may occur and that there would be many
people who would lose their employment. The Board approved the planned sale of Dale
farms on 31 May 2002.

The directors of Lucky have approached your firm for professional advice on the
above matters.

Required

Advise the directors on how the biological assets and produce of Lucky should be accounted
for under IAS 41 Agriculture, and discuss the implications for the published financial statements
of the above events. (Candidates should produce a table which shows the changes in value of
the cattle stock for the year to 31 May 2002 due to price change and physical change, exclud-
ing the Dale region, and the value of the herd of the Dale region as at 31 May 2002. Ignore
the effects of taxation. Heifers are young female cows.)
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14
Exposure drafts and statements of

the International Financial 
Reporting Interpretations Committee 

(IFRIC formerly SIC)

14.1 IFRS 6 Exploration for and Evaluation of
Mineral Resources ( December 2004) 
(ED 6 January 2004)

Background
The IASB are concerned about the divergent practices portrayed by mineral resource
companies, so they have published an interim exposure draft to try to ensure better com-
parability between entities whilst postponing a more comprehensive review until a fuller
consideration of the accounting issues has taken place.

Objectives
The objectives of IFRS 6 are:

● to make limited improvements to accounting practices for the exploration and evalu-
ation of mineral resources;

● to require impairment testing in accordance with IAS 36 via either a general CGU or,
alternatively, via a specialised CGU for exploration and evaluation assets;

● to disclose information about exploration and evaluation assets, how impairment has
been assessed and details of any impairment losses.

Scope
The draft is applicable to all entities engaged in exploration and evaluation expenditures.
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Recognition of exploration and evaluation assets
An entity applying this IFRS may elect to continue to recognise and measure exploration
and evaluation assets in accordance with its existing policies, with the exception that
once technical feasibility and commercial viability are established no further amounts
may be capitalised nor should any administration costs be included as an asset.

Measurement of exploration and evaluation assets
Measurement at recognition

Exploration and evaluation assets must be measured at cost.

Elements of exploration and evaluation assets

The following may be included in the measurement of an asset:

● acquisition of rights to explore;
● topographical, geological, geochemical and geophysical studies;
● exploratory drilling;
● trenching;
● sampling; and
● activities to evaluate the technical feasibility and commercial viability of extracting

mineral resources.

However, administration costs and development costs post-technical feasibility/commer-
cial viability are not permitted. An entity must also apply IAS 37 to the costs of removal
and restoration incurred in the exploration and evaluation of mineral resources.

Measurement after recognition

An entity may apply the cost or revaluation model in accordance with IAS 16 and IAS 38.

Changes in accounting policies

If an entity elects to continue with its existing policies, those may only be changed if the
change makes the financial statements more relevant for decision-making purposes.

Impairment
Exploration and evaluation assets must be reviewed for impairment annually, and any
loss recognised as per IAS 38.

IAS 38 identifies external sources as guidelines on when an impairment might arise.
These are supplemented by the following:

● the period of right to explore in a specific area has expired and is unlikely to be
renewed;

● further exploration in the area is neither budgeted nor planned for;
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● significant adverse changes to the main assumptions (e.g. prices, exchange rates) have
occurred in the specific area;

● the decision not to develop the mineral resource in the specific area has been made;
● the entity plans to dispose of the asset at an unfavourable price; and
● the entity does not expect the assets to be recovered from successful development

of the specific area or by sale.

Cash generating unit for exploration and 
evaluation assets
Impairment of exploration and evaluation assets may be tested on a ‘CGU’ or a ‘CGU
for exploration and evaluation assets’ basis.

Disclosure
The following should be disclosed:

1. Accounting policies adopted including the recognition of exploration and evaluation
assets

2. Amounts of assets, liabilities, incomes and expenses arising from exploration and
evaluation of mineral resources

3. The level at which an entity tests exploration and evaluation assets for impairment.

14.2 Standards Interpretations Committee
(extant interpretations)

Over the years the Standing Interpretations Committee (now IFRIC) has issued a
number of statements which are part and parcel of providing a fair presentation of the
financial statements. The following is a brief summary of those that were still extant as
at 31 October 2004.

IFRIC 1 Changes in Existing Decommissioning,
Restoration and Similar Liabilities (May 2004)
IFRIC 1 contains guidance on accounting for changes in decommissioning, restoration
and similar liabilities that have previously been recognised both as part of the cost of an
item of property, plant and equipment under IAS 16 and as a provision (liability) under
IAS 37. An example would be a liability that was recognised by the operator of a nuclear
power plant for costs that it expects to incur in the future when the plant is shut down
(decommissioned). The interpretation addresses subsequent changes to the amount of
the liability that may arise from (a) a revision in the timing or amount of the estimated
decommissioning or restoration costs, or (b) a change in the current market-based
discount rate.
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IAS 37 requires the amount recognised as a provision to be the best estimate of the
expenditure required to settle the obligation at the balance sheet date. This is measured
at its present value, which IFRIC 1 confirms should be measured using a current market-
based discount rate. The interpretation deals with three kinds of change in an existing
liability for such costs.
The two main kinds of change dealt with in IFRIC 1 are those that arise from:

● the revision of estimated outflows of resources embodying economic benefits – for
example, the estimated costs of decommissioning a nuclear power plant may vary sig-
nificantly both in timing and amount; and

● revisions to the current market-based discount rate.

Most entities account for their property, plant and equipment using the cost model.
Where this is so, these changes are required to be capitalised as part of the cost of the
item and depreciated prospectively over the remaining life of the item to which they
relate. This is consistent with the treatment under IAS 16 of other changes in estimate
relating to property, plant and equipment.

In the spirit of convergence, the IFRIC considered the US GAAP approach in
Statement of Financial Accounting Standard No. 143 Accounting for Asset Retirement
Obligations. The interpretation treats changes in estimated cash flows in a similar way to
SFAS 143. However, SFAS 143 does not require any adjustment to the cost of the item,
or to the provision, to reflect the effect of a change in the current market-based discount
rate. The IFRIC did not choose this approach because IAS 37, unlike US GAAP,
requires provisions to be measured at the current best estimate, which should reflect cur-
rent discount rates. Also, IFRIC considered it important that both kinds of change
should be dealt with in the same way.

Where entities account for their property, plant and equipment using the fair value
model, a change in the liability does not affect the valuation of the item for accounting pur-
poses. Instead, it alters the revaluation surplus or deficit on the item, which is the difference
between its valuation and what would be its carrying amount under the cost model. The
effect of the change is treated consistently with other revaluation surpluses or deficits. Any
cumulative deficit is taken to profit or loss, but any cumulative surplus is credited to equity.

The third kind of change dealt with by IFRIC 1 is an increase in the liability that
reflects the passage of time – also referred to as the unwinding of the discount. This is
recognised in profit or loss as a finance cost as it occurs as per IAS 37.

SIC 7 Introduction of the Euro (May 1998)
SIC 7 addresses how the introduction of the euro, resulting from the European Economic
and Monetary Union (EMU), affects the application of IAS 21, The Effects of Changes in
Foreign Exchange Rates. SIC 7 states that the requirements of IAS 21 should be strictly
applied. This means that monetary assets and liabilities should continue to be translated at
the spot rate. Where an enterprise has an existing accounting policy of deferring exchange
gains and losses related to anticipatory hedges, an enterprise should continue to account
for such deferred exchange gains and losses notwithstanding the changeover to the euro.

Cumulative differences classified as equity relating to foreign entities should continue
to be recognised as income or expenses only on the disposal of the foreign entity.
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The allowed alternative treatment of IAS 21 regarding exchange differences resulting
from severe devaluations does not apply to currencies participating in EMU.

SIC 10 Government Assistance – No Specific Relation to 
Operating Activities ( July 1998)
In some countries, government assistance to enterprises can be aimed at encouragement
or long-term support of business activities either in certain regions or in industry sectors.
Conditions to receive such assistance may not be specifically related to the operating
activities of the enterprise. The issue is whether such government assistance is ‘a gov-
ernment grant’ within the scope of IAS 20 and should therefore be accounted for in
accordance with this standard.

Under SIC 10, government assistance to enterprises that is aimed at encouragement
or long-term support of business activities either in certain regions or in industry sectors
meets the definition of government grants in IAS 20. Such grants should therefore not
be credited directly to shareholders’ interests.

SIC 12 Consolidation – Special Purpose Entities
(November 1998)
SIC 12 addresses when a special purpose entity should be consolidated by a reporting
enterprise under the consolidation principles in IAS 27. The SIC agreed that an enter-
prise should consolidate a special purpose entity (SPE) when, in substance, the enterprise
controls the SPE.

Examples of SPEs include entities set up to effect a lease, a securitisation of financial
assets, or R&D activities. The concept of control used in IAS 27 requires having the abil-
ity to direct or dominate decision making accompanied by the objective of obtaining
benefits from the SPE’s activities. The interpretation provides example indications of
when control may exist in the context of an SPE. The examples involve activities of the
SPE on behalf of the reporting enterprise, the reporting enterprise having decision-
making powers over the SPE, and the reporting enterprise having rights to the majority
of benefits and exposure to significant risks of the SPE.

Some enterprises may also need separately to evaluate the topic of de-recognition of
assets, for example, related to assets transferred to an SPE. In some circumstances such
a transfer of assets may result in those assets being de-recognised and accounted for as a
sale. Even if the transfer qualifies as a sale, the provisions of IAS 27 and SIC 12 may
mean that the enterprise should consolidate the SPE. SIC 12 does not address the cir-
cumstances in which sale treatment should apply for the reporting enterprise, or the
elimination of the consequences of such a sale upon consolidation.

SIC 13 Jointly Controlled Entities – Non-Monetary 
Contributions by Venturers (November 1998)
SIC 13 clarifies the circumstances in which the appropriate portion of gains or losses
resulting from a contribution of a non-monetary asset to a jointly controlled entity ( JCE)
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in exchange for an equity interest in the JCE should be recognised by the venturer in the
income statement.

SIC 13 indicates that under IAS 31 recognition of gains or losses on contributions of
non-monetary assets is appropriate unless:

● the significant risks and rewards related to the non-monetary asset are not transferred
to the jointly controlled entity;

● the gain or loss cannot be measured reliably; or
● similar assets are contributed by the other venturers.

Non-monetary assets contributed by venturers are similar when they have a similar
nature, a similar use in the same line of business, and a similar fair value. A contribution
meets the similarity test only if all significant component assets included in the contri-
bution are similar to each of the significant component assets contributed by the other
venturers. A gain should also be recognised if, in addition to the equity interest in the
jointly controlled entity, the venturer receives consideration in the form of either cash or
other assets which are dissimilar to the non-monetary assets contributed.

SIC 15 Operating Leases – Incentives ( July 1999)
In SIC 15, the SIC clarifies the recognition of incentives related to operating leases by
both the lessee and lessor. The interpretation indicates that lease incentives (such as rent-
free periods or contributions by the lessor to the lessee’s relocation costs) should be con-
sidered an integral part of the consideration for the use of the leased asset. IAS 17
requires an enterprise to treat incentives as a reduction of lease income or lease expense.
As they are an integral part of the net consideration agreed for the use of the leased asset,
incentives should be recognised by both the lessor and the lessee over the lease term, with
each party using a single amortisation method applied to the net consideration.

SIC 21 Income Taxes – Recovery of Revalued 
Non-Depreciable Assets ( July 2000)
SIC 21 deals with cases where a non-depreciable asset (freehold land) is carried at revalu-
ation under IAS 16. No part of the carrying amount of such an asset is considered to be
recovered through its use. Therefore, SIC 21 concludes that the deferred tax liability or asset
that arises from revaluation must be measured based on the tax consequences that would
follow from the sale of the asset rather than through use. In some jurisdictions, this will result
in the use of a capital gains tax rate rather than the rate applicable to corporate earnings.

SIC 25 Income Taxes – Changes in the Tax Status of an 
Enterprise or its Shareholders ( July 2000)
A change in the tax status of an enterprise or its shareholders does not give rise to
increases or decreases in the pre-tax amounts recognised directly in equity. Therefore,
SIC 25 concludes that the current and deferred tax consequences of the change in tax
status should be included in net profit or loss for the period. However, where a transaction
or event does result in a direct credit or charge to equity (for example the revaluation of
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property, plant or equipment under IAS 16), the related tax consequence would still be
recognised directly in equity.

SIC 27 Evaluating the Substance of Transactions in the 
Legal Form of a Lease (October 2000)
SIC 27 addresses issues that may arise when an arrangement between an enterprise and an
investor involves the legal form of a lease. Among the provisions of SIC 27 are the following:

1. Accounting for arrangements between an enterprise and an investor should reflect
the substance of the arrangement. All aspects of the arrangement should be evalu-
ated to determine its substance, with weight given to those aspects and implications
that have an economic effect.

In this respect, SIC 27 includes a list of indicators that individually demonstrate
that an arrangement may not, in substance, involve a lease under IAS 17. If an
arrangement does not meet the definition of a lease, SIC 27 addresses whether a sep-
arate investment account and lease payment obligation that might exist represent
assets and liabilities of the enterprise; how the enterprise should account for other
obligations resulting from the arrangement; and how the enterprise should account
for a fee it might receive from an investor. SIC 27 includes a list of indicators that col-
lectively demonstrate that, in substance, a separate investment account and lease pay-
ment obligations do not meet the definitions of an asset and a liability and should not
be recognised by the enterprise. Other obligations of an arrangement, including any
guarantees provided and obligations incurred upon early termination, should be
accounted for under IAS 37or IAS 39, depending on the terms. Further, it agreed
that the criteria in IAS 18 should be applied to the facts and circumstances of each
arrangement in determining when to recognise a fee as income that an enterprise
might receive.

2. A series of transactions that involve the legal form of a lease is linked, and therefore
should be accounted for as one transaction, when the overall economic effect cannot
be understood without reference to the series of transactions as a whole.

SIC 29 Disclosure – Service Concession Arrangements
( July 2001)
SIC 29 prescribes the information that should be disclosed in the notes to the financial
statements of a concession operator and a concession provider when the two parties are
joined by a service concession arrangement. A service concession arrangement exists
when an enterprise (the concession operator) agrees with another enterprise (the con-
cession provider) to provide services that give the public access to major economic and
social facilities.

Examples of service concession arrangements involve water treatment and supply
facilities, motorways, car parks, tunnels, bridges, airports and telecommunication networks.
Examples of arrangements that are not service concession arrangements include an
enterprise outsourcing the operation of its internal services (for instance, an employee
cafeteria, building maintenance, and accounting or information technology functions).
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Under SIC 29, the following should be disclosed in each period:

1. A description of the arrangement
2. Significant terms of the arrangement that may affect the amount, timing and cer-

tainty of future cash flows (such as the period of the concession, repricing dates, and
the basis on which repricing or re-negotiation is determined)

3. The nature and extent (quantity, time period, or amount, as appropriate) of:
● rights to use specified assets
● obligations to provide or rights to expect provision of services
● obligations to acquire or build items of property, plant and equipment
● obligations to deliver or rights to receive specified assets at the end of the conces-

sion period
● renewal and termination options
● other rights and obligations (for instance, major overhauls), and
● changes in the arrangement occurring during the period.

SIC 31 Revenue – Barter Transactions Involving Advertising 
Services ( July 2001)
Under IAS 18, revenue cannot be recognised if the amount of revenue is not reliably
measurable. SIC 31 deals with the circumstances in which a seller can reliably measure
revenue at the fair value of advertising services received or provided in a barter transac-
tion. Under SIC 31, revenue from a barter transaction involving advertising cannot be
measured reliably at the fair value of advertising services received. However, a seller can
reliably measure revenue at the fair value of the advertising services it provides in a
barter transaction by reference only to non-barter transactions that:

● involve advertising similar to the advertising in the barter transaction;
● occur frequently;
● represent a predominant number of transactions and amount when compared to all

transactions to provide advertising that is similar to advertising in the barter transaction;
● involve cash and/or another form of consideration (such as marketable securities,

non-monetary assets, and other services) that has a reliably measurable fair value; and
● do not involve the same counterparty as in the barter transaction.

SIC 32 Intangible Assets – Website Costs ( July 2001)
SIC 32 concludes that a website developed by an enterprise using internal expenditure,
whether for internal or external access, is an internally generated intangible asset that is
subject to the requirements of IAS 38 Intangible Assets. SIC 32 identifies the following
stages of website development:

1. Planning
2. Application and infrastructure development
3. Content development
4. Operating.
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SIC 32 addresses the appropriate accounting treatment for internal expenditure on each
of those stages of development and operation as follows.

1. A website arising from development should be recognised as an intangible asset if,
and only if, in addition to complying with the general requirements described in IAS 38
for recognition and initial measurement, an enterprise can satisfy the requirements
in IAS 38. In particular, an enterprise may be able to satisfy the requirement to
demonstrate how its website will generate probable future economic benefits under
IAS 38 when, for example, the website is capable of generating revenues, including
direct revenues from enabling orders to be placed. An enterprise is not able to
demonstrate how a website developed solely or primarily for promoting and adver-
tising its own products and services will generate probable future economic benefits,
and consequently all expenditure on developing such a website should be recognised
as an expense when incurred.

2. Any internal expenditure on the development and operation of an enterprise’s own
website should be accounted for in accordance with IAS 38. The nature of each
activity for which expenditure is incurred (e.g. training employees and maintaining
the website) and the website’s stage of development or post-development should be
evaluated to determine the appropriate accounting treatment. For example:
● Planning. The planning stage is similar in nature to the research phase in IAS 38.

Expenditure incurred in this stage should be recognised as an expense when it is
incurred.

● Application and infrastructure development. The application and infrastructure develop-
ment stage, the graphical design stage and the content development stage, to the
extent that content is developed for purposes other than to advertise and promote
an enterprise’s own products and services, are similar in nature to the development
phase in IAS 38. Expenditure incurred in these stages should be included in the
cost of a website recognised as an intangible asset in accordance with this inter-
pretation when the expenditure can be directly attributed, or allocated on a rea-
sonable and consistent basis, to preparing the website for its intended use. For
example, expenditure on purchasing or creating content (other than content that
advertises and promotes an enterprise’s own products and services) specifically for
a website, or expenditure to enable use of the content (such as a fee for acquiring a
licence to reproduce) on the website, should be included in the cost of development
when this condition is met. However, in accordance with IAS 38, expenditure on
an intangible item that was initially recognised as an expense in previous financial
statements should not be recognised as part of the cost of an intangible asset at a
later date (for instance, when the costs of a copyright have been fully amortised,
and the content is subsequently provided on a website).

● Content development. Expenditure incurred in the content development stage, to the
extent that content is developed to advertise and promote an enterprise’s own
products and services (such as digital photographs of products), should be recog-
nised as an expense when incurred in accordance with IAS 38. For example, when
accounting for expenditure on professional services for taking digital photographs
of an enterprise’s own products and for enhancing their display, expenditure
should be recognised as an expense as the professional services are received during
the process, not when the digital photographs are displayed on the website.
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● Operating. The operating stage begins once development of a website is complete.
Expenditure incurred in this stage should be recognised as an expense when it is
incurred unless it meets the criteria in IAS 38.

3. A website that is recognised as an intangible asset under SIC 32 should be measured
after initial recognition by applying the requirements of IAS 38. The best estimate of
a website’s useful life should be short.

14.3 IFRICs developed after 31st October 2004

IFRIC 2 Member’s Shares in Co-operative Entities and 
Similar Instruments (November 2004)
Shares for which a member has the right to request redemption are normally classified
as liabilities. However, they are equity if:

1) The entity has an unconditional right to refuse redemption, or
2) Local law or custom imposes restriction on redemption.

IFRIC 3 Emission Rights (December 2004)
In cap and trade agreements where government imposes a cap on pollution but enables
and entity to trade ‘spare licenses’ in an open market, the following rules apply:

1) Rights and allowances to pollute are assets under IAS 38; and
2) If allowances are issued below fair value, the difference is regarded as a government

grant and treated under IAS 20; and
3) As a company pollutes it creates an obligation under IAS 37.

IFRIC 4 Determine Whether an Arrangement Contains a Lease
(December 2004)
Certain arrangements may look like leases (outsourcing pay contracts, etc.). These
should be treated as leases if fulfilment depends on a specific asset and the arrangement
conveys a right to a control the use of the underlying asset by operation, physical access
etc., or there is only a remote possibility that parties other than the purchaser will take
more than an insignificant amount of the output of the asset.

IFRIC 5 Rights to Interests Arising from Decommissioning Restoration and
Environmental Rehabilitation Funds (December 2004)
If an entity contributes to a fund to most decommissioning liabilities it should apply 
IAS 27, SIC 12, IAS 28 and IAS 31 to determine how to account for fund. If the fund
is not consolidated, proportionary consolidated or equity accounted, an obligation
under IAS 37 should be set up. Similarly, any additional contributions should be
accounted for under IAS 37.
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1
The regulatory framework and the

standard-setting process – solutions

Solution 1.1: Vincible

(a) In accordance with IAS:
(i) Income statement for the year ended 30 September 2002

(ii) Statement of changes in equity for the year ended 30 September 2002
Ordinary Revaluation Accumulated Total

shares reserve profits
$000 $000 $000 $000

Balance at 1 October 2001 100,000 nil 13,300 113,300
Revaluation surplus on leasehold 126,000 126,000

property (W5 )
Transfer to deferred tax (W4 ) (7,200) (7,200)
Transfer to realised reserves re leasehold 

property ((126,000 surplus � 7,200 tax)/ (6,600) 6,600
18 years left)

Net profit for the period
(63,000 � 24,000 proposed dividend) 39,000 39,000

Proposed dividend (400,000 25c shares � 6c) 24,000 24,000
Dividends paid 15,500) (15,500) (15,500) (15,500)

100,000 112,200 67,400 279,600

$000
Sales revenue (473,300 T/B � 18,000 joint venture) 491,300
Cost of sales (W2) 366,000
Gross profit 125,300
Operating expenses (per T/B) 18,400
Impairment of non current asset (development costs 

75,000 � 15,000 amortised �
60,000 � 40,000 net realisable value � 20,000) (W3) 20,000

Profit on the ordinary activities before interest 86,900
Loan interest (5,000 paid �5,000 due) 10,000
Profit before tax 76,900
Taxation (15,000 current � 1,100 deferred tax) 13,900
Net profit from ordinary activities for the period 63,000
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(iii) Balance sheet as at 30 September 2002

$000 $000
Non-current assets
Development expenditure ($40m/4yrs � $10m net $30m) 30,000
Property, plant and equipment (W5) 368,300

398,300

Current assets
Inventory (37,700 � 2,500 joint venture) 40,200
Trade receivables (49,200 � 3,500 joint venture) 52,700
Bank (per T/B) 12,100

105,000
Total assets 503,300

Total equity and liabilities
Ordinary shares of 25c each 100,000
Reserves
Accumulated profits 67,400
Revaluation reserve 112,200

179,600
279,600

Non-current liabilities
10% Convertible loan stock 100,000
Deferred tax (70,000 � 25%) 517,500

117,500

Current liabilities (82,200 per T/B � 4,000 joint venture � 
5,000 interest due � 15,000 current tax) 106,200

503,300

(b) Earnings per share
Basic

Earnings attributable to ordinary shares $63 million
Number of shares in issue (100 million � 25c) 400 million
Earnings per share 15.8 cents

Diluted
Earnings $70.5m
Number of shares 480m
Earnings per share 14.7 cents

Ranking of dilution:

Increase in earnings Increase in shares Incremental
($) earnings

Director’s options Nil 20 (50 � $1.60/$4) $ Nil1

Convertible shares 7.5m ($10m � 75% net of tax) 60 0.1252

International financial reporting standards in depth 2
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Calculation of diluted earnings per share:

Basic earnings $63m 400m 15.8c
Options1 0Nil 020

63m 420m 15.0c
Convertible shares2 07.5m 060m
Diluted 70.5m 480m 14.7c

Under IAS 33 Earnings Per Share, potential ordinary shares should be treated as dilutive
when their conversion would decrease earnings per share from continuing operations.
Where there is more than one class of dilutive securities, as above, IAS 33 requires them
to be ranked in the order of the most dilutive to the least dilutive.

Working
W1 Joint ventures
Under IAS 31 Financial Reporting of Joint Ventures, each venturer in jointly controlled
operations must account for the assets it controls and the liabilities it incurs in its balance
sheet and the expenses/incomes in its income statement. As this is not a separate entity,
the above should be included in the appropriate ‘line’ items in the financial statements –
e.g. share of sales in turnover etc.

W2 Cost of sales
$000

Opening inventory 27,500
Purchases 310,500
Joint venture – cost of sales 8,000
Depreciation: – leasehold property (270,000/18 yrs) 15,000

– plant (124,800 � 48,800 � 20%) 15,200
– plant joint venture (70,000/4 yrs) 17,500
– development (40,000/4yrs) 10,000

Closing inventory 1(37,700)
366,000

W3 Development expenditure
There is an impairment and the asset must be written down from its book value of $60m
($75 less accumulated amortisation $15m) to its recoverable amount, i.e. the higher of NRV
($40m) and value in use ($30m), resulting in an impairment of $60m � 40m � $20m.

W4 Deferred taxation
The timing difference between the tax base and carrying value of fixed assets of $70m
should be provided at 25%, leaving a closing liability of $17.5m. However, $7.2m of this
($28.8m � 25%) belongs to revaluation reserve, leaving a balance of $10.3m. As the
opening provision was $11.4m, there is a need to reduce the liability and release tax of
$1.1m to the income statement.

3 The regulatory framework and the standard-setting process – solutions
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W5 Non-current assets
$

Leasehold property:
Cost 200,000
Depreciation at 1 October 2001 (7 yrs, i.e. $56,000/8,000) 556,000
Net book value prior to revaluation 144,000
Revaluation surplus 126,000
Valuation 1 October 2001 270,000
Depreciation (270,000/18 yrs, i.e. 25 less 7 yrs elapsed) 515,000
Net book value at 30 September 2002 255,000
Plant:
Cost 124,800
Depreciation (124,800 � 48,800 � 20%) � 15,200
Net book value (124,800 � 48,800 � 15,200) 560,800
Plant – joint venture cost 70,000
Depreciation (70,000/4 yrs) 17,500
Net book value (70,000 � 17,500) 552,500
Total net book value (255,000 � 60,800 � 52,500) 368,300

Solution 1.2: Stilson (ACCA Accounting and 
Audit Practice)

Income statement of Stilson for the year ended 
31 March 2001

$000 $000
Sales revenue (26,750 per T/B � 3,000) (W4 ) 29,750
Cost of sales (W1) (19,026)
Gross profit 10,724
Operating expenses (1,340 per T/B � 1,250 property rent per T/B) (2,590)
Other operating income (per T/B profit on sale of property) 3,400
Financing cost (200 paid � 200 accrued) 19,(400)
Profit before tax 11,134
Taxation 1(2,400)
Net profit from ordinary activities for the period 8,734

Statement of changes in equity for the year ended 
31 March 2001

Share capital Revaluation Accumulated Total
reserve profits

$000 $000 $000 $000
Balance at 31 March 2000 5,000 nil 580 5,580
Surplus on revaluation of property (W2) 5,200 5,200
Net profit for the period 8,734 8,734
Dividends (2m interim � 5m � 4 � 15c final) (5,000) (5,000)
Transfer to realised profits ...000 2(280) 4,280 0,0–....
Balance at 31 March 2001 5,000 4,920 4,594 14,514

International financial reporting standards in depth 4
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Balance sheet as at 31 March 2001
$000 $000

Assets
Property, plant and equipment (W3) 12,584
Current assets
Inventory 2,800
Amounts due from construction contracts (W4 ) 1,100
Trade receivables 8,620
Cash 4,180 16,700
Total assets 29,284
Equity and liabilities
Capital and reserves:
Equity shares of 25c each 5,000
Reserves:
Revaluation reserve (5,200 � 280) (W2) 4,920
Accumulated profits (see above) 4,594 19,514

14,514
Non-current liabilities
8% Loan note 5,000
Provision for voucher scheme (W1) ...630 5,630
Current liabilities
Trade payables 3,540
Accrued loan interest 200
Income taxes 2,400
Proposed dividends 3,000 ..9,140
Total equity and liabilities 29,284

Notes to the financial statements:

1. Sales revenue includes $3m attributable to long-term construction contracts, and 
cost of sales includes $1.8m attributable to long-term construction contracts.

2. Other operating income relates to the profit on disposal of one of the company’s
properties.

Working
W1 Cost of sales

$000 $000
Opening inventory 1,900
Purchases 16,000
Provision for voucher scheme *630
Construction contract costs (W4 ) 1,800
Depreciation: – buildings ($9m/15 years) 600

– plant (20% � 4,480) 896 1,496
Closing inventory 1(2,800)

19,026

*Voucher scheme $3m � 50% (est. redempt.) � 70% (less 30% margin) � 60%
(discounted). This is likely to be deducted from sales in the future, if material.

5 The regulatory framework and the standard-setting process – solutions
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W2 Depreciation: buildings
● Depreciation of buildings before revaluation ($8m/25 years) � $320,000
● Accumulated depreciation at 31 March 2000 ($3.2m/$320,000) � 10 years
● Revalued asset should be depreciated over remaining 15 years (i.e. $9m/15 years) �

$600,000
● Revaluation surplus $5.2m ($12m � ($10m � $3.2m)) � $5.2m ($1m relates to land

and $4.2m to buildings)
● Surplus on buildings should be released to accumulated profits as it is realised in line

with future depreciation. The transfer for this year should be $4.2m/15 years �
$280,000.

W3 Property, plant and equipment
$000 $000

Land and buildings at valuation 12,000
Depreciation (W2) , (600) 11,400
Plant at cost 4,480
Depreciation (2,400 � 896) (3,296) 11,184

12,584

W4 Construction contract
Contract is 30% complete ($3m/$10m � 100)

$000
Total profit ($10m � $6m) 4,000
Attributable profit (30% � $4m) 1,200
Contract revenue (work certified) 3,000
Contract cost of sales ($3m revenue � $1.2m profit) 1,800
Amount due from customers

(1,900 costs to date � 1,200 profit � progress billings 2,000) 1,100

Solution 1.3: S

(a) Explanation of accounting concept of substance 
over form

The accounting concept of substance over form is covered in IAS 1 Presentation of Financial
Statements. Substance over form effectively means that accountants must always report the
commercial reality of transactions rather than their legal form if the two come into con-
flict. The preparer of financial statements must get behind the legal veil and examine what
is really going on in commercial terms in a transaction. If the substance differs from the
legal form, then IAS 1 requires the substance of the transaction to be adopted in the finan-
cial statements. In order to establish substance, it may be necessary to investigate a whole
series of transactions together rather than individually – e.g. sale and repurchase arrange-
ment – to see whether or not a genuine sale has actually taken place. One of the keystones
in the decision as to whether substance effects form is making the decision as to whether or
not the transaction has a material effect on the risks and rewards of ownership.

International financial reporting standards in depth 6
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An example of substance in practice can be found in IAS 17 Leases, which effectively
forces lessees to record finance leases on their balance sheet as all the risks and rewards
of ownership have been transferred to them by the lessor. It is effectively the same
accounting treatment as if the asset had always been owned by the company.

(b) Treatment of transactions
Sale and leaseback

The land and buildings were sold at a price which was well below the current book value –
$50m instead of $80m. This would imply that it was not an arm’s length transaction.
The repurchase price has also been set in terms of the original selling price plus interest,
rather than at market value at the time of the repurchase. As interest is to be charged
from the original date of sale, this implies that there is an expectation that the asset will
be re-purchased and this is supported by the annual rental which, at 15%
(($7.5m/$50m) � 100) of the purchase price, seems artificially high.

Taking both transactions together, it is clear that the substance of the arrangement
would appear to be a financing one with S effectively raising funds against the security
of the property. S is almost certain to repurchase the property in due course, as $50m
plus interest will be significantly less than the current value of $80m plus any future
inflation.

S should clearly treat the transaction as a financing arrangement, thus keeping the
property on the balance sheet and also reflecting the cash received as a liability. The
annual interest should be charged to the income statement and the corresponding credit
entry added to the liability. Ultimately when it is repurchased any cash payment should
eliminate the original loan plus interest accrued.

The journal entries required to correct the situation are as follows:

Debit Credit
Non-current assets – land and buildings $80m
Loss on disposal (income statement) $30m
Loan (included in non-current liabilities) $50m

In addition, the annual interest will need to be charged to income each year at the cur-
rent rate plus 5%, and the corresponding credit added to the loan.

Sale on consignment

In deciding whether or not a sale has taken place, it is essential to determine which party
has the risks and rewards of ownership. Taking each of the points in turn:

● S must pay 50% on delivery and the balance when the cars are sold. If prices change
prior to the sale date, S still pays the same amount to its supplier. They therefore bear
the risks and earn the rewards on those price changes.

● If cars remain unsold after 3 months, S has to pay an administration charge of 20% –
which also suggests that they have taken up the risks and rewards of ownership.

From the information provided, on balance, it would appear that the inventory should
be recorded in the books of S despite the fact that they do not have legal title. The

7 The regulatory framework and the standard-setting process – solutions
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journal entries required to correct the position are as follows:

Debit Credit
Closing inventory (included on balance sheet) $6m
Cost of sales (included in income statement) $6m
Purchases $6m
Pre-payments (monies paid to date) $3m
Trade payables $3m

Finance lease

The decision must be made as to whether or not, in substance, this can be recorded as a
finance or as an operating lease in the books of S. There are three factors which suggest
that it should be treated as a finance lease:

● The useful life of the asset is 5–7 years and the lease term only 6 years, thus suggest-
ing that S has use of the asset over substantially all of the asset’s life.

● The fair value of the equipment is $7,650,296, which equates to the present value of
the asset discounted at the implicit rate of interest in the lease of 7%.

● S has agreed to insure and maintain the equipment, thus retaining all the substantial
risks pertaining to the asset.

All of these factors indicate that S has retained all the substantial risks and rewards of
ownership and should therefore record both the asset and its related liability on the bal-
ance sheet under IAS 17 Leases. The asset would be included within property etc. in the
non-current asset section of the balance sheet and the loan within non-current liabilities.

The finance lease payments and interest are shown below:

Year Opening balance Payments Interest for year (7%) Closing balance
$ $ $ $ $

1 7,650,296 (given) (1,500,000) 6,150,296 430,521 6,580,817
2 6,580,817 (1,500,000) 5,080,817 355,657 5,436,474
3 5,436,474 (1,500,000) 3,936,474 275,553 4,212,027
4 4,212,027 (1,500,000) 2,712,027 189,842 2,901,869
5 2,901,869 (1,500,000) 1,401,869 1 ,998,131 1,500,000
6 1,500,000 (1,500,000)

(9,000,000) 1,349,704

T accounts
Finance lease obligations:

Bank 1,500,000 Balance – capital 7,650,296
Balance c/d 7,500,000 Balance – interest in suspense 1,349,704

1,500,000 9,000,000
Balance b/d 7,500,000

Finance interest in suspense:
Balance 1,349,704 Finance cost (income statement) 430,521

1,349,704 Balance c/d 9,919,183
1,349,704 1,349,704

Balance b/d 0,919,183

International financial reporting standards in depth 8
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Balance sheet extract
Total Current liability Non-current liability

$ $ $
Total repayments 7,500,000 1,500,000 6,000,000
Interest in suspense 9,919,183 , 5430,521 9,919,183

6,580,817 1,069,429 5,080,817
� 430,521 accrued interest
11,500,000

9 The regulatory framework and the standard-setting process – solutions
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2
Asset valuation: accounting for 

tangible fixed assets – solutions

Solution 2.1: Broadoak

(a) Measuring the cost of tangible non-current assets,
and capitalising subsequent expenditure

(i ) How the initial cost of tangible non-current assets should be measured

Although the broad principles of accounting for non-current assets are well understood
by the accounting profession, applying these principles to practical situations has
resulted in complications and inconsistency. For the most part, IAS 16 Property, Plant and
Equipment codifies existing good practice, but it does include specific rules which are
intended to achieve improved consistency and more transparency.

IAS 16 requires property, plant and equipment to be initially recorded at cost. The
cost of an item of property, plant and equipment comprises its purchase price and any
other costs directly attributable to bringing the asset into a working condition for its
intended use. This can consist as follows:

● The purchase price, which is calculated after the deduction of any trade discounts or
rebates (but not early settlement discounts), but it does include any transport and han-
dling costs (delivery, packing and insurance), non-refundable taxes (e.g. sale taxes such
as VAT, stamp duty, import duty). If the payment is deferred beyond normal credit
terms, this should be taken into account either by the use of discounting or substitut-
ing a cash equivalent price.

● Directly attributable costs, which are the incremental costs that would have been
avoided had the assets not been acquired. For self constructed assets, this includes the
labour costs of own employees. Abnormal costs such as wastage and errors are specifi-
cally excluded.

● Installation costs, site preparation costs, and professional fees (legal fees, architect’s
fees, however, are permitted).

In addition to the ‘traditional’ costs above, two further groups of cost may be capitalised.
IAS 23 Borrowing Costs permits (under the allowed alternative method) directly attrib-
utable borrowing costs to be capitalised as part of the asset. Also IAS 37 Provisions,
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Contingent Liabilities and Contingent Assets states that if the estimated costs of removing and
dismantling an asset and restoring its site qualify as a liability, they should be provided
for and added to the cost of the relevant asset. This happens in cases of decommis-
sioning a nuclear plant or oilfield. Finally, the carrying amount of an asset may be
reduced by any applicable government grants under IAS 20 Accounting for Government
Grants and Disclosure of Government Assistance, although the deferred income approach is
more popular in practice.

(ii) Subsequent expenditure

The appropriate accounting treatment of subsequent expenditure on non-current assets
depended upon whether or not it represented a revenue expense, in effect maintenance
or a repair, or whether it represented an improvement that should be capitalised. IAS 16
bases the question of capitalisation of subsequent expenditure on whether it results in a
probable future economic benefit in excess of the amount originally assessed for the
asset. All other subsequent expenditure should be recognised in the income statement as it
is incurred. Examples of circumstances where subsequent expenditure should be capitalised
are where it:

● modifies the asset to enhance its future economic benefits;
● upgrades an asset to improve the quality of performance;
● is on a new production process that reduces operating costs.

IAS 16 also permits component accounting. Where a large asset such as a ship or aircraft
is broken down into smaller components and these are depreciated over their individual
shorter lives, then any expenditure incurred subsequently to overhaul those assets may
be capitalised as the original asset has already been fully depreciated. However, normal
servicing and overhaul expenditure is written off immediately.

(b) Revaluation of non-current assets and the accounting 
treatment of surpluses/deficits on revaluation

Under IAS 16, revaluations are permitted under its allowed alternative treatment
rules for the measurement of assets subsequent to their initial recognition. The stand-
ard attempts to bring some order and consistency to the practice of revaluations.

Where an entity chooses to revalue a tangible non-current asset, it must also
revalue the entire class of assets to which it belongs. Further, sufficiently regular
revaluations should be made such that the carrying amounts of revalued assets
should not differ materially to their fair values at the balance sheet date. The stand-
ard stops short of requiring annual valuations, but it does contain detailed rules on
the basis and frequency of valuation. It should be noted that where an asset has been
written down to its recoverable amount due to impairment, this is not classed as
being a policy of revaluation. The effect of the above is that it prevents selective or
favourable valuations being reported whilst ignoring adverse movements, and where
a company has chosen to revalue its assets (or class thereof ), the values must be kept
up to date.

11 Asset valuation: accounting for tangible fixed assets – solutions
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Surpluses/deficits
These are measured as the difference between the revalued amounts and the book
(carrying) values at the date of the valuation.

Increases (gains) are taken to equity under revaluation reserves (via a Statement 
of changes in equity) unless they reverse a previous loss (on the same asset) that has
been charged to the income statement – in which case they should be recognised 
as income.

Decreases in valuations (revaluation losses) should normally be charged to the income
statement. However, where they relate to an asset that has previously been revalued
upwards, then to the extent that the losses do not exceed the amount standing to the
credit of the asset in the revaluation reserve, they should be charged directly to that
reserve.

Any impairment loss on revalued property, plant and equipment, recognisable under
IAS 36 Impairment of Assets, is treated as a revaluation loss under IAS 16.

Gains and losses on disposal
Gains or losses on disposal are measured as the difference between the net sale proceeds
and the carrying value of assets at the date of sale. In the past some companies reverted
to historic cost values to calculate a gain on disposal, thus inflating the gain (assuming
assets had increased in value). All gains and losses should be recognised in the income
statement in the period of the disposal. Any revaluation surplus standing to the credit of
a disposed asset should be transferred to accumulated realised profits (as a movement on
reserves).

(c) The initial cost of plant – Broadoak

Note: The early settlement discount is a revenue item and IAS 16 expressly disallows it
from being capitalised. The maintenance cost is also a revenue item, although a propor-
tion of it would be a pre-payment at the end of the year of acquisition (the amount
would be dependent on the date on acquisition).

The cost of the specification error must be charged to the income statement.

$ $
Basic list price of plant 240,000
Less trade discount of 12.5% on list price 1(30,000)

210,000
Shipping handling and installation costs 2,750
Estimated pre-production testing 12,500
Maintenance contract (not permitted)
Site preparation costs (normal only)

– electrical cable installation (14,000 � 6,000) 8,000
– concrete reinforcement 4,500
– own labour costs 7,500 20,000

Dismantling costs and restoration costs (15,000 � 3,000) 018,000
Initial cost of plant 263,250

International financial reporting standards in depth 12
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(d) Leasehold property – extracts from financial statements
Income statement Balance sheet
Amortisation $20,000 (2000) Leasehold property $231,000 (2000)

21,000 (2001) 175,000 (2001)

Change in equity statement
Revaluation loss 25,000 (2001) Revaluation reserve

Revaluation reserve $0,000 1.10.99
Revaluation surplus 11,000 (2000)

61,000
Transfer to acc. profits 01,000 (1/11 � 11,000)

60,000
Revaluation loss 10,000

50,000 (2001)

Working

Solution 2.2: L

(a) Why IAS 16 requires revaluation of assets in relevant
classes, and why these should be up to date

IAS 16 permits a choice between revaluation or not of property, plant etc. If a company
opts for revaluation, then the standard’s objective is to ensure that the values reflect
up-to-date fair values at the balance sheet date. That is to ensure consistency, which is
one of the main qualitative characteristics in the IASB’s Framework.

To ensure both consistency and comparability, revaluation must be applied consist-
ently to all assets in that class. This ensures that a company’s directors cannot ‘cherry
pick’ the assets which are rising in value and ignore those that are falling.

Again to ensure consistency, IAS 16 requires that the valuations be kept up to date,
at fair value. This does not require an annual valuation, but they should be carried
out with sufficient regularity to ensure that the carrying value does not differ materially
from the fair value at each balance sheet date. Market value is the normal valuation,

$
Cost 1 October 1999 240,000
Amortisation to 30.9.2000 (240,000/12 years) .(20,000)

220,000
Revaluation gain 011,000
Revised carrying value at 30 September 2000 231,000
Amortisation 2001 (231,000/11 years) .(21,000)

210,000
Revaluation loss (direct to reserves) (11,000 � 1,000) (10,000)
Remaining loss to income statement .(25,000)
Revised carrying value at 30 September 2001 175,000

13 Asset valuation: accounting for tangible fixed assets – solutions
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but depreciated replacement cost should be adopted where there is no evidence of
market values.

(b) Is it logical to permit both cost and valuation 
methods?

In line with several other IASs, there is both a benchmark (cost) and an allowed alterna-
tive (valuation). The rationale is the lack of any agreed consensus as to what the correct
approach should be, with the USA being totally opposed to valuation and the UK and
others being largely in favour of at least valuing properties. It is up to individual prepar-
ers to weigh up the cost and benefits of revaluation. It is not logical to offer both alter-
natives, but hopefully the revaluation group of standard setters which is currently
meeting will come up with firm proposals that will arrive at a consensus approach to the
issue. That may, however, be several years hence.

(c) Calculation of property values
Property should appear on the balance sheet as follows:

The revaluation gain/loss should be calculated as follows:

There is no revaluation reserve to offset this loss, so it must be charged to the income
statement.

Factory B
Depreciation per T/B 60
Current year charge (150 cost � 2%) 003

63
Cost 150
Net book value 87
Valuation 120
Gain on revaluation 033

Factory A
Depreciation per T/B 70
Current year charge (250 cost � 2%) 005

75
Cost 250
Net book value 175
Valuation 160
Loss on revaluation 015

$m
Factory A 160
Factory B 120
Factory C 040

320
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This gain should be credited to equity and also be recorded in the Statement of changes
in equity.

As this factory was never previously revalued, the loss cannot be offset against a previous
revaluation surplus and the loss must go direct to income.

(d) Impact of revaluation on key accounting ratios
The two main accounting ratios affected by revaluation are return on capital employed
(ROCE) and the gearing ratio.

ROCE

This is calculated as a percentage of net profit to capital employed. If fixed assets 
are revalued, then the depreciation must also be increased in line with the
revaluation.

An upwards revaluation will therefore result in a decrease in return and an increase in
capital employed, and thus a double ‘whammy’ on the calculation of ROCE. This will
result in a fall in the return on capital employed.

Overall in L’s case, however, there is a downward revaluation, thus improving both
return and reducing capital employed, resulting in an increase in ROCE.

Gearing ratio

This is the percentage of long-term debt to shareholders’ funds plus long-term debt. If
the revaluation is upwards the gearing ratio will drop as the bottom line is increased,
but there is no adjustment to the top line. If revaluation is downwards, the reverse will
happen.

Overall impact

The position of both ratios will have opposite effects. Profitability will appear to go down
as ROCE falls, but conversely the gearing ratio will be improved, enabling the company
possibly to borrow further monies based on the strength of their assets.

Factory C
Depreciation from T/B 48
Current year charge (134 � 2%) 003

51
Cost 134
Net book value 83
Valuation 40
Loss on revaluation 43
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Solution 2.3: K

(a) Initial cost of oven permitted under IAS 16

All costs are permitted under IAS 16 to get the asset to its intended location and work-
ing condition. That will enable the wages and materials associated with testing and cali-
brating the oven prior to production to be incorporated, but not those since the start of
operations.

The inclusion of the expected costs of disposal is more difficult. It has been included
above on the grounds that the cost of acquiring the oven must also include the costs of
disposal, as the government has enforced the cost to be cleaned up at the end and spe-
cially disposed. That is in line with IAS 37 Provisions, Contingent Liabilities and Contingent
Assets, when decommissioning costs should be reported as both an asset and liability at
the time an oilfield or nuclear plant is created. A different view might exclude the costs
entirely and only record them as expenses when incurred.

(b) Historic cost and valuation bases
Calculation of historic cost and valuation bases for oven at the end of the first year

Historic cost:

Valuation:

Discussion of the relevance and reliability of both sets of figures

Historic costs are reliable in that there is a clear audit trail to identify their actual costs.
The figures are generally reliable. However, there are still subjective judgements to be

£
Profit and loss extract
Impairment loss (£66,800 � £28,000 recoverable amount) 38,800

Balance sheet extract
Valuation 28,000

£
Profit and loss extract
Depreciation (£66,800/expected useful life of 5 years) 13,360

Balance sheet extract
Cost 66,800
Less accumulated depreciation to date 13,360
Net book value 53,440

£
List price 50,000
Wages and materials pre production 800
Costs of disposal 16,000
Total cost 66,800
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made re choice of economic life and ultimate disposal scrap value. The figures are not
relevant as the book value does not represent the current value of the asset, particularly
in this case.

The valuation model is more relevant than historic cost, as it represents the current
market value of the asset provided it is based upon actual market transactions. However,
it is often the case that no market exists for second-hand specialised assets, and this leads
to very subjective and possibly erroneous valuations. However, current values are more
useful for making decisions, even if they are less reliable than historic costs.

Solution 2.4: Aztech

(a) Why the requirements of both IAS 16 and IAS 37 
need to be investigated as well as IAS 16 when 
accounting for tangible non-current assets

Circumstances may arise where subsequent to initial recognition, the book value of a
tangible non-current asset may not be economically recoverable from future business
activity. Although future production may be possible, this may be insufficient to recover
the current book value in the future. IAS 36 Impairment of Assets requires a write down of
the book value of an asset to its recoverable amount, and the reduction charged as an
immediate expense in the income statement. If it reverses a previous revaluation uplift,
it should be charged directly against the revaluation surplus (per IAS 16 Property, Plant 
and Equipment). Thus the two standards need to be consulted in this area, as any impair-
ment loss of a revalued asset requires consideration of the determination of whether the
asset is impaired (IAS 36) and how this loss is going to be dealt with if the asset has been
revalued. In addition, IAS 36 deals with the depreciation charge for an impaired asset
and the reversal of an impairment loss of an asset. Again, in this latter case if the asset
has been revalued, both IAS 16 and IAS 36 need consulting.

After the initial recognition of an asset, an enterprise may incur further expenditure
on that asset. IAS 37 Provisions, Contingent Liabilities and Contingent Assets has stated that periodic
maintenance costs cannot be accrued in advance of a shut down, and decommissioning
costs and other environmental costs relating to an asset must be recognised as soon as
there is an obligating event. These costs cannot be built up over the life of an asset but
must be provided for in full when the obligating event occurs. IAS 37 deals with the mea-
surement and recognition of the provision (i.e. the credit entry), and IAS 16 deals with
the accounting for the debit entry resulting in a smooth interaction between the two
statements.

(b) Accounting for hotels and whether or not current 
depreciation policy is acceptable

Valuation of hotels on balance sheet

IAS 16 states that on the revaluation of land and buildings, they should usually be valued
on the basis of their market values. Properties retired from use should be valued on the
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basis of their carrying amount at the date of retirement subject to an annual impairment
review. Thus on 31 March 2000, the hotels will be valued as follows:

Under IFRS 5 Non-Current Assets Held For Sale and the Presentation of Discontinued Operations,
any non-current asset which fulfils six criteria must be transferred to current assets at their
recoverable amount, with a loss of £3m � 2.3m � £0.7m being charged to income.

Policy of non-depreciation

A policy of non-depreciation cannot be permitted merely on the grounds of high main-
tenance. The latter may increase the life of the asset, but not its residual value at the end
of its useful life. It is also argued that depreciation results in matching the expense
against the revenue generated by the asset; it is not a valuation of that asset. The only
assets that can strictly avoid depreciation are investment properties and land. The policy
is currently therefore unacceptable, but the revised standard, IAS 16, may well reintro-
duce it as it enables entities to revalue residual values at the end of each accounting year,
not just at the date of acquisition of the asset.

(c) Accounting for the aircraft fleet
(i) At 31 March 2000

Capitalisation is only permitted during construction and should stop when the asset is
substantially ready for operations – thus 1 January 2000 and not 31 March 2000 would
appear to be the deadline under IAS 23 Borrowing Costs.

Under IAS 36 Impairment of Assets, if a constructed asset is valued at more than its
recoverable amount it must be written down to that figure. That is currently $30m (net
selling price), which is $1m greater than its current use value.

(ii) At 31 March 2001
$000

Engines (30% � 30,000 � 9,000/3 yrs � 3,000 depreciation) 6,000
Body parts (70% � 30,000 � 21,000/8 yrs � 2,625 depreciation) 18,375

24,375

$000
Cost of manufacturing the aircraft 28,000
Capitalisation of borrowing costs ($20m � 10% � $22m � 10% � 3/4 yr) 03,650

31,650

$m $m
Open market value 19
Less property to be sold (2.5)

16.5
Property surplus to requirements (carrying value) 3
Impaired value – lower of carrying value and recoverable

amount ($3m compared with the higher of $2m
and $(2.5 � 0.2)m 02.3

Balance sheet value 18.8
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Revaluation loss (to income statement) ,(3,375)
Closing book value 21,000)
Loss is split:
6,000/24,375 � 3,375 � 831, i.e. 6,000 � 831 5,169
18,375/24,375 � 3,375 � 2,544, i.e. 18,375 � 2,544 15,831

21,000

At 31 March 2002:

$000
Engines (5,169/2 yrs � 2,585 depreciation) 2,584
Body parts (15,831/7 yrs � 2,262 depreciation) 13,569

16,153
Revaluation gain (to income statement) 3,375
Revaluation reserve 00,072
Closing book value 19,600

Where an asset’s carrying amount is increased due to revaluation, the increase should be
credited to equity. However, if it reverses a previous write down to income by the same
asset, the amount written down should be reversed and only any excess credited to
revaluation reserves and equity.

Engines (9,000 � 30% � 72 � 9,022 � 5,585 depreciation) 3,437
Body parts (21,000 � 70% � 72 � 21,050 � 4,887 depreciation) 16,163

19,600

(iii) At 31 March 2003
$000

Engines (3,437/1 yr � 3,437 depreciation) nil
Body parts (16,163/6 yrs � 2,694 depreciation) 13,469

13,469
Replacement engines 15,000
Closing book value 28,469

Solution 2.5: Low Paints

(a) Has the calculation of earnings per share been 
correctly calculated?

Earnings per share (EPS) is prescribed by IAS 33 Earnings per Share. The numerator in the
calculation is the net profit attributable to ordinary shareholders, and that has been
calculated in accordance with other prescribed accounting standards. It is possible still
for directors to choose between several legitimate accounting policies in order to boost
earnings, as they may impact on the ultimate bonus paid to directors. The denominator
is the weighted average number of ordinary shares outstanding during the period, but
this is tightly controlled by IAS 33.
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There are a number of events outlined in the case of Low Paints that could have
affected the calculation of earnings per share:

(i) IAS 20 Accounting for Government Grants and Disclosure of Government Assistance permits
two methods of accounting for the grant, either:
● setting the grant off against the cost of the asset and depreciating the net

figure; or
● recording the grant within deferred income and releasing it to income over the life

of the asset to offset the depreciation charge.
The grant must therefore be taken out of income, leaving only $500,000 ($5m/10 years)
to be credited to income. The balance of $4.5m should be recorded as deferred
income or deducted from the cost of the asset.

There is a recent DP coming from New Zealand recommending immediate
credit to income, but that cannot be used to override an existing standard. The argu-
ment given in that paper is that grants do not meet the definition of a liability, and
as such could never be recorded as liabilities on balance sheet.

(ii) The directors have not taken account of the new issue of shares made at the initial
public offering. The EPS was calculated using the number of shares in issue when
Mr Low retired from the company (6m at $1). The new shares should have been
time apportioned, i.e. 1m � 100,000 sponsor’s shares, and added to the denomina-
tor. The costs of issue are regarded as part of the consideration received and 
are therefore deducted from equity (as per SIC 17). They should not go to income,
but should instead be set off against share premium. The accounting entry should
have been:

(iii) Leases are governed by IAS 17 Leases, but the substance of this transaction is that of
a secured loan, thus requiring the presentation of the original asset and receipts as
a loan. The profit will therefore be eliminated from income and the property depre-
ciated at a rate of 5% on the carrying value of $4m. An interest charge of $250,000,
i.e. ($5.5m � $4.5m)/4 years should also be recorded for the implicit interest in the
agreement.

(iv) Normally, post-balance sheet events should be ignored in calculating the capital
structure for EPS. However, it should be amended for the bonus element in post
year-end changes in the number of shares. This is calculated as follows:

Fair value of shares before rights $2
Theoretical ex rights price $1.92 (i.e. 4 � $2 � $8 � rights issue 1 � $1.60

� $9.60/5 shares)
Bonus element $2/$1.92 (i.e. 25/24)

$ $
Dr Share premium 300,000

Cr Cash 180,000
Share capital 100,000
Share premium 20,000
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The revised earnings per share calculations should be as follows:

(b) Did the directors act unethically?
The treatment of government grants would appear to indicate that the directors were
attempting to boost EPS. They should be aware of the content of IAS 20, and would
appear to be finding a way to boost their bonus. Discussion Papers may indicate current
thinking, but they are not yet best practice.

It is more likely that the issue of shares not being included in the EPS was an over-
sight by the directors, and also the treatment of issue costs is often quite complex and
misunderstood. EPS is significantly reduced and is unlikely to be favoured by the
directors.

The treatment of the bonus element in the post-balance rights issue is a difficult
technical issue which again the directors might have not been aware of.

Overall, the original EPS of $0.80 calculated by the directors should now be
reported as a loss per share of $0.082. It is unlikely that the directors have been guilty
of fraud or deliberate window dressing, but they have clearly not followed several
accounting standards, and the auditors have an obligation to qualify the accounts
accordingly.

Solution 2.6: Shiplake

(a) Definition of an impairment and when an 
impairment review should be carried out

An impairment loss arises where the carrying value of an asset, or group of assets, is
higher than their recoverable amounts. In effect, the standard requires that assets

$000
Net profit for the year as originally prepared 4,800
(i) government grant (5,000)

grant release 500 (4,500)

(ii) cash paid – fee 180
ordinary shares (120) 60

(iii) profit on sale eliminated (500)
depreciation (200)
interest charge (250)

(950)
Adjusted net loss for the year (590)

Ordinary shares of $1 6m
(i) 1.1m � 10/12 0.917m
(ii) Bonus element (1 for 24) 0.288m

7.205m

Loss per share $0.082m
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should not appear on a balance sheet at a value which is higher than they are ‘worth’.
The recoverable amount of an asset is defined as the higher of its net realisable value
(i.e. the amount at which it can be sold for net of direct selling expenses) and its value
in use (i.e. its estimated future net cash flows discounted to a present value). IAS 36
Impairment of Assets recognises that many assets do not produce independent cash
flows, and therefore the value in use may have to be calculated for a group of assets –
a cash generating unit.

The standard recognises that it would be too onerous for companies to have to test for
impaired assets every year, and therefore only requires impairment reviews when there
is some indication that an impairment has occurred. The exception to this general prin-
ciple is where goodwill or other intangible assets are being depreciated over a period of
more than 20 years, in which case an impairment review is required at least annually.
This also applies where any tangible non-current asset, other than land, has a remaining
life of more than 50 years.

(b) The circumstances that indicate that a company’s 
assets have been impaired

Impairments generally arise where there has been an event or change in circumstances.
It may be that something has happened to the assets themselves (e.g. physical
damage) or there has been a change in the economic environment relating to the
assets (e.g. new regulations may have come into force). The standard gives several
examples of indicators of impairment, which may be available from internal or
external sources:

(i) Poor operating results. This could be a current operating loss or a low profit. One
year’s losses in itself does not necessarily mean there has been an impairment, but
if this is coupled with previous losses or expected future losses then this is an indi-
cation of impairment.

(ii) A significant decline in an asset’s market value (in excess of normal depreciation
though use or the passage of time) or evidence of obsolescence (through market
changes or technology) or physical damage.

(iii) Evidence of a reduction in the useful economic life or estimated residual value of
assets.

(iv) Adverse changes in the market or economy, such as the entry of a major competi-
tor, new statutory or regulatory rules or any indicator of value that has been used
to value an asset (e.g. on acquisition a brand may have been valued on a ‘multiple
of sale revenues’. If subsequent sales were below expectations, this may indicate an
impairment).

(v) A commitment to a significant reorganisation or restructuring of the business.
(vi) Loss of key employees or major customers
(vii) Increases in long-term interest rates (this could materially impact on value in use

calculations thus affecting the recoverable amounts of assets).
(viii) Where the carrying amount of an enterprise’s net assets are more than its market

capitalisation.
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(c) How the information would affect the preparation 
of Shiplake’s consolidated financial statements

(i) Goodwill

On the acquisition of a subsidiary, the purchase consideration must be allocated to the
fair value of its net assets with the residue being classed as goodwill (or negative goodwill
if the assets have a greater fair value than the purchase consideration). IFRS 3 Business
Combinations recognises that it is not always possible accurately to determine the value of
some assets at the date of acquisition, and therefore allows an ‘investigation period’ up to
the end of the first full reporting period following the period of acquisition. As the revi-
sion to the value of Halyard’s assets was due to more detailed information becoming
available, the fall in its asset values should be treated as an adjustment to the provisional
valuations made at the time of acquisition. In effect, the net assets and goodwill should
be restated to $7 million and $5 million respectively; the fall of $1 million is not an
impairment loss and should not be charged to the income statement. This revision will
have the effect of increasing the amortisation of goodwill from $800,000 to $1 million
per annum (based on a 5-year life) (using pre IFRS 3 Amortisation Policy). The above
assumes that the recoverable value of the company as a whole is greater than $12 million.

The fall in value of Mainstay’s assets is the result of events that occurred after the
acquisition (i.e. physical damage to the plant), and this does constitute an impairment
loss. The plant and machinery should be written down to its recoverable amount, and
the loss charged to the income statement. On the assumption that the recoverable value
of the company as a whole has not fallen, goodwill will not be affected.

(ii) Earth-moving plant

On the basis of the original estimates, Shiplake’s earth-moving plant was not impaired,
the value in use of $500,000 being greater than its carrying value, However, due to the
‘dramatic’ increase in interest rates causing Shiplake’s cost of capital to increase, the
value in use of the plant will have to be recalculated. As the discount rate has risen, this
will cause the value in use to fall. There is insufficient information to be able to quantify
this fall. If the new discounted value is above the carrying value $400,000, there is still
no impairment. If it is between $245,000 and $400,000, this will be the recoverable
amount of the plant and it should be written down to this value. As the plant can be sold
for $250,000 less selling costs of $5,000, $245,000 is the least amount that the plant
should be written down to even if its revised value in use is below this figure.

(iii) Research and development

The treatment of the research and development costs in the year to 31 March 2001 was
correct due to the element of uncertainty at the date. The development costs of $75,000
written off in that same period should not be capitalised at a later date even if the uncer-
tainties leading to its original write-off are favourably resolved. The treatment of the
development costs in the year to 31 March 2002 is incorrect. The directors’ decision to
continue the development is logical as (at the time of the decision) the future costs are
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estimated at only $10,000 and the future revenues are expected to be $150,000. It is also
true that the project is now expected to lead to an overall deficit of $135,000
(120 � 75 � 80 � 10 � 150 (in $000)). However, at 31 March 2002 the unexpensed
development costs of $80,000 are expected to be recovered. Provided the criteria in IAS 38
Intangible Assets are met, these costs of $80,000 should be recognised as an asset in the
balance sheet and ‘matched’ to the future earnings of the new product. Thus the direc-
tors’ logic of writing off the $80,000 development cost at 31 March 2002 because of an
expected overall loss is flawed. The directors do not have the choice to write off the
development expenditure.

(iv) Klassic Cars

An impairment loss relating to a cash generating unit should be allocated on the follow-
ing basis:

1. To any obviously impaired assets (franchise costs)
2. To goodwill
3. To the remaining assets on a pro rata basis.

However, no asset should be written down to less than its net realisable value. Applying
this to the impairment loss of $130 million ($370m � $240m):

Note: the franchise cost cannot be written down to less than its realisable value, the
restored vehicles have a realisable value higher than their cost and should not be writ-
ten down at all, and the remaining impairment loss (after the goodwill and franchise
write downs) of $30 million is apportioned pro rata to the plant and the other net
assets.

Solution 2.7: Nettle

Report to the directors of Nettle on the potential impact 
of key events affecting the company
(i) IASC restructuring

The International Accounting Standards Committee approved a new constitution in
March 2000. The new institution took immediate effect, and provides for the transition

Cost Impairment Restated value
$000 $000 $000

Goodwill 80,000 (80,000) nil
Franchise costs 50,000 (20,000) 30,000 NRV
Restored vehicles 90,000 nil 90,000 NRV
Plant 100,000 2/3 (20,000) 80,000
Other net assets 050,000 1/3 (10,000) 040,000

370,000 (130,000) 240,000
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between the current and new structures. There are strong indications that the estimated
budget of between $50 and $60 million is reasonable, and that stakeholders around
the world are willing to contribute sufficient funds to permit IASC to function. Major
international accounting firms, stock exchanges, international banks and financial
institutions are supporting the IASC financially. The IASs have been endorsed by the
Basel Committee, and subsequently by the International Organisation of Securities
Commissions (IOSCO). The IOSCO endorsement will lead to improved global finan-
cial reporting, benefiting not only users but also preparers in global capital markets
because it will cover global standard setting towards one international accounting
language. The IASC has recently changed its official name to the International
Accounting Standards Board (IASB), and it is now issuing International Financial
Reporting Standards (IFRS).

The future standard-setting board of 14 independent, technical persons will have sole
responsibility for the agenda of standard setting, and for setting the standards. The Board
will not be dominated by any particular constituency or regional interest. Thus the reor-
ganisation of the IASB comes at a time when the Board is at its strongest and at a time
when International Standards are being accepted by more national and international
entities. IASB is in a very strong position to take on its global responsibilities, and the
reorganisation of the IASB has thus strengthened rather than weakened its position.
Further, the European Commission has set out proposals which will require all European
Union companies listed on a regulated market to prepare consolidated financial state-
ments in accordance with International Standards by 2005. This shows the degree of
confidence that major institutions have in IASB.

(ii) Share options

The accounting treatment of share options is a very contentious area. The charging of
income statements with the fair value of options issued caused significant political reper-
cussions for US standard setters. In the UK, UITF17 Employee Share Schemes applied until
FRS 20 was published, as a result any options granted at a discount to the market price
required the discount to be charged to the income statement. Usually this amount is zero
because the option is not written at a price less than the present market price, as in the
case of Nettle’s options ($7 per share). Of course, options written on such terms are not
worthless. Their value is based upon the prospect of a rise in the share price. There are
two accepted methods of recognising and measuring employee share option schemes:
the ‘intrinsic value method’ and the ‘fair value based method’. IAS 19 Employee Benefits
does not specify recognition and measurement requirements for such benefits because of
the lack of international consensus. However, IAS 19 does require the disclosure of
equity compensation benefits in order that users can assess their effect on the financial
statements.

However, the IASC (now IASB) has issued IFRS 2 Share-Based Payment, and this pro-
poses to charge the income statement with the fair value of the options, measured at the
‘grant date’, which is the date at which the recipients are awarded rights to the options.
The fair value will include the time value of the option, and there is therefore likely to
be a significant amount charged in the income statement over the period during which
employees earn their rights to take up the options.
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Year ended 30 September 2001:

Thus, under IFRS 2, the income statement will be charged with $7.92 million in the
current year. The accrual should be shown as part of equity. If the employees do not
exercise their options and the options lapse, no adjustment is made to the transaction
amount, as the IASB feel that at the date of grant the transaction is complete. The idea
is that the options have been earned by the employees and have been issued by the com-
pany. Based on the above figures, an additional $4.32m will be charged in the income
statement for the year ending 30 September 2002, when the relevant service period is
completed. This figure will not change with any movement in the fair value of the
option, but will be adjusted for any changes in the expected proportion of employees
achieving their performance targets.

If the employees exercise the options, then the cash subscribed for the shares will be
split between share capital and share premium account. Services of the employee do not
normally form part of the consideration received for the shares issued, and thus the
accrual will remain in reserves.

Options are much harder to value at the granting date, but it seems more sensible to
use this date as this is the date where the transaction was perceived to have occurred by
yourselves and the employees. It is worth remembering that the issue of share options
will affect the diluted earnings per share calculation.

(iii) Impairment of assets

The entrance of the major competitor in the marketplace and the occurrence of the
change in profitability may indicate that impairment in the value of non-current assets
and goodwill has occurred. These circumstances will trigger an impairment review
under IAS 36 Impairment of Assets, which involves the comparison of the carrying value
of the net assets with their value in use.

The following discussion is based upon the assumption that the merged operations are
a single combined cash generating unit. When the competitor organisation was merged
with the existing business, the result was that both purchased and unrecognised inter-
nally generated goodwill were contained in the merged business.

Leaf Acquisition cost 150
Fair value of net assets (130)
Goodwill (020)

Nettle Value in use at acquisition 250
Fair value of assets at acquisition (240)

Internally generated goodwill (010)

Options vested or due to vest on
30 Sep 2001 30 Sep 2002

(i) Number of options 2 million 3 million
(ii) Fair value of option per share $2 $3
(iii) Relevant service completed 100% 50%
(iv) Proportion vested or expected to vest 90% 96%
Charge (i) � (ii) � (iii) � (iv) $3.6 million (a) $4.32 million (b)
Total charge for year (a) � (b) $7.92 million
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As there are circumstances which have indicated the potential impairment of goodwill,
then an impairment test must be carried out even though the first year review was satis-
factory. The IASB in IAS 36 Impairment of Assets agrees with the theory behind the prin-
ciple that any impairment loss should exclude internally generated goodwill (para. B104
IAS36). However, because of the cost and difficulty of distinguishing items relating to
internally generated goodwill (especially if businesses are merged), the Board has
rejected the idea that any impairment loss be allocated between purchased and
internally generated goodwill.

Value in use �

� $307 million
The impairment is allocated first to purchased goodwill and then to tangible net assets.

Thus purchased goodwill will be written down by $12 million and tangible net assets by
$3 million. There will be an increase in the charge to the income statement of $15 million
for the impairment loss.

Solution 2.8: Com

To determine whether an impairment of an asset has incurred, it is necessary to compare
the carrying amount of the asset with its recoverable amount. The recoverable amount is
the higher of net selling price and value in use. It is not always easy to estimate value in
use. In particular, it is not always practicable to identify cash flows arising from an indi-
vidual fixed asset. If this is the case, value in use should be calculated as the level of cash
generating units. A cash generating unit is defined as a group of assets that generates cash
and is largely independent of the reporting entity’s other cash generating units.

The cash generating unit comprises all the sites at which the product can be made.
Each business is a cash generating unit by itself. However, any impairment of individual
businesses is unlikely to be material. A material impairment is likely to occur only when
a number of businesses are affected together by the same economic factors. It may there-
fore be acceptable to consider groupings of businesses affected by the same economic
factors, rather than each individual business.

Memorandum
From: Management Accountant
Date: 23rd May 2001
Subject: Effect of two transactions on the consolidated financial statements

$19 million
1.12

�
$26 million

1.122 �
$26 million � 1.02 � 1.02

0.08 � 1.122

$
Carrying amount of tangible net assets (130�180) 310
Carrying amount of goodwill

($20 million � amortisation 2 years $8 million) 012
Total net asset value 322
Value in use 307
Impairment 015
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Transaction 1

1.1 The fact that Novel has made losses since it was acquired by the group suggests that
it may have suffered an impairment in value. Therefore IAS 36 Impairment of Assets
requires the group to carry out an impairment review at 31 January 2001. The
impairment review is carried out at company level because the company is treated
as a single cash generating unit.

1.2 At 31 January 2001 the carrying value of the subsidiary in the consolidated finan-
cial statements is $51.5 million (W1). As the recoverable amount (value in use) is
only $40 million, Novel has suffered an impairment loss of $11.5 million. IAS 36
requires that the loss is recognised immediately in the income statement, and that it
is allocated first to goodwill and then to the other assets on a pro rata basis. No asset
can be written down below its net realisable value.

1.3 The adjustment required to record the impairment is as follows:

1.4 The current assets are not written down because their net realisable value is greater
than their carrying value. (Note also that the development expenditure is not writ-
ten down below its net realisable value.)

1.5 The impairment loss is material, and therefore it is disclosed separately as required
by IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors.

Transaction 2

2.1 You have accounted for the $2 million write down correctly. Beta has communi-
cated its decision to accept payment of $8 million to Gamma, and has received this
amount in settlement. Therefore it has entered into an obligation from which it can-
not reasonably withdraw.

2.2 It could be argued that the bad debt of $2 million is material in the context of the
group profit before tax. This suggests that the write-off may have to be separately
disclosed as required by IAS 8.

2.3 Further details of this transaction should be disclosed in the notes to the group finan-
cial statements, despite the fact that the parent company was not directly involved.

2.4 Gamma is controlled by one of the directors of Beta, a company within the group,
and this director is also able to influence the policies of Beta. Therefore Beta and
Gamma are related parties as defined by IAS 24 Related Party Disclosures.

2.5 IAS 24 requires disclosure of the following information:
● The names of the related parties
● A description of the nature of the relationship between the parties
● A description of the transaction
● The elements of the transaction necessary for an understanding of the financial

statements (the amounts involved; the amount due from Gamma at 31 January 2001;
and the amount written off in respect of the debt).

Dr Income statement $11,500,000
Cr Goodwill $8,000,000
Cr Development expenditure (1.5/56.5 � 3.5 million) $92,920
Cr Property, plant and equipment (55/56.5 � 3.5 million) $3,407,080
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Working

W1 Carrying value of Novel at 31 January 2001

$000 $000
Net assets 43,500
Goodwill:

Cost of investment 60,000
Net assets acquired (50,000)

10,000
Less: amortisation (2 years) 0(2,000)

08,000
51,500
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3
Asset valuation: accounting for

intangible assets, inventories and
construction contracts – solutions

Solution 3.1: Satellite

(a) Discuss how the four issues are dealt 
with in the group accounts

(i) Leases

Operating lease
The requirement of the lease that the building be returned in good condition means that
there is an obligation to a third party which has occurred because of a past event, which
is the signing of the lease. The obligation cannot be avoided. However, IAS 37 Provisions,
Contingent Liabilities and Contingent Assets states that future repairs and maintenance costs
are not present obligations resulting from past events, as they relate to the future opera-
tion of the business and therefore should be capitalised as assets or written off as oper-
ating expenses when incurred. However, the lessee may have to incur periodic charges
for maintenance or make good dilapidations or other damage during the rental period.
The recognition of such liabilities is not precluded by the standard if the event giving
rise to the obligation under the lease has occurred. Thus in the case of Satellite, due to
the severe weather damage, a provision for $1.2m should be set up.

Could a more general provision be built up over the 6 years for dilapidation costs? It
could be argued that the event giving rise to the obligation under the lease is the pas-
sage of time, and therefore $1m ought to be provided for. It is possible to take a more
narrow view which would require specific dilapidation before an obligation exists. In
conclusion, there should be a provision of $1.2m for the renovating due to the excep-
tional weather damage and a further provision of $800,000 (($6m �$1.2m)/6) for the
obligation under the lease as it cannot be avoided. If the operating lease was termi-
nated immediately, then some expenditure would be required on the interior of the
building and the exterior would require complete renovation. Thus the total provision
required is $2m.
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It is possible that if the spirit of IAS 37 were adopted, the provision required could be
based on actual dilapidation in the year. This would be difficult to estimate, and may not
be more accurate than the arbitrary allocation made above.

Finance lease
The finance lease relates to the warehouse, which must be restored to its original state
when the lease expires. The obligation to restore the building to its original state arose
when the sports facility was created. It appears that the company cannot avoid the rein-
statement costs, and therefore full provision of $2m should be made. The company
should set up a corresponding asset as the sports facility represents access to future eco-
nomic benefits that are to be enjoyed over more than one period. The amount will be
added to the finance lease costs and additional depreciation of 10% of $2m will be
charged as follows:

The balance sheet value of the leased building ($8m �$2m �$200,000) �$9.8m.
However, the recoverable amount of the lease is $9.5m, and therefore the asset is
impaired and requires writing down to this amount:

Owned assets
Major periodic repairs to non-current assets are not provided for under IAS 37. These
repairs are not present obligations of the company, as they relate to the future operations
of the company. If there is declining service potential then the asset should be depreci-
ated to reflect this and expenditure on repairs and maintenance should be capitalised to
reflect the restoration of service potential. Also, the repairs in the case of Satellite could
be avoided by selling the buildings. Thus no provision for the $6m is made.

(ii) Database

IAS 38 Intangible Assets sets out the criteria that should be met in order to recognise an inter-
nally generated intangible asset. An entity is required to demonstrate the technical feasi-
bility of the asset, the ability to complete and use or sell the asset, the probable future
economic benefits, and the availability of adequate technical, financial and other resources
before it can be recognised. The asset must also be capable of being reliably measured.

IAS 38 prohibits the recognition of internally generated brands, mastheads, pub-
lishing titles and customer lists etc. as intangible assets. It could be argued that the
database falls into this category, but because it is generating future income it is felt that
recognition can occur. It should be recognised as the value of its future revenue earn-
ings capacity (i.e. $2m). To date $3m is being amortised over 5 years, the same rate as

Dr Group retained profits 240
Minority interest 60

Cr Leased asset 300

$000 $000
Dr Group retained profits 160

Minority interest 40
Cr Depreciation 200
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goodwill. The adjustment should therefore be:

$ $
Dr Group retained profits 800,000

Minority interest 200,000
Cr Intangible asset 1,000,000

Being the write down of development costs to $2m

Dr Intangible assets 600,000
Cr Group retained profit 480,000

Minority interest 120,000
Being the reversal of amortisation to date

Dr Group retained profits 400,000
Minority interest 100,000

Cr Intangible asset 500,000
Being the amortisation of $2m over 4 years

(iii) Hedging

Satellite must comply with the disclosure requirements of IAS 32 Financial Instruments:
Disclosure and Presentation and disclose its accounting policy in respect of hedge accounting,
which will be to translate its foreign currency assets and liabilities at the forward rate at
the date of delivery. Under this method no exchange gain or loss is recognised, and this
reflects the fact that the company has eliminated all currency risks by entering into the
contract. The forward premium interest in the contract (i.e. difference between forward
rate and spot rate at 1.12.1999) is not separately identified.

The inter-company profit in inventory must be eliminated, as two-thirds of the inventory
remains unsold. The value of the inventory in Satellite’s books is $1m ((2/3 � 2.1m unos)/
1.4), of which the inter-company element is $200,000. The accounting entries will be:

Dr Income statement 200,000
Cr Inventory 200,000

Additionally, the company must disclose certain information about the hedge account-
ing gains and losses. This information is required by IAS 32. By taking out a forward
contract, the company has fixed the cost of inventory at $1.5m based on the forward
contract rate (2.1m unos/1.4).

Satellite has paid nothing to enter into the forward contract, and therefore its book
and fair value at the inception date is zero. At 31 March 2000, the settlement date, there
is a loss on the hedging contract of (2.1m unos at 1.45 � 2.1m unos at 1.4), i.e. $51,724.
Part of this loss relating to the inventory sold (one-third) is recognised in income
($17,241). The balance of $34,483 is carried forward in inventory. This should be
reduced by the inter-company element, i.e. 20% on selling price, and only $27,586 is dis-
closed as a deferred loss carried forward in the balance sheet. Also, based on the assump-
tion that the remaining inventory will be sold next year, this figure should be shown as a
loss which is expected to be recognised in the income statement in the following year.

(iv) Contingent consideration

The time limit for fair value adjustments set out in IFRS 3 Business Combinations applies only
to the net assets acquired. There is no time limit imposed on the calculation of contingent
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consideration. Therefore, an additional amount of goodwill of $8m is recognised and a
liability of $8m shown. The increase in goodwill should be amortised over the remaining
useful life of 4 years as a change in estimate.

$ $
Dr Goodwill 6m

Group reserves 2m
Cr Creditors 8m

(b) Revised Group Balance Sheet as at 30 November 2000
$000

Non-current assets
Intangible assets (5,180 �1,000 �600 �500 �6,000) 10,280
Non-current assets (38,120�2,000 �200 �300) 39,620

49,900
Net current assets (27,900 �200 �8,000) 19,700
Total assets less current liabilities 69,600

Capital and reserves
Called up share capital 16,100

Share premium account 5,000
Accumulated profits
(27,400 �2,000 �160 �240 �800 �480 �400 �200 �2,000) 22,080

Minority interests (9,100 �40 �60 �200 �120 �100) 18,820
Non-current liabilities: interest bearing liabilities 12,700
Provisions for liabilities and charges (900 �2,000 �2,000) 54,900

69,600

Solution 3.2: H

(a) Why it might be justifiable to capitalise research costs
There are a number of arguments in favour of a capitalisation policy:

1. Research expenditure will probably generate future revenue in the long term and
should be matched against its associated revenue.

2. It can be argued that for every 40 projects there are 5–6 successful, and thus the costs
of the unsuccessful projects should be regarded as part of the costs of the successful
projects. They are necessary expenses to arrive at successful outcomes.

3. Research may not be successful immediately but could lead to valuable projects in the
future, as this could eliminate problems at an early stage and thus ultimately con-
tribute to successful outcomes.

(b) Why IAS 38 imposes rigid rules for capitalisation of
development expenditure

Development expenditure can be material and can considerably affect reported profit
and net assets. If there were no rules it would be too subjective as to what costs could be
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capitalised, and this would lead to a lack of comparability across reporting entities. The
key characteristics of good reporting insist that both relevance and reliability be taken
into consideration when assessing the most appropriate policy to undertake.

(c) Are the requirements of IAS 38 likely to 
discourage investment in research and development?

The issue of capitalisation or not is unlikely to determine the economic decision as to
whether or not development should be undertaken. IAS 38 requires expenditure to be
capitalised if it meets certain criteria, unless in the USA where it is always expensed and
in the UK where it may be capitalised or written off immediately. IAS 38 thus encour-
ages capitalisation.

Even if certain research fails to meet the specified criteria for capitalisation, it is still pos-
sible for the management team to use the Director’s Report and Operating and Finance
Reviews to explain how much they have invested in individual projects during the year.
The reasons for undertaking the projects can also be explained in narrative terms.

There is a problem if investors merely look at the bottom line without getting behind the
figures, and if management believe that to be the case it may possibly discourage research.

(d) The advantages and disadvantages of offering 
a ‘fair presentation override’

Reporting entities who are preparing financial statements under international financial
reporting standards are required to comply with every applicable accounting standard.
However, there are ‘rare circumstances’ when an entity must diverge from those stan-
dards if it feels it necessary to provide a fairer presentation of the financial statements.
This is covered in IAS 1.

The benefits of adopting the fair presentation override should include more reliable
and relevant information for the company’s investors, otherwise the financial statements
could lose credibility.

There are a number of major disadvantages in applying the override:

1. It is possible that some unscrupulous companies might use the override to justify an
unacceptable accounting treatment, so it is important that auditors require the com-
panies to disclose why the standards should not be applied and why an alternative
could be adopted instead.

2. It could be argued that by having to adopt the override the ASB’s original standards
were themselves misleading, which could undermine their very existence. It must be
remembered, however, that the override should only be applied on rare occasions.

Solution 3.3: S

(a) Effect of treating a lease as operating rather than finance
If the lease is treated as an operating lease rather than a finance lease, the main
differences will be seen on the balance sheet. As a finance lease, the asset is shown as a
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non-current asset on the balance sheet together with a related liability. If the lease is an
operating lease, then there is no capitalisation of an asset, nor a liability created.

In the income statement the difference between the two treatments is not so signifi-
cant. If the lease is treated as an operating lease, then the full lease rental will appear as
an expense in the income statement. However, if the lease is treated as a finance lease,
the lease payment is split between the interest element and the capital repayment. Only the
interest element is shown as the finance cost in the income statement. However, as
the asset has been treated as a non-current asset under the finance lease, then the income
statement will also have a charge for depreciation each year.

The two main ratios that may be affected by the treatment of the lease are return on
capital employed, and gearing. Return on capital employed is calculated as net profit
before interest divided by capital employed. The net profit is likely to be similar whether
the lease is treated as an operating or a finance lease. If the net profit before interest is
used, then the capital employed figure is the equity capital plus any long-term loan
providers. Part of the finance lease will appear in non-current liabilities and therefore
will be part of capital employed, reducing the return on capital employed.

(b) Should the lease be accounted for as an 
operating or a finance lease?

IAS 17 Leases requires a lease to be treated as a finance lease if substantially all of the
risks and rewards of ownership are transferred to the lessee. An important element of
evidence of the transfer of risks and rewards is whether the lessee has the use of the asset
for substantially all of its useful life. The terms of S’s lease with C Bank is such that it is
almost definite that S will have the use of the asset for all of its useful life. The asset is
vital to the production process and the cost of refurbishing it is prohibitively expensive,
therefore it is almost certain that S will continue for the entire 6 years of the lease.
Therefore the lease should be treated as a finance lease.

(c) How does the classification affect gearing ratios?
A company’s financial statements are important sources of information for shareholders,
potential shareholders and potential providers of loan capital. The balance sheet shows
the financial position of the company at the year end, and is an important indicator to
these users of the state of the company. The position shown by the balance sheet will
affect the perceptions and decision making of the users of the financial statements.

If the balance sheet shows increased levels of gearing, then this could have the effect
of causing a fall in the share price as shareholders perceive the company as introducing
further risk. The increased perceived level of gearing may also mean that potential
providers of loan capital will require higher rates of interest in order to combat the
increased gearing and risk.

Some providers of loan capital will include covenants which require the gearing ratio
to be kept within certain limits. The inclusion of a lease as a finance lease may take the
gearing ratio above this level, thereby meaning that the company is technically in default
of its loan agreement.
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However, most sophisticated users of financial statements are capable of understanding
the economic reality that is behind the position shown in the balance sheet. If the lease is
of benefit to the company, then how it is portrayed in the balance sheet should theoreti-
cally have no effect on the perceptions of the users of the financial statements. Whether
the lease were classified and recorded as an operating lease or a finance lease should have
no effect on the company despite the gearing implications, as the underlying economic
reality will be discovered by users from their study of the financial statements and the notes
that accompany them.

(d) Do the rules enable creative accounting to exist?
The preparation of financial statements is governed by a wide variety of International
Accounting Standards covering both specific and general areas of accounting. If con-
sideration is taken of both the specific and general accounting standards, there are very
few areas of accounting that will not fall under the remit of an accounting standard.
However, although now difficult, it is still possible to influence the profit figure or the
balance sheet position in a number of ways.

One example is the possible treatment of the lease in S. By choosing to treat the lease
as an operating lease, the directors of S were taking a very literal approach to IAS 17 by
treating each 2-year period effectively as a separate lease. It is unlikely that S’s auditors
would agree to this treatment.

A possibly easier approach is to bias the figures whilst remaining within the spirit of
an accounting standard. For example, IAS 16 Property, Plant and Equipment allows a com-
pany to choose the most appropriate method of depreciation for its fixed assets and the
best estimate of useful economic life. By choosing a long useful economic life the annual
depreciation charge can be reduced, or by choosing a high percentage reducing balance
method of depreciation there can be large depreciation charges in the early years of the
asset’s life and much lower charges in later years.

Solution 3.4: Lease

(a) Reasons why standard setters are proposing 
capitalisation of operating leases

Operating lease finance is used by a large number of companies. It is used for short-term
financing of cars and long-term financing of land and buildings. Companies seek to pre-
serve scarce capital and ‘rent’ resources rather than own them. They will not own the
leased assets, but will incur significant obligations under lease arrangements. A major
deficiency of current accounting standards is that they do not require recognition in the
lessee’s balance sheets of material assets and liabilities arising from operating leases.

Because operating leases do not appear on the balance sheet, companies have drawn
up leasing agreements which are essentially finance leases as ‘off balance sheet’ operat-
ing leases. If balance sheets are to represent faithfully an entity’s assets and liabilities,
then operating leases ought to be shown on the balance sheet. Current standards have
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promoted the structuring of financial arrangements so as to meet the classification of an
operating lease so that the effects of capitalisation are avoided in financial statement
ratios. The ability to achieve this ‘off balance sheet’ treatment detracts from the compa-
rability and usefulness of financial statements. The ‘off balance sheet’ effect is so mate-
rial that it cannot be ignored if there is to be meaningful analysis of financial statements.

Current lease standards make it clear that quantitative criteria are to be used as guid-
ance only, and that the determination of whether a lease is to be classified as a finance
lease or operating lease is a matter of professional judgement. However, in practice,
quantitative criteria have been perceived as precise rules and in some cases have been
applied as absolute thresholds. Thus the intent of standards has been thwarted by leas-
ing arrangements being packaged to fail, by a small margin, any specific quantitative
tests for classification as a finance lease.

Opposing conclusions can be reached when trying to assess the substance of the
agreement, such as the relative responsibilities of lessors and lessees for maintenance,
insurance and the bearing of losses. This can lead to similar leases being classified dif-
ferently. Thus the arbitrary and judgemental nature of standards and the ease with
which such standards can be circumvented, have led to calls from standard setters to
bring operating leases onto the balance sheet.

There is disclosure of future operating lease commitments so that it is possible to
make an ‘inspired’ assessment of operating lease assets and liabilities. Thus the market
can ‘price in’ the effect of capitalising operating leases, which leads one to ask why com-
panies are afraid of showing such commitments on the balance sheet in the first place?

(b) Effect on income statement and balance sheet
Income statement after adjustment for capitalisation of operating leases

Balance sheet after adjustment for capitalisation of operating leases

$m
Non-current assets (200 � 404 � 32 � 28 depr.) (W1) 608
Net current assets (170 � 35 operating lease liability � 3.6 extra tax) 131.4

739.4
Share capital 200
Accumulated profits (120 � 66.4 revised income � 58 original income) 128.4

328.4
Non-current 1iabilities (50 � 436 op. lease � 40 rental � current liab. 35) 411.3

739.4

$m
Profit on ordinary activities before taxation 88
Add back operating lease rentals 40
Less depreciation (W1) (28)
Profit before taxation 100
Taxation on profit on ordinary activities

(30 � 30% of 40 � 28) (33.6)
(66.4)
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Working

W1 Net present value of operating lease commitments
Land and Motor Total
buildings vehicles

$m $m $m
30 November 2001 (28 � 95%) 26.7 (9 � 95%) 8.6 35.3
30 November 2002 (25 � 95% � 95%) 22.6 (8 � 95% � 95%) 7.3 29.9
30 November 2003 (20 � 85.734%) 17.3 (7 � 85.73%) 6.0 23.3
Thereafter      (500 � 61.4%) 307.0 00.0 307.0

373.6 21.9 395.5
Rentals 30 November 2000 330.6 10.9 340.5

403.6 31.9 435.5
Rounded 404.5 32.9 436.5

Depreciation (5%/25%) 420.5 38.9 428.6

Note: The $35m due at 30 November 2001 should be recorded as a current liability.

(c) Impact on accounting ratios
The capitalisation of operating leases has a major impact on the critical performance
measures. The net profit margin has increased from 15.2% to 17.2%, which is almost
certainly a significant increase. This increase represents the increase in the profit arising
from the replacement of the operating lease charges with depreciation on the capitalised
leased assets.

The impact on Return on Capital Employed (ROCE) is quite dramatic. The ROCE
falls from 23.8% to 13.5% due to the capitalisation of the operating leases. However, the
most striking impact is on the gearing ratio, which increases from 16% to 125%.

The company would be concerned at the absolute changes in the ratios, but most per-
formance assessments are based on comparisons with other ‘similar’ companies or
industry averages. It is likely that the relative performance and financial risk within the
sector is going to be substantially affected by the capitalisation of operating leases, as it
is unlikely that all companies will use this form of finance to the same extent and over
the same lease terms. American corporations monitor ROCE particularly closely and
the dramatic decline may be of concern to the holding company, particularly if they are
considering selling the company. Operating lease rentals are allowable for taxation and
if capitalised these agreements attract tax allowances (depreciation and finance cost)
which in this case are less than the rentals. The finance cost for the year is zero. This
results in an increase in the tax payable for the period.

Lease may consider some other form of financing the usage of land and buildings, and
motor vehicles. Sale and leaseback agreements will be affected by the capitalisation rules.
However, motor vehicles can remain off the balance sheet by using ‘Personal Contract
Plans’ whereby finance houses purchase the vehicles and sell the vehicles on to an
employee. If operating leases are to be capitalised, the finance industry will probably
create an instrument, which will still enable certain assets to remain off the balance sheet.

Whether the capitalisation of operating leases will affect the company’s value or share
price is debatable. There is already disclosure of future operating lease rentals so that
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analysts can already estimate the net present value of the liability, so it can be argued
that this information is already priced in the market. The problem arises with those users
of financial statements who are not so well informed of the complexities of financial
statements.

Working – ratios

Before After
capitalisation capitalisation

Net profit margin
Profit before tax (88/580) � 100 � 15.25% (100/580) � 100 � 17.2%
Turnover

Return on capital employed
Profit before taxfffffffs dsdf efefeefee (88/370) � 100 � 23.8% (88/739.4) � 100 � 13.5%
Share capital � Reserves � Lt liabs

Gearing
Long-term liabilitiesfffffff (50/320) � 100 � 16% (411/328.4) � 100 � 125%
Share capital � Reserves

Solution 3.5: Petroplant

(a) Income statement and balance sheet
Income statement

30 September 2000 30 September 2001 30 September 2002 Total
$m $m $m $m

Contract revenue (W1) 375 (W2) 663 (W3) 677 (W3) 1,715
Cost of sales (300) (510) (570) (1,380)
Profit (075) (153) (107) (0,335)

Balance sheet
30.09.2000 30.09.2001 30.09.2002

$m $m $m
Current assets – amounts due from customers (W4 ) 95 nil nil
Current liabilities – amounts due to customers (W4 ) nil 62 nil

Working

W1 Year ended 30 September 2000
Estimated total profit on the contract: $1,500 agreed price � 1,200 costs � $300m
Costs to date: $300/$1200 � 25%
Revenue to date: $1,500 � 25% � $375m
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W2 Year ended 30 September 2001

Estimated total revenue on contract:
$1,500 � 102% � $1,530 � $200m variation 1,730m

Estimated total costs: $1,230 � $120m variation 1,350m
Estimated total profit: ($380m
Costs to date ($740 � $70) ($810m
Percentage complete ($810m/1,350m) ($360%
Cost of sales ($810 � $300 2001) 510m
Contract revenue ($1,730 � 60% � $1,038m � $375m 2001) 663m

W3 Year ended 30 September 2002

Total revenue on contract $1,500 � 3% labour � $1,545 less 2% penalty 30 $1,515m
Variation $1,200m

1,715m
Actual costs (1,265 � 115) (1,380m)
Actual total profit 1335m

W4 Balance sheets

30.9.2000 30.9.2001 30.9.2002
$m $m $m

Contracts costs to date 300 (300 � 510) 810 (810 � 570) 1,380
Profit recognised 375 (75 � 153) 1,228 (228 � 107) 1,335

375 1,038 1,715
Progress billings paid (280) (1,100) (1,715)
Amounts due from customers 95 – –
Amounts due to customers – 62 –

(b) Contract variation
IAS 11 Construction Contracts argues that a variation of a contract should be treated as a
separate contract where the asset differs in design, technology or function from the orig-
inal asset. IAS 11 also argues that a variation in a contract is an instruction by the cus-
tomer for a change in the scope of the work to be performed. In this case, the variation
is a genuine variation of the original contract.

Solution 3.6: S

(a) Calculation of figures in S’s income statements 
and balance sheets

Income statement extracts
$000

Turnover (750 � 2,250) 3,000
Cost of sales (580 � 1,900) 2,480
Provision for expected losses (650)
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Balance sheet extracts

Deep sea fishing boat
2001 2002
$000 $000

Total contract price 3,000 3,000
Total estimated costs (650 � 1,300) 1,950 (650 � 580 � 790) 2,020
Total estimated profit 1,050 2,980

Income statement
Proportion of work completed to 30.9.2001 900 (30% � 3,000) (55% � 3000) 1,650 750
Costs incurred to 30.9.2001 650 (650 � 580) 1,230 580
Estimated profit to date 250 1,420 170

Balance sheets

Small passenger ferry
2001 2002
$000 $000

Total contract price nil 5,000
Total estimated costs (nil � nil) nil (1,900 � 3,400) 5,300)
Total estimated loss nil 1(300)

Income statement
Proportion of work completed to 30.9.2001 nil (45% � 5,000) 2,250
Costs incurred to 30.9.2001 nil (nil � 1,900) 1,900
Estimated profit to date nil 1,350

Balance sheets
30.9.2001 30.9.2002

$000 $000
Contracts costs to date nil 1,900
Profit recognised nil 2,350

nil 2,250
Progress billings paid nil 2,250
Amounts due from customers nil 2,nil0
Amounts invoiced not received nil 2,nil0
Provision for estimated losses 2,650

30.9.2001 30.9.2002
$000 $000

Contracts costs to date 650 1,230 (650 � 480)
Profit recognised 250 ,1420 (250 � 170)

900 1,650
Progress billings paid 800 1,500 (800 � 700)
Amounts due from customers 100 1,150
Amounts invoiced not received 100 01,50

Amounts recoverable under contracts 150
Provision for expected losses (650)
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(b) Recognising losses
The IASC’s Framework defines liabilities as present obligations the settlement of which
is expected to result in an outflow from the enterprise of resources embodying economic
benefits. Under IAS 11 Construction Contracts, where there is an expected loss on a con-
struction contract it must be provided for in full immediately the entity becomes aware
of it. It is essentially an onerous contract from which the entity cannot withdraw and
must settle. It is essentially a legal obligation, and therefore the definition of losses con-
tained in the Framework can be used to justify the requirement of IAS 11 to recognise
losses as soon as they are foreseen.
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4
Balance sheet: liabilities – solutions

Solution 4.1: Genpower

(a) Why is there a need for an accounting 
standard on provisions?

The use of provisions can have a significant impact on a company’s financial statements.
They arise in many areas of business, and often relate to controversial aspects such as
restructuring costs, environmental and decommissioning liabilities. They have often been
set up based on management intentions rather than on the existence of a genuine liability.

In the recent past there has been much criticism of the use and abuse of provisions. The
main abuse has been that of ‘profit smoothing’. In essence this amounts to creating a pro-
vision, usually for some intended expenditure, when a company’s profits are healthy, and
subsequently releasing the provision through the income statement to offset the expendi-
ture when it occurs. This has the effect of reducing the profit in the years in which provi-
sions are made and increasing profits in years they are released. It is known as ‘big bath
accounting’. It means that provisions created for a specific purpose are aggregated with
other provisions and subsequently used to offset expenditures of future years that were not
(and should not have been) provided for. Such provisions were often very large and treated
as extraordinary or exceptional items. This treatment may have caused some users to dis-
regard the expense in the belief that it was a non-recurring item, thus minimising the
adverse impact of the provision. Extreme cases occurred where provisions were deliber-
ately over provided with the intention that their release in future years would boost profits.

In some cases provisioning was used to ‘create’ profits rather than just smooth them.
This occurs if a provision is created without it being charged to the income statement
before its subsequent release. The most common examples of this were provisions for
restructuring costs as a consequence of an acquisition. The effect of such provisions was
that they added to the goodwill rather than being charged to income. This practice cre-
ated the ironic situation that (given an agreed purchase price) the more restructuring a
company needed and the larger its anticipated losses were, the greater was the reported
value of the acquired company’s goodwill.

(b) Recognition criteria for provisions
IAS 37 is intended to establish appropriate recognition and measurement criteria for provi-
sions and contingent assets and liabilities, as well as more extensive disclosure. Although not
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specifically referred to in the IAS, it does not apply to write downs of assets (e.g. bad debt
provisions) or those provisions covered by more specific standards (e.g. deferred tax, pensions).

A provision is defined as a liability of uncertain timing or amount. It is also either a
legal or constructive obligation which will probably require a transfer of economic ben-
efits as a result of a past transaction or event.

A contingent liability is a possible obligation which will be confirmed only by the
occurrence or non-occurrence of uncertain future events that are not wholly within the
entity’s control, or where an obligation cannot be reliably measured. A contingent asset
is a ‘mirror’ of that of a ‘contingent liability’.

An event is an obligating one if there is no realistic possibility of it being avoided. This
is obviously the case if it is enforceable by law, but IAS 37 adds to this by introducing the
concept of a constructive obligation. A constructive obligation derives from an estab-
lished pattern of past practice or some form of public commitment to accept certain
responsibilities that creates a valid expectation on the part of other parties that the entity
will discharge them. Although the concept of a constructive obligation does introduce
an element of subjectivity, the new definition is intended to prevent provisions being
made as a result of future management intentions.

Reliable measurement is taken to be the best estimate of the expenditure required to
settle the obligation at the balance sheet date. The estimate may be based on a range of
possible outcomes, and it should take into account any surrounding risk and uncertainty,
and the time value of money, if material. Where there are similar obligations (e.g. war-
ranties), the estimate should be based on the class as a whole. The IAS considers that the
circumstances in which a reliable estimate cannot be made will be rare, but if they exist,
the liability should be treated as contingent and appropriately disclosed in the notes.

(c) Environmental costs
Genpower’s current policy of providing for environmental costs re demolition of the
power station and ‘sealing of fuel rods’ is not acceptable under IAS 37. The standard
requires that where a present obligation exists which will probably require a transfer of
economic benefits, a provision should be made based on the best estimate of the full
amount of the liability. If the liability is measured in expected future prices, it should be
discounted at a nominal rate. The company should therefore provide $120m (not $180m)
for environmental costs on 1 October 1999, as this is the date the obligation arose. An
interesting aspect of the provision is the accounting entries. The credit entry is shown in
the balance sheet as ‘non-current liabilities’, but the debit is included as part of the cost
of the asset – i.e. power station. In effect, it grosses up the balance sheet by the amount
of the liability and creates an asset of equivalent value.

The effect on the income statement is not too different from the original treatment, as
the carrying value of the power station (inclusive of the provision) will be depreciated
over its 10-year life and thus the former provision is effectively charged to income as
additional depreciation.

The treatment of the provision for contamination leaks needs more careful consideration.
It could be argued that the obligating event is the occurrence of a leak. As this has not hap-
pened, there is no liability and therefore a provision should not be made. An alternative view
is that it is the generation of electricity that creates the possibility of a leakage and, as this has
occurred, a liability should be recognised. The difference between a liability and a contingent
liability is one of probability. If it is probable (i.e. more than 50% chance) then it is a liability
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that should be provided for. Conversely, if not probable it is a contingent liability which
should be disclosed in the notes. In any 12-month period there is only a 30% chance of a
contamination occurring. It could be argued that the liability is therefore not probable.
Alternatively, it could be argued that statistically there will be three leakages causing contam-
ination that will cost $90m. As the company has produced a tenth of the electricity, it should
provide for a tenth of the expected contamination costs. On balance, and applying prudence,
it would be acceptable to provide $9m for contamination costs each year.

Applying the above would give the following revised extracts:

45 Balance sheet: liabilities – solutions

$m
Income statement charge

Non-current asset depreciation 10% � ($200m � $120m) 32
Provision for contamination costs 10% � $90m or (30% � $90m) 49

41
Balance sheet

Property, plant and equipment
Power station at cost ($200m � $120m) 320
Depreciation .(32)

288
Non-current liabilities
Provision for environment costs ($120m � $9m) 129

(d) No environmental legislation
A constructive obligation occurs when there is a valid expectation by other parties that an
entity will discharge its responsibilities. A constructive obligation usually derives from a com-
pany’s actions. These may be in the form of an established pattern of past practice, a pub-
lished policy statement, or by indications to other parties that it will accept certain
responsibilities. If it can be established that Genpower has a publicly known policy of envi-
ronmental cleaning up, or has a past record of doing so when it is not legally required to,
then this could be taken as giving rise to a constructive obligation and the treatment of the
environment costs would be the same as in part (c). If there is no legal requirement to incur
the various environmental costs and Genpower has not created an expectation that it will be
responsible for such costs, then there is no obligation and no provision should be made. The
power station would be recorded at cost of $200m and depreciated at $20m per annum.

Solution 4.2: L

(a) Identification of appropriate accounting treatment 
in order to comply with IAS 37

Packaging error

Under IAS 37, three conditions must be passed before a provision can be created on the
packaging error:

1. There must be a legal or constructive obligation – clearly the company’s lawyers
believe this to be the case
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2. There must be a probability that the claims will have to be paid – again this appears
to be the case

3. The liability must be reliably measured – this has proved impossible to determine
accurately and thus this condition has failed; it must therefore be treated as a contin-
gent liability in the notes until such time as more information arises to determine the
amount of the obligation.

Lotto claim for $200,000

Under IAS 37 all three conditions listed above appear to be met, and as the evidence has
been received before the accounts have been authorised, under IAS 10 Events After The
Balance Sheet Date the financial statements should be amended to take into account the
new information. A provision for $200,000 should therefore be provided in the financial
statements.

Winner card

Under IAS 37 it would appear that no legal or constructive obligation has arisen, since
the police believe the claim to be a forgery and thus no payout will occur. It could be
described as a remote contingent liability, but under IAS 37 these are totally ignored
when preparing the financial statements.

Happy cards

Although it would appear that the company has no legal obligation to make good the
losses suffered by the customers of their retailer in Newtown, they have decided as a
goodwill measure to pay some compensation. However, the benefactors of this good
news are not yet aware of that decision and thus have taken no action on it. It is there-
fore not strong enough to be classified as a contingent liability – it is a mere intention
which the Directors could renege on in the future. It would not be permissible to include
it in this year’s financial statements as a liability. Not even a contingent liability disclosure
is created.

(b) Paying attention to contingent liabilities
(i) Why is insufficient attention paid to contingent liabilities?

Most investors are not financially numerate, and they tend to look to the main primary
statements for indicators of good or bad performance. In particular, the income state-
ment is the key document. Rarely do investors go behind the figures and investigate the
back-up notes. Usually the contingent liability note is found at the very back of the
financial statements, so it would tend to be hidden from all bar the most perceptive of
investors.

A more serious problem is the switch from full to the adoption of summarised finan-
cial statements which investors receive. They tend to concentrate on the main primary
statements and may not include these very important contingent liabilities, which have
the ability to be converted into substantial large ‘real’ liabilities in many cases.
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The note published by companies does tend also to be very bland and may not even
give an indication of the likely amount that could be paid if the situation were to go
against the company. Often the note is deliberately vague to avoid giving away very
sensitive information to prosecuting lawyers which could be used in court against the
company.

(ii) How does IAS 37 prevent companies from treating liabilities that 
should be on balance sheet from being merely noted as contingent?

IAS 37 is a very strongly worded liability standard which applies in practice the founda-
tions laid down in the Framework for recognising liabilities. That was done to prevent
companies using provisions as ‘big bath provisions’ and deliberately trying to smooth out
earnings by creating totally artificial liabilities on the balance sheet in good years which
would subsequently be released back into profit in bad years.

IAS 37 achieves its objectives by insisting that liabilities may only be created when the
reporting entity has a clear legal or constructive obligation to pay another party or to
transfer over economic benefits to that party. A mere intention to transfer or pay is not
permitted. The standard is therefore anti-prudence and will not permit artificial liabili-
ties to be created.

It may be the situation, however, that the amount payable or the timing of the pay-
ment is uncertain. That does not prevent a provision being created, as reporting entities
can usually work out from past experience or from expert legal or actuarial advice both
the amount and timing of those likely transfers. Although these are clearly estimates,
these can be investigated on an annual basis and with more evidence greater clarity will
eventually emerge of the final amounts payable. These changes are recognised in the
income statement as changes in accounting estimates.

However, if there is doubt over reliable estimation of the liability or only a possibility
(say 50 : 50 chance) that a liability will be paid, then it should only be disclosed in the
notes to the financial statement and not actually accrued on the balance sheet. If the
chances of a loss are remote, then they should be ignored altogether.

Solution 4.3: Clean

(a) Explanation of why provision recognised by the directors
IAS 37 Provisions, Contingent Liabilities and Contingent Assets states that a provision should be
recognised if all of the following conditions are met:

● there is a present obligation to transfer economic benefits as a result of a past transaction
or event;

● it is probable that a transfer of economic benefits will be required to settle the obligation;
● a reliable estimate can be made of the amount of the obligation.

In Clean’s position, two of the three conditions are clearly met. Clean will incur expen-
diture (i.e. transfer of economic benefits is virtually certain), and the directors have
prepared detailed estimates of the amount.
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Although Clean is not legally obliged to carry out the project, it appears that it has a
constructive obligation to do so. IAS 37 states that an entity has a constructive obligation
if both of the following apply:

● it has indicated to other parties that it will accept certain responsibilities by an estab-
lished pattern of past practice or published policies;

● as a result, it has created a valid expectation on the part of those other parties that it
will discharge those responsibilities.

Clean has a reputation of fulfilling its financial commitments once they have been pub-
licly announced. Therefore the obligating event is the announcement of the proposal on
25 June 2000, the obligation exists at 30 June 2000 (the balance sheet date), and Clean is
required to recognise a provision.

(b) Compute the appropriate provision in the balance sheets in
respect of the proposed expenditure at 30 June 2000 and 
30 June 2001

Provision as at 30 June 2000
$m

Expenditure on:
30 June 2001 $30m � 0.926 (8%) 27.78
30 June 2002 $30m � 0.857 (8%) 25.71
30 June 2003 $40m � 0.794 (8%) 31.76

85.25

Provision as at 30 June 2001
$m

Expenditure on:
30 June 2002 $30m � 0.926 27.78
30 June 2003 $40m � 0.857 34.28

62.06

(c) Compute the two components of the charge to the income
statement for the year ended 30 June 2001

The charge to the income statement for the year ended 30 June 2001 consists of:

(i) Depreciation ($85.25m/20 years) $4.2625m

This is reported within cost of sales.
The provision of $85.25m also represents an asset as it gives rise to future economic

benefits (it enhances the performance of the factories). This is capitalised and depreci-
ated over 20 years (the average useful life of the factories).

(ii) Unwinding of the discount $6.81m

This is reported as a finance cost.
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Working
$m

Provision as at 1 July 2000 85.25
Expenditure on 30 June 2001 (30.00)
Unwinding of discount (bal. fig.) 66.81
Provision as at 30 June 2001 62.06

Or alternatively calculated:
(30,000 � 27,780) � 2,220 � (27,780 � 25,710) � (34,280 � 31,760) � 6,810.

(d) Evaluation of the extent to which financial statements 
prepared in accordance with IASs give useful information
about the environmental policies of the reporting entity

International Accounting Standards (IASs) do not contain any specific requirements to
disclose any information about an entity’s environmental policies.

Because disclosure is voluntary, entities can disclose as much or as little information as
they choose. There is nothing to prevent an entity from making disclosures in such a gen-
eral way that they are meaningless, or from presenting information selectively.
Disclosure is normally made in the Operating and Financial Review or in the Director’s
Report, and does not need to be audited.

Entities are required to disclose information about provisions and contingent liabili-
ties relating to environmental matters, such as the cost of rectifying damage, decommis-
sioning costs, and any claims for damages. They are also required to disclose information
about large and unusual items recognised in the income statement. Therefore, any sig-
nificant expenditure and the reason for it should be apparent. It may be possible to
deduce some information about environmental policies from these disclosures.

In practice, an increasing number of large corporations choose to make extensive and
extremely informative reports detailing their environmental policies and their perfor-
mance in implementing them. This information is often audited. However, these disclo-
sures normally take the form of a completely separate ‘environment report’, and are not
included in the published financial statements themselves.

Solution 4.4: Z

(a) Explanation of why IAS 37 classifies contingencies
between remote, possible, probable and virtually certain

IAS 37 effectively marries the two separate topics of contingencies and provisions into
the one accounting standard. The common thread between the two is the word ‘uncer-
tainty’. There is uncertainty about the exact amount owing, when it will be paid, and
also often the parties to which the amounts may have to be paid.

Effectively, contingent liabilities are defined as those that have less than a 50% chance
of occurring or those whose value cannot be reliably measured. These are classified in
the standard as either remote or possible. They are not strong enough to be recorded on
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the balance sheet. The remote contingencies are effectively ignored as they are unlikely
ever to occur, but it is important for readers and investors of financial statements that
possible liabilities be disclosed, as they could eventually have a major detrimental impact
on the decision whether or not to invest in the company, and affect investors’ perception
of future performance or even viability.

IAS 37 forces companies that have probable contingent liabilities to classify these as
provisions and they are therefore reported as liabilities on the balance sheet provided
they can be reliably measured.

The term ‘virtually certain’ normally refers to contingent assets. These may only be
recorded as real assets on the balance sheet if that term applies. A possible or probable con-
tingent asset should never be recorded on the balance sheet, although the latter should be
disclosed separately in the notes from any related contingent liability (known as reimburse-
ments). The doctrine of prudence is still applied to the assets side of the balance sheet.

(b) Explanation as to how individual transactions 
should be accounted

Before investigating each of the transactions it should be noted that for a provision to be
recorded on balance sheet the following conditions must be met:

● there must a clear legal or constructive obligation;
● there must be a probability of future economic benefits being transferred to another

party; and
● the provisions must be reliably measured.

(i) Roof leak

There appears to be a legal obligation on the company, as the construction work was not
satisfactory. It will probably have to be paid, and the amount of $100,000 can be reliably
measured; thus a provision should be created for that amount with a related charge to
profit and loss.

(ii) Roof installed by subcontractor

Any possible reimbursement from another party must be treated separately from the
claim from the customer. The provision in (i) must still stand. Normally a probable
recovery from a subcontractor would be treated either as an asset (if virtually certain) or
in the notes as probable. However, the Chief Accountant has indicated that the subcon-
tractor is almost insolvent and couldn’t afford to pay for their faulty workmanship, and
thus any reimbursement is extremely unlikely. In that case, no mention at all should even
be made in the notes as to any likely contingent gain that might arise, despite the fact
that the company appears to have a strong case for recovery.

(iii) Construction defects

These are normally rectification that occur in the contracting business. The company
has a clear legal obligation to make good any defects. Normally each contract should be
assessed at the end of the year and provision made for the likely amount still to be paid.
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Because of past experience in the business, a reliable estimate of the amount due should
be obtainable. They are similar to warranty provisions. The best evidence of the amount
due at the year end is $120,000, and thus a further $40,000 needs to be provided on the
balance sheet and an equivalent charge made against the income statement.

(iv) Delay in completion of electrical contract

The company has taken out a contract against a firm of electrical engineers for the delay
they have caused in the completion of a contract. This can be recorded as an asset on the
balance sheet if the amount is virtually certain and can be reliably measured. Although the
Directors of the engineering company have agreed in principle to pay $30,000 compensa-
tion there is nothing in writing, and thus there is still some doubt on its recovery. It is a
probable contingent asset, and therefore should be noted in the financial statements but
not recorded on the balance sheet. If more evidence can be found to make it clear that
the amount receivable is virtually certain, then it could be recorded as both an income of
the period and as a full asset on the balance sheet. Prudence should normally dictate the
recording of assets, so the current advice is to disclose only the amount due in the notes.

(v) Loss of laptop computer

There does not appear to be any liability at all for the lost files, as it would the responsi-
bility of the architect to copy his or her files as well as keeping them on the laptop itself.
The claim for $90,000 is therefore totally spurious and should be ignored, as the likeli-
hood of it being paid is extremely remote. However, there is more of a legal obligation
for the loss of the hardware, but the lawyers advising the company are of the opinion
that the courts would only award nominal damages and it certainly would not be mate-
rial in the overall context of the company’s financial statements. It could therefore be
argued to be remote and not even required to be mentioned in the notes.

Solution 4.5: Stonemaster

(a) Description of circumstances where a provision 
should be made

IAS 37 defines a provision as a liability of uncertain timing or amount. Provisions may
only be recognised when:

1. There is a present obligation as a result of a past event. The obligation may be legal
(i.e. enforceable by law) or it may be constructive. The latter arises when an entity has
indicated that it will accept certain responsibilities even though it does not have a
legal obligation to do so. This may be by a pattern of past practice or by some form
of published statement.

2. It is probable that an outflow of resources will be required to settle the obligation.
3. The amount of the obligation can be reliably measured.

It should be extremely rare not to pass the latter condition. Also, a provision cannot be
made unless all of the conditions are present. IAS 37 was intended to stamp out many of
the abuses that existed in financial reporting in the past. These included the following.
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Profit smoothing or big bath accounting

This is a technique whereby companies attempt to even out the trend of profits over
several accounting periods to ‘create’ a trend of modest rising profits when the true trend
may be much more volatile. This is achieved relatively simply by a company making a
provision in one accounting period when profits are high and then releasing the provi-
sion in later years when profits are poorer. The provision was often made for a particular
expenditure but then released to offset different expenditures.

IAS 37 prevents this in two ways – first, a provision can only be made if an actual lia-
bility exists, and secondly, a provision for one expenditure can no longer be used to offset
different expenditures.

Creating profits

In some ways this is similar to big bath accounting except that the original provision was
not charged to income. This occurred generally during acquisitions. An acquirer might
create a large provision for reorganisation costs. This was treated as a liability of the
acquired company, thus reducing the fair value of its net assets and increasing goodwill.
The overall effect would be that the original provision bypassed the income statement (and
added to goodwill) and post-acquisition profits were increased by the release of the provi-
sion. Ultimately the amortisation of goodwill would be charged against income, but over a
very long period. IAS 37 specifically prohibits reorganisation provisions except where the
acquiree’s previous management had already announced a formal plan of restructuring.

(b) Stonemaster licence
There are two groups of liability in this example requiring different treatments. The
decommissioning of the plant and removal of the temporary site buildings are liabilities
that must be recognised immediately the assets are put on site, as this is the obligating
event. The obligation must be created before any quarrying commences. The liabilities
must be measured at present value, providing the best estimate of expenditures expected
to settle the obligation. The ‘unwinding’ of the discount is treated as a finance cost. The
value created is not charged initially to income but is instead added to the cost of the
assets (i.e. plant and quarry). This has the effect of immediately recognising an obligation
when it occurs, but charging it to income over the periods expected to benefit. The sec-
ond group of liability is for the landscaping and roadway damage. These are costs that
occur and increase via the extraction of stone from the quarry. These should be charged
to income annually in proportion to the amount of stone extracted and damage caused.

The condition of the licence makes the above liabilities legally binding, and thus they
cannot be avoided. If the licence had been granted without conditions, there would be
no legal obligation. However, this does not necessarily mean that there is no obligation.
It may be that Stonemaster has created a constructive obligation, perhaps by its past
practice with similar environmental costs or by a published policy made in its financial
statements or other public announcement. If this has created a valid expectation that
Stonemaster will incur these costs, then the position is the same as above. If there is no
constructive obligation, there would be no liability and no provisions could be made.

International financial reporting standards in depth 52

IASD_ch04Vol2.qxd  6/15/05  5:37 PM  Page 52



5
Performance measurement – 

solutions

Solution 5.1: Bosun

(a) Financial statements for Bosun
Income statement for Bosun for the year ended 31 March 2000

$000
Sales revenue (2,800 � 120 � 600) (W1 and W2) 2,080
Cost of sales (1,750 � 15 � 350) (W1 and W2) (1,415)
Gross profit 665
Operating costs (344 � 90 � 180) (W2 and W3) (434)

231
Other operating income – finance lease interest (W1) 50
Finance costs (64 � 10 � 6) (60)

221
Income tax (150 � 60 � 54) (36)
Profit after tax 185
Minority interests .(20)

165
Dividends (100)
Retained profit for the year 065

Balance sheet of Bosun as at 31 March 2000

$000 $000
Non-current assets
Property, plant and equipment 2,540
Investment in finance leases (900 � 70) (W1) 0,830

3,370
Current assets 1,000

4,370
Equity and liabilities
Share capital and reserves:
Equity shares of $1 each 1,200
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Working

W1 Retail car sales
These must be accounted for under their substance. The finance cost is effectively
included in the selling price, and should be removed as follows and accounted for under
IAS 17 Leases:
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Reserves:
Share premium (W2) 600
Accumulated profits (1,134 � 500 W2 � 65) 699 1,299

2,499
Minority interest 140
Non-current liabilities
12% Redeemable loan note (2004) (200 � 10 � 6 (W4 )) 196

Current liabilities (1,520 � 15 (W1)) 1,535
Total equity and liabilities 4,370

$’000 Dr $’000 Cr
Sales revenue (100 � $1,200) 120
Interest receivable 50
Investment in finance lease 70 (45 � 25)

Based on past experience of the cost of warranty claims, they should be provided at an
amount of $15,000 (100 � $150) at the time of sale. This is also required under IAS 37
Provisions, Contingent Liabilities and Contingent Assets.

W2 Business combination under IFRS 3
Clearly the combination does not meet the ‘pooling of interests’ definition. This is now
banned under IFRS 3, and thus acquisition accounting should be applied. The effect on
Bosun’s income statement would be to deduct $600,000 from sales, $350,000 from cost
of sales, $90,000 from operating costs and $60,000 from income tax. This effectively
removes $100,000 from net profit.

The purchase consideration was 200,000 shares � $4 $800,000
Net assets at date of acquisition 800,000
Goodwill 10nil00,

A share premium of 200,000 � $3 � $600,000 is created, but retained profit is also
reduced by the same amount ($500,000 prior years and $100,000 current year).

W3 Extraordinary item
Although a one-off item, compliance costs for the year 2000 are common to all
companies and thus cannot be regarded as extraordinary. They could be classified as
exceptional and be disclosed as an ordinary item in the notes. The $180,000 is added to
operating costs.
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W4 12% Redeemable loan notes
Initially these should be recorded at the net proceeds of issue, i.e. $190,000 ($200,000
less 5% discount.) The discount of $10,000 plus the final redemption premium of
$20,000 should be regarded as finance costs to be charged through the income statement
over the life of 5 years of the loan note. Thus $6,000 additional finance charge is required
under IAS 32 Financial Instruments: Presentation and Disclosure.

(b) Calculation of Earnings Per Share
Basic EPS

Earnings: Earnings – profit after tax and minority interests � $165,000

Share structure: the number of shares existing for the full year, exclusive of those issued on
last day, is 1 m, as 0.2 m was issued as part of the business combination

Basic EPS: ($165,000/1m shares) � 100 � 16.5c

Diluted EPS
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Earnings:
as per basic $165,000
Share structure:
as per basic 1m
Options: 400,000 � $2/$4 0.2m

1.2m

Diluted EPS: ($165,000/1.2m shares) � 100 � 13.8c

Solution 5.2: Deltoid

(a) Balance sheet of Deltoid as at 31 March 2002
$000 $000

Non-current assets
Property, plant and equipment (12,110 � 600 � 20 (W1) � 120 (W3) 12,570

Current assets
Inventory 3,850
Trade accounts receivable 2,450
Bank ,0250 06,550
Total assets 19,120

Equity and liabilities
Share capital and reserves:
Equity shares of $0.50 each (2,000 � 500 bonus issue) 2,500
Conversion rights (equity element loan note) (W4 ) ,0186

2,686
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Reserves:
Share premium 1,000
Revaluation reserve (3,000 � 500 bonus issue) 2,500
Accumulated profits (W1) 3,409 6,909

9,595
Non-current liabilities
Environmental provision (1,200 � 950) 2,150
Finance lease (W3) 371
6% Convertible loan note (2,814 � 101 accrued interest) 2,915

Current liabilities
Trade accounts payable 2,820
Accrued interest (W3) 24
Finance lease (W3) 105
Taxation 1,140 04,089
Total equity and liabilities 19,120

Note: The Directors have proposed a final dividend of $400,000 (W5).

Working

W1 Accumulated profits
$000

Retained profit for the year (as per question) 2,000
Additional depreciation of plant (W2) (20)
Additional depreciation of leased plant (W3) (120)
Add rentals (W3) 150
Finance costs on loan notes (281 � 180 (W4)) (101)
Finance costs on leased plant (W3) (50)
Additional environmental provision (245 � 180) (65)
Restated retained profit for the year 1,794
Retained profit at 1.4.2001 2,500
Prior year adjustment (2,150 � 1,200 � 65) 0.(885) Environmental provision
Accumulated profit in the balance sheet .3,409)

W2 Plant and machinery – change in method of depreciation
$000

Last year Old method (250 � 50 � 200 � 2000/8000) 50
New method (250 � 20%) 50 nil

Current year Old method (250 � 50 � 200 � 800/8000) 20
New method (250 � 50 � 200 � 20%) 40 20 additional deprec.

W3 Leased plant – finance lease not operating lease
$

Total payments (10 � $75,000) 750,000
Fair value/cost 600,000
Total finance costs 150,000

Opening balance Rentals paid Net liability Finance cost Closing balance
1.4.2001 600,000 75,000 525,000 26,000 551,000
1.10.2001 551,000 75,000 *476,000 24,000 500,000
1.4.2002 500,000 75,000 425,000 21,000 446,000
1.10.2002 446,000 75,000 371,000 19,000 390,000
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Depreciation should be $600,000 � 20% � $120,000 per annum (assumed 5-year life).
The journal entries would be as follows:

Dr                  Leased assets (600 � 120) 480
Interest (26 � 24) 50
Depreciation 120

Cr               Finance obligations – non-current 371
Finance obligations – current 105

476
Lease rentals 150
Accrued interest 650 024

650 650

W4 Convertible loan note
This is a compound loan note, and IAS 32 Financial Instruments: Disclosure and Presentation
requires the debt instrument to be split between its debt and equity components. The
amount of the issue proceeds attributable to the conversion rights is classified as equity.
This is usually the residue after the value of the debt component has been calculated.

Cash flows Factor at 10% Present value $000
Year 1 interest 180 0.91 164
Year 2 interest 180 0.83 149
Year 3 interest 180 0.75 135
Year 4 interest, redemption premium

and capital (3,000 � 300 � 180) 3,480 0.68 2,366
Total value of debt component 2,814
Proceeds of the issue 3,000
Total equity element 3,186

The interest cost must be increased from $180 to $281 (10% � $2,814) by accruing an
additional $101, and this should be added to the carrying amount of the debt.

W5 Proposed dividend
Market capitalisation of ordinary shares is $10m (5m � $2). A yield of 4% would require
a dividend of 4% � $10m � $400,000. This is a contingency liability under IAS 10.

(b) Calculation of Earnings Per Share
Earnings
Profit attributable to ordinary shareholders $1,794,000

Number of shares
Ordinary shares issued and outstanding for the year 5m ($2.5m � 2)

Basic EPS
$1,794,000/(5m � 100) 35.9c

Earnings
As per basic $1,794,000
Savings in interest (net of tax relief lost on interest paid)

($281,000 � ($180,000 � 25%)) $2,236,000
$2,030,000
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Number of shares
As per basic 5m
Conversion of loan notes (3m � 50/100) 1.5m

6.5m
Diluted EPS

$2,030,000/6.5m � 100 31.2c

Solution 5.3: Company X

(a) Potential problems of placing undue emphasis 
on earnings per share

If undue importance is placed on the EPS figure, it is possible that this could lead to
simplistic interpretations of financial performance. The accounting regulators have
attempted to de-emphasise EPS by requiring it to be calculated after extraordinary items.
The EPS number so calculated became a starting point for further analysis, and the reg-
ulators recognised that companies would provide additional EPS numbers on some more
meaningful basis. There is a body of opinion that feels that EPS is not an appropriate sub-
ject for a standard since it deals with financial analysis rather than financial reporting.

The purpose of EPS is to allow comparability between companies. However, the
earnings stated in corporate reports are not necessarily comparable with each other
because of differing accounting policies and there will be different levels of earnings
from non-trading transactions, which will not be representative of a company’s earnings
potential. Additionally, the level of taxation suffered may not be consistent between
companies. Thus there may be problems if the EPS figure is used for investment pur-
poses or as part of the Price Earnings ratio when valuing a company’s shares, if the
inconsistencies in corporate financial reporting are not taken into account and a wider
range of information about the company is not provided.

(b) The nature of the ‘reporting gap’ and how it 
might be eliminated

Companies use news releases, meetings, road shows and conference calls to analysts and
investors, as well as annual reports and other statutory channels to communicate with
users. Unfortunately the results of such communications are often fragmentary, with
incomplete communication occurring. Companies need, perhaps, a more structured,
systematic way of communicating to users. Directors should communicate to investors
and analysts the performance measures which they believe to be important in managing
their companies.

The failure to do this to date has led investors and analysts to focus on earnings and
cash flows because this is the type of information provided. The largest gaps in infor-
mation occur in the non-financial measures, but there is reluctance on the part of direc-
tors to provide this type of information. If directors want the market to focus on
longer-term value creation, then information such as new product development, market
share, market growth and customer satisfaction should be provided in a ‘balanced score-
card’ of financial and non-financial measures of value. The reliance on the statutory
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reporting process and the perceived risk attached to disclosing too much information
militate against the development of a more informed opinion of a company’s true value.

There is a gap between the importance that directors place on the measures they use
to manage the company and the communication of such to the market. The financial
statements make little reference to the critical value of ‘people’. There are measurement
issues, but spending on training and staff turnover, and customer retention, which can
be quantified, are seldom promoted to the financial markets.

The financial markets demand a ‘balanced scorecard’ of information about value
creation in a company. Directors are not communicating this as positively as it could be.

(c) Calculation of basic and diluted Earnings Per Share 
for Company X for the year ended 31 May 2001

Basic Earnings Per Share
Earnings

$000
Net profit for the year attributable to ordinary and preference shareholders 14,600
Less preference dividends: 600,000 � 6% � 1/2 18

400,000 � 6% 24 14,542
Net profit available to ordinary shareholders 14,558

Number of shares
Shares (000) Period Weighted average shares

1.6.2000 to 31.8.2000 6,000 3/12 1,500  Opening shares
1.9.2000 to 1.12.2000 7,200 3/12 1,800  Full issue
1.12.2000 to 1.1.2001 7,500 1/12 625  Conversion pref. shares
1.1.2001 to 1.4.2001 7,650 3/12 1,913  Partly paid (50%)
1.4.2001 to 31.5.2001 7,800 2/12 1,300 Conversion loan

7,138 ($5m � 30/1000)

Although the warrants were exercised before the accounts were approved, there is an
inflow of resources from the event and thus EPS is not adjusted for the current year.

Diluted Earnings Per Share
$000

Earnings
Earnings as per basic EPS 14,558
Add interest saved on loan stock $15m � 5% 750

$5m � 5% � 10/12 208
958

less tax relief lost at 30% (287) 671
preference dividend 400,000 � 6% 24

600,000 � 6% � 1/2 18 42
15,271

Basic Earnings Per Share: 
($14,558,000 � 100)

7,138,000
� $2.04
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Number of shares
As per basic 7,138
Add partly paid shares

(consideration outstanding 300,000 � $4 � $1.2m � $10 � 120,000
issued for no consideration 150,000 � 120,000) 30
convertible loan stock
($20m � 30/1000 � 10/12 � $15m � 30/1000 � 2/12) 575
convertible preference shares
($1m � 2 � 6/12 � $0.4m � 2 � 6/12) 350
warrants
(600,000 � 34% discount ($10 � 6.60 � 3.40/10) � 204 � 5/12 8,185

8,178

Working

Calculation of anti-dilutive potential ordinary shares
$000 Ordinary Per

shares share
$000 $

Profit from continuing ordinary activities less
Preference dividend ($14,558,000 � $3.3m) 11,258 7,138 1.58
Warrants 1.1–58 7,285

11,258 7,223 1.56
Partly paid shares 1.1–58 7,230

11,258 7,253 1.55
Convertible preference shares 11,342 7,350

11,300 7,603 1.49
Convertible loan stock 11,671 8,575

11,971 8,178 1.46

All potential ordinary shares have a dilutive effect and therefore all of these shares must be
included in the diluted EPS calculation. The sequencing is from the most to the least dilutive.

Presentation of basic and diluted Earnings Per Share
Basic Diluted

Profit from continuing operations 1.58 1.46
Profit from discontinued operations 0.56 0.12
Net profit 2.04 1.58

Solution 5.4: G

(a) Income statement and balance sheet
Income statement for G for the year ended 31 December 2000

Notes $m
Revenue 1,000
Cost of sales (240 � 5 pension paid � 2 pension charge) (237)

Diluted EPS: 
($11,971,000 � 100)

8,178,000
� $1.46

International financial reporting standards in depth 60

IASD_ch05Vol2.qxd  6/15/05  5:38 PM  Page 60



Gross profit 763
Distribution costs (100 � 8 bad debt) 1 (108)
Administration expenses (130)
Profit from operations 525
Interest cost .(95)
Profit before tax 430
Income tax 2 (190)
Profit on ordinary activities after tax 240
Dividends – interim .(40)
Net profit for the period 200

Balance sheet of G as at 31 December 2000
Notes $m $m

Non-current assets
Property, plant and equipment 2,400
Goodwill 1,900

4,300
Current assets
Inventory 110
Trade and other receivables (90 � 8 bad debt) 82
Prepayments (5 � 2 pensions) 3
Bank 10 4,205
Total assets 4,505

Equity and liabilities
Ordinary shares of $1 each, fully paid up (400 � 100) 500
Share premium (360 � 40) 400
Accumulated profits (1,875 � 200 retained for year) 2,075

2,975
Non-current liabilities
Interest bearing borrowings 1,100
Deferred tax (200 � 80) 280 1,380

Current liabilities
Trade and other payables 30
Taxation 120 4,150
Total equity and liabilities 4,505

Notes:

1. Distribution costs
Included in distribution costs is an exceptional bad debt write-off of $8 million.
2. Taxation

$m
Charge for year 120
Over provision in previous year (10)
Increase in provision for deferred tax 180

190

3. Dividends
The company has proposed a final dividend of $60 million.
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4. Pensions
The company operates a pension scheme which provides benefits based on final pay.
The assets of the scheme are held separately from those of the company.

$m
Regular pension cost based on % of earnings 8
Variation from regular cost 12
Net pension cost 10

Pension payments made (8 � 5) 13

The $3 million prepaid pension cost is not recoverable within 1 year.

5. Share capital and share premium
Share capital Share premium

$m $m
Balance at 31 December 1999 400 360
Issued during the year 100 440
Balance at 31 December 2000 500 400

6. Deferred taxation
$m

Balance at 31 December 1999 200
Increase in provision 080

280

7. Profit and loss account
$m

Balance at 31 December 1999 1,875
Net profit for the period .2200

2,075

8. Post-balance sheet event
A damages claim was lodged against the company after the year end for the sum of
$2 million. This matter has now been placed in the hands of the company’s legal advisors,
who are of the opinion that this sum will have to be paid in compensation.

(b) Calculation of Earnings Per Share
Earnings

Profits after taxation $240m

Number of shares
1.1.2000 to 29.2.2000 400m � 2/12 67
1.3.2000 to 31.12.2000 500m � 10/12 417 484m

Earnings per share $240m � 100 49.6c
484

(c) Reasons for calculating an earnings per share figure
EPS is a crucial indicator of performance for analysts and other users, particularly as it
forms the base for the price/earnings ratio (P/E ratio) that is quoted every day in the
newspapers. It is therefore important that as much consistency and comparability as pos-
sible be introduced into its calculation, otherwise directors will tend to manipulate the
figure to achieve their own desired performance.
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(d) What is meant by ‘diluted’ earnings, and why 
should this figure be disclosed as well?

Many companies issue financial instruments which are currently in the form of loans but
may become equity shares at some time in the future. One example of this is the issue of con-
vertible debentures. These are currently debentures upon which interest must be paid each
year. However, the holders of the debentures are given an option of either redemption of the
debenture at some time in the future, or conversion of the debenture loan into ordinary
shares. If the debenture holders do choose to convert the debentures into ordinary shares
then there will be more ordinary shares in issue, and this is likely to have an effect on the EPS.

For this reason, if companies do have convertible debentures in issue then they must
not only disclose the basic EPS figure but also a diluted EPS. The diluted EPS is prepared
on the assumption that the debenture holders have in fact already converted their deben-
tures into ordinary shares. In order to calculate the diluted EPS, the interest paid on the
debentures is added back to increase earnings and the number of ordinary shares that the
debenture holders can convert to is added to the basic number of shares in issue.

In this way, information is being given to shareholders about the effect of the poten-
tial conversion of the debentures on the EPS. A further example of capital instruments
which may become shares in future are loans or debentures issued with warrants giving
the right to buy ordinary shares of the company in future. These future potential shares
must also be taken into account when calculating the diluted EPS.

Solution 5.5: Myriad

(a) When should a company change its 
accounting policies?

Included in the fundamental characteristics of financial reporting is that of consistency –
i.e. similar items should be accounted for in a consistent manner from period to period and
in each accounting period. Thus if a company wishes to change its accounting policy, this
should only occur if a new policy is more appropriate. This usually occurs on a change in
accounting standard or change in law. It also occurs on acquisitions, as subsidiaries need to
draw up their statements on uniform accounting policies of the group as a whole.

(b) Extracts from financial statements for Myriad
Income statement (extract)

30 September 2001 30 September 2000
(restated)

$000 $000
Amortisation of development 265 (1,060 �400 � 25%) 165

costs (1,060 � 25%)

Balance sheet (extract)
Intangible non-current assets
Development expenditure 725 (670 � 240 amortisation) 430

(1,230 � 505 amortisation)
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Under IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors, the amount of the
prior year adjustment would have been the 420 cost less 75 amortisation
(25% � 300) � 345. This would have to be adjusted and added to the accumulated
profits as at 1 October 2000.

Working

W1
Amortisation to 30 September 2000 300 � 25% � 2 years 150

360 � 25% � 1 year 090 240
660

Amortisation to 30 September 2001 300 � 25% � 3 years 225
360 � 25% � 2 years 180
400 � 25% � 1 year 100 505
1,060.

(c) Possible accounting treatments for investment properties
The main reasons for holding investment properties are that the owner expects to receive
rental income from them as well as capital appreciation. They are not held for
‘consumption’ in the normal course of business – i.e. for production, administration etc.
As they are held as an investment, it is argued that the current values in those properties
and any changes therein are the most appropriate to adopt. IAS 40 Investment Properties,
however, permits a choice between its benchmark ‘cost’ model or its allowed alternative
‘fair value’ model.

Cost model

Properties should be measured at depreciated historic cost and thus are treated similarly
to owner occupied properties. However, fair values must be disclosed.

Fair value model

Properties should be measured at fair value with any changes recognised within the
income statement.

(d) Fair value method
Consolidated balance sheet as at 30 September 2001 (extracts)

Cost/valuation Accumulated depreciation NBV
$000 $000 $000

Non-current assets
Property, plant and equipment – A 150 6 (2 years) 144
Investment property – B 145 nil 145
Investment property – C 150 nil 150
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Consolidated income statement for the year ended 30 September 2001 (extracts)
Depreciation – property A (3) (150/50 years)
Deficit in fair value of investment property B (180 � 145) (35)
Surplus in fair value of investment property C (140 � 150) 10

Solution 5.6: Pailing

(a) The main reasons why multinational companies 
might wish IAS to be adopted

1. To raise finance in a number of stock exchanges throughout the world
2. To improve comparability of financial information across borders
3. To reduce the costs of preparation of financial statements
4. To help internal management by the adoption of a common accounting language
5. To provide a reliable basis for corporate analysis
6. To improve financial transparency and reduce the practice of ‘financial shopping’.

(b) The problems with IASs that may act as a barrier 
to their acceptance

1. Loss of national sovereignty in setting accounting standards
2. Use of ‘benchmark’ and ‘allowed alternatives’ reduces comparability
3. Significant cost in converting from national standards to IASs
4. National tax authorities may not accept IASs for tax purposes
5. Not as detailed as US or other standards – possible dilution of quality of standards
6. Need for an effective enforcement mechanism throughout the world.

(c) Restatement of net profit for the year ended 
31 March 2000 and capital and reserves as 
at 31 March 2000

Net profit Capital and reserves
Net profit/balance for the year to/as at 31 March 2000 89 225

(i) Change in accounting policy
Under SIC 8 no prior year adjustment – charged
instead direct to income (30 � 3) 27

(ii) Minority interest
Share of net loss since acquisition (25% � 24 � 28) (1)
Increase in net assets for the group 1

(iii) Negative goodwill
Purchase consideration $16m �75% net assets $28 � $5m 
negative goodwill
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Reverse immediate write-off (5) (5)
Recognise over 5-year life of non-monetary assets 1 1

(iv) Gain on sale
Should be $40 � $36m � $4m not $8m (4)
Under IAS 21 exchange gain recycled to income 3

(v) Deferred tax
Full provision $6m � 30% � $1.8m � $0.3m current (1.5)
Charge for the year $13m � 30% � $3.9 � $1.8m � 0.6m (1.5) (1.5)

current charge
Revised net profit/balance for the year/as at 31 March 2000 109.5 218

(d) Effect of restatement on purchase decision
Changes in accounting policy should not impact on the purchase decision. It should be
neutral, as the underlying economic events have not changed. In reality that may not
happen – for example, when Daimler Benz first went on to the New York Stock
Exchange and prepared their accounts under US GAAP, they produced a loss of
c1400Dm but recorded a profit of c600Dm in Germany. That may have a detrimental
impact, as the listing in the US need not go well.

Solution 5.7: Transystems

Report to the Group Accountant re Acceptability of the
Accounting Practices
The following discussion sets out an opinion on the acceptability of the proposed
accounting practices of the Transystems group:

Acquisition of Zest Software

IFRS 3 Business Combinations establishes that goodwill should not be amortised. The car-
rying forward of goodwill at its original amount is now compulsory. Amortisation was
originally charged on the straight-line basis. Under IFRS 3’s transitional arrangements,
goodwill should remain at its net book value and subsequently must be reviewed annu-
ally for impairment.

Interest in joint venture

The amount currently stated in the balance sheet for the joint venture can be broken
down as follows:

$m
Loan to joint venture 5
Net interest in joint venture 3
Negative goodwill (6)

2
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There are several points to be taken into account in this matter. IAS 28 Accounting for
Investments in Associates states that where the investors’ share of losses exceeds the carrying
value of the investment, then the investor discontinues including its share of further
losses and the investment is reported at nil value. Thus the IAS by implication would not
concur with the reporting of a negative value for a joint venture accounted for under the
equity method of accounting which is dealt with by IAS 28. It would be unusual to
include a loan to the joint venture as part of the net investment, as the loans are assets of
the investor. By taking out and reporting the loan separately, a net liability of $3 million
arises. The question arises as to whether this amount should be shown as a liability or
negative asset. Negative goodwill under IFRS 3’s transitional arrangements must be
transferred from being presented as a deduction from the assets of the company and
instead transferred back to revenue reserves.

Negative goodwill should be recognised in the income statement of the period. Previously,
goodwill was only recognised in income in the period the losses occurred, or, if certain
conditions set out above were not met, then negative goodwill was recognised over the
weighted average useful life of the depreciable non-monetary assets (excluding land). If
the value of negative goodwill exceeded the fair values of the non-monetary assets, the
excess had to be recognised immediately.

Music and screen production rights/domain name

IAS 38 Intangible Assets states that if an intangible asset is acquired in a business combi-
nation, the cost of that intangible asset is based on its fair value at the date of acquisition
assuming that it can be measured reliably. Intangible assets are shown under non-current
assets, and they are subject to impairment testing and amortisation. The treatment used
by Transystems avoids this, and leaves the production rights to be treated under IAS 2
Inventories. This means that they will be shown at the lower of historical cost and net real-
isable value. IAS 38 is quite convincing in its argument that the production rights should
be treated as intangible assets, amortised and reviewed for impairment. In order to meet
the definition of an intangible asset, IAS 38 requires identifiability, control and the exis-
tence of future economic benefits. It would appear that the domain names should be
shown as an intangible asset and not as a tangible non-current asset. Further, on actual
recognition, the intangible asset should be measured at cost. Any subsequent revaluation
using the allowed alternative treatment is only possible if an active market exists for the
intangible. The definition of an ‘active market’ is quite stringent to the extent that very
few intangibles have such a market. Thus the domain name costs should be shown at
cost under intangible assets and amortised/reviewed for impairment.

Revenue recognition on sale of software under licences

US revenue recognition rules are more advanced than IAS 18 Revenue, which deals with
the subject. The revenue recognition policies adopted by Transystems do not contravene
IAS 18, and it is normal practice in many parts of the world to adopt US GAAP if it pro-
vides further guidance on an accounting practice covered by IAS.

IAS 18 requires that accounting for a transaction should reflect its substance. If a
transaction consists of distinct elements, then each element should be accounted for
separately. It could be argued as regards policy (i) that where the selling price of the
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product includes an identifiable amount for subsequent servicing, that amount is deferred
and recognised as revenue over the period during which the service is performed.
The amount deferred is that which will cover the expected costs of services together with
a reasonable profit on those services. However, it could instead be argued that the
‘transactions’ are linked and in order to properly reflect their economic substance they
should be treated together. It will essentially depend on the substance and nature of the
transaction.

IAS 18 Revenue states that fees from the development of customised software should be
recognised as revenue by reference to the stage of completion of the development, includ-
ing completion of services provided for post-delivery service support. Thus accounting
policy (ii) should be changed to comply with IAS 18.

Property – long and short leasehold

IAS 16 Property, Plant and Equipment states that the cost of an asset is depreciated over its
useful life. The standard requires a depreciation charge to be made even if the asset is
worth more than its carrying amount. IAS 16 allows two ways of estimating residual
value. The residual value must be revalued at each revaluation date. IAS 16 does not say
that depreciation does not have to be charged where the asset has a long life or the
amount is not material. Also, if the long leasehold properties are held to the end of their
lease term then their residual value will be very low, hence it would seem that the com-
pany must intend selling the properties before this date in order for their residual values
to be so high. If this is not the case, then the view of the company that the long lease-
hold properties have high residual values must be looked at with a degree of scepticism.
Thus to avoid depreciating the long leasehold property the asset must be revalued at
each balance sheet date, whereupon its value should not have fallen from the previous
revalued amount. It has been argued that depreciation may be avoided because an
enterprise will maintain the asset such that its fair value is maintained at a level similar
to that at which it was purchased. The argument fails because the effect of maintaining
an asset is to increase its economic life and at the end of its economic life the asset’s resid-
ual value will be unaffected.

The policy for short leasehold properties is not in line with IAS 16, which states that
the depreciation charge should be made throughout the asset’s useful economic life and
not just towards the end of its life. The current practice adopted by the company of non-
depreciation and re-negotiation appears to be a deliberate attempt to avoid depreciating
the short leasehold properties.

Boxed presentation and multi-column formats

With the need to highlight information in the income statement, an increasingly popu-
lar way of doing this is through the use of a boxed presentation. Companies have com-
plete freedom as to how they use boxed presentations, and companies which do so utilise
box presentation for a diverse range of subjects. Thus there is no problem in using boxed
presentations as long as they are not used in excess, as they may be a source of confusion
if they are overused. Additionally, boxed presentations may be used as a distraction in
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order to de-emphasise possibly poor results. For example, if gross margins are good these
may attract a boxed format whilst poor net profit may not be ‘boxed’.

Solution 5.8: Sandown

(a) Definition of a discontinuing operation
A discontinuing operation is a relatively large component of an entity that, pursuant to
a single co-ordinated plan, is:
● being disposed of substantially in its entirety;
● being sold off on a piecemeal basis; or
● being terminated.

It must represent a major line of business (either product or geographical) and must be
distinguished operationally and for reporting purposes. It usually equates, in a large
business, to the segments defined in IAS 14 Segment Reporting.

There must be an intention to dispose of the entirety of the operation even if it is not
in a single transaction, and the ‘plan’ should be formal and identify:
● the part of the business concerned;
● the principal locations and number of employees concerned; and
● the expenditures and timings of closure.

The planned closure must lead to a constructive obligation by raising a valid expectation
in those affected by the decision that the plan will be implemented. Thus under IAS 35
Discontinuing Operations there must be an initial disclosure of the event, i.e. the earlier of
the point where a binding sale agreement is entered into or the detailed plan is approved
and announced. This is not necessarily the same time as the actual closure or sale, which
may take several years to achieve.

If the initial event occurs after the year end but before the accounts are approved, then
information relating to that discontinuance should be included in the current year’s finan-
cial statements. Comparatives for prior periods must be restated to ensure comparability
for the purpose of trend information. IAS 35 has been superseded by IFRS 5 Non-Current
Assets Held For Sale and Presentation of Discontinued Operations, but the definition has not changed
significantly. However, discontinued operations must be presented as a single amount on
the profit and loss account, but after the profit on continuing operations.

(b) The benefits to users of providing discontinuing 
operations information

More emphasis is being placed on the future than on the past in financial reporting, and
clearly information on discontinuing operations should be eliminated in order to get a
better view of the likely future trend of performance.

An important element of this is the presentation of restated figures for continuing
operations in prior years. This enables a more like to like comparison being made from
year to year.
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(c) Sandown – revised income statement (under IFRS 5)
Year ended 30.9.2001 Year ended 30.9.2002

$m $m
Sales revenue 920 850
Cost of sales (600) (530)
Gross profit 320 320
Operating expenses 6(80) (120)
Profit for the period from continuing operations 240 200
Loss from discontinued operations (110) .(50)
Profit for the period 130 150

(d) Closure costs of website
IAS 35 does not provide guidance on how to calculate the provision for closure costs.
This is left up to a more specific accounting standard, IAS 37 Provisions, Contingent
Liabilities and Contingent Assets.

The general requirement in IAS 37 is that only the direct expenditures arising from a
closure be provided for. The direct expenditures must be both necessary and not associ-
ated with the ongoing activities of the entity. By applying this logic it would mean that
staff retraining costs of $12m and future operating losses of $28m could not be provided
for in 2001 unless the losses relate to an onerous contract. They should be charged to
income in the period they are incurred.

Solution 5.9: Rationalise

(a) Income statement of Rationalise for the year 
ended 30 September 2000

$
Revenue 893,000
Cost of sales (578,000)
Gross profit 315,000
Operating expenses (151,100)
Depreciation (W2) (20,000)
Operating profit/(loss) 143,900
Interest (1,900 � 15,000 preference dividend) (16,900)
Profit/(loss) before tax 127,000
Income tax (W5 ) (33,300)
Profit for the period from continuing operations 93,700
Loss for the period from discontinued operations (36,200)
Income tax 57,500
Profit after tax 65,000

(b) Balance sheet of Rationalise as at 30 September 2000
$ $

Non-current assets
Property, plant and equipment (W2) 630,500
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Current assets
Inventories (160 � 65) 225,000
Trade receivables (244.2 � 108.7) 352,900
Bank 16,000 1,593,900
Total assets 1,224,400

Capital and reserves
Equity shares of 25c each 500,000

Reserves
Revaluation (20 � 6 W5) 14,000
Accumulated profits (90 � 65 � 10) 145,000 159,000

659,000
Non-current liabilities
Deferred tax (W5 ) 12,000
10% preference shares 150,000 162,000

Current liabilities
Bank overdraft (33.1 � 12 cash in transit) 21,100
Trade payables (136.9 � 193.9) 330,800
Taxation 19,000
Proposed dividends (7.5) 7,500
Provision for closure costs 25,000 1,403,400

Total equity and liabilities 1,224,400

Working

W1 Cost of sales
Head Office Branch

$ $
Opening inventories 136,100 53,400
Manufacturing expenses 545,900 461,600
Depreciation (W2) 56,000 16,000
Closing inventories (W4) (160,000) .(65,000)

(578,000) 466,000)

W2 Non-current assets and depreciation
Head Office Branch

Depreciation
Buildings 2% � $300,000 6,000
Plant 20% � $250,000 50,000 16,000 20% � $80,000

56,000 16,000
Motor vehicles 25% � ($170 � 90) 20,000 07,500 25% � ($45 � 15)

Property, plant and equipment
Cost Depreciation NBV

Land and buildings (210 � 300) 510 (80 � 6) 86 424
Plant and equipment (250 � 80) 330 (110 � 30 � 50 � 16) 206 124

Motor vehicles (170 � 45) 1,215 (90 � 15 � 20 � 7.5) 132.5 082.5
1,055 424.5 630.5

W3 Costs of closure
Only direct costs of the closure can be provided for. IAS 37 Provisions, Contingent Liabilities
and Contingent Assets disallows the inclusion foreseeable losses from being included as part
of closure costs unless they relate to an onerous contract.
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W4 Closing inventory
Head office 164,000
Less damaged inventory write-down
(80% � 25,000 � 20,000 � 6,000 � (10% � 20,000)) 12,000 NRV

16,000 Cost 0(4,000)
160,000

W5 Income tax
Head office 32,500
Deferred tax 6,000 (20,000 plant � 30%)
Over provision in 1999 .(5,200)

33,300)

Deferred tax on buildings 20,000 � 30% � 6,000 should be charged to the revaluation
reserve.

W6 Current accounts
Branch current account 81,500 � Head Office accounts 69,500 � 12,000 cash in transit.

W7 Dividends
Equity dividends – interim 10,000 Charged to reserves

– final (2m � 1 c) 20,000 Contingent liability
Preference – interim 7,500 � final 7,500 15,000

(included as interest payable)

Solution 5.10: Halogen

(a) Balance sheet of Halogen as at 31 March 2001
$ million $ million

Non-current assets
Property, plant and equipment (910 � 330 � 10 � 8) 1,258
Goodwill (150 � 30 W2) 120
Development expenditure        (100 � 8 W1) 92
Investments                              (700 � 480 W2 � 60) 0.280

1,750
Current assets
Inventories           (224 � 120 � 3 W1) 341
Trade receivables (264 � 84 � 12 in transit) 336
Bank 025 0,702
Total assets 2,452

Equity and liabilities
Capital and reserves
Equity shares of $1 each 1,000
Share premium 300
Accumulated profits (W1) 486
Revaluation reserve (W5) 076

1,862
1,862

Minority interest (W3) 120
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Non-current liabilities
10% Debenture 60

Current liabilities
Bank overdraft                    (86 � 12 in transit) 74
Trade payables                   (128 � 24) 152
Creditor – minority interest (25% � 20) 5
Taxation                             (94 � 35) 129
Proposed dividends 50

0,410
Total equity and liabilities 2,452

Working

W1 Accumulated profits
Unrealised profit on inventory 3 Balance – Halogen 480
Unrealised profit in development 28 Balance – Stimulus 240
Minority interest (25% � (240 � 28)) 53 Dividend from Stimulus 15
Cost of control  (75% � 180) 135 (75% � 20)
Goodwill amortised (W3) 30
Consolidated B/S 486

735 735

Unrealised profit on development is its transfer value of $36m less book value of $8m.
Unrealised profit on inventory (26 � 30/130 � 50% unsold) � $3m.

W2 Cost of control
Investment at cost 480 Equity shares (75% � 200) 150
(200m � 75%/2 � $5) � 375 Acc. profits (75% � 180) 135
(cash paid 200m � 75%/2 � $1.40) � 105 Fair value adjustments 15

Revaluation reserve (75% � 40) 30
000 Goodwill 150
480 480

Goodwill of $150m is amortised over 5-year life � $30m per annum.

W3 Minority interest
Consolidated B/S 120 Equity shares (25% � 200) 50

Accumulated profits 53
Fair value adjustments 5

000 Revaluation reserve (W5 ) 012
120 120

W4 Fair value adjustments
Minority interest (25%) 5 Development exp (28 � 8) 20
Cost of control  (75%) 15

20 20

W5 Revaluation reserve
Minority interest (25% � 48) 12 Balance – Halogen 60
Cost of control  (75% � 40) 30 Balance – Stimulus 40
Consolidated B/S 076 Surplus – Halogen 10

Surplus – Stimulus 008
118 118
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(b) Suitability of the accounting treatment for Lockstart
The advantage in preparing an income statement that concentrates on ‘current operating
income’ is that it reports the results of those parts of a business that can be expected to be
operating in the future, and this forms a useful basis from which to predict the future income
streams of the company. However, the accounting profession has rejected this, mainly
because it would lead to incomplete reporting and the introduction of greater subjectivity
and to reporting selectively only certain aspects of performance. The directors of Halogen
are partly correct in interpreting IFRS 5 Non-Current Assets Held For Sale and Presentation of
Discontinued Operations in that by identifying and separately reporting discontinuing opera-
tions this helps the predictive process. However, IFRS 5 does not permit the omission of the
results of those parts of the business that have been or are about to be discontinued.

IAS 27 Consolidated Financial Statements and Accounting for Investment in Subsidiaries requires sub-
sidiaries that are held exclusively for resale in the near future to be excluded from consoli-
dation. Instead they should be recorded as a current asset. Exclusion from consolidation is
only available for subsidiaries that have never previously been consolidated. In practice, this
exemption is mainly used where a group has been acquired and some of the activities of
some of the subsidiaries within the acquired group do not form part of the acquiring
group’s future plans. The intention is therefore to dispose of them as quickly as possible. In
the case of Lockstart exclusion would not be possible, but under IFRS 5, provided the future
disposal meets the criteria in IFRS 5 to be reported as discontinuing, it may be presented as
such in the income statement. Thus the directors’ treatment of excluding Lockstart from
consolidation is incorrect and they should be advised to redraft the accounts to include its
results, possibly as part of discontinuing operations, and there may be a need further provi-
sions for some of the future costs associated with the disposal.

Solution 5.11: Desolve

Effects of events relating to the closure of the subsidiary on the
financial statements of Desolve
When a company decides to discontinue an operation, it has to investigate a number of
accounting standards when deciding on the appropriate accounting treatment. These are:

● IFRS 5 Non-Current Assets Held For Sale and the Presentation of Discontinued Operations;
● IAS 37 Provisions, Contingent Liabilities and Contingent Assets;
● IAS 19 Employee Benefits; and
● IAS 36 Impairment of Assets.

As a result, the accounting treatment can be quite complex as the standards interplay
with each other.

IFRS 5

As the plan to discontinue a major component of the business has been approved by the
board of directors and publicly announced to those affected, Desolve should recognise
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the results of the discontinued operation, including any gain/loss on realisation as a
separate section of the income statement, recorded below profit from continuing opera-
tions. At the same time, it must recognise any impairment losses, restructuring provisions
etc. arising from the plan.

A discontinued operation must be a component of an entity that has either been dis-
posed of or is classified as ‘held for sale’ and:

● represents a separate major line of business or geographical area of operations; or
● is part of a single coordinated plan to dispose of a separate major line of business or

geographical area of operations; or
● is a subsidiary acquired exclusively with a view to resale.

This is clearly the case here.
An entity shall disclose a single amount on the face of the Profit and Loss comprising

the post-tax profit/loss of discontinued operations and the post-tax gains/losses on mea-
surement to fair value or on disposal of discontinued operations. Further analysis is required
in the notes re revenue, expenses and pre-tax profits/losses of discontinued operations,
as well as the net cash flows attributable to the operating, investing and financing activities
of discontinued operations.

IAS 37

Before a restructuring provision may be created, Desolve must identify the principal
locations and functions, the approximate numbers of employees to be terminated, the
expenditure, and when the plan will be implemented.

A provision for the closure of the operations is also governed by IAS 37. The closure
is a discontinuing decision under IFRS 5, but the measurement and recognition rules are
in IAS 37. IAS 37 also requires a detailed formal plan and a valid expectation that the
plan will be effected by those employees affected. The expenditure to be provided is
restricted to direct expenditure only and is not associated with the ongoing operations of
the company. Future losses, however, may not be provided for.

A provision of $15m for closing the glass-making operation should be provided for, as
well as the $3m potential profit which has to added back to give $18m as the ‘true’ cost
of discontinuing. This should not have been included in non-current assets but instead
fully expensed in income as well as creating a non-current liability. The operating losses
of $20m cannot be provided, as they could be avoided if the operation was shutdown
immediately. The costs of retraining staff and relocating them is not permitted either.
These are regarded as normal ongoing costs which should be charged when incurred.
They are not legal or constructive obligations.

IAS 19
The company has agreed to pay its employees redundancy pay under a termination and
redundancy agreement. A formal plan has been drawn up and communicated to the
employees on 30 June 2001; thus a legal obligation has been created by the year end and
must be provided for. As this is a voluntary agreement, the company must make their
best estimate of the likely cost of payment. As 75% of the employees are expected to
take up the offer, this should cost the company 75% � $80m � $60m. Normally that
should be provided, but before the accounts were approved the actual payment turned
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out to be only $56m. This constitutes an adjusting event, as it does provide additional
evidence of conditions existing at the balance sheet date under IAS 10 Events After The
Balance Sheet Date, and so the final liability should only be $56m on the balance sheet.

The redundancy creates what is termed a ‘curtailment without a settlement’ under
IAS 19 for the defined benefit pension plan. This reduces the net present value of the
obligation by $50m, which should reduce the amount recorded as a liability on the bal-
ance sheet. The fair value of the assets in the scheme is unaffected by the decision to cur-
tail activities, but there is effectively a gain on settlement of $50m which can be recorded
in the income statement, as the company is demonstrably committed to reducing the
employees covered by the plan as at that date.

IAS 36

IAS 36 contains the rules as to how to calculate an impairment on assets and how it might
be allocated across the various assets affected. The equipment currently has a net book
value of $10m but a recoverable amount of only $8m (being the higher of NPV $7m and
NRV $8m). There is evidence in the post-balance sheet period that the asset was sold even-
tually for $6m, but that added to the cash flows of $7m during the period to November 2001
suggests a possible NPV of $13m, which means that no impairment has taken place.

The trade receivable of $8m clearly exists at the year end. The directors have no legal
obligation to pay the trade receivable as that party is not a creditor and thus any legal
action by that party is likely to fail. The only likely liability would be a guarantee by
Desolve to support the trade receivable, and thus Assess could sue on those terms. More
important is the likelihood of recovery of the $8m from the trade receivable, which must
now be considered extremely doubtful and should be provided for in full.

Solution 5.12: Zetec Group

Consolidated income statement and balance sheet
Consolidated balance sheet as at 31 October 2001

$m
Non-current assets (180 � 95 � 12.8 revaluation) 288
Intangible assets    (0 � 2.3) 2
Goodwill               (W1) 9
Net current assets (146 � 29 �3 inter-co. stock profits) 172

471
Equity and liabilities
Ordinary shares of $1 each 65
Share premium 70
Accumulated profits   (W2 ) 170

305
Minority interest       (W3) 12
Non current liabilities (74 � 80) 154

471
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Consolidated income statement for the year ended 
31 October 2001

$m
Revenue           (325 � 50 � 15 inter-co.) 360
Cost of sales       (189 � 25.2 � 15 � 3 goodwill � 3 stock pfts) (205)
Gross profit 155
Distribution and administration expenses (84 � 9.2) (93)
Interest payable  (2 � 4) (6)
Profit before taxation 56
Income tax       (15 � 6) (21)
Profit on ordinary activities after taxation 35
Minority interest (20% � 5.6) .(1)
Retained profit for the year 34.

Working

W1 Cost of control (80%)

$m $m
Investment in Aztec 44 Ordinary shares     (80% � 48/6) 6.4

Share premium       (80% � 18/6) 2.4
Revaluation reserve (80% � 12/6) 1.6
Accumulated profits

(80% � 98 � 13 research/6) 11.4
Fair value adjs         (80% � 12.8) 10.2

44 Consolidated B/S 12.0
44 44.0

W2 Accumulated profits

$m $m
Cost of control 11.4 Balance – Zetec 161
Minority interest (20% � 33.3) 6.6 Balance – Aztec (W4) 33.3
Inter-co. stock profits
(20% � $15) 3.0
Goodwill amortised 3.0
Consolidated B/S 170.3 194.3

194.3 194.3

W3 Minority interest (20%)

$m $m
Consolidated B/S 11.8 Ordinary shares       (20% � 48/6) 1.6

Share premium        (20% � 18/6) 0.6
Revaluation reserve  (20% � 12/6) 0.4
Accumulated profits (20% � 33.3) 6.6

11.8 Fair value adjs          (20% � 12.8) 12.6
11.8 11.8
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W4 Translation of Aztec from krams into dollars – balance sheet
Kr Revaluation Acc. Policy Total Rate $m

Non-current assets 380 380 4 95
Intangible assets 12 (3) a 9 4 2.3
Net current assets 116 116 4 29
Long-term accounts (320) (320) 4 (80)3
Net assets (188) (185) 46.3
Ordinary shares 48 48 6 8
Share premium 18 18 6 3
Revaluation reserve 12 12 6 2
Accumulated profits – pre 98 (13) c 85 6 14.2

– post 012 (3) b 13 c 022 Bal 19.1
188 185 46.3

(a) The ‘market shares’ under intangible assets constitutes goodwill and should be written
off over 4 years against post-acquisition profits.

(b) The amount written off the carrying value of the non-current asset is caused by a
consumption of economic benefits, and the whole deficit should remain in the
income statement (IAS 36 Impairment of Assets) unless the asset is carried at revalued
amount under another IAS. Any impairment loss of a revalued asset is recognised
directly against any revaluation surplus and any excess charged against the income
statement (IAS 16 Property, Plant and Equipment). Post-acquisition reserves will be
affected by the write-off against revaluation reserves. The damage had not occurred
at the date of acquisition, and therefore it should not affect the calculation of goodwill.

(c) Changes in accounting policy under the benchmark treatment should be treated as a
prior period adjustment and charged against opening reserves. Thus Kr13 million
should be written off pre-acquisition profits and added to post-acquisition reserves.
It should be eliminated from the income statement. This would bring Aztec’s
accounting policies into line with the IAS benchmark treatment.

W5 Fair value adjustments on acquisition of Aztec
$m

Fair value of assets (as given) $240/6 40
Book value of assets at acquisition
(8 shares � 3 premium � 2 revaluation reserves � 14.2 profits) 27.2
Fair value adjustment 12.8

W6 Inter-company stock profits
Inter-company profit is eliminated at the date the goods are passed to Aztec, i.e.
$15m � 20% � $3m.

W7 Translation of Aztec’s income statement from krams into dollars
Aztec Rate Total

Kr $m
Revenue 250 5 50
Cost of sales (126) 5 (25.2)
Gross profit 124 24.8
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Distribution and administration expenses (46) 5 (9.2)
Interest payable (20) 5 (4)
Taxation (30) 5 (6)

28 5.6
Minority interest (20%) (1.1)

4.5

NB. Cost of sales in Aztec is 120 � w/off market share 3 � w/off non-current
asset 3 � 126.

The extraordinary item has been eliminated by transferring the amount relating to
the damaged fixed asset (Kr3m) to cost of sales and revaluation reserve (Kr6m), and by
charging opening reserves with the catch-up adjustment of Kr13 million. The transfer
to revaluation reserve will leave a debit balance on the reserve when the other consoli-
dation adjustments have been made. This balance will be transferred to consolidated
reserves and minority interests.
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6
Cash f low statements – solutions

Solution 6.1: Sundown
(a) Cash flow statement for the year ended 30 September 2002

$ million $ million
Net cash inflow from operating activities 35

Cash flows from investing activities
Purchase of property, plant and equipment (W1) (116)
Proceeds on sale of plant 48

(68)
Cash flows from financing activities
Issue of ordinary shares (W4) 30
Redemption of preference shares ((50 � 0) � 110%) (22)

(28
Net decrease in cash and cash equivalents (13 � 12) (25)

Reconciliation of operating profit to net cash inflow from operating activities

$ million $ million
Profit from operations 142
Adjustments
Depreciation on property, plant and equipment (W1 ) 45
Loss on disposal of plant (60 � 48) 12
Insurance claim not yet received (15) 42
Increase in inventories (86 � 72) (14)
Increase in accounts receivable (74 � 41) (33)
Increase in accounts payable (74 � 65) (39) (38)

146
Interest paid (6)
Income tax paid (W2 ) (51)
Dividends paid (W3) (54)

(35)
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81 Cash flow statements – solutions

(b) Additional disclosures
IAS 7 Cash Flow Statements is intended to help users gain a better understanding of the
financial position and liquidity of the reporting entity. The standard encourages cash
flows from operations to be separated between cash flows that maintain capacity and
those that increase capacity. The information permits users to assess whether the
company is investing adequately in maintaining operating capacity; if not, the future
performance may be impaired.

Working

W1 Property, plant and equipment

$000 $000
Opening balance 455 Depreciation for year 45
Revaluation surplus (40 � (15 � 4)) 29 Disposal at NBV 60
Cash – additions (bal. fig.) 116 Closing balance 495

600 600

W2 Income tax

$000 $000
Cash (bal. fig.) 51 Opening balance (32 � 32) 64
Closing balance (40 � 21) 161 Profit and loss 048

112 112

W3 Dividends paid (accumulated profits)

$000 $000
Cash (bal. fig. – dividends) 54 Opening balance – acc. profits 256

Net profit for the period 88
Closing balance – acc. profits 294 Transfer – realised rev. reserves 004

348 348

W4 Issue of ordinary shares

$000 $000
Premium on preference shares Opening balance
charged to share premium (100 � 30) 130

((50 � 30) � 10%) 2 Cash – proceeds 30
Closing balance (120 � 38) 158 160

160 160

W5 Movement in revaluation reserve

$000 $000
Transfer to realised profits 4 Opening balance 15
Closing balance 40 Revaluation – year 29

44 44
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IAS 7 also encourages the separate disclosure of segment cash flow information.
This disclosure is consistent with the provision of segment information within the
income statement and balance sheet. In order to achieve a better understanding of the
cash flows as a whole, it is useful to analyse the cash flows of its individual parts.
Management needs to know which parts are producing positive cash flows and which
are consuming them.

Solution 6.2: Charmer
Cash flow statement for the year ended 30 September 2001

$ million $ million
Net cash inflow from operating activities 635

Cash flows from investing activities
Purchase of property, plant and equipment (W1) (898)
Purchase of non-current investments (690)
Investment income 120
Proceeds of government grant                   (W2) 175
Proceeds on sale of plant                            (W1) 170

(1,123)
Cash flows from financing activities
Issue of ordinary shares                               (W3) 1300

Net decrease in cash and cash equivalents (188)
(bank (122) � (136)) � (258) � Treasury bills (120 � 50) � (188).

Reconciliation of operating profit to net cash inflow from operating activities

$ million $ million
Profit from operations (3,198 � 1,479) 1,719
Adjustments
Depreciation on property, plant and equipment (80 � 276) (W1) 356
Loss on disposal of plant (W1) 86
Amortisation of government grants (125)
Negligence claim previously provided (120)
Increase in inventories (1,046 � 785) (261)
Increase in accounts receivable (935 � 824) (111)
Decrease in accounts payable (760 � 644) (116) (291)

1,428
Interest paid (260 � 25 � 40) (245)
Income tax paid (W4) (368)
Dividends paid (30 � 150 interim (500 � 350)) (180)

(635)
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83 Cash flow statements – solutions

Working

W1 Property, plant and equipment

$000 $000
Opening balance (land & buildings) 1,800 Disposal 500
Opening balance (plant) 1,220 Closing balance 2,000

(land & buildings)
Revaluation surplus (land) 150
Purchases (balance cash additions) 0,898 Closing balance (plant) 1,568

4,068 4,068

Depreciation: – property (760 � 680) 80
– plant (464 � (432 � 244 sold)) 276

Proceeds on sale of plant (500 cost � 244 acc. depr. � 256 NBV � 86 loss � 170).

W2 Government grants

$000 $000
Amortisation (cost of sales) 125 Opening balance (200 � 125) 325
Closing balance (275 � 100) 375 Balance (cash received) 175

500 500

W3 Share capital

$000 $000
Closing balance – share capital 1,400 Opening balance – share capital 1,000
Closing balance – share premium 460 Opening balance – share premium 60

Bonus issue (1 for 10) 100
Conversion of loan stock

(400 � 25/100 � 100 � 4) 400
(100 share capital � 300 premium)

Balance (cash issue) 11300
1,860 1,860

W4 Share premium

$000 $000
Closing balance 460 Opening balance 60

Loan stock 300
Placement 100

460 460

W5 Share capital

$000 $000
Closing balance 1,400 Opening balance 1,000

Loan stock 100
Bonus 100
Placement 0,200

1,400 1,400
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W6 Income tax

$000 $000
Closing balance (480 � 439) 919 Opening balance (400 � 367) 767
Cash paid (bal. fig.) 0,368 Income statement 0,520

1,287 1,287

Solution 6.3: Squire

Cash flow statement for the year ended 31 May 2002
$ million $ million

Net cash inflow from operating activities 521

Cash flows from investing activities
Purchase of property, plant and equipment (W1) (451)
Acquisition of subsidiary (200 � 30 onerous) (230)
Dividends from associates (W3) 50 (631)

Cash flows from financing activities
Issue of ordinary shares (30 � 30) 60
Repayment of long-term borrowings (1,320 � 1,270) (50)
Dividends paid (85)
Dividends paid to minority interests (W2) (5) (80)

Net decrease in cash and cash equivalents (280 – 90) (190)

Reconciliation of operating profit to net cash inflow from operating activities

$ million $ million
Net profit before taxation 415
Adjustments
Depreciation on property, plant and equipment 129
Amortisation of goodwill (W2) 25
Exchange difference on non-current assets 9
Retirement benefit expense 20
Share of operating profit in associate (65)
Interest payable 75
Decrease in inventories (1,300 � (1,160 � 180 acq.) 40
Increase in trade receivables (1,220 � 1,060) (160)
Increase in trade payables (2,355 � 2,105) 250 323

738
Interest paid (W5) (51)
Income tax paid (W4) (140)
Retirement benefits paid (26)

(217)
(521)
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Working

W1 Property, plant and equipment

$000 $000
Opening balance 2,010 Impairment losses 194
Acquisition – Hunsten 150 Depreciation 129
Purchases (bal. fig.) 0,793 Closing balance 2,630

2,953 2,953

Cash paid is purchases of $793m plus exchange difference of £9m less $351 still owed,
equals $451m.

W2 Acquisition of Hungsten

$000 $000
Purchase consideration (200 � 50) 250 Share of net assets acquired 210

(300 � 70%)
250 Goodwill 040
250 250

Goodwill:
$000 $000

Opening balance 65 Amortisation (bal. fig.) 25
Acquisition of Hungsten 040 Closing balance 080

105 105

Minority interest:
$000 $000

Dividend paid (bal. fig.) 5 Opening balance 345
Closing balance 522 Acq. of Hungsten

(30% � 300) 90
527 Profit for year 092
527 527

W3 Associates
Investment in associate:
$000 $000

Opening balance 550 Foreign exchange loss 10
Profit for the year (65 � 20 tax) 45 Dividends received

(bal. fig.) 50
595 Closing balance 535
595 595

W4 Income taxes

$000 $000
Tax paid (bal. fig.) 140 Opening balance 335

(160 � 175)
Closing balance (200 � 200) 400 Income for year (225 � 20) 205

540 540
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W5 Interest paid
Interest payable:

$000 $000
Unwinding of discount 4 Opening balance 45
Cash paid (bal. fig.) 51 Income statement 75
Closing balance 065 120

120 120
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7
Foreign trading – solutions

Solution 7.1: Shott

(a) Financial statements and choice of method of translation
(i) Should Hammer be translated under the temporal or closing rate

method of translation?

IAS 21 The Effects of Changes in Foreign Exchange Rates requires that entities choose the
method to be used for translation so as to reflect the financial and other operational
relationships between the holding company and the foreign enterprise. Mainly, this
should involve the adoption of the closing rate method. The transactions are translated
as if they were those of an independent entity whose cash flows are independent from
those of the investor company. On the other hand, where the operations have a direct
impact on those of the investing company, where the functioning of the entity is depen-
dent on the investing company, where the currency used is mainly that of the investing
company and where the major currency to which the entity is exposed is that of the
investor company, then the ‘integral operations’ method should be adopted.

(ii) The choice of method of translation

In deciding which method to adopt, there is no single factor upon which to make the
decision. In the particular case of Hammer, there are inter-company transactions –
e.g. sale of goods – but only on a limited basis. The management is organised locally, its
prices are determined locally, and sales are to local companies. There seems to be only
limited dependence on the parent company, thus it would appear that the closing rate
method would be the most appropriate method to adopt in practice.

The main purpose of translating foreign subsidiaries is to publish results that are
compatible with the effects of rate changes and reflect the relationship between the
two companies. Whichever method is adopted should reflect economic reality. The
objectives are deemed to be as follows:

1. The preservation of the integrity of historic cost accounting
2. The presentation of the statements of a group as if they were a single economic

entity
3. The presentation of information compatible with economic exposure
4. The preservation of the relationships in the original foreign currency statements
5. The choice of a consistent measurement unit.
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(b) Explanation of how exchange differences are dealt with
under IAS 21

Dividend

The dividend should be recorded in Shott’s records at the rate ruling when the dividend
was declared – i.e. at 30 September 2000:

400,000 shares � 0.15 dinars per share � 1/1.1 � $54,545

An exchange difference will arise when it is finally received in January. Shott will receive
400,000 � 0.15 � 1/1.2 � $50,000, and therefore a loss of $4,545 will need to be
recorded in Shott’s income statement.

The dividend paid in Hammer’s accounts will be 400,000 � 0.15 � 1/ 1.44 � $41,667 –
i.e. reflected at average rate. The difference between the two companies of $8,333
($50,000 � 41,667) should be treated as a movement on reserves.

Inter-company sales

The goods received from Hammer should be recorded at the date that the risks and
rewards of ownership pass to Shott – i.e. 24,000 dinars � 1/1.2 � $20,000. The profit
made on the transaction will be $20,000 � 25/125 � $4,000, which should be eliminated
from both inventory and group profit. A gain of $5,000 would be recorded on settlement,
i.e. $20,000 � (24,000 dinars � 1/1.6 � $15,000), and this should be reported in the
income statement of the holding company and also within the group accounts.

Loan

Where inter-company loans are deemed to be permanent, such loans should be treated
as part of the net investment in the foreign company and exchange differences dealt with
as adjustments to reserves. The loan would be restated at 150,000 dinars � 1/1.5, i.e.
$100,000 in Shott’s balance sheet. At 31 May 2001 it would be stated at 150,000
dinars � 1/1.6, i.e. $93,750 in Hammer’s books with the exchange difference of $6,250
being taken to reserves.

International financial reporting standards in depth 88

Disposal of subsidiary

Net assets of Hammer as at 31 May 2001 is:

Dinars (000)
Share capital 400
Profit (80,000 � 120,000) 200

600

This is included in the consolidated accounts at 600,000 dinars � 1/1.6, i.e. $375,000
less the inter-company profit included in inventory $4,000 � $371,000.

The sale proceeds at 1 June 2001 were 825,000 dinars � 1/1.65 � $500,000, thus a
profit of $129,000 should be shown in the consolidated income statement for the year
ended 31 May 2002.
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On the disposal of a foreign entity, the cumulative amount of exchange differences
which have been deferred should be recognised as income or expenses in the same
period in which the gain or loss on disposal is recognised.

Solution 7.2: Leisure

(a) Factors to consider in determining the most appropriate
method of foreign currency translation

The most appropriate method of translating the results of an overseas subsidiary
depends on the relationship between the parent and the subsidiary. There are two possi-
bilities. The subsidiary is held mainly for its investment potential and conducts its
operations largely independently of the parent. This means that the subsidiary enters
into transactions in the local currency and is not dependent on the reporting currency of
the parent. The closing rate method should be used in these circumstances. If the
subsidiary is an extension of the operations of the parent (for example, the subsidiary
acts as a selling agency for the parent or manufactures parts which the parent incorpo-
rates into its own products). Then this means that the transactions of the subsidiary are
effectively undertaken by the parent. The temporal method is the method used to
translate individual transactions, and it is appropriate in these circumstances. Under
revised IAS 21, such entities must be recorded in the financial statements using the
functional currency – which may be sterling even though the entity is domiciled in
another country.

(b) Discuss the effects of hyperinflation on 
financial statements

Hyperinflation reduces the usefulness of financial statements in the following ways:

1. The amounts at which assets are stated in the balance sheet are unlikely to reflect
their current values.

2. The level of profit for the year may be misleading. Income appears to increase
rapidly, while expenses such as depreciation may be based on out-of-date costs and
are artificially low.

It is therefore difficult to make any meaningful assessment of an entity’s performance, as
assets are understated and profits are overstated.

These are well-known disadvantages of basing financial statements on historic cost,
and they affect most entities. However, where there is hyperinflation these problems are
exacerbated.

How hyperinflation should be dealt with in the financial statements

IAS 29 Financial Reporting in Hyperinflationary Economies does not provide a definition of
hyperinflation. However, it does include guidance as to characteristics of an economic
environment of a country in which hyperinflation may be present. These include, but
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are not limited to, the following:

● the general population prefers to keep its wealth in non-monetary assets or in a
relatively stable foreign currency;

● interest rates, wages and prices are linked to a price index;
● the cumulative inflation rate over 3 years is approaching, or exceeds, 100%.

IAS 29 states that the financial statements of an enterprise that reports in the currency
of a hyperinflationary economy should be restated in terms of the measuring unit 
current at the balance sheet date. This involves remeasuring assets and liabilities by
applying a general price index. The gain or loss on the net monetary position is included
in net income and separately disclosed. The fact that the financial statements have been
restated should also be disclosed, together with details of the index used.

IAS 21 The Effects of Changes in Foreign Exchange Rates states that where there is hyperin-
flation, the financial statements of a foreign operation should be restated in accordance
with the requirements of IAS 29 before they are translated into the currency of the
reporting enterprise. In this way users are made aware of the effect of hyperinflation on
the results and net assets of the enterprise.

(c) Using the closing rate method – carrying value of the
hotel complex at 31 December 2000

(i) Assuming the economy of Urep is not a hyperinflationary economy

The closing rate method is used. This produces a value of 50 million/220 � $227,273.
Use of the closing rate method without adjustments produces an amount based on the

original cost. Because the exchange rate has increased from 25 to 220 over the life of the
complex, there is a cumulative exchange loss of $1,772,727 ((50 million/25) � 227,273).
The hotel complex appears to be worth much less at 31 December 2000 than when it
was first acquired.

(ii) Assuming the economy of Urep is a hyperinflationary economy

Before the cost of the hotel complex is translated into dollars it is restated using the retail
price index. This produces a value of (50 million � 1000/100)/220 � $2,272,727.

This method adjusts the value of the complex to reflect the effect of 10-fold inflation
over the 2-year period. In this way the ‘disappearing assets’ problem is overcome. In fact,
the asset now appears to be worth more than when it was first acquired.

Solution 7.3: Ant
Evaluation of issues (a)–(c)
(a) Tax losses

The tax loss is governed by IAS 12 Income Taxes, and would be classified as a temporary
difference as the transactions giving rise to the tax loss have already been included in the
financial statements. These transactions will have future tax consequences, as tax relief
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will be available if the subsidiary eventually makes taxable profits. A flow of benefits
could potentially flow to the group so, under IAS 12, the potential deferred tax implica-
tions could be recorded as a deferred tax asset.

Under IAS 12, more care or prudence must be considered before recording a deferred
tax asset. A recoverability test needs to be applied first. It must be more likely than not
that there will be suitable taxable profits which can absorb the deductible temporary
difference. There is little indication that demand for the company’s product will be
reversed in the foreseeable future, thus no asset should be created at this stage and the
$6m should therefore be reversed. The journal entry is recorded below. If circumstances
were to change favourably in the future, then it might eventually be recorded again on
the balance sheet. In any case, it should not have been offset against deferred tax liabilities
from other jurisdictions unless there is a legal right of set-off.

Dr Taxation (income statement) $6m
Cr Deferred taxation (non-current liabilities) $6m

(b) Foreign exchange transactions

Under IAS 21 The Effect of Changes in Foreign Exchange Rates, the loan from the German bank
is classified as a monetary liability which must be retranslated at the rates of exchange ruling
at the balance sheet date. The loan would have to be restated from its original carrying
value of 25$m (40m Francos/1.6) to $26.67m (40m Francos/1.5), resulting in an exchange
loss of $1.67m to be reported in the income statement and included within financing.

The net assets in the investment country must be translated using the rate of exchange
at the year end (closing rate) as the subsidiary is relatively independent of the parent. At the
year end the net assets are the same as on the date of investment, as the investment has
remained at 40m Francos. Once translated at $1.5 the assets are recorded at $26.67m and
an exchange gain of $1.67m recorded. This must be taken direct to equity under IAS 21.

Where a foreign currency loan is used to finance a foreign currency equity investment
then IAS 39 requires hedge accounting to be adopted, and exchange differences are
recorded in reserves until such time as the subsidiary is disposed. At that time the differ-
ences are recycled through the income statement as part of the overall gain/loss on
disposal. There are, however, very stringent rules that must be adhered to regarding the
setting up of the hedge and measuring its effectiveness throughout its life.

The correcting journal entry should be as follows:

Dr Investments in subsidiary $1.67m
Cr Long-term loans $1.67m

(c) Issue of loan notes

The issue of two million $100 loan notes is a compound financial instrument, and IAS
32 Financial Instruments: Disclosure and Presentation requires such instruments to be classified
in two component parts in the balance sheet of the issuer. That requirement is regard-
less of whether or not the issuee is likely to exercise his or her option. The fair value of
the option to convert should be valued first ($22.5m in this case), and deducted from the
total outstanding to find out the value of the debt.
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Under IAS 39 Financial Instruments: Recognition and Measurement, financial liabilities that
are held for trading should be initially measured at cost but are then fair valued with any
gains/losses being recorded in the income statement. The initial cost represents the
proceeds received less any issue costs – i.e. $175.5m (2m notes � $100 � 90% issue
price � $180m � $4.5m issue costs). The loan element is the difference between
the value of the option of $22.5m and the total cost initially recorded of $175.5m,
giving rise to a loan of $153m. Since the loan is held to maturity, the accounting treat-
ment is to remeasure the liability at amortised cost using the effective interest method to
measure the annual finance cost. The finance cost should be a constant percentage of
the outstanding loan for each period.

Working

Initial amount of loan $153m
Terminal loan repayment (2m � $135 per note) 270m
Annuity factor $153/$270m 0.567
Annuity tables – effective annual rate for 5 years 12%

Finance cost in year 1 12% � $153m $18.36m
Closing loan outstanding at the end of Year 1 ($153 � 18.36) $171.36m

Journal entries

$m $m
1. Dr Capital and reserves 4.5

Cr Income statement 4.5
Being the reversal of incorrect write off of issue costs to the income statement

2. Dr Loan notes 180
Cr Capital and reserves 180

Being the reversal of previous incorrect entry of loan notes entirely credited to long-term liabilities

3. Dr Capital and reserve 175.5
Cr Loan 153

Capital reserves 22.5
Being correct split between option element and loan element of the convertible loan notes

4. Dr Finance costs (income statement) 18.36
Cr Loan 18.36

Being the first year’s finance charge based on the effective rate of interest of 12%
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8
Taxation – solutions

Solution 8.1: H

(a) Notes re current taxation and deferred tax 
for year ended 30 April 2002

Tax on profit on continuing operations – income statement note

Deferred tax – balance sheet note

Working

Deferred tax
$ million

Temporary differences as at 30 April 2001 2.30
Temporary timing differences as at 30 April 2002 2.00

Deferred tax as at 30 April 2001 (2.30 � 30%) 0.69
Deferred tax as at 30 April 2002 (based on new rate of 28% � 2.30) 0.64
Reduction in deferred tax provision 0.05

Temporary difference for 2002 (2.30 � 2.00 � 0.30 � 28%) 0.08

$ million
Provision as at 30 April 2001 0.69
Deferred tax credit in income statement for the year (0.13)
Provision as at 30 April 2002 (0.56)

$ million $ million
Current tax

Income tax on profits for the year 0.40
Deferred tax

Reversal of temporary differences (0.08)
Effect of a change in tax rate (0.05)

(0.13)
Total tax charge 0.27
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(b) Why might a deferred tax asset be recognised on the 
balance sheet for the company pension scheme?

Pension costs represent a temporary timing difference for deferred tax purposes. The
creation of a provision for pension costs is not payable for many years but is still recog-
nised as a cost of employment in the financial statements that is charged in the income
statement. However, the company does not get tax relief on the pension schemes until
they are actually paid, which may not be for many years to come.

There is therefore a current charge against income, but its associated tax relief is
deferred until future years. This creates a timing difference, as the company will pay less
tax in the future when the payment is made for the pension costs. There is therefore a
potential deferred tax asset in this situation.

(c) Why is a reconciliation of actual tax paid to potential tax
payable a useful note to the financial statements?

If one were to examine the accounting profit for the year and apply the current poten-
tial tax that would be due on those profits, it would be assumed that this should add up
to the current tax payable to the government. However, companies do not pay tax on
accounting profits. They pay tax on taxable profits, which are calculated by the Inland
Revenue on a different basis than the accounting profits. Companies will have to add
back depreciation to their accounting profits and then claim whatever capital allowances
are permitted by the Revenue. Similarly, they have incurred losses in the past which they
are now using to reduce the current tax payable. There are a large number of items
which result in a lack of symmetry between accounting and taxable profits.

The rationale for the tax reconciliation statement is to help users and investors
understand the extent to which a company has been able to make use of the current tax
regime to reduce their potentially high accounting profit to a substantially lower taxable
profit, or vice versa, by utilising tax losses and excess capital allowances. There are also a
number of permanent differences of which the reader should be aware – examples
include disallowed expenditure for tax such as entertaining and certain legal expenses,
and the exclusion from taxable profit of government grants. The reconciliation should
make it clear what has caused the overall difference between accounting and taxable prof-
its by splitting up the differences, particularly between permanent and timing differences.

Solution 8.2: Payit

(a) Why were the flow-through and partial provision methods
rejected by the IASB?

There have been three different methods suggested as to how to account for deferred
taxation:

1. The flow-through method
2. The partial provision method
3. The full provision method.
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Flow-through method

Under the first method, the tax liability recognised in the financial statements is merely
the current tax liability or charge for the period and no provision is made for deferred
tax. It is obviously very simple in that it rejects the notion of deferred tax, but it has a
number of disadvantages:

1. It leads to wide fluctuations in the tax charge dependent largely on government fiscal
policy.

2. It fails to recognise that government policy merely postpones the payment of tax.
It is not free of tax and thus understates the liabilities owed.

3. It fails to match the tax incurred during the period to the income earned – i.e. the
matching or accruals principle.

Partial provision method

This method was adopted by the ASB in SSAP 15, and it merely requires a provision for
deferred tax to be created when timing differences reverse in the foreseeable future. If
they can be rolled over, they do not need to be provided. It is a halfway house between
flow-through and full provisioning. The IASB rejected this approach for the following
reasons:

1. It fails to accord with Framework in that it understates the true amount of liabilities
owed. If timing differences are rolled over, it is argued that these can be discounted
back to present value instead. Unfortunately the IASB has rejected discounting on
the basis of costs outweighing any benefits received.

2. The method depends largely on management expectations, in that they must forecast
when timing differences are likely to reverse via budgets/forecasts and then provide
for the tax at that time. It is very easily manipulated by management.

As a result, the IASB has plugged for full provision as the only acceptable method of
accounting for deferred tax.

(b) The logic underlying the IAS 12 treatment of revaluations
and fair value adjustments

IAS 12 takes a temporary timing difference approach to accounting for deferred tax.
Effectively this means that deferred tax is recognised only when a timing difference
emerges, even though it may never be paid. The revaluation of a fixed asset could lead
to capital gains tax being paid, but only if the asset is sold and no rollover relief has been
claimed. IAS 12, however, demands it be provided for; FRS 19 does not. FRS 19 takes a
liability view, and argues that no legal or constructive obligation exists until the asset has
been sold and no rollover relief claimed.

A similar problem arises in fair value adjustments. Fair value by itself does not cre-
ate a liability. It would only be incurred where, on acquisition, the reporting entity
entered into a binding agreement to sell the asset that was revalued on consolidation.
However, IAS 12 demands that the potential tax be provided for, as it is a temporary
timing difference.
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(c) The effect of particular transactions on the deferred tax
amounts in the consolidated balance sheet of Payit

Transaction 1

The inter-company sale will give rise to a provision for unrealised profit on the unsold
inventory on consolidation. The amount should be $10m � 20% � 25% � $500,000.
This provision must be made in the consolidated accounts. However, this profit has
already been taxed in the financial statements of Payit. A timing difference therefore
emerges, and this will crystallise when the stock is sold outside the group in the following
year. The provision will be reversed but no tax will be incurred. The timing difference
therefore gives rise to a deferred tax asset of 30% � $500,000 � $150,000.

Deferred tax assets are only recognised to the extent that they can be recovered – the
doctrine of prudence. An asset can only be created on the basis that it is more likely than
not that suitable taxable profits will exist from which the reversal of the timing difference
can be deducted.

Transaction 2

Unrelieved tax losses give rise to a timing difference as the loss is recognised in the
financial statements but tax relief will follow in the future if the company generates
sufficient taxable profits to offset the losses.

The amount of the deferred tax asset to be carried forward is therefore 25% �
$8m � $2m.

Similarly to Transaction 1, however, there must be sufficient probability of future profits
before an asset is recognised.

Solution 8.3: Cohort

Deferred tax implications of given information for the 
Cohort Group of companies
General

When a reporting entity acquires other companies, the deferred tax charge must be
reviewed in relation to the enlarged group as a whole. For example, individual com-
panies may not be able to recognise a deferred tax asset for taxable losses but they may
be able to avail of group relief if the acquiree brings in taxable profits. A provision,
therefore, should be made for all differences between the fair values of Air’s assets
acquired ($4m) and their tax base ($3.5m). However, no provision will be required on
the temporary difference arising on the recognition of non-tax deductible goodwill of
$1 ($5m � $4m).

Cohort is planning to list on the Stock Exchange, but with no new shares issued. It will
be subject to tax rates for public companies (at 35%), and thus the liability must be based
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on the tax rates that are expected to apply when the liability is settled or the asset
realised. The tax rates, however, must be substantially enacted by parliament.

Acquisition of Air

(i) Database
It seems unlikely that this intangible asset of $0.5m will be allowed for tax, even
though the directors will claim tax relief for it. There is a possibility that the com-
pany will have to return the excess allowance claimed, and thus a liability should be
recognised.

(ii) Intra-group profit on goods sold
Included in inventory is inter-company profit of $0.6m ($1m profit � $1.8m/$3m).
This is eliminated from inventory resulting in a difference between the book value
$1.2m and its tax base of $1.8m, thus $0.6m � current tax rate should be provided.

(iii) Unremitted profits of subsidiaries
Under IAS 12 Income Taxes, tax must be provided on unremitted earnings if the
parent company is unable to control the timing of the remittances or if it is
probable that remittance will take place in the foreseeable future. Cohort,
however, controls the payment of dividends and it would not normally recognise
the deferred tax liability. However, as the profits are to be distributed, and tax
would be payable on the amount remitted, then a provision for deferred tax
should be made.

Acquisition of Legion

(i) Gains/losses on readily marketable government securities
When a portfolio of investments is revalued in excess of its previous carrying value, a
temporary difference will emerge if the tax on the surplus differs from the account-
ing treatment. The gain has been recorded within income but it is not taxed until
realised, thus a temporary difference emerges. That difference of $4m gives rise to a
deferred tax liability and the related expense is charged against revenue, not equity.

(ii) General bad debt provision on loan portfolio
A temporary difference emerges as the accounting expense will not be allowed for
tax. As the provision is likely to increase in the future, the timing difference will not
reverse in the short term. However, a deferred tax asset of $2m � current tax rate
should be provided, but it is still probable that taxable profits will be available
against which the temporary difference can be utilised.

(iii) Unused tax losses
Unrelieved tax losses can create a deferred tax asset. Deferred tax assets should be
recognised to the extent that they can be regarded as recoverable. Recoverability is
based on all the evidence available and to the extent that it is probable that the deferred
tax asset will be realised. If it is probable that either all or only part of the deferred tax
asset will be realised, then a deferred tax asset should be recognised for that amount.
Future realisation depends on the existence of future sufficient taxable profits. It will
need to be reduced by any amount that is considered probable to be realised.
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Solution 8.4: DT

(a) Explain what the terms ‘balance sheet focus’ and 
‘temporary differences’ mean in relation to deferred 
taxation

IAS 12 Income Taxes has adopted a ‘balance sheet approach’ to accounting for deferred
tax in line with the Framework of the IASB. It is based on the principle that a deferred
tax liability or asset should be recognised if the recovery of the deferred tax asset or pay-
ment of the deferred tax liability will result in higher or lower tax payments in the future.
Deferred tax should be calculated as the difference between the tax base and its current
book value.

Differences between the book value of the asset/liability and its tax base are called
‘temporary differences’. The term ‘temporary’ is used because an entity will realise
its assets and settle its liabilities over time, at which point the tax consequences will
crystallise.

The objective of the temporary difference approach is to recognise the full future tax
consequences of temporary differences on the balance sheet.

(b) Discuss the arguments for and against discounting 
long-term deferred tax balances

Deferred tax involves a temporary postponement of the tax liability, and it is possible,
therefore, to regard the deferred tax liability as equivalent to an interest-free 
loan from government to be repaid at some time in the future. This temporary
benefit or loan should be reflected by discounting the liability and recording a lower
tax charge so as to take into account the time value of money. This is the treatment
adopted for most other liabilities. The discount would then be amortised over the
period of deferment. The purpose of discounting is to measure future cash flows 
at their present value, and therefore deferred tax balances can only be discounted 
if they can be viewed as future cash flows that are not already measured at their
present value.

Some short-term temporary differences clearly represent future tax flows (e.g. accru-
als paid in the following period) and do not need to be discounted, and others are
already discounted (e.g. retirement benefits).

However, the major temporary difference is whether or not to discount deferred tax
in the case of accelerated tax depreciation. It is argued that this temporary difference
does not give rise to a future cash flow, and thus there is no basis for discounting.
Alternatively, one view is that accelerated tax depreciation is a liability that will be repaid
in the form of higher tax assessments for the future.

Discounting, however, makes the deferred tax computation more difficult to
calculate and more subjective. There are enormous additional costs in scheduling and
calculating deferred taxation as well as in determining an appropriate discount rate.
IAS 12, therefore, specifically prohibits discounting on the grounds of cost/benefit
considerations.
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(c) Calculation of the deferred tax liability
Book value Tax base Temporary

differences

$m $m $m
Property, plant and equipment (per ii) 2,600 1,920 680
Other temporary differences (per ii) 90
Subsidiary (per i) 76 60 16
Inventory (per i) 24 30 (6)
Property sold (165 � 1/0.3 gross) (per vi) 550
Liability for healthcare products 100 – (100)
Unrelieved losses (per note iv) 0(100)
Temporary differences 1,130

Deferred tax liability 1,320 � 30% (680 � 90 � 550) 396
16 � 25% 4

asset                                 (200) � 30% (100 � 100) (60)
(6) � 25% 0.(1.5)

338.5)
Tax charge for the charge

Opening deferred tax liability 280
Closing balance 338.5 less tax on goodwill 434.5
Charge for the year 454.5

Notes:
The unrelieved tax losses of $34m � 56m � 100 � 1/0.3 gross � $300m will be
available for offset against the current year’s profits ($110m) and against the 2002
accounts of $100m. Due to the uncertainty re available taxable profits in 2002, no
deferred tax asset can be recognised for any losses which may be offset against this
amount. Thus a deferred tax asset may be recognised for the losses to be offset against
taxable profits in 2001 –  i.e. $100m � 30% � $30m.

Unrealised group profits eliminated on consolidation are provided at the receiving
company’s rate of tax of 25%.

The deferred tax provision will rise in total by $335.5m ($338.5m � $3m), which
reduces net assets, distributable profits and post-tax earnings. The profit for the period
will be reduced by $54.5m, which would probably be substantially more under IAS 12
than the previous method. A prior year adjustment of $280 � 3m is required, as IASs
are being applied for the first time (IFRS 1). The impact of the increased borrowing on
balance sheet may well affect gearing considerably, and thus there is a need to look into
existing loan covenant agreements and perhaps at increasing the equity of the business
of cutting dividends or increasing the capital base.
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9
Group accounting – solutions

Solution 9.1: Rod, Reel and Line

(a) IAS 19 Employee Benefits

IAS 19 requires a portion of the unrecognised gains and losses at the end of the previous
reporting period to be recognised either using the 10% corridor approach or another
systematic method including immediate recognition. The company does not have to
recognise the actuarial gains as there were no operating gains, but in view of the signifi-
cance of the extra charge for the pension scheme in the income statement, immediate
recognition is the best policy. However, in that case, it must be credited outside the
income statement and instead in equity.

The shareholders funds should be reduced by $105m ($120 � 15m) and the double
entry is recorded as below:

Dr Reserves 105m
Cr Trade receivables 100m

Pension liability 5m

$m
Current service cost 110
Interest cost on scheme liabilities 20
Expected return on scheme assets .(10)
Overall charge to income statement 120)

$m
Scheme assets
Cash contributions 100
Expected return on assets 10
Actuarial gain (bal. fig.) 115

125
Scheme liabilities
Current service costs 110
Interest costs 120

130)
Deficit 31(5)
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(b) Consolidated balance sheet of Rod Plc as at 
30 November 2002

Working

W1 Shareholdings

W2 Acquisitions
Acquisition of Line (60%):

Goodwill 60/4 years � 15 per annum � 2 years � 30 amortised.

$m $m
Cost of investment – direct 160 Share capital (60%) 120
Cost of investment – indirect Share premium (60%) 30

(80% � 100) 80 Accumulated profits
(50 � 60%) 30

___ Goodwill 260
240 240

Rod
80% 1/12/1999

1/12/2000 40% Reel
25%

Line
Direct minority in Reel 20%
Direct minority in Line 35% � indirect minority 20% � 25%

$m $m
Non-current assets
Tangible assets (1,230 � 505 � 256 � 56 � 5) 1,930
Intangible assets (72 � 60 � 132 � amortised 84) (W1) 1,948

1,978
Current assets
Inventory (300 � 135 � 65 � 20 development) 480
Trade receivables (240 � 105 � 49 � 100 pension contrib.) 294
Cash in hand and at bank (90 � 50 � 80) 220

2,994
Total assets 2,972
Capital and reserves
Called up share capital 1,500
Share premium 300
Accumulated profits (W2) 502
Minority interest (155 � 109.6) (W2) 2,265

2,567
Non-current liabilities (135 � 25 � 20) 180
Current liabilities (100 � 70 � 50) 220
Pension liability 5
Total equity and liabilities 2,972
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Minority interest (40% Line):

Acquisition of Reel (80%):

Goodwill 72/4 years � 18 per annum � 3 years � 54 amortised.

Minority interest – Reel (20%)

Accumulated profits:

$m $m
Minority interests: – Reel 40 Balance – Rod 625

– Line 24 Balance – Reel 200
Cost of control: – Reel 80 Balance – Line 60

– Line 30 Excess depreciation (14 � 60%) 8.4

Development costs w/off
(20 � 80%) 16

Trade discount (6 � 1depr. � 80%) 4
Fair value adjustment

(10 � 80%) 8
Pension scheme 105
Goodwill w/off (30 � 54) 84
Consolidated B/S 502.4

893.4 893.4

$m $m
Development w/off Share capital (20%) 100

(20 � 20%) 4 Share premium (20%) 20
Trade discount 1 Accumulated profits
Consolidated B/S 155 (200 � 20%) 40

160 160

$m $m
Cost of investment – direct 640 Share capital (80%) 400

Share premium (80%) 80
Accumulated profits

(100 � 80%) 80
Fair value adjustment

(710 � 700 � 80%) 8
640 Goodwill 672
640 640

$m $m
Cost of investment Share capital (40%) 80

(20% � 100) 20 Share premium (40%) 20
Accumulated profits

(60 � 40%) 24
Excess depreciation

Consolidated B/S 109.6 (14 � 40%) 125.6
129.6 129.6
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W3 Calculation of revaluation reserve eliminated
Line:

The revaluation reserve of 70 is eliminated and reserves increased by excess depreci-
ation of 64 � 50 � 14, leaving a net reduction in value of tangible non-current
assets of 56.

Solution 9.2: Hydrox

(a) Consolidated balance sheet of Hydrox as at 
31 March 2000

$000 $000
Assets
Non-current assets
Property, plant and equipment (W1) 45,840
Goodwill (1,200/6 years � 200 � 2 � 400 amortised � 800 net) 800
Investments (1,000 � 6,000 � (90% � 8,000 � 6,000 )) 08,800

55,440

Current assets
Inventory (9,500 � 4,000 � goods in transit 600 � 100/120) 14,000
Trade accounts receivable (7,200 � 1,500 � 2,000 W2) 6,700
Cash and bank (300 � nil) 14,300

21,000
Total assets 76,440

Equity and liabilities
Share capital and reserves
Equity shares of $1 each 10,000

Reserves
Accumulated profits (W3) 34,510

44,510
Minority interest (W4 ) 1,130

Non-current liabilities
12% Debentures 4,000
Bank loan 6,000

10,000

Revaluation Cost
Cost 300 300
Depreciation – 2001 .(50) (1/6th) (50)
NBV 30.11.2001 250 250
Revaluation surplus 370
NBV post-revaluation 320
Depreciation – 2002 264 (20%) 250 (original cost)
NBV 30.11.2002 256 200
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Current liabilities
Trade accounts payables (6,700 � 5,200 � 1,400) (W2) 10,500
Bank overdraft 4,500
Provision for income tax (4,100 � 700) 4,800
Provision for dividends 51,000

20,800
Total equity and liabilities 76,440

NB: Proposed dividends in the future, under IAS 10, will not be permitted to be recorded
on the balance sheet nor in the income statement, as they are only contingent and not
full liabilities. Instead they should be noted in the financial statements.

Working

W1 Property, plant and equipment  ($’000)

W2 Current accounts ($’000)

W3 Accumulated profits ($’000)

NB: There are no post-acquisition profits from which to pay a dividend, so the dividend
of £4,000 must have been paid out of pre-acquisition profits.

W4 Minority interest ($’000)
Equity shares (10%) 500

Consolidated B/S 1,130 Acc. profits (10%) 1,630
1,130 1,130

Unrealised profit 100 Balance – Hydrox 48,600
(20/120 � 600) Balance – Syntax 6,300

Additional deprec.(W1) 2,160
Cost of control

(90% � 4,000 dividend) 3,600
Minority interest

(10% � 6,300) 630
Cost of control

(90% � 15,000) 13,500
Goodwill amortised ( (1,200/6 years) � 2) 400
Consolidated B/S 34,510 54,900

54,900 54,900

Trade payables 1,400 Trade receivables 2,000
Goods in transit 1,500
Accumulated profits

(unrealised on stock) 2,100 2,000
2,000 2,000

Balance – Hydrox 26,400 Additional depreciation
Balance – Syntax 16,200 ($5.4m/5 years � 2) 2,160
Fair value (90% � $6m) 45,400 Consolidated B/S 45,840

48,000 48,000
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W5 Cost of control ($’000)

(b) Specific matters raised by Brand and Company
Fall in stock market value of Syntax’s investments

There appears to be a massive fall in the value of Syntax’s investments. These invest-
ments may well recover, but the size of the fall is dramatic and it would be unlikely that
the stock market recovery will be to their former level. They should be written down to
their recoverable amount.

Bank loan

The bank loan is crystallising and thus should be treated as an actual rather than con-
tingent liability.

Deterioration of operating performance in Syntax

The going concern of Syntax is clearly in doubt, and this has several implications for the
group:
● the carrying value of the investment in Syntax should be written off; this will also

affect consolidated goodwill;
● if Syntax were to go into receivership, then the guarantee given by Hydrox is likely to

crystallise;
● the dividend declared by Syntax could be considered illegal, as it is deliberately preju-

dicial to the company’s creditors.

Solution 9.3: Hanford

(a) Consolidated balance sheet as at 30 September 2001
$000 $000

Non-current assets
Goodwill (6,250 � 625) (W1) 5,625
Property, plant and equipment (78,540 � 27,180 � 3,000 FV � 360 (W2)) 108,360

113,985
Current assets
Inventory (7,450 � 4,310) 11,760
Accounts receivable (12,960 � 4,330 � 820 inter-co.) 16,470
Insurance claim (W1) 600
Cash and bank (nil � 520) 16,520

129,350
Total assets 143,335

Investments in Syntax 30,000 Equity shares (90%) 4,500
Acc. profits (90%) 3,600
Acc. Profits 13,500
Fair value adjustments
(90% � $6m � $2m) 7,200
Goodwill 01,200

30,000 30,000
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Equity and liabilities
Capital and reserves
Ordinary shares of $1 each (20,000 � 5/3 � 8,000 � 75%) 30,000
Reserves
Share premium (10,000 � (25m acq. � cash 5m � capital 10m) ) 20,000
Accumulated profits (W3) 165,575

115,575
Minority interest (W4) 5,950

Non-current assets
8% Loan note 2004 (nil � 6,000) 6,000

Current liabilities
Trade accounts payable (5,920 � 4,160 � 620 inter-co.) 9,460
Bank overdraft (1,700 � nil) 1,700
Dividend payable to minority (800 � 25%) 200
Provision for taxation (1,870 � 1,380) 3,250
*Proposed final dividend 01,200

115,810
Total equity and liabilities 143,335

*This should now be treated as a contingent liability, not as a full liability.

Working

W1 Cost of control (75%)

The fair value adjustment requires that only Hanford’s share of the excess value
of the land be recognised as a fair value adjustment – i.e. 75% � $4m � $3m.
Although the insurance claim is a contingent asset, IAS 22 requires Hanford to assess
all assets and liabilities at the date of acquisition. The best estimate of the claim is full
settlement of $800,000. However, the benchmark treatment requires that only
Hanford’s share of this be included in the consolidated financial statements,
i.e. $600,000.

Goodwill of $6.25m must be amortised over 5 years, but on a time apportionment
basis – i.e. 1/2 year ($6.25m/5 years � $1.25m � 1/2 � $625,000).

W2 Unrealised profit on sale of plant
Hanford sold an asset for $2.4m but it cost $2m. The unrealised profit of $0.4m would
have been depreciated by 10% since it was acquired, thus $40,000 was over-depreciated.
The net effect is an adjustment of $360,000.

Investment in Stopple 25,000 Ordinary shares 6,000
Pre-acquisition dividend (W3) 150

(Cash 5,000 � 5/3 � 6m Share premium 1,500
� 2m � $10) Pre-acq. profits

(6,000 � 1/2 � 8,000) � 75% 7,500
Fair value adjustments

($4m � 0.8m � 75%) 3,600
25,000 Goodwill 06,250
25,000 25,000
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W3 Accumulated profits

*Stopple’s dividends for the year are $1,200,000 (400,000 � 800,000). The post-acquisition
element is $450,000 ($1.2m � 75% � 6/12). The pre-acquisition element of the final
dividend is $800,000 � 75% � 600,000 � 450,000 � 150,000.

W4 Minority interest (25%)

W5 Inter-company accounts

(b) Reasons why a parent company may wish not to consolidate
a subsidiary company

The reasons why a parent may not wish to consolidate a subsidiary can be broken down
into two broad categories:

1. To improve the reported position of the group i.e. gearing
2. To comply with IAS 27 Consolidated Financial Statements and Separate Financial Statements.

Improvement of financial position

The financial position could show operating losses, poor liquidity position or high gear-
ing. If the subsidiary were to be consolidated it would proportionately worsen the group
position, thus tempting the parent to avoid consolidation.

IAS 27

Subsidiaries should legitimately be excluded from consolidation, but only for the following
reasons:

1. The subsidiary operates under severe long-term restrictions. It does not have control
over the subsidiary’s ability to transfer funds to the parent – e.g. nationalisation,
exchange control restrictions.

Accumulated profits Trade accounts receivable 820
(administration expenses) 200

Trade accounts payable 620 000
820 820

Consolidated B/S 5,950 Ordinary shares – Stopple 2,000
Share premium – Stopple 500

5,950 Accumulated profits – Stopple 3,450
5,950 5,950

Unrealised profit – plant 360 Balance – Hanford 63,260
Administration costs 200 Balance – Stopple 14,000
Minority interest (25% � 14,000 � 200) 3,450 Dividend from Stopple *450
Cost of control

(6,000 � 8,000 � 1/2) � 75% 7,500
Goodwill amortised(W1) 625
Consolidated B/S 65,575 77,710

77,710 77,710
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2. Control is intended to be temporary because the investment is held exclusively with a
view to its subsequent resale.

The former reason is obviously not permitted by IASs, whereas the latter is.
IAS 27 also makes specific reference to subsidiaries sometimes being excluded on the

basis of differing activities. Companies that have adopted this approach tend to argue
that to add such subsidiaries together could lead to a misleading impression. IAS 27 does
not permit exclusion on these grounds because it feels that ‘differing activity’ problems
are overcome by the provision of segmental information.

Solution 9.4:Hydrate

(a) Acquisition accounting
Consolidated income statement for the year ended 30 September 2002

$000
Sales revenue (24,000 � 6/12 � 20,000) 34,000
Cost of sales (16,600 � 6/12 � 11,800) (22,500)
Gross profit 11,500
Operating expenses (1,600 � 6/12 � 1,000 � 3,000 goodwill amortisation) (5,100)

6,400
Taxation (2,000 � 6/12 � 3,000) (3,500)
Profit for the year 2,900

Consolidated balance sheet as at 30 September 2002
$000 $000

Non-current assets
Property, plant and equipment (64,000 � 35,000) 99,000
Investments (nil � 12,800 � 5,000 fair value adjustment) 17,800
Goodwill (W1) (30,000 � (30,000/5 years � 6,000 � 1/2 year)) 027,000

143,800

Current assets
Inventories (22,800 � 23,600) 46,400
Trade accounts receivables (16,400 � 24,200) 40,600
Cash and bank (500 � 200) 40,700

087,700
Total assets 231,500

Equity and liabilities
Ordinary shares of $1 each (20,000 � 12,000 � 5/4) 35,000
Reserves
Share premium (4,000 � 12,000 � 5/4 � $5) 79,000
Accumulated profits (57,200 � 4,200 � 6/12 � 3,000 gw) 56,300 135,300

170,300
Non-current liabilities
8% Loan notes (5,000 � 18,000) 23,000
Current liabilities
Trade accounts payable (15,300 � 17,700) 33,000
Taxation (2,200 � 3,000) 05,200 038,200

231,500
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Working

W1 Cost of control

Amortisation of goodwill $30,000/5 years � $6,000 per annum � 1/2 year � $3,000.

(b) Uniting of interests (merger) accounting
Consolidated income statement for the year ended 30 September 2002

Consolidated balance sheet as at 30 September 2002
$000 $000

Non-current assets
Property, plant and equipment (64,000 � 35,000) 99,000
Investments (nil � 12,800) 012,800

111,800

Current assets
Inventories (22,800 � 23,600) 46,400
Trade accounts receivables (16,400 � 24,200) 40,600
Cash and bank (500 � 200) 199,700 087,700

087,700
Total assets 199,500

Equity and liabilities
Ordinary shares of $1 each (20,000 � 12,000 � 5/4) 35,000
Reserves
Share premium (4,000 � 2,400) 6,400
Accumulated profits (57,200 � 42,700 � 3,000 adj.,

shares issued 15,000 � 12,000) 096,900 103,300
138,300

Non-current liabilities
8% Loan notes (5,000 � 18,000) 23,000

$000
Sales revenue (24,000 � 20,000) 44,000
Cost of sales (16,600 � 11,800) (28,400)
Gross profit 15,600
Operating expenses (1,600 � 1,000) .(2,600)

13,000
Taxation (2,000 � 3,000) (5,000)
Profit for the year 8,000

$000 $000
Investment in Sulphate Ordinary shares 12,000

(12m � 5/4 � 15m � $6) 90,000 Share premium 2,400
Accumulated profits

(42,700 � 2,100 post-acq.) 40,600
Revaluation reserve

(fair value adjustment) 5,000
90,000 Goodwill 30,000
90,000 90,000
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Current liabilities
Trade accounts payable (15,300 � 17,700) 33,000
Taxation (2,200 � 3,000) 05,200 138,200

199,500

(c) Description of distinguishing features of a uniting of
interests and whether the combination should be treated 
as a merger or not

The distinguishing features of a uniting of interests are as follows:

1. It is not possible to identify an acquirer. Instead the shareholders of the combining enti-
ties unite in a substantially equal arrangement to share control over the combined entity.

2. All parties to the combination participate in the management of the combined business.
3. The sizes of the combining parties should be broadly the same, leading to a substan-

tially equal exchange of voting common shares. This is to ensure that no one party is
in a position to dominate the combined business due to its previous relative size.

4. There must not be a significant reduction in the rights attaching to the shares of one
of the combining parties, as this would weaken the position of that party.

The above is generally evidenced by the following:
● the substantial majority of voting shares are exchanged or pooled;
● the fair value of one entity is not significantly different from that of the other parties;
● the shareholders of each party maintain substantially the same voting rights relative to

each other in the new combined entity;
● no party’s share of the equity of the combining entities should depend on the perfor-

mance of their previous business;
● all parties should share in the future prosperity of the business.

In this particular situation the following observations can be made in deciding whether
or not a uniting of interests could be acceptable:
● the use of the phrase ‘compatible partner companies’ could be an indicator of a uniting

of interests;
● the sizes of the companies are broadly the same (20,000 to 15,000 shares);
● the consideration is all in the form of equity shares and satisfies the share exchange

criterion;
● the composition of the new management team and whether or not rank is shared equally

would need to be determined from the details and terms of the combination agreement.

Solution 9.5: Humbug

(a) Consolidated balance sheet as at 30 September 2001
$000 $000

Non-current assets
Property, plant and equipment (11,250 � 4,800 � (1,800 � 6/12)

� (80% � 700 less 2/5ths � 700) � 15) 17,271
unrealised profit)
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Software (80% � 300 less 160, i.e.80% � 200) 80
Goodwill (W1) 1,000 � 400 � (500 � 100) 01,000

18,351
Investments (6,000 � 400 � 4,250 Spyder � 1,500 Juke Box) 18,650

19,001

Current assets
Inventories (1,120 � 640 � 50% � 600) 2,060
Trade accounts receivables (950 � 380 � 50% � 320) 1,490
Cash and bank (180 � 50% � 280) 8,320

03,870
Total assets 22,871

Equity and liabilities
Ordinary shares of $1 each 5,000
Reserves
Accumulated profits (W2) 13,311

18,311
Minority interests (W3) 880

Non-current liabilities
10% Loan notes (50% � 500) 250

Current liabilities
Trade accounts payable (1,300 � 850 � 50% � 400) 2,350
Taxation (560 � 350 � 50% � 100) 960
Bank overdraft 2,120 13,430
Total equity and liabilities 22,871

Working

W1 Cost of control (80% Spyder)
$000 $000

Investment in Spyder (2,000 � 80% � $2.50) 4,000 Ordinary shares 1,600
Investment in loan notes (500 � 50%) 250 Loan notes (50%) 250

Accumulated profits 600
(750 � 80%)

Fair value adjustments
(700 � 80%) 560
(300 � 80%) 240

4,250 Goodwill 1,000
4,250 4,250

Goodwill is amortised over a 5-year period, resulting in a charge of $200,000 per annum
for 2 years � $400,000.

W2 Accumulated profits
$000 $000

Unrealised profit (equipment) Balance – Humbug 12,640
(200 � 25/125 � 50% � 3/4 years) 15 Balance – Spyder 2,400

Depreciation – equipment Share of joint venture
(700 � 80% � 2/5 years) 224 (500 � 50%) 250
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Depreciation – software
(300 � 80% � 2/3 years) 160

Minority interest (20% � 2,400) 480
Cost of control (80% � 750) 600
Goodwill amortisation (W1) 400
Goodwill amortisation

( joint venture – see below) 100
Consolidated B/S 13,311 15,290

15,290 15,290

The joint venture – Juke Box

Amortisation 500/5 years � 100 per annum.
The benchmark treatment in IAS 31 requires proportional consolidation to

be adopted for joint ventures, and the benchmark treatment in IAS 22 requires that
only the group share of 80% of the fair value adjustments be included in non-current
assets.

W3 Minority interest (20%)

(b) Explain, with illustrations, the relevant features and
accounting treatment of jointly controlled operations and
jointly controlled assets in IAS 31

Jointly controlled operations

Under such joint ventures each venturer contributes its own assets, incurs its own
expenses and raises its own finance. The contractual arrangement usually contains rules
for the sharing of the revenues from the operations of the venturers. The joint venture
is not a separate legal entity. An example is the European consortium of Airbus
Industries, whereby five European companies each manufacture different parts of the
aircraft and share the revenues from their sale. The accounting treatment of such joint
ventures is that each separate venturer recognises the assets and liabilities they con-
tribute and the income and expenses they earn and incur. The treatment is the same in
both the entity and in the consolidated accounts.

Jointly controlled assets

This involves the joint control of an asset or a related group of assets. The assets will pro-
vide benefits to the joint venturers, in the form of either a service or revenues earned. The

$000 $000
Ordinary shares 400
Accumulated profits

Consolidated B/S 880 (20% � 2,400) 480
880 880

Investment in Juke Box (1,000 ordinary shares � 50% � $3) $1,500
Net assets at acquisition (1,000 shares � 1,000 accumulated profits � 50%)

1,000
Goodwill on acquisition 1,500
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joint venture is not a separate entity. A typical example is an oil pipeline where several
companies contribute to its construction and operation in return for the right to transport
their own oil through the pipeline. Another example may be the joint ownership and oper-
ation of an investment property where each joint venturer takes a share of the rental
income. The accounting treatment is for a joint venturer to recognise its share of any
jointly controlled assets classified according to the nature of the asset, not as an investment
in a joint venture. An oil pipeline would be incorporated in property, plant and equipment.
Similar principles would apply to the recognition of liabilities, incomes and expenses relat-
ing to the joint venture and to both the entity’s and the consolidated financial statements.

Solution 9.6: Holding

(a) Consolidated balance sheet of Holding as at 31 March 2002
$000 $000

Non-current assets
Property, plant and equipment (12,000 � 12,200 � 5,400 � 300

� 4,000 � 1,000) 32,300
Goodwill (W1) (1,800 � 300) 01,500

33,800

Current assets
Inventories (11,250 � (3,000 � 20/120 � 1/2)) 11,000
Trade accounts receivables (3,600 � 2,300 � 700) 5,200
Cash and bank 10,150

16,350
Total assets 50,150

Equity and liabilities
Ordinary shares of 25 cents each 5,000
Reserves
Accumulated profits (W2) 25,850

30,850
Minority interests (W3) 2,400

Non-current liabilities
12% Loan notes (nil � 6,000 � 600 � 200 interest) 6,400

Current liabilities
Trade accounts payable (6,250 � 3,700 � 700) 9,250
Bank overdraft (nil � 1,250) 1,250 10,500
Total equity and liabilities 50,150

Working

W1 Cost of control (75%)
$000 $000

Investment in Sandham 8,850 Ordinary shares 1,500
Revaluation – loan Cost of control (75% � 4,000) 3,000

(600 � 75%) 450 Revaluation – plant (75% � 4,000) 3,000
9,300 Goodwill 1,800
9,300 9,300

Goodwill of $1,800 is depreciated over 6 years � $300 per annum.
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W2 Accumulated profits

W3 Minority interest (25%)

Property, plant and equipment is made up as follows:

Under IAS 40 Investment Properties, once a property is let to a group member it ceases to
be classified as an owner-occupied property and is therefore no longer an investment
property. It should be transferred at carrying value of $5.4m and then depreciated over
its remaining life of 18 years. The revaluation surplus of $600,000 for this year
($6m � $5.4m) must be removed from accumulated profits, as prior to this, under the
fair value model, surpluses would have been included in income.

(b) Brand recognition
(i) Whether a brand should be included in Sandham’s financial statements

The recognition of brands in an entity’s financial statements is governed by IAS 38
Intangible Assets. That standard states that intangible assets can only be recognised where
they embody future economic benefits that will flow to the entity and the cost of the

Balance – Holding 12,000
Balance – Sandham 12,200
Investment property (see below) 5,400
Depreciation of property (5,400/18 years) (300)
Revaluation of plant 4,000
Depreciation (25% � 4,000 1 year) .(1,000)

32,300)

$000 $000
Revaluation – loan (25% � 600) 150 Ordinary shares 500
Consolidated B/S 2,400 Revaluation – plant

(25% � 4,000) 1,000
2,550 Accumulated profits 1,050
2,550 2,550

$000 $000
Depreciation – inv. prop.

(5,400/18 years) 300 Balance – Holding 27,150
Revaluation surplus Balance – Sandham 5,000

(6000 � 5,400) 600 Interest adjustment 200
Depreciation – plant

(4,000/4 years) 1000
Unrealised profit – invent.

(3,000 � 20/120 � 1/2) 250
Minority interest

(25% � 5,000 � 200 � 1,000) 1,050
Cost of control (75% � 4,000) 3,000
Goodwill amortised 300
Consolidated B/S 25,850 32,350

32,350 32,350
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assets can be measured reliably. Also, internally generated brands should not be
recognised as assets. Thus Sandham should not recognise its brand despite its value
being supported by independent consultants.

(ii) Whether a brand should be recognised in the consolidated financial 
statements of Holding and its subsidiaries at 31 March 2002

As regards the consolidated accounts, this is governed by IFRS 3 Business Combinations,
which requires all of a subsidiary’s identifiable assets and liabilities to be recognised at
fair value on the consolidated balance sheet at the date of acquisition. IFRS 3 permits
fair values to be determined by an active market or ‘on a basis that reflects an amount
that the enterprise would have paid for the asset in an arm’s length transaction’. IAS 38
specifically says that certain enterprises have developed techniques for valuing brands
and similar assets, and these techniques can form the basis of a fair valuation of a brand
on acquisition.

The board of Holding was not aware of the brand (or at least its value) at the date of
acquisition, and thus did not include it in its consolidated balance sheet. However, IFRS 3
does permit assets and liabilities that were not recognised at the time of acquisition to be
subsequently recognised where additional evidence becomes available. This may occur
up to the end of the first full accounting period commencing after the acquisition.
Applying this logic it means that it may be possible for Holding to recognise the brand
in the consolidated financial statements to 31 March 2002.

A further problem, however, also arises. IFRS 3 limits the amount that may be recog-
nised as an intangible asset, whose value is determined other than by reference to an
active market, to a value that does not create negative goodwill. In this case it means that
although there is a valuation of $3m for the brand, Holding can only recognise $1.8m
(i.e. equal to the amount of goodwill on acquisition). Any amount above that figure
would create negative goodwill, and this is not permitted.

By recognising the brand on the balance sheet, this effectively would replace goodwill.
The consequences of this are that the brand would be depreciated over 30 years,
whereas goodwill was depreciated over 6 years. IAS 38 further requires that where the
estimated life of an intangible asset is greater than 20 years, the entity must conduct an
annual impairment review of that asset.

Solution 9.7: Hyper

(a) Calculation of consolidated goodwill – acquisition of
Syphon and Andean

Goodwill in Syphon
$m $m

Investment at cost (80% � 30 shares � $8.70) 208.8
Less pre-acquisition dividend (80% � 10 � 9/15) 1.(4.8)
Fair value of net assets acquired 204
Ordinary share capital 30
Pre acquisition reserves (40 � 100 � 9/15) 100
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Revaluation reserve – land (20 � 5) 25
155 � 80% (124)

Goodwill 080

Goodwill should be amortised for the year ended 30 September 2002 equal to
$80m/5 years � 6/12ths � $8m.

Goodwill in Andean

Goodwill should be amortised for the year ended 30 September 2002 equal to
$20m/5 years � 6/12ths � $2m.

(b) Consolidated income statement for Hyper for the year
ended 30 September 2002

$m
Sales revenue (420 � (375 � 6/15) � 20 inter-co.) 550.0
Cost of sales 320 � (190 � 6/15) � 20 inter-co. � (20 � 25/125 � 50% � 2 profit) 378.0
Gross profit 172.0
Operating expenses (40 � (30 � 6/15) � 8 goodwill amortised) (60.0)
Interest (12 � (10 � 6/15) ) (16.0)
Associated company

(40% � 48 � 6/12 � 9.6 � (18 / 3 yrs � 40% � 6/12 � 1.2) � 2 goodwill) 006.4
Profit before tax 102.4
Income tax 20 � (35 � 6/15) � (12 � 40% � 6/12) (36.4)
Profit after tax 66.0
Minority interests (110 � 20% � 6/15) .(8.8)
Net profit for the period 57.2

IAS 28 Accounting for Investments in Associates requires income from associates to be dis-
closed on the face of the income statement, but it does not specify where it should be
positioned or whether it should be pre- or post-taxation. The above includes the associ-
ate’s income as a gross of tax figure before the income tax charge, and the group’s share
of the associate’s tax has been included in the income tax charge.

(c) Calculation of the carrying value of the investment in
Andean

$m
Investment at cost 48.0
Post-acquisition profit before tax 6.4
Less share of income tax (12 � 6/12 � 40%) .(2.4)

52.0

$m $m
Investment at cost (40% � 20 shares � $6) 48
Fair value of net assets acquired
Ordinary share capital 20
Pre acquisition reserves (14 � 36 � 6/12) 32
Revaluation reserve – plant 18

70 � 40% (28)
Goodwill 20
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This is represented by net assets at 30 September 2002 of 70 � fair value adjustment net
of depreciation of $18m � ($18m/3 years � 6/12) � $15m � $85m � 40% �
$34m � goodwill unamortised of $20m � 2m amortised � $52m.

Solution 9.8: Pulp, Fiction and Truth

(a) Consolidated income statement for the year ended 
31 December 2000

Pulp Fiction Truth Adjustments Total
Subsidiary Associate

(3/12) (9/12)
$000 $000 $000 $000 $000 $000

Revenue 30,000 32,000 7,000 (500) (W1) 68,500
Cost of sales (15,000) (16,000) (3,500) (34,500)
Gross profit 15,000 16,000 3,500 34,000
Other operating
Expenses (8,000) (8,500) (1,500) 400 (W1, W2) (17,600)
Profit from
Operations 7,000 7,500 2,000 (100) 16,400
Share of profit

of associate
(40% � 8,000 � 9/12) 2,400 (40) G’w 2,360
(40/75 � 75) (W2)

Investment income 2,850 (2,600) (W3) 250
Interest payable (1,000) (1,200) (250) (300) 40% (2,750)
Profit on disposal 04,400 (2,678) (W4) 1,722
Profit before tax 13,250 6,300 1,750 2,100 (5,418) 17,982
Income tax expense
(1,900 � *500) (2,400) (1,900) (500) 1(600) 40% (5,400)
Profit after tax 10,850 4,400 1,250 1,500 (5,418) 12,582
Minority interest
(25% � 1,250) (312) 12(312)
Group profit 10,850 4,400 1,938 1,500 (5,418) 12,270
*Tax on disposal.

(b) Consolidated statement of changes in equity for the year
ended 31 December 2000

Pulp Fiction Truth Adjustments Total
Subsidiary Associate

(3/12) (9/12)
$000 $000 $000 $000 $000 $000

Opening equity 24,500 5,900 5,250 (1,950) (W5) 33,700
Group profit 10,850 4,400 5,938 1,500 (5,418) 12,270
Dividends (3,000) (2,000) (600) 40% 2,600 (3,000)
Adjustment (6,188) 3,300 2,888 (W4) 0, – 00
Closing equity 32,350 8,300 0,–01 4,200 (1,880) 42,970
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Working
W1 Inter-group transactions: administration charge

W2 Goodwill

W3 Investment income

W4 Profit on disposal of truth

W5 Opening equity
$000 $000

Pulp (15m capital � 9.5 reserves) 24,500
Fiction (100% � (15,900 � 10,000 pre-acq.)) 5,900
Truth (75% � (21,000 � 14,000)) 5,250
Less: fair value adjustment (Fiction) ..(1,000)

34,650

$000 $000
Proceeds on sale 10,000
Net assets sold

Issued capital 8,000
Share premium 4,000
Accumulated profits at 1 January 2000 9,000
Profit for 3 months to 31 March 2000 01,250

(3/12 � 5,000) 22,250
Share of net assets sold (35%) (7,788)
Unamortised goodwill (35/75 � (1,500 � 450 6 yrs)) 1(490)

1,722

$000
Fiction (100%) 2,000
Truth (40% � 1,500) 600
Other (non-group) 2,250 bal. fig.

2,850

Fiction (100%) Truth (75%)
$000 $000 $000 $000

Cost of investment 13,000 12,000
Issued capital 4,000 8,000
Share premium 3,000 4,000
Fair value adjustment 1,000 –
Accumulated profits 03,000 02,000

11,000 14,000
Group share (100%/75%) (11,000) (10,500)

02,000 01,500

Fiction (100 � 4) 400
Truth (to 31 March 2000) 100

500
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Less: goodwill – Fiction (2,000 � 20 yrs � 100 � 5 yrs) 500
– Truth (1,500 � 40/75 � 800/20 yrs � 40 � 7 yrs) 450

00(950)
33,700

W6 Closing equity

Solution 9.9: Harden

(a) Consolidated balance sheet of Harden as at 
30 September 2000

$000 $000
Non-current assets
Property, plant and equipment (W1) 6,440
Patents (250 � 420) 5,670
Goodwill (180 � 72) (W4) 108 778

Investments
Associated company (W6 ) 5,912
Other investments (150 � 200) 350 1,262

8,480

Current assets
Inventories (W2) 5,962
Trade receivables (420 � 380 � 70 � 50) 5,680
Bank 5,150 01,792
Total assets 10,272

Capital and reserves
Equity shares of $1 each 2,000
Reserves
Share premium 1,000
Accumulated profits (W3) 5,052 8,052
Minority interest (20% � 3,400 � 50) 670

Non-current liabilities
Deferred tax 200

$000 $000
Pulp (24,500 � 3,950) 28,450
Add: net gain on disposal (4,400 � 500 tax) 03,900

32,350
Fiction (100% � (18,300 � 10,000 pre-acq.)) 8,300
Truth (40% � (24,500 � 14,000)) 4,200
Less: fair value adjustment (Fiction) (1,000)

43,850
Less: goodwill – Fiction (2,000 � 20 yrs � 100 � 6 yrs) 600

– Truth (1,500 � 40/75 � 800 � 20 yrs � 40 � 7 yrs) 280
00(880)
42,970
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Current liabilities
Trade payables (750 � 450 � 70) (W5) 1,130
Taxation 140
Bank overdraft 1,180 01,350

10,272

Working

W1 Tangible fixed assets

W2 Inventories

W3 Accumulated profits

W4 Cost of control (80% Solder)

Goodwill is amortised over 5 years – $180,000/5 years � $36,000 for 2 years � 
$72,000.

$000 $000
Investment at cost – Solder 2,500 Equity shares 2,800

Share premium 2,400 (500 � 80%)
Accumulated profits 2,960 (1200 � 80%)
Fair value adjustments 2,160 (200 � 80%)

2,500 Goodwill 2,180
2,500 2,500

Harden Solder Harden Solder
$000 $000 $000 $000

Unrealised profit (W2) 4,538 Balance 4,500 1,900
Management charge (W5) 4,5250 Share of associate
Minority interest (W6) 0,160

(20% � 1,900 � 50) 4,2370
Cost of control

(80% � 1,200) 4,5960
Goodwill amortised

Solder (W4) 4,572
Active (W7) 4,548

Consolidated B/S 4,532 1,520 4,660 1,900
4,660 1,900 4,660 1,900

$000
Harden 570
Solder 400
Less unrealised profit (140 � 40/140 � 1/2 � 40%) 6 (8)

962

$000
Harden 3,980
Solder 2,300
Fair value adjustment – land (80% � 200) 2,160

6,440
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W5 Current accounts – elimination of inter-company balances

W6 Associated company – goodwill and carrying value

(b) Specific issues for directors to discuss on trading losses and
insurance claims

IFRS 3 Business Combinations regulates that the assets and liabilities recognised on acqui-
sition are only those that existed at the date of acquisition. That logic is applied to the
two issues in items (i) and (ii):

(i) Trading losses available for future tax relief can represent a deferred tax asset, but
only where their recovery can be assured with a high degree of certainty. Prior to
acquisition there was a certain amount of uncertainty and the directors are correct
in not recognising a deferred tax asset re the losses. However, when Deployed
becomes a member of the Harden group, deferred tax must be assessed on a group
basis and the directors of Harden are confident that the tax losses of Deployed are
utilised on a group basis. IFRS 3 states that any benefit to the group of an acquired
entity’s tax losses should be recognised at acquisition. A deferred tax asset of $60,000
(i.e. $200,000 � 30%) should be recognised as part of the fair value exercise. This
can be treated either as a reduction in the group deferred tax liability or as a deferred
tax asset provided it meets the criteria in IAS 12 Income Taxes.

(ii) The disputed insurance claim is not ‘probable’ and thus, under IAS 37 Provisions,
Contingent Liabilities and Contingent Assets, should not be recognised. However, IFRS 3
states that identifiable assets and liabilities of the acquired entity have to be recog-
nised in the consolidated accounts even if they were not recognised or did not qual-
ify for recognition in the acquired company’s own accounts. A contingent asset may
become a recognised asset and thus be recognised as part of the fair value exercise at
the best estimate of its likely outcome.

$000
Investment at cost 800
Net assets at acquisition (40% � 500 � 100 � 800) (560)
Goodwill 240
Goodwill is amortised at 20% � 240 � 48 for 1 year
Investment at cost 800
Share of post acquisition profit (40% � (1,200 � 800)) 160

960
Amortisation of goodwill (48)

912
Or share of net assets (1,800 � 40%) 720
Share of goodwill (240 � 48) 192

912

Dr Cr
Trade payables 70
Accumulated profits – Solder 50
Trade receivables 120
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Solution 9.10: Horsefield

(a) Consolidated balance sheet of Horsefield as at 
31 March 2002

$000 $000
Non-current assets
Property, plant and equipment (8,050 � 3,600) 11,650
Licence (180 � 60 2 years amortisation) 120
Goodwill (1,170 � 468 2 years amortisation) 702

12,472
Investments
Associated company (W5) 705
Other investments

(4000 � 910 � 3,240 Sandfly � 630 Anthill � 120 fair values) 1,160 1,865
14,337

Current assets
Inventories (830 � 340) 1,170
Trade receivables (520 � 290 � 40 cash in transit) 770
Bank (240 � 40 cash in transit) 280 12,220
Total assets 16,557
Equity and liabilities
Equity shares of $1 each 5,000
Accumulated profits (W3) 8,203 13,203
Minority interest (W2) 364
Non-current liabilities
10% Loan notes (500 � 240) 740
Current liabilities
Trade payables (420 � 960) 1,380
Dividend payable to minority (W3) 10
Taxation (220 � 250) 470
Proposed dividend 200
Bank overdraft 190 02,250

16,557

NB: Proposed dividends should be contingent liabilities not recorded as actual liabilities
on balance sheet as from 1st January 2005 (IAS 10).

Working

W1 Cost of control
Investment in Sandfly (1,200 � 90% � $3) 3,240 Ordinary shares (90% � 1,200) 1,080

Accumulated profits (90% � 800) 720
Fair value adjustments (W4) 270

3,240 Goodwill 1,170
3,240 3,240

Goodwill should be amortised over 5 years at $234,000 per annum for
2 years � $468,000.
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W2 Minority interest

W3 Accumulated profits

Unrealised profit on inventory sold to the associate is $65,000 � 30/130 � 2/3 �
30% � � � $3,000.

The proposed dividend of Sandfly must be allocated as 10% ($10,000) to the minor-
ity and shown as a creditor, as it will be paid in the near future, and 90% ($90,000)
should be credited to group reserves.

W4 Fair value adjustments

W5 Associated company (30% Anthill)

Amortisation of goodwill should be 120/5 years � 24 � 1/2 � 12
The carrying value of the investment in the associate should be:

Share of net assets in associate (30% � 2,000 � 3 unrealised profit) 597
Share of unamortised goodwill (120 � 12) 108

705

Investment at cost (600 � 30% � $3.5) 630 Share capital 180
Accumulated profits

(800 � 600 � 1/2� 30%) 330
630 Goodwill 120
630 630

Cost of control (90% � 300) 270 Investment property 120
Minority interests (10% � 300) 030 Licence 180

300 300

Unrealised profit on inventories 3 Balance – Horsefield 7,300
(65 � 2/3rds � 30/130 � 30%)

Depreciation – licence (180/6 � 2 yrs) (W4) 60 Balance – Sandfly 2,200
Minority interest (10% � 2,200 � 60) 214 Proposed dividend 90
Cost of control (90% � 800) 720 Share of profit of associate
Goodwill amortised – Sandfly (W1) 468 (600 � 1/2 � 30%) 90
Goodwill amortised – Anthill (W5) 12
Consolidated B/S 8,203 8,203

9,680 9,680

Consolidated B/S 364 Ordinary shares (10% � 1,200) 120
Accumulated profits 214

364 Fair value adjustments (W4) 030
364 364
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(b) The matters to be considered in determining whether 
an investment in another company constitutes associated 
company status

For an investment to be classified as an associate company, an entity must have ‘significant
influence’ over the investee. Significant influence is presumed to exist where there is a
holding of 20% or more of the voting power unless the investor can clearly demon-
strate that this is not the case. Conversely, a holding of less than 20% is presumed not
to be an associate unless it can be demonstrated clearly that the investor can exercise
significant influence. Voting rights can be held directly or indirectly or through sub-
sidiaries. IAS 28 Accounting for Investments in Associates excludes subsidiaries and joint ven-
tures from the definition of an associate. These are covered by other separate
accounting standards. The 20% test is not conclusive evidence of significant influence,
and other factors must also be considered. These include decisions as to whether the
investing company:

● has representation on the board of the investee;
● participates in the policy-making decisions of the investee;
● has material transactions with investees; or
● provides managerial personnel or technical expertise to the investee.

Solution 9.11: Portal

(a) Consolidated income statement for Portal Group for the
year ended 31 May 2001

$m $m
Revenue (2000 � 1600 � 625 � 100 inter-co.) 4,125
Cost of sales (1500 � 1400 � 590 � 100 inter-co.

� 2 stock profit � 15 goodwill � 2 depr.) (3,409)
Gross profit 716
Distribution costs (120 � 40 � 13) 173
Administrative expenses (100 � 36 � 17) 153

(326)
Profit from operations 390
Profit on disposal of shares in subsidiaries (W7 ) 15
Share of operating loss of associate (W4 ) (W5 ) (11)
Interest expense (10 � 4 � 10) (24)
Investment income (50 � 60% � 40) 026

396
Income tax expense (90 � 36 � 3 � 40% � 3) (130)
Minority interest (W6 ) 2(25)
Net profit for the year 2241
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(b) Group accumulated reserves at 31 May 2001

Working

W1 Inter-group profit
The inter-company profit included in the opening inventory of Portal was
$20 � 20% � $4m and the closing inventory was $30 � 20% � $6m. The $2m excess
is charged to cost of sales.

W2 Tangible non-current assets – Hub

W3 Calculation of goodwill

Goodwill amortised during the year is 5 � 4 � 6 � 15.

W4 Associated company – Network
Half year (1.12.2000 to 31.5.2001):

$m
Operating profit for 1/2th year before taxation 5
Profit (40%) 2
Less interest payable (20 � 40% � 1/2 year) (4)

(2)
Tax on profit (6 � 40% � 1/2 year) (1.2)
Loss for the period (3.2)

Hub Network
Cost of investment 565 410
Net assets at acquisition (75% � 700) (525)

(80% � 450) (360)
Goodwill 40 50
Amortised – Year 1 (25%) 10

– Year 2 (25% � 1/2) 5
– Year 2 (25% � 1/2 � 60/75) 04 (19) (6) (50/4 � 120/140)

21
Written off on sale of shares (40 � 15 � 15/75) .(5) (25) (50 � 120/240)
Closing balance 16 19

Fair value increase (per note iii) 10
Additional depreciation 20% to reserves 2

20% to income 2 04
06

$m
Portal reserves at 1 June 2000 350
Profit for the year 241
Dividends for the year (20)
Hub reserves at 1 June 2000 (250 � 200 pre-acq. � 2 depr.

� 4 inter-co. pft) � 75% 33
Goodwill written off (10)

594
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W5 Impairment

W6 Minority interest

W7 Profit/loss on sale of investment

Total profit is 16.65 � 1.8 � $14.85m.

W8 Additional depreciation on sale of shares

Depreciation – due to fair value increase as at 1.12.2000 $3.....
Reduction in reserves (3 � 15%) $0.45

Hub Network
$ $ $ $

Sales proceeds 140 200
Cost of investment (15/75 � 565) (113) (205) 410 � 1/2 profit on

27 (5) disposal
Less opening reserves 250 100

profit for half year 42 (8)
profit on acquisition (200) (100)

92 (15%) (13.8) (8) 3.2 (40%)
Add goodwill written off

(40 � 15/75 � 5) 3
Depreciation (W8) 0.45 (1.8)

16.65 (1.8)

$m $m
Hub – profit after tax 84

– inter-group profit on inventory (6 � 4) (2)
– depreciation .(2)

80
(1.6.2000 to 30.11.2000) 40 � 25% 10
(1.12.2000 to 31.5.2001) 40 � 40% 16
Network – loss $16m � 1/2 � 20% ,(1.6)

24.4

$m
Cost of investment in Network ($410m � 1/2) 205
Share of loss for year (16 � 40%) (6.4)
Goodwill written off .1(6).

192.6
Value in use ($460m � 40%) 184.0
Impairment loss 2,(8.6)
Total impairment loss (8.6) � 2 profit � 4 interest 011.0
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Solution 9.12: Vitalise

(a) Financial statements for Vitalise
Income statement of Vitalise for the year ended 30 September 2001

Balance sheet of Vitalise as at 30 September 2001

Statement of changes in equity for the year ended 30 September 2001
Share capital Revaluation Accumulated Total

reserve profits
$000 $000 $000 $000

Balance at 1 October 2000 1,000 250 1,500 2,750
Share conversion option 60 (500 � 440) 60

$000 $000
Non-current assets
Property, plant and equipment (3810 � 250 W4 � 35 W5) 3,525
Investment property (390 � 40) 3,350

3,875

Current assets (1200 � 100) (W1) 1,300
5,175

Equity and liabilities
Share capital, capital and reserves:
Ordinary shares $1 each 1,000
Option to convert (W6) 1,060

1,060
Reserves
Revaluation reserve (110 � 35) 75
Accumulated profits 1,512 1,587

2,647

Non-current liabilities
8% Convertible loan note (440 � 13) (W6) 453
Loan from Easyfinance (250 � 25 accrued int.) (W1) 275 728

Current liabilities 1,800
5,175

$000
Sales revenue (3900 � 250) (W1) 3,650
Cost of sales (2500 � 100) (W1) (2,400)
Gross profit 1,250
Operating costs (250 � 300) (W2) (550)
Loss on investment property (W5) (40)
Foreign exchange losses (W4) (250)

410
Finance costs (65 � 25 loan not sale � 13 conv. loan � W1 and W6 ) (103)
Profit before tax 307
Income tax (260 � 90 extra. item) (W3) (170)
Profit for the period 137
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Revaluation of investment
Property transferred to

realised profits (W5) (140) 140
Revaluation loss (410 � 375) (35) (35)

Profit for the period 137 137
Dividends 1,060 75 1(265) ,,(265)
Balance at 30 September 2001 1,060 75 1,512 2,647

Working

W1 Sale to Easyfinance
There is no international standard on substance over form, but the Framework requires
financial statements to reflect substance. The sale to Easyfinance is not a ‘true’ sale – it
is a secured loan carrying interest at 10% per annum. The sale must be reversed, with
goods going back into inventory and the proceeds treated as a loan as well as accruing
interest of $25,000 for the current year.

W2 Extraordinary item
Under IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors, no extraordinary
items may now be recorded in financial statements. The abortive takeover expenses
relating to Dunsters would therefore be recorded within normal operating activities.
They may need to be disclosed in the notes, if material.

W3 Taxation
As the takeover costs are not extraordinary, its tax effects should be part of the tax
charge on ordinary activities.

W4 Foreign currency
Vitalise has adopted the closing rate of exchange to translate the value of the aircraft
and its related creditor. This is incorrect, as IAS 21 The Effects of Changes in Foreign
Exchange Rates requires that assets are translated at historic acquisition rates $500,000
(FrF3m/6) not $750,000 (FrF3m/4), leading to a foreign exchange loss of $250,000 to
be reported in the income statement. IAS 21 and SIC 11 do permit the loss to be
included as part of the cost of the asset, but only where there is a severe devaluation and
there is no practical means of hedging or settling the liability. This is not likely in the case
of Vitalise.

W5 Properties
The fair value model in IAS 40 Investment Property requires that the movement in invest-
ment properties be reported in the income statement (i.e. loss of $40,000). This differs
from IAS 16 Property, Plant and Equipment. which requires surpluses/deficits to be recorded
as movements in a revaluation reserve. IAS 40 also requires reclassification of any
investment property revaluation reserve surplus (i.e. $140,000 ($390,000 � $250,000)).

W6 Convertible loan
Under IAS 32 Financial Instruments: Disclosure and Presentation, a convertible loan is treated
as a compound instrument with elements of both equity and debt. It must be reflected
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as such in the financial statements. The debt should be valued via discounted cash flow
analysis with any residue allocated to equity.

For the year ended 30 September 2001, the interest cost in the income statement should
be increased from $40,000 to $53,000 (12% of $440,000) by accruing $13,000, which
should be added to the carrying amount of the debt.

(b) Calculation of Earnings Per Share
Basic EPS

Earnings

Profit after tax � $137,000

Number of shares:
Although the bonus issue occurs after the year end, IAS 33 Earnings Per Share requires
that it should be included in the calculation of the EPS. The denominator would there-
fore be 1.2m (1,000 � 6/5).

Earnings per share

($137,000 � 100)/1.2 � 11.4c

Diluted EPS

Earnings

Number of shares

Earnings per share

($178,000 � 100)/1.7m � 10.5c

As per basic 1.2m
Shares under conversion option 0.5m

1.7m

As per basic $137,000
Add loan interest saved ($53,000 (W6 )) � ($40,000 � 30% tax relief ) 1 41,000

4178,000

Cash flows Factor (12%) Present value
Year 1 interest 40 0.88 35.2
Year 2 interest 40 0.78 31.2
Year 3 interest 40 0.70 28.0
Year 4 interest, redemption 540 0.64 345.6
Total value of debt component 440.0
Proceeds of the issue 500.0
Equity component (residual amount) 560.0
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Solution 9.13: Inventure

(a) The nature and acceptability of the accounting practices set
out in (i) to (iv)

(i) Pooling of interests versus acquisition accounting

IAS 22 Business Combinations originally governed the rules in deciding whether or not a
business combination should be accounted for as a ‘pooling of interests’ or as an ‘acqui-
sition’. Where an acquirer could not be identified, then a uniting of interests could have
been indicated. SIC9 made it clear that all relevant facts and circumstances surrounding
the transaction had to be considered. Single characteristics such as relative size and vot-
ing power of the combining enterprise could not be viewed in isolation, or be individu-
ally determinate.

Essentially there had to be a continual mutual sharing in risks and benefits, which
meant, for example, sharing in the management of the combined enterprise. In this
case, the press portrayed the share-for-share exchanges as an acquisition, although this
may not have been at the instigation of either management team. The relative sizes of
the combining enterprises could not be so disparate that one party dominated the com-
bined entity by virtue of its relative size. The market capitalisation of the two companies
is in the ratio 65 : 32 and the fair value of the net assets in the ratio 60 : 30. Therefore,
one would presume that Inventure was the dominant party (this presumption was
retractable if sufficient evidence was available).

All parties to the transaction had to participate in the management structure for the
combined entity. The new management team have all been drawn from Inventure.
However, as the board was made up entirely of personnel from Inventure, this would
seem to indicate an acquisition even though the board was agreed by both parties.

The share exchange transaction did not satisfy the conditions of IAS 22 in terms of
pooling of interests, as the price paid ($35m) was above the market value of Melia’s
shares ($32m) and there was not substantially an equal exchange of voting ordinary
shares. Taking into account the fact that the combination was portrayed as an acquisi-
tion, that the sizes of the parties are quite disparate and that the management of the new
undertaking comprises the directors of Inventure, then it seems as though this was not a
pooling of interests but an acquisition.

(ii) Reorganisation costs

The company has treated the purchase and resale of Caster as a group reorganisation,
and has ignored the requirements of IAS 31 Financial Reporting of Interests in Joint Ventures
and IFRS 3 Business Combinations. Caster had been purchased from a non-group com-
pany on 1 June 2001. Subsequently, Caster was sold to a group company for a loss. This

$m
Market price of Inventure’s shares – 10m � $3.50 35
Fair value of net assets (30)
Goodwill 5.....

Amortisation of goodwill per annum $1.25m
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loss is an inter-group loss and should be eliminated from the income statement. The joint
venture should be accounted for under IFRS 3/IAS28/31, which requires fair values to
be attributed to the investeee’s underlying assets and liabilities, and thus goodwill recog-
nised. Pooling of interests would not be permitted, especially as Melia itself could not
adopt that technique.

In the income statement, joint ventures should report the results of the joint ventures
using the ‘equity’ method under IAS 31. Unlike pooling, only half of the results for the
period will be included in the pre-tax earnings in the income statement. Thus profit after
taxation will effectively fall by $300,000 plus the amortisation of goodwill, and there will
be a corresponding reduction in minority interest. The adoption of the equity method
will effect the calculation of key ratios such as EBITDA, as only half of the profit and
tax expense will be included rather than the full results.

The amortisation of goodwill will be as follows:

Total amortised is $250,000 � $1.25m � $1.5m.

(iii) Operating lease

IAS 17 Leases requires operating lease rentals to be charged to the income statement on
a straight-line basis over the lease term, irrespective of when the payments are made.
A large upfront payment by the lessee should be allocated to the period over which the
benefit is earned. The prepayment should be included in current and not non-current
assets. It should not be included in depreciation at a figure of $40,000 ($200,000/5
years), but should be included in the rental expense at this figure. Comparability will be
affected if the classification of the premium results in high amortisation and low rental
expense, particularly if EBITDA is adopted as a performance measure.

(iv) Retirement benefit scheme

No provision for the fine should be made, as the entity does not have either a legal or a
constructive obligation to pay the fine. It can be avoided by simply setting up a retire-
ment benefit scheme. If it is not in place by next year, a provision, however, would have
to be set up to pay the fine. By providing now, it would be accounting for a future loss.

Both IAS 19 Employee Benefits and the actuaries recommend using high-quality corpo-
rate bond rates to discount the future retirement benefit liability. As the bond rates are
currently low, this produces a high liability. As the scheme is funded by a mix of equity
and bonds, this will produce a better return than bonds alone; however, the retirement
fund may have a market value less than the liability. Thus it may be advisable to consider
moving to a defined contribution scheme where the entity’s only commitment is the
annual contribution and the entity is not committed to account for any shortfalls in
employee pensions. The risk is effectively passed on to the employee.

$m
Purchase consideration 30
Net assets at fair value ($58m/2) 29
Goodwill 1.....
Amortisation over 4 years $0.25m

131 Group accounting – solutions

IASD_ch09Vol2.qxd  6/16/05  7:18 PM  Page 131



(b) Impact on current earnings of changes 
recommended in (a)(i)

Revised income statement for the year ended 31 May 2002

NB: Amortisation 1,250 Melia and 250 Caster � 1,500.

(c) The adoption of EBITDA as a performance measure
EBITDA (earnings before interest, tax, depreciation and amortisation of goodwill) is
now widespread as a measure of performance. The use of EBITDA restricts the advan-
tage of adopting pooling of interests, as the increase in depreciation caused by fair value
reporting and the amortisation of goodwill are removed from the ratio. EBITDA is also
used by analysts, as non-cash items are removed.

In this case, the company has attempted to enhance earnings by the following:

● using pooling of interests to avoid goodwill;
● the treatment of exceptional reorganisation costs and the avoidance of a retirement

benefit cost;
● the capitalisation of the $200,000 initial payment on the operating lease increases

depreciation but minimises operating costs.

Solution 9.14: Bloomsbury

Bloomsbury income statement for the year to 
30 September 2002

$000 $000
Sales revenue (98,880 � 7,200) (W1) � 800 (W2) 92,480
Cost of sales (W1) (61,700)
Gross profit 30,780

$000
Revenue (5,740 � 1,500 joint venture) 4,240
Cost of sales (3,215 � 700 joint venture) (2,515)
Gross profit 1,725
Distribution and administration expenses

(675 � 1,500 amortisation � 100 joint venture) (2,075)
Loss from operations (350)
Share of operating profit of joint venture (50% � 700) 350
Interest payable (60)
Profit on disposal of non-current asset investments 70
Profit before tax 10
Income tax expense (225 � 100 JV � 100 � 50% JV) (175)
Loss after tax (165)
Minority interests (550 � 50% � 600 joint venture) (250)
Net loss for the period (415)

International financial reporting standards in depth 132

IASD_ch09Vol2.qxd  6/16/05  7:18 PM  Page 132



133 Group accounting – solutions

Other operating income:
Agency commission (W1) 1,720
Investment income – surplus on investment property (W3) 500
Investment income – other 700 1,200

Operating expenses (14,000)
Loss on revaluation of property (W3) (2,000)
Loan interest (1,800 � 1,800 accrued) (3,600)
Preference dividends (500 � 500 accrued (W5)) (1,000)

(20,600)
Operating profit 12,100
Taxation (5,000 � 600 deferred tax (W4 )) (4,400)
Net profit for the period 7,700

Bloomsbury – statement of changes in equity for the year ended
30 September 2002

Share capital Revaluation Investment Accumulated Total
reserve property reserve profits

$000 $000 $000 $000 $000
Balance at 1 October 2001 40,000 nil 2,000 6,100 48,100
Surplus on revaluation

of property (W3) 12,000 12,000
Net profit for the period 7,700 7,700
Ordinary dividends (W5) (5,800) (5,800)
Transfer to realised profits (W3) 40,000 11,(600) (2,000) 12,600 1 nil 2
Balance at 30 September 2002 40,000 11,400 1 nil2 10,600 62,000

Bloomsbury – balance sheet as at 30 September 2002
$000 $000

Non-current assets
Property, plant and equipment (W3) 90,800
Investments – investment property (10,000 � 500) 010,500

101,300

Current assets
Inventory 7,500
Accounts receivable (16,700 � 1,200 � 120 (W1) � 200 (W2)) 15,820
Cash 15,500 123,820
Total assets 125,120

Equity and liabilities
Ordinary shares of 25c each 40,000
Reserves:
Accumulated profits 10,600
Revaluation reserve (12,000 � 600) (W3) 11,400 22,000

62,000
Non-current liabilities (W7 ) 41,500
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Current liabilities
Trade and other payables (W6 ) 11,820
Taxation 5,000
Proposed dividends (W5 ) 04,800 21,620
Total equity and liabilities 125,120

Working
W1 Cost of sales

The Brandenberg contract is a sales commission contract, and thus total sales of $7.2m
and cost of sales of $5.4m must be removed from sales and cost of sales respectively.
Similarly, accounts receivable of $1.2m must also be removed. In its place commission
of 10% � $7.2m � $720,000 should be recorded in income and the balancing figure of
$120,000 treated as accounts receivable due.

W2 Joint venture with Waterfront
Under IAS 31 Financial Reporting of Interests in Joint Ventures, the joint venture should be
accounted for as a jointly controlled operation. As such, each party should account for
its own share of assets, liabilities and results according to the terms of the agreement –
i.e. proportionately consolidated.

W3 Non-current assets
Leasehold property:
Where a company chooses to revalue a non-current asset, it must revalue all the assets of
the same class. In this case, therefore, Bloomsbury must recognise the fall in the value of
the 15-year leasehold factory.

The revaluation deficit must be charged to income; it cannot be offset against the surplus
on the other asset. A transfer, however, from revaluation reserve to retained profits must
be made on the other asset as it is realised ($12m/20 years remaining life � $600,000)
per annum.

The properties will now be recorded on balance sheet as follows:

Revalued amount Depreciation NBV
25-year lease $52m $2.6m (20 yrs) $49.4m
15-year lease $18m $1.8m (10 yrs) $16.2m

$70m $4.4m $65.6m

25-year lease – surplus $12m ($52m � (50m � 10m))
15-year lease – deficit $(2m) ($18m � (30m � 10m))

As per trial balance 56,000
Less adjustment for agent sales (5,400)
Depreciation – leasehold (see W3) 4,400
Depreciation – plant and equipment (see W3) 6,300
Share of joint venture cost of sales 61,400

61,700
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Investment property:
Under IAS 40 Investment Properties, movements in the fair value of investment properties
must be taken to income. Also, any previous surplus must be transferred to realised
profits.
Plant and equipment:

W4 Deferred taxation
The temporary timing differences have fallen by $2m, causing a reversal of deferred tax
of $2m � 30% � $600,000. This reduces the tax charge for the year and the deferred
tax liability from $2.1m to $1.5m.

W5 Dividends

W6 Current liabilities

W7 Non-current liabilities
12% Loan note 30,000
10% Redeemable preference shares (W4) 10,000
Deferred tax (2,100 � 600) (W4) 41,500

41,500

Accounts payable as per trial balance 9,420
Share of joint venture creditors 100
Accrued loan interest (10% � $18m) 1,800
Accrued preference dividend 11,500

11,820

Preference dividends (10% � $10m � 6/12) 500
Interim ordinary (bal. fig.) 1,000
Final proposed:

– preference 500
– ordinary (40m � 4 � 3c) 4,800

6,800

$000
As per trial balance 49,800
Share of joint venture 01,500

51,300
Accumulated depreciation 1.10.2001 (19,800)

31,500
Depreciation for the year (20% � 31,500) .(6,300)
Net book value at 30.9.2002 25,200
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Disclosure standards – solutions

Solution 10.1: Portico

(a) The objectives and usefulness of reporting segment 
information

The objective of IAS 14 Segment Reporting is to enable users of financial statements to
obtain a better understanding of past performance by enabling users to better assess the
entity’s risks and returns as they relate to the individual segments of the business. Segment
information enables a more informed judgement about the enterprise as a whole.

Consolidated data ‘hide’ information about how each of the major parts of the
business is performing. There is a need to disaggregate the consolidated data to see
which segments are profit making, and which are subject to significantly different levels
of liquidity, gearing etc.

In addition, over the last 30 years there has been a growth of multinational compa-
nies, and users need to find out how different geographical regions are performing.

Diversified operations represent distinct products or markets with distinct risks and
returns, and it would be impossible to assess the effect these individual segments have
had on past performance and their likely effect on future performance without having
the information disaggregated.

(b) Definition of a reportable segment
A business segment is a distinguishable component of an enterprise which provides an
individual product or service that is subject to different risks and returns from other
business segments. In deciding how to split segments, consideration should be given to
the nature of the product, the production processes, the type of customer, the distribu-
tion methods and the regulatory framework.

A geographical segment is a distinguishable component of an enterprise which pro-
vides products or services within a particular geographical environment that is subject to
risks and rewards that are different from other geographical segments. Factors include
economic, political, exchange control and foreign currency risks etc. These segments can
be based on location of operations (by source) and on location of markets (by destination).

A reportable segment should contribute 10% or more of the enterprise’s figures for:
● sales revenues;
● results (profits or losses);
● total assets.
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If the aggregate of segments satisfying the 10% thresholds is less than 75% of the total
enterprise, then smaller segments become reportable segments until the 75% level is
reached or exceeded.

(c) Main problems of providing segment information
The definition of a reportable segment: although defined in the standard, it is the responsibil-
ity of the directors to decide what the reportable segments should be and on what basis
they should be reported. This obviously leads to considerable subjectivity and possible
lack of comparison with other companies.

Cost allocation and apportionment: decisions about how and which costs to apportion are
subjective, but there must be a ‘reasonable basis’ on which to allocate costs. If it is too
difficult, the costs should not be apportioned but instead treated as unallocated and
deducted from total segment results.

Interest costs: segment results should normally exclude interest charges. However, where
the interest forms a fundamental part of a segment’s results it should be included within
the segment’s results.

The definition of net assets: interest-bearing assets and liabilities should not be allocated, nor
should common assets if they cannot be directly apportionable to segments.

(d) Identification of reportable segments
There are three segments in excess of the 10% threshold:

Engineering 23%
Textiles 22%
Chemicals 20%

65%

This is still under the 75% threshold, so there is a need to include both the travel Agency
segment (8%) and house building (7%).

Recommendation on how the following items should be dealt with

(i) Utility costs: these should be allocated to the individual segments, as there is sufficient
evidence on which to make an accurate allocation of costs (i.e. via invoices).

(ii) Research and development costs: this is clearly a central overhead, and any apportion-
ment is purely arbitrary. There is no obvious connection between research and
development and turnover. They should not be allocated.

(iii) Leasing: the leased assets can be specifically allocated to separate segments and
would appear to be allocable. However, it can be argued that leasing is an integral
part of the total overall financing and therefore should not be allocated.
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Solution 10.2: Global

Report for the Chief Executive Officer of Global
To: Chief Executive Officer, Global
From: Management Accountant
Date: 31 July 2004
Subject: Segmental analysis

Introduction

With reference to your memorandum of the 20 July 2004, I am attaching my analysis of
the performance of the main segments of the group as presented in IAS 14 Segment
Reporting. Each of the segments are investigated in turn.

European segment
The profitability has declined from 10.1% to 9.7%, but this not particularly material.
The return on capital employed has also declined marginally from 21.6% to 20%.
However, in order to find out why this has occurred an analysis of detailed costs would
be required and this not required by IAS 14. It could be due to higher wages costs,
exchange rate differences or even higher interest costs. It is the segment with the highest
turnover, and it has risen slightly over the last year.

There is no difference in asset turnover or in liquidity ratios from previous years, and,
in comparison with American and African segments, liquidity is slightly worse but asset
turnover is better.

American segment
The profitability of this segment has also slightly deteriorated over the year, from 16.1%
to 14.8%, and ROCE from 27.3% to 25%. The margins are slightly higher than in
Europe, but this may reflect lower wages costs. One significant change has been the dou-
bling of profit in the associates in the segment, but there is no indication of the causes
thereof.

The asset turnover has remained steady at 1.70 times per annum, and similarly liq-
uidity shows virtually the same acid test ratio of 2.4 per annum. Again there is no
detailed analysis of the figures, and further breakdowns would be required to be under-
taken to analyse performance properly.

African segment
This segment is clearly the section of the business that needs to be controlled better.
Analysis reveals current losses, albeit those losses have been halved in percentage terms
(from 22% to 10%), and this is reflected in a doubling of turnover – thus spreading the
fixed costs over a greater number of sales. However, it is still in deficit, and further
improvement is vital to its ultimate survival.

The segment’s liquidity is actually quite strong – in fact, more could be made of its
current assets and greater control over stocks and debtors could help reduce the costs of
obsolescence and bad debts.
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One important feature is its high dependence on the other segments. No less than
10% of its sales come from the other segments, so any decision to discontinue the seg-
ment should be considered very carefully if it would have a material detrimental impact
on the other segments’ positions.

Reservations

Apart from the reservations already mentioned above, there are a number of general
observations that need to be made that restrict the usefulness of the segment data:

1. The breakdown into three segments is purely arbitrary, and may not reflect a more
detailed analysis of smaller segments

2. A detailed analysis of expenditure is required to discover why overall profit has
changed

3. An analysis of assets and liabilities needs to be broken down into current and non-
current sections so that a proper analysis of liquidity can be made

4. A detailed analysis of finance costs and cash flows would also help identify issues.

Appendix
Europe America Africa

2003 2002 2003 2002 2003 2002
Return on net 70 69 90 90 (20) (40)

assets (610 � 260) (560 � 240) (610 � 250) (560 � 230) (300 � 100) (270 � 90)
� 20% � 21.6% � 25.0% � 27.3% � (10.0%) � (22.2%)

Profit margin .70 .69 .90 .90 .(20) .(40)
720 685 610 560 440 205

� 9.7% � 10.1% � 14.8% � 16.1% � (4.5%) � (19.5%)
Asset turnover 720 685 610 560 440 205

350 320 360 330 200 180
� 2.10 � 2.10 � 1.70 � 1.70 � 2.20 � 1.14

Acid test ratio 610 560 610 560 300 270
260 240 250 230 100 90

� 2.35 � 2.33 � 2.44 � 2.43 � 3.0 � 3.0
Profitability of 10 .9 12 .5

associates 55 52 36 30
� 18.2% � 17.3% � 33.3% � 16.7%

Solution 10.3: Diversity

(a) The main items of information required to be disclosed
under IAS 14

Companies must identify a ‘primary’ reporting format (either by product/activity or by
geographical area) for its segments. This is normally based on the same format that the
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company adopts for its own internal management structure. The required items of
information for the primary reporting format (for each reportable segment) are:

● sales revenue (split between internal and external sales);
● segment results;
● book value of segmental assets;
● segmental liabilities;
● depreciation and amortisation for the year;
● significant non-cash expenses;
● exceptional items and (via IAS 7) segmental cash flows;
● aggregate of any equity accounted investments (associates/joint ventures) substantially

operating within a single segment.

For secondary reporting segments less information is required – mainly segment rev-
enue, total assets and additions to non-current operating assets.

Geographical analysis re origin of sales and destination is also required.

(b) Segmental information and reporting
(i) The necessity and benefits of segmental information

1. Growth of diversified multinational business requires a disaggregation of consoli-
dated data to determine how each part of the business is performing. The parts may
be conducting operations in different markets and in different products.

2. Consolidated data may conceal a wide range of profitabilities, contributions to cash
flows, risk potentials etc.

3. Segment data are required for analysts to predict the future prospects of the overall
business.

4. Comparison of profit margins by themselves would be insufficient – the asset base is
necessary as well in order to calculate segment ROCEs.

(ii) Problem areas with segmental reporting

1. There may be difficulties in defining what a reportable segment should be. It is obvi-
ously very subjective, and should be changed if a more appropriate analysis is pro-
vided.

2. It is the discretion open to directors to decide what their segments are that could
potentially hide important information within a segment.

3. There are problems in apportioning common costs – e.g. head office expenses. This
should only be carried out if done on a reasonable basis. It will lead to inconsisten-
cies across reporting entities, as some apportion and others do not.

4. Interest costs pose similar problems. Often they are regarded as common costs of
financing, but if specific to a segment they should be allocated across the segments
concerned.

5. There is a problem with the definition of net assets. If interest is included, then so
should finance be included in segment liabilities.
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6. There are problems of confidentiality in disclosing too much information about
sensitive segments.

(c) Segmental report for Diversity to 31 March 2000
Engineering Chemicals Supermarkets Elimination Consol

$ million $ million $ million $ million $ million
Revenue
External sales 400 300 200
Inter-segment sales 020 040 0nil (60)
Total sales 420 340 200 (60) 900
Segmental result (W1) 45 79 25 149
Unallocated costs
Central administration (37)

expenses
Interest (10% on (12)

debentures of 120)
Profit before tax 100

Other information
Segment/consolidated 328 282 130 740

assets (W2)
Segment liabilities (W2) (140) (120) (30) (290)
Unallocated corporate (120)

liabilities
Consolidated total (410)

liabilities
Amortisation of goodwill (6) (14)

There is no information re other disclosures required by IAS 14 (revised), as the infor-
mation is not provided in the question.

Working

W1 Segmental profit
Engineering Chemicals Supermarkets

Cost of sales (80% � 400) 320 (60% � 300) 180 (75% � 200) 150
Inter-segment cost of sales 20 (60% � 40) 24 nil
Distribution and administration 24 38 25
Goodwill (allocated 30%) 6 (70%) 14 nil
Interest on finance lease (50%) 515 (50%) 515 .0nil

375 261 175
Total sales 420 340 200
Segmental profit 045 079 025

W2 Segment assets and liabilities
Segment assets
Goodwill (30% � 60) 18 (70% � 60) 42 nil
Owned fixed assets 150 120 100
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Leased assets (60% � 150) 90 (40% �150) 60 nil
Current assets 570 560 530

328 282 130
Segment liabilities
Current liabilities (40) (20) (30)
Lease obligations (50% � 200) (100) (50% � 200) (100) (nil

(140) (120) (30)

Part of the interest cost (i.e. on finance leases) to those segments that have the finance
lease obligations should be allocated. However, debenture costs cannot be specifically
allocated. IAS 14 normally expects all interest costs to be treated consistently; thus either
they should all be allocated, or none at all. Obviously the same approach would be
applied to their related obligations.

Goodwill would normally be carried as a common asset and cost, but in this case the
goodwill relates solely to the engineering and chemicals segments of the reporting entity.

IASD_ch10Vol2.qxd  6/15/05  5:45 PM  Page 142



11
Employee benefits, pension 

schemes and share-based 
payment – solutions

Solution 11.1: Klondike

(a) Relevant features and required accounting treatment of
defined contribution and defined benefit schemes

Defined contribution schemes

These schemes define the contributions which employers/employees are prepared to
invest in a pension scheme portfolio. The fund is usually managed by a third party. If the
funds do not perform, then the employee/pensioner loses. There is no legal requirement
for an employer to make good any shortfalls in pension expectations. Thus, from an
employer’s perspective, the accounting treatment is simple. Whatever contributions are
payable, those represent a fair charge against income as the risks lie solely with the
employee, not the employer.

Defined benefit schemes

These are often known as final salary schemes, as the pension is promised by the employer
to the employee based on years of service and on the final salary at date of retirement.
They are ‘open ended’ in that the risk is always with the employer to make good any short-
fall in pension provision. The majority of defined benefit schemes are funded – i.e. the
employer makes cash contributions to a separate fund. The employer makes contributions
to a fund to build up assets sufficient to meet its contractual obligations. The main prob-
lem is the uncertainty that surrounds the future, particularly the total liabilities that will
eventually have to be paid out. They will be determined by inflation rates, salary increases,
life expectancy, labour turnover rates etc. These assumptions need to be examined and
reassessed regularly by actuaries who advise employers as to the appropriate funding to
make. Ideally assets in the fund should match the expected liabilities, but even the asset val-
ues can change dramatically – as the recent slump in the stock market has shown.

As it will be rare for pension fund assets to match the expected liabilities, a
deficit/shortfall will regularly emerge. In the case of a deficit the employer should
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increase the contributions payable, and in the case of a surplus then a contribution
holiday or perhaps a refund could occur.

The accounting treatment is much more complicated for defined benefit schemes.
The cost of providing pensions should be charged to the accounting periods in which the
benefits are earned by the employees.

Where an actuarial gain or loss arises (caused by actual events differing from forecast
events), IAS 19 requires a 10% corridor test to be made. If the gain/loss is within 10%
of the greater of the plan’s assets or liabilities then the gain or loss may be recognised in
the income statement, but it is not required to be. When the gain/loss exceeds the 10%
corridor, then the excess has to be recognised in the income statement over the average
expected remaining service lives of the employees. This should result in the removal of
any large variations in reported profits due to changes in actuarial assumptions.

As a result, the following items should be recognised in income:

● current service cost (i.e. increase in the plan’s liability due to the current years service
from employees);

● interest cost (i.e. an imputed cost caused by the unwinding of the discount);
● expected return on plan assets (i.e. increase in the market value of the plan’s assets);
● actuarial gains and losses recognised under the 10% corridor rule;
● costs of settlements or curtailments.

(b) Extracts of financial statements
Income statement (extracts)

$000
Current service costs 160
Interest cost (10% � 1,500) 150
Expected return on assets (12% � 1,500) (180)
Recognised actuarial gain (W3) .0(5)
Post retirement cost 125)

Balance sheet (extracts)
$000

Present value of obligations 1,750
Fair value of plan’s assets (1,650)

0 100
Unrecognised actuarial gains (W1) 140
Liability recognised in balance sheet 240

Working

W1 Unrecognised actuarial gains
Unrecognised actuarial gain at 1 April 2001 200
Actuarial gain on plan assets (W2) 10
Actuarial loss on plan liability (W2) .(65)
Gain recognised (W3) .0(5)

140)
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W2 Movement in plan assets and plan liabilities
Plan assets Plan liabilities

$000 $000
Balance at 1 April 2001 1,500 1,500
Current service costs 160
Interest (1,500 � 10%) 150
Expected return (1,500 � 12%) 180
Contributions paid 85
Benefits paid to employees (125) (125)
Actuarial gain (bal. fig.) 0,210
Actuarial loss (bal. fig.) 1,650 0,065

1,650 1,750

W3 Calculation of excess surplus on defined benefit scheme
Net cumulative unrecognised actuarial gains at 1 April 2001 200
10% corridor (1,500 � 10%) 150
Excess 050

$50,000/10 years � $5,000 actuarial gain to be recognised.

Solution 11.2: A

(a) Four key issues in the determination of the method of
accounting for retirement benefits re defined benefit plans

Defined benefit schemes are open ended liabilities for employers. Some of the key issues
facing employers in accounting for these schemes are:

1. The determination of the expense – the need to establish a method for recognising
and measuring employee benefits. Under IASs, an accruals basis must be adopted
rather than cash.

2. The valuation of defined benefit assets – should they be market values?
3. The measurement of plan liabilities – scheme liabilities need to be valued using an

actuarial approach. There are two alternative valuation methods: the accrued bene-
fits and prospective benefit approaches.

4. The frequency of actuarial valuations – these are expensive, but should be carried
out annually or triennially.

5. The recognition of actuarial gains and losses – whether these should be over the
employees’ remaining service lives or immediately on the balance sheet. The problem
is the volatility created on actuarial gains and losses.

6. Plan amendments – the decision to improve benefits requires thought as to how the
cost should be recognised in performance.

7. The nature of the discount rate adopted.

(b) How IAS 19 deals with the issues
IAS 19 Employee Benefits focuses on current values and is on a balance sheet perspective.
The surplus/deficit in the fund is to be determined annually, with assets being  measured
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at fair value at the balance sheet. Scheme liabilities should be measured on an actuarial
basis using the projected unit basis and a corporate bond to discount the obligations.
The net amount appears in the employer’s balance sheet as an asset or liability.

Under IAS 19, full actuarial valuations should occur with sufficient regularity such
that financial statements do not differ materially from amounts that would be deter-
mined at the balance sheet date. The balance sheet asset cannot exceed the net total of:

● unrecognised actuarial losses and past service costs; and
● the present value of any available refunds from the plan or reduction in future contri-

butions to the plan.

Gains and losses measured at the year end are reflected in subsequent years. The amor-
tisation of the net gain/loss is required if it is in excess of 10% of the greater of the
defined benefit obligation or the fair value of the plan assets. The period of amortisation
cannot exceed the average remaining service period.

IAS 19 provides a choice of possibilities of how to deal with the amount of profit/loss
not recognised in the income statement. The actuarial gains/losses can be deferred if
the cumulative amount remains inside the 10% corridor. Any amount outside the corri-
dor can be amortised over a shorter period than the working lives of employees, or even
immediately, so long as the approach adopted is consistent.

(c) Calculation of the amount that will be shown as the net
plan asset in the balance sheet of A as at 31 May 2001

Balance sheet (extracts)
$m

Present value of obligations 2,000
Fair value of plan’s assets (2,950)
Net surplus 950
Unrecognised actuarial gains (W1) (692)
Asset recognised in balance sheet (258)

Income statement (extracts)
$m

Current service cost 70
Past service cost 25
Interest on liabilities 230
Actuarial gain recognised (W2) (5)
Return on scheme assets (295)
Net charge to income statement 0(25)

Movement in plan surplus
Opening surplus (1,970 assets � 1,500 liabilities) 470
Unrecognised actuarial gain (247)
Opening net surplus 223
Net charge to income statement (25)
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Contributions paid 060
Closing surplus (2,950 assets � 2,000 

liabilities � unrecognised actuarial gains 692) 258

Working

W1 Unrecognised actuarial gains
Unrecognised actuarial gain at 1 June 2000 247
Actuarial loss on plan liabilities (2,000 � 1,500) (500)
Actuarial gain on plan assets (2,950 � 1,970) 980
Net contributions in the year (60 � 25 � 5) (30)
Gain recognised (W2) .0(5)
Unrecognised actuarial gain at 31 May 2001 692)

W2 Calculation of excess surplus on defined benefit scheme
Net cumulative unrecognised actuarial gains at 1 June 2000 247
10% corridor (1,500 � 10% or 10% � £1,970) (197)
Excess (050)

$50,000/10 years � $5,000 actuarial gain to be recognised.

Solution 11.3: G

(a) Income statement for the year ended 31 December 2000
$m $m

Revenue 1,000
Cost of sales (240 � 5 addit. lump sum � 2 addit. charge) 237
Gross profit 763
Distribution costs (100 � 8 bad debt) 108
Administration expenses 130

238
Profit from operations 525
Interest payable 095
Profit before tax 430
Income tax (120 � 10 over-provision � 80 deferred tax) 190
Profit on ordinary activities after taxation 240
Dividends paid 040
Net profit for the period 200

Balance sheet as at 31 December 2000
$m $m

Non-current assets
Property, plant and equipment 2,400
Goodwill 1,900

4,300
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Notes to the accounts
1. Taxation

Current tax charge for the year 120
Over provision of current tax in previous years (10)
Increase in provision for deferred tax 080

190

2. Dividends
The company has proposed a final dividend of $60m. This is a contingent liability, and
should be disclosed in the notes to the financial statements.
3. Pensions
The company operates a final pay defined benefit pension scheme. The assets of the
scheme are held separately from those of the company. Under IAS 19, unless the sur-
plus/deficit is more than 10% no spreading of that deficit/surplus should be under-
taken. However, the directors have decided to spread the deficit of $20m over the
average remaining lifetime of employees in the pension scheme.

$m
Regular pension cost 8
Variation from regular cost ($20/10 years) 02
Net pension cost 10

The $3m prepaid pension cost is not recoverable within 1 year.

Current assets
Inventory 110
Trade and other receivables (90 � 8 bad debt) 82
Prepayments (pension 5 paid � 2 charged deficit) 3
Bank 010

4,205

Total assets 4,505
Equity and liabilities
Issued share capital 500
Share premium 400
Accumulated profits (1,875 � 200 net profit) 2,075

2,975

Non-current liabilities
Interest bearing borrowings 1,100
Deferred tax (200 � 80 charge) 1,280

1,380

Current liabilities
Trade and other payables 30
Taxation 1,120

4,150
4,505
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4. Share capital and premium

Share capital Share premium
$m $m

Balance at 31 December 1999 400 360 bal. fig.
Issued during the year 100 040
Balance at 31 December 2000 500 400

5. Post-balance sheet event – IAS 10 (Non-adjusting event – to be disclosed in the notes)
A claim for damages of $2m was lodged by a member of the public against the com-
pany, after the year end, for serious injury. The matter has now been placed in the hands
of the company’s solicitors, who are of the opinion that this amount will have to be paid
in compensation. The amount is considered material by the directors.

(b) Earnings per share (in accordance with IAS 33)

Earnings $m
Earnings after taxation 240

Capital structure
Shares prior to full issue 400 � 2/12 � 67
Shares post-full issue      500 � 10/12 � 417

484

Earnings per share � $(240m/484m) � 100 � 49.6 c.

(c) Why is such detailed guidance for EPS necessary?
EPS is recognised by many analysts as the ‘key’ measure of a company’s performance,
as it encapsulates the overall performance for the year. That can then be compared with
previous years, as well as to other companies in the industrial sector. Because it is a rela-
tive figure rather than absolute performance, it can relate the monies invested by share-
holders to their actual return and let ordinary shareholders have a perspective on how
that investment has been performing as opposed to alternative investments, not just in
the equities market but also in bonds and property.

There are many possible variations in how to calculate EPS – whether it should
include only ongoing activities, exclude amortisation and depreciation etc. There is a
need therefore to find a common method of calculating the ratio and, in particular, to
find a common solution across the world so that cross-border listings are made compa-
rable with domestic entities.

(d) What is diluted EPS and why should it be disclosed?
Many companies issue financial instruments which at present do not qualify as ordinary
shares but have the ability to do so in the future. If they exercise their powers they will
have the effect of spreading the income ‘cake’ over a greater number of shareholders,
and thus it is important for existing shareholders to find out precisely how much worse
off they will be when those options are exercised.

149 Employee benefits, pension schemes and share-based payment – solutions

IASD_ch11Vol2.qxd  6/15/05  5:56 PM  Page 149



There are three main types of diluted securities: convertible preference shares,
convertible loans, and share options. In order to find out how much worse off the existing
ordinary shareholders will be, the basic earnings are adjusted for the saving in preference
dividend and net of tax interest on the former two, as these will no longer have to be
paid. The basic capital structure will be adjusted by the number of ordinary shares that
convertible loans/shares will be entitled to based on the highest number that they could
get their hands on. For options the calculation is a little different, as they will be bringing
in cash resources up to the amount of the exercise price so the only dilutable effect is the
fact that the exercise price is below the current quoted price. That difference and that
percentage of the total shares only should be recorded on the bottom line.

Example – options
Exercise price $4
Market price $5
Number of options 1m
Number to be recorded on bottom line for diluted EPS
1m � 1/5 � 200,000

There is no adjustment to the top line, as no interest/dividends are currently been paid
to the holders of options.

Solution 11.4: SNOB

Note explaining the issues raised
To: Manager
From: Assistant Management Accountant
Date: 14 January 2005

Accounting issues emerging from recent seminar attended by yourself in Rome

(i) Issue (a) Share-based payment
The practice of issuing share options in exchange for goods and services has become
particularly popular over the last few years, particularly in the high tech and start-up sit-
uations, where companies need to attract high-quality graduates but cannot afford to
pay them large salaries so they offer them a ‘piece of the action’ as the company takes
off. Where goods and services are paid for in cash, the double entry is to credit bank and
debit income. The IASB has taken the view that share options are a form of employee
remuneration and are part of the ‘true’ cost of employing staff, and therefore they
should be matched against the revenue that they generate from the goods and services
generated by those employees. It is a profit and loss approach rather than a balance sheet
approach to setting standards, which actually goes against the IASB’s own Framework.
The standard, IFRS 2 Share-Based Payment, published in March 2004, does not worry
about whether or not the options are actually realised, and thus the value of the options
remains permanently on the balance sheet and is not removed.
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The most common form of share-based payment is to reward employees for services
undertaken, although it is also equally applied to suppliers if they are paid in that form.
The principle upon which the accounting treatment is based is that employees have pro-
vided services which, were they settled in cash, would certainly result in a charge to
income, and therefore a fair presentation can only be achieved if a similar charge is
made for share-based payments.

The biggest problem is deciding the charge to be made to income. First, it should be
a fair value which could be measured either by reference to market prices of quoted
securities or, if unquoted, by reference to an appropriate option pricing model. These
values would be regarded as surrogates for the fair value of goods and services generated
by the employees, which would be very difficult to measure. A second issue is the date
that the fair value should be measured. If the share-based payment is to be settled by
equity, that fair value should always be based at the date of the original grant of the
options and the actual charge to income ultimately must be based on the actual number
of employees who have achieved their targets and are therefore entitled to exercise their
rights. For cash settled transactions, ultimately it will be the intrinsic value of the shares
at the date of exercise, but if not exercised it will be based on their fair value each year
until the date of expiry, when a transfer may be made from debt to reserves as these are
treated as liabilities initially.

As our own share-based payment agreements are share appreciation rights, we will
initially have to debit income and credit liabilities with the fair value of the options using
the Black Scholes Model and then subsequently adjust to intrinsic value when they are
exercised, and finally transfer any unexercised options after the expiry date from debt
into reserves.

(ii) Issue (b) Non-financial disclosures
Financial reports are only part of the overall information provided to users when seek-
ing to acquire useful information about an enterprise. These traditionally have tended to
look backwards and to focus on the needs of one particular user group – the equity
investor. Effectively, other users such as creditors, the public and government need to
look beyond the annual report to meet their specific needs.

However, it has now become acceptable to introduce more social and environmental
reporting inside the Annual Report. That has been encouraged by professional bodies,
and often companies have tended in the past to provide a separate social and environ-
mental report. The advantage of publishing these reports is that it can improve the 
quality of information available to the workforce, which can engender a contented work-
force and a contented local community who might otherwise be concerned about the
impact that the company has on its local environment. There is also increasing stringent
environmental legislation being introduced, which is beginning to result in major fines
being paid for not having environment-friendly policies. In Europe new polluter licences
are being awarded to manufacturing industries which will be tradable in the open mar-
ket, so it is better to be ahead of the game and disclose current policies in the annual
report so that no surprises are around the corner.

Social and environment disclosure is voluntary at present, but it is very likely that it
will become compulsory in the future. Such disclosure is already perceived to be best
practice in large and listed corporations, and it is very likely that this could be extended
to companies of a similar size to ours. It would therefore be advisable to consider
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seriously our overall social and environment policies and begin to record some of these
policies within the annual report.

(iii) Issue (c) Off balance sheet finance
Off balance sheet finance (OBSF) is a term used to refer to any situation where an entity
has deliberately entered into a transaction that results in a financial obligation not being
displayed on the balance sheet as a liability. There have been hundreds of these schemes
developed over the years, and clearly there is a danger that the full impact of a com-
pany’s borrowings may not be reflected on the balance sheet. Entities may wish to leave
such finance off balance sheet for the following reasons:

● a high level of borrowings is seen by many users as indicative of financial instability
and leads to very high gearing ratios being presented;

● the entity may have legal covenants regarding their permitted level of borrowings that
could be breached if these OBSF obligations were to be reported on balance sheet;

● the recognition of a borrowing on balance sheet is always associated with a related
asset, otherwise the double entry would not be complied with. Increased asset values
lead to increased capital employed, which can reduce key performance ratios.

Unlike in the UK/Ireland, there is no international accounting standard that specifically
covers OBSF, although finance leases must be capitalised under IAS 17 Leases. However,
The Framework for the Preparation and Presentation of Financial Statements has, as a basic princi-
ple, the notion that transactions should be accounted for in accordance with their
economic substance rather than their legal form.

It is likely that, at some stage in the future, the IASB will develop an international
financial reporting standard that will abolish the distinction between finance and oper-
ating leases. This is because the leasing industry has attempted deliberately to ensure
that as many leases as possible be classified as operating and thus kept off balance sheet.
Thus a fair presentation of the financial statements has not been possible. That may be
the start of a more comprehensive international standard on the subject. However, to
date the ASB is the only standard setter that has set a general substance standard – FRS 5
Reporting the Substance of Transactions.

The impact on ourselves in the immediate future will be the on operating leases that
we hold on some of our properties. Undoubtedly these will, in the next few years, be
reclassified as finance, and this could have damaging impact on our current gearing
ratios. This will need to be carefully investigated over the next two years.
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12
Financial instruments – solutions

Solution 12.1:

(a) The strengths and weaknesses of historical cost accounting
The main strengths of adopting historic costs are as follows:

● it is easy to understand;
● it is objective as the original costs are usually factual;
● it can be reliably measured;
● it has been used since accounting began, so users are familiar with it.

The main weaknesses, however, are that:

● for non-current assets, historic cost bears no relation to their actual value;
● depreciation is inadequate to replace the asset;
● holding gains are included in profit whereas they are needed to maintain the existing

operating capacity of the business;
● assets which have no original cost are ignored (e.g. homegrown brands).

(b) Why current value is more appropriate for 
financial instruments

Financial instruments have always been very volatile in terms of their valuation. They
vary as the stock market, interest rates and exchange rates change; thus to keep them at
their historic cost would not reveal their true worth – which is important, as they can
crystallise very quickly into real assets or liabilities. Only by keeping the values up to date
can users have any confidence in their overall worth.

Financial instruments can often have no initial cost as their value derives from an under-
lying financial instrument, so if they were to be recorded at cost they would not appear at
all on the balance sheet. In that case it is essential to fair value the instruments so that users
have a better idea of what impact they would have on the business if they were to crystallise.

(c) Why were the disclosure requirements of
IAS 32 inadequate?

IAS 32 Financial Instruments: Presentation and Disclosure was published to improve the notes
to the accounts with regard to financial instruments, but it did not impact on the balance
sheet itself. Readers rarely look at the notes, and they expect the balance sheet to reveal
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a fair presentation without having to delve into quite complicated notes. Also, IAS 32 did
not bring any rules as to how to measure financial instruments at fair value, so the risks
attached to many instruments might not necessarily be picked up by the reader.

IAS 32 did try to alter the presentation of financial instruments by insisting on them
being recorded according to their substance. In that regard, redeemable preference
shares are now classified as debt and convertible loans are split, being their equity and
their debt elements on the balance sheet.

IAS 32 is now backed up by IAS 39 Financial Instruments: Recognition and Measurement,
which forces reporting entities to fair value many of their financial instruments and to
record these values on the balance sheet, as well as revealing any gains/losses thereon
within the income statement for the year and not in reserves.

(d) The likely impact of international accounting 
practice of IAS 39

The implementation of fair value reporting is a political hot potato. It has reached the
highest level of politics, with the French president, Jacques Chirac, putting his weight
against the adoption of IAS 39 in its full entirety into European accounting practice. In
this he is abetted by the large French banks, particularly Credit Lyonnais, which are very
concerned about the impact of increased volatility in the banks’ performance statements.
They believe it will lead to the need to retain more resources in the business to combat
that volatility, and thus less resources to be lent out to their customers. It is argued that this
could have a serious detrimental impact on the French economy. As a result, the EU has
decided to ‘carve out’ large parts of IAS 39 from being implemented in January 2005.

Solution 12.2: Tall

(a) What are the problems in the way that financial 
instruments have been accounted for in the past that 
have led to the issuance of these standards?

Financial instruments, and particularly derivatives, have always posed problems for both
investors and accountants to understand. The Nick Leeson affair, resulting in the
ultimate collapse of Barings Bank in London, is one of many scandals pertinent to 
the issue.

The newer financial instruments have the ability to transform the risk profile of
a reporting entity in a way that was never foreseen a few years ago. A derivative,
for example, can be acquired for zero cost and thus not recorded on the balance sheet.
However, it can be used to convert a floating rate liability of one currency into a fixed
rate liability of another, or to hedge the fact that future sales may be worth less in a year’s
time as the local currency might strengthen in the meantime.

The value of a derivative, therefore, can change significantly from day to day and year
to year. Unfortunately, under the historical cost system these potential large gains and
losses are not reported until they realise and by that stage it is too late to save the company.
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The system also leads unscrupulous accountants to ‘cherry pick’ and manoeuvre unrealised
gains into bad years and vice versa.

IAS 32 has been brought in mainly to ensure that the substance of these financial
instrument transactions is presented on the balance sheet and proper disclosure
provided. IAS 39 goes further and details how to apply the fair value model to both
measuring and recognising these financial instruments on the balance sheet.

(b) Memorandum to assistant re Tall
To: Assistant Management Accountant
From: Management Accountant
Date: 20 January 2005
Subject: Accounting treatment of new funding arrangements

Presentation of financial instruments

You have expressed the opinion that both the new 15m $1 bonds and the 10m $1
preferred shares should be classified as equity on the balance sheet on the grounds that
legally the preferred shares are in fact shares, and because it is likely that the bond-
holders will elect to convert their bonds into equity in 5 years’ time and they therefore
have similar characteristics to the preferred shares.

Unfortunately your recommendation is not in line with IAS 32, which governs both
the presentation and the disclosure of financial instruments. Under IAS 32, a distinction
is made between those instruments which are equity and those which are debt. As the
company has a legal obligation to redeem the bonds on maturity they must be treated as
debt, but they also have to take into account the equity element. Thus IAS 32 requires
us to adopt ‘split accounting’ by breaking up the instrument into its debt and equity
components separately and thus reflecting the substance of the arrangement.

The preference shares, if non-redeemable, could be treated as equity, but there 
is a clear redemption date and the company cannot avoid paying back the principal
at that time. They should therefore be classified as debt, and not equity, on the
balance sheet.

(i) Computation of the finance cost

I understand that you have no idea of how to deal with the associated finance costs
involved with the two instruments as regards treatment in the income statement.

The measurement of financial instruments is governed by IAS 39. Under that
standard, most instruments must be fair valued – i.e. marked to market.

The bonds and preferred shares will therefore carry the following finance costs:

● the amounts paid to the holders via interest and/or dividends; and
● the increase or decrease in the fair value between the start and end of the year.

In both cases the full charge will be recorded within ‘finance costs’ – the preference
charge is therefore regarded as a ‘true’ expense rather than the current legal appropria-
tion of profit treatment.
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(ii) Possible adoption of uniting of interests method of consolidation

The original accounting standard, IAS 22 Business Combinations, only permitted the
adoption of uniting of interests consolidation (i.e. merger accounting) in very rare
circumstances. However, due to particular problems emerging in the United States and
the fact that they abolished uniting of interests or pooling in August 2001, the rest of the
world has had to follow suit. All the major standard setters, bar the ASB in Great Britain
and Ireland, have followed the US pattern and abolished the model. The IASB
published their updated standard in March 2004 with the same title as IAS 22, and have
agreed to follow the US line and also abolish the technique.

Effectively it now means that regardless of the source of funding for a business
combination it will have to be consolidated through the purchase or acquisition method.
An acquirer will need to be identified and a fair value exercise will have to be undertaken
in all circumstances. Goodwill will be created as a residual but also as a permanent asset
that will have to be reviewed for impairment on an annual basis. There will be scope to
bring in ‘other intangibles’ instead of classifying the residual as goodwill, as long as these
can be reliably measured and there is a probability of benefits flowing from them.
Expectations are that a number of very unusual ‘new’ intangible assets will emerge, to
include trade dress, customer lists, secret recipes etc. These can still be amortised over
their estimated useful lives, and this might considerably reduce the impact of goodwill
impairment.

International financial reporting standards in depth 156

IASD_ch12Vol2.qxd  6/15/05  5:57 PM  Page 156



13
Sundry financial reporting 

standards – solutions

Solution 13.1: The Lucky Dairy

Advice to directors
IAS 41 Agriculture prescribes the accounting treatment, presentation and disclosures
related to agricultural activity. A biological asset such as a dairy herd should be mea-
sured at each balance sheet date at its fair value less estimated point of sale costs, except
where the fair value cannot be measured reliably. The fair value of cattle is the price in
the relevant market less the transport and other costs of getting the cattle to that market.
Any gains or losses arising from a change in fair value should be included in net profit or
loss for the period in which it arises. IAS 41 encourages companies to separate the
change in fair value less estimated point of sale costs between that due to physical
changes and the portion attributable to price changes. The calculations are in the
Appendix. The company is encouraged by IAS 41 to provide a quantified description of
each group of biological assets. Thus the cows and heifers should be shown and
quantified separately in the balance sheet.

Milk should be valued under IAS 41 at its fair value at the time of milking less
estimated point of sale costs. However, due to the bad publicity the inventory of milk has
risen tenfold from 50,000 kilograms to 500,000 kilograms. There is a need to ascertain
whether the milk is fit for consumption and whether there will be a need to dispose of
some of it. The quantity of milk which will not be sold should be determined and
written off the value of the inventory. This amount should be disclosed separately in the
income statement under IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors
as it has arisen due to the disease in the cattle.

Unconditional government grants should be recognised as income under IAS 41
when and only when the government grant becomes receivable. Although there had
been a statement on 1 April 2002 that the grant was to be paid, it was only on 6 June
2002 that an official letter was received stating the amount to be paid to Lucky, and
therefore the $1.5m should be recognised as income in the year to 31 May 2003.

IAS 37 Provisions, Contingent Liabilities and Contingent Assets indicates that where there is a
present obligation as a result of a past event which will probably result in an outflow of
resources, then a provision should be recognised for the best estimate to settle the
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obligation. In this case the lawyers have indicated that it is probable that Lucky will
become liable for the illness of consumers of the milk, and that therefore a provision for
$2m should be made.

IAS 37 is quite specific on expected reimbursement of costs. Such reimbursement
should only be recognised when it is virtually certain that it will be received. In this case
the reimbursement is only ‘possible’, and therefore an asset will not be recognised for
the compensation which may be paid by the government. However, the expected
reimbursement will be disclosed in the financial statements, stating that there has been
no asset recognised for that expected compensation payment.

Given the various events that have affected the company during the period, it would
seem that consideration should be given to the impairment of the herd’s value in the
Dale region as it is the only one affected by the disease. The Dale region can be identi-
fied as a separate cash generating unit (CGU), and where a biological asset’s fair value is
not reliable it should be valued at cost less any impairment losses. In the Appendix this
value is shown at $1.2m.

IAS 35 Discontinuing Operations is operational once an ‘initial disclosure event’ has
occurred. Under the IAS, this is deemed to be the earlier of when the company
entered into a binding sale agreement or when the directors have approved the
detailed plan for the discontinuance and announced it. In the case of the Dale region,
although it has approved the plan it has not been announced officially, although a
newspaper has published an article on the possible discontinuance. A constructive
obligation has to have been created, and for this to be a valid expectation that the Dale
region farms will be sold must also have been created. The Dale region satisfies the
criteria of IAS 35 whereby the component of the company being sold must be distin-
guishable for operational and financial purposes. However, because there has not yet
been a public announcement the company may change its mind, and, although the
newspaper article may have alerted the public, it does not necessarily create a
‘constructive obligation’. The new standard, IFRS 5 Non Current Assets Held for Sale and
Presentation of Discontinued Operations does not alter that treatment.

Appendix

Valuation of cattle stock excluding the Dale region
$000 $000

Fair value as at 1 June 2001 (50,000 � $50) 2,500
Purchase of cattle as at 1 December (25,000 � $40) 1,000
Increase in fair value due to price changes

(50,000 � ($55 � 50)) 250
(25,000 � ($42 � 40)) 050

300
Increase in fair value due to physical changes

(50,000 � ($60 � 55)) 250
(25,000 � ($46 � 42)) 100

4,350
Fair value as at 31st May 2002

(50,000 � $60) 3,000
(25,000 � $46) 1,150

4,150
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Valuation of cattle in Dale region
The above table shows the valuation of all cattle, excluding the Dale region, assuming
that fair value can be established. However, in the Dale region it was felt that the fair
value could not be reliably measured on initial recognition. Therefore, the cattle and
heifers should be measured at cost less any impairment losses until the fair value of the
asset becomes measurable. It is considered that this is not yet the case with these animals.

$000
20,000 cows at cost ($50) at 1 June 2001 1,000
10,000 heifers at cost ($40) at 1 June 2001 0,400

1,400
Net selling price 1,000
Value in use (discounted value of milk) 1,200

The value of cows is impaired and should be valued at the value in use of $1,200,000.
The value of the herd at 31 May 2002 in the Dale region would have been 20,000

cows at $60 � 10,000 heifers at $55, i.e. $1.75m, but for the unreliability of the herd’s
fair value.
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