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Introduction 

This Study System is specifically written for the ACCA’s Diploma in International Financial 
Reporting (DipIFR).  This Diploma is designed to develop knowledge of IFRSs – providing an 
understanding of the concepts and principles which underpin them, and their application in the 
international marketplace.  Together with the Question Bank, this volume provides 
comprehensive coverage of the syllabus and is designed to be used both as a reference text and as 
an integral part of your studies to provide you with the knowledge, skill and confidence to 
succeed in your Diploma examination. 

About the author:  Phil Bradbury is ATC International’s lead tutor in international 
financial reporting and has more than 10 years’ experience in delivering ACCA exam-
based training. 

How to use this Study System 

You should first read through the syllabus, study guide and approach to examining the 
syllabus provided in this session to familiarise you with the content of this paper.  The 
sessions which follow include: 

 An overview diagram at the beginning of each session.   
This provides a visual summary of the topics covered in each Session and 
how they are related 

 

 The body of knowledge which underpins the syllabus.  Features of the text 
include: 

 

 Definitions Terms are defined as they are introduced.  

 Illustrations These are to be read as part of the text.  Any 
solutions to numerical illustrations follow on 
immediately.  

 Worked examples Solutions are provided with additional explanations. 

 

 Activities These should be attempted using the proforma 
solution provided (where applicable). 

 

 Commentaries These provide additional information. 
 

 Key points 
summary 

Attention is drawn to fundamental rules and 
underlying concepts and principles is a summary at 
the end of each session. 

 

 Focus These are the learning outcomes relevant to the 
session, as published in ACCA’s Study Guide. 

 

 Example solutions are presented at the end of each session. 

A bank of practice questions is contained in the Study Question Bank provided.  These 
are linked to the topics of each session and should be attempted after studying each 
session. 
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Syllabus 

Aim 

To provide qualified accountants or graduates, possessing relevant country specific 
qualifications or work experience with an up to date and relevant conversion course, 
providing a practical and detailed knowledge of the key international financial reporting 
standards and how they are interpreted and applied. 

Objectives 

On completion of this syllabus candidates should be able to: 

 Understand and explain the structure of the international conceptual framework of accounting; 

 Apply relevant financial reporting standards to key elements of financial reports; 

 Identify and apply disclosure requirements for companies relating to the presentation of 
financial reports and notes; 

 Prepare group financial statements (excluding group cash flow statements) including 
subsidiaries, associates, and joint ventures. 

Position within the overall portfolio of ACCA's qualification framework 

The Diploma in International Financial Reporting Standards (DipIFR) builds on the technical and/or 
practical knowledge acquired from recognised country specific accountancy qualifications or relevant 
work experience.  The syllabus introduces the candidate to the wider international framework of 
accounting and the system of standard setting.  This conversion course concentrates on the application 
of conceptual and technical financial accounting knowledge that candidates have already obtained to the 
specific requirements of financial reporting under international professional regulation and standards.   

The DipIFR also provides essential international financial reporting knowledge and principles that will 
prepare candidates for the increasingly global market place and keep them abreast of international 
developments and how they might apply to companies and businesses. 

The prerequisite knowledge for DipIFR can either come: 

 from a country specific professional qualification;  

 from possessing a relevant degree (giving exemptions from F1, F2, F3 and F4 of 
the ACCA qualification) and two years accounting experience; or 

 by having three years full-time relevant accounting experience, supported by 
an employer’s covering letter. 
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Syllabus content 

A International sources of authority 

1) The International Accounting Standards Board (IASB) and the regulatory 
framework 

B Elements of financial statements 

1) Revenue recognition 
2) Property, plant and equipment  
3) Impairment of assets 
4) Leases 
5) Intangible assets and goodwill 
6) Inventories and construction contracts 
7) Financial instruments 
8) Liabilities – provisions, contingent assets and liabilities 
9) Accounting for employment and post-employment benefits 
10) Taxation in financial statements 
11) The effect of changes in foreign currency and exchange rates 
12) Agriculture 
13) Share-based payment 
14) Exploration and evaluation expenditures. 

C Presentation and additional disclosures 

1) Presentation of the statement of financial position, income statement and 
statement of comprehensive income 

2) Earnings per share  
3) Events after the reporting date  
4) Accounting policies, changes in accounting estimates and errors 
5) Related party disclosures 
6) Operating segments. 
7) Reporting requirements of small and medium-sized entities (SMEs) 

D Preparation of external financial reports for combined entities, associates  
and joint ventures 

1) Preparation of group consolidated external reports 
2) Business combinations – intra-group adjustments 
3) Business combinations – fair value adjustments 
4) Business combinations – associates and joint ventures 
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Excluded topics 

The following topics are specifically excluded from the syllabus: 

 Partnership and branch financial statements 

 Complex group structures, including sub-subsidiaries or mixed groups and foreign 
subsidiaries 

 Piece-meal acquisitions, disposal of subsidiaries and group re-constructions 

 Financial statements of banks and similar financial institutions 

 Preparation of statements of cash flows (single company and consolidated) 

 Schemes of reorganisation/reconstruction 

 Company/share valuation 

 Accounting for insurance entities 

 International financial reporting exposure drafts and discussion papers 

 The international public sector perspective 

 Multi-employer benefit schemes 

 Information reflecting the effects of changing prices and financial reporting 
in hyperinflationary economies 

 Share-based payment transactions with cash alternatives. 

Key areas of the syllabus 

The key topic area headings are as follows: 

 International sources of authority 

 Elements of financial statements 

 Presentation of accounts and additional disclosures 

 Preparation of external reports for combined entities, associates and joint 
ventures. 
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Approach to examining the syllabus 

The examination is a three-hour paper.  Most questions will contain a mix of computational and 
discursive elements.  Some questions will adopt a scenario/case study approach.  All questions are 
compulsory. 

The first questions will attract 40 marks.  It will involve preparation of one of more of the 
consolidated financial statements that are examinable within the syllabus.  This question will include 
several issues that will need to be addressed prior to performing the consolidation procedures.  Some 
of these issues may only relate to the financial statements of the parent prior to consolidation.  

The other three questions will attract 20 marks each.  These will often be related to a scenario in 
which questions arise regarding the appropriate accounting treatment and/or disclosure of a range of 
issues.  In such questions candidates may be expected to comment on management’s chosen 
accounting treatment and determine a more appropriate one, based on circumstances described in the 
question.  Occasionally one of the questions might focus more specifically on the requirements of 
one specific International Financial Reporting Standard. 

Some International Financial Reporting Standards are very detailed and complex.  In the DipIFR 
exam candidates need to be aware of the principles and key elements of these Standards.  Candidates 
will also be expected to have an appreciation of the background and need for international financial 
reporting standards and issues related to harmonisation of accounting in a global context. 

The overall pass mark for the DipIFR is 50%. 

Examination structure Marks 

One consolidation question 40 
Three scenario questions (20 marks each) 60 
  _____ 

  100 
  _____ 

 

For all three hour examination papers, ACCA allows 15 minutes reading and planning time.  
This additional time is given at the beginning of each three-hour examination to allow 
candidates to read the questions and to begin planning their answers before they start writing in 
their answer books.  This time should be used to ensure that all the information and exam 
requirements are properly read and understood. 

During reading and planning time candidates may only annotate their question paper.  They 
may not write anything in their answer booklets until told to do so by the invigilator. 

Additional information 

Knowledge of new examinable regulations issued by 30th September will be required in 
examination sessions being held in the following calendar year.  Documents may be 
examinable even if the effective date is in the future.  

The documents listed as being examinable (see later) are the latest that were issued 
prior to 30th September 2012 and will be examinable in June and December 2013 
examination sessions. 

The ACCA Study Guide which follows is referenced to the Sessions in this Study 
System and should be read in conjunction with the examinable documents. 
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Study Guide 

A International sources of 
authority 

1) The International Accounting 
Standards Board (IASB) and the 
regulatory framework 

 Discuss the need for international 
accounting standards and possible 
barriers to their development   

 Explain the structure and constitution 
of the IASB and the standard setting 
process 

 Understand and interpret the Financial 
Reporting Framework 

 Progress towards international 
harmonisation 

 Account for the first-time adoption of 
IFRSs. 

B Elements of financial 
statements 

1) Revenue recognition 

 Outline the principles of the timing of 
revenue recognition  

 Explain the concept of substance over 
form in relation to recognising sales 
revenue 

 Discuss the various points in the 
production and sales cycle where it 
may, depending on circumstances, be 
appropriate to recognise gains and 
losses – give examples of this 

 Describe the IASB’s approach to 
revenue recognition.  

2) Property, plant and equipment 

 Define the initial cost of a non-current 
asset (including a self-constructed 
asset) and apply this to various 
examples of expenditure, distinguishing 
between capital and revenue items  

 Identify pre-conditions for the 
capitalisation of borrowing costs  

 Describe, and be able to identify, 
subsequent expenditures that should be 
capitalised 
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 State and appraise the effects of the 
IASB’s rules for the revaluation of 
property, plant and equipment 

 Account for gains and losses on the 
disposal of re-valued assets  

 Calculate depreciation on: 

 revalued assets, and  
 assets that have two or more major 

items or significant parts 

 Apply the provisions of accounting 
standards relating to government grants 
and government assistance  

 Describe the criteria that need to be 
present before non-current assets are 
classified as held for sale, either 
individually or in a disposal group  

 Account for non-current assets and 
disposal groups that are held for sale 

 Discuss the way in which the treatment 
of investment properties differs from 
other properties 

 Apply the requirements of international 
accounting standards to investment 
properties. 

3) Impairment of assets 

 Define the recoverable amount of an 
asset; define impairment losses 

 Give examples of, and be able to 
identify, circumstances that may 
indicate that an impairment of an asset 
has occurred  

 Describe what is meant by a cash-
generating unit 

 State the basis on which impairment 
losses should be allocated, and allocate 
a given impairment loss to the assets of 
a cash-generating unit. 
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4) Leases 

 Define the essential characteristics of a 
lease 

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

 Explain the effect on the financial 
statements of a finance lease being 
incorrectly treated as an operating lease 

 Account for operating leases in the 
financial statements of the lessor and 
the lessee 

 Account for finance leases in the 
financial statements of the lessor and 
lessee 

 Outline the principles of accounting 
standards for leases and the main 
disclosure requirements.  Note: the net 
cash investment method will not be 
examined. 

5) Intangible assets and goodwill 

 Discuss the nature and possible 
accounting treatments of both internally 
generated and purchased goodwill 

 Distinguish between goodwill and other 
intangible assets 

 Define the criteria for the initial 
recognition and measurement of 
intangible assets 

 Explain the subsequent accounting 
treatment, including the principle of 
impairment tests in relation to 
purchased goodwill 

 Identify the circumstances in which 
negative goodwill arises, and its 
subsequent accounting treatment  

 Describe and apply the requirements of 
international accounting standards to 
internally generated assets other than 
goodwill (e.g. research and 
development) 

 Describe the method of accounting 
specified by the IASB for the 
exploration for and evaluation of 
mineral resources. 
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6) Inventories and construction 
contracts 

 Measure and value inventories  

 Define a construction contract and 
describe why recognising profit before 
completion is generally considered to 
be desirable; discuss if this may be 
profit smoothing  

 Describe the ways in which contract 
revenue and contract cost may be 
recognised 

 Calculate and disclose the amounts to 
be shown in the financial statements for 
construction contracts. 

7) Financial instruments 

 Account for debt instruments, equity 
instruments and the allocation of 
finance costs 

 Account for fixed interest rate and 
convertible bonds 

 Discuss the definition and classification 
of a financial instrument 

 Discuss the measurement issues 
relating to financial instruments  

 Explain the measurement requirements 
for financial instruments including the 
use of current values, hedging and the 
treatment of gains and losses 

 Describe the nature of the presentation 
and disclosure requirements relating to 
financial instruments  

 Discuss the key areas where consensus 
is required on the accounting treatment 
of financial instruments. 

8) Liabilities – provisions, contingent 
assets and liabilities 

 Explain why an accounting standard on 
provisions is necessary – give examples 
of previous abuses in this area 

 Define provisions, legal and 
constructive obligations, past events 
and the transfer of economic benefits 

 State when provisions may and may not 
be made, and how they should be 
accounted for 
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 Explain how provisions should be 
measured 

 Define contingent assets and liabilities 
– give examples and describe their 
accounting treatment 

 Identify and account for: 

 Onerous contracts 
 Environmental and similar 

provisions 

 Discuss the validity of making 
provisions for future repairs or 
renewals. 

9). Accounting for employment and 
post-employment benefit costs 

 Describe the nature of defined 
contribution, multi-employers and 
defined benefits schemes 

 Explain the recognition and 
measurement of defined benefit 
schemes under current proposals  

 Account for defined benefit schemes 
including the amounts shown in the 
financial statements (and notes to the 
accounts). 

10) Taxation in financial statements 

 Account for current tax liabilities and 
assets in accordance with international 
accounting standards 

 Describe the general principles of 
government sales taxes (e.g. VAT or 
GST) 

 Explain the effect of taxable temporary 
differences on accounting and taxable 
profits 

 Outline the principles of accounting for 
deferred tax 

 Identify and account for the IASB 
requirements relating to deferred tax 
assets and liabilities 

 Calculate and record deferred tax 
amounts in the financial statements. 
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11) The effects of changes in foreign 
currency exchange rates 

 Discuss the recording of transactions 
and translation of monetary/non-
monetary items at the reporting date for 
individual entities in accordance with 
relevant accounting standards 

 Distinguish between reporting and 
functional currencies 

 Determine an entity’s functional 
currency. 

12) Agriculture 

 Recognise the scope of international 
accounting standards for agriculture 

 Discuss the recognition and 
measurement criteria including the 
treatment of gains and losses, and the 
inability to measure fair value reliably 

 Identify and explain the treatment of 
government grants, and the presentation 
and disclosure of information relating 
to agriculture 

 Report on the transformation of 
biological assets and agricultural 
produce at the point of harvest and 
account for agriculture related 
government grants. 

13) Share-based payment 

 Understand the term “share-based 
payment”  

 Discuss the key issue that measurement 
of the transaction should be based on 
fair value 

 Explain the difference between cash 
settled share based payment 
transactions and equity settled share 
based payment transactions 

 Identify the principles applied to 
measuring both cash and equity settled 
share-based payment transactions 

 Compute the amounts that need to be 
recorded in the financial statements 
when an entity carries out a transaction 
where the payment is share based. 
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14) Exploration and evaluation 
expenditures 

 Outline the need for an accounting 
standard in this area and clarify its 
scope 

 Give examples of elements of cost that 
might be included in the initial 
measurement of exploration and 
evaluation assets 

 Describe how exploration and 
evaluation assets should be classified 
and reclassified 

 Explain when and how exploration and 
evaluation assets should be tested for 
impairment. 

C Presentation and additional 
disclosures 

1) Presentation of the statement of 
financial position, income statement 
and statement of comprehensive 
income 

 State the objectives of international 
accounting standards governing 
presentation of financial statements 

 Describe the structure and content of 
statements of financial position and 
statements of profit or loss and other 
comprehensive income including 
continuing operations  

 Discuss the importance of identifying 
and reporting the results of 
discontinued operations 

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

 Discuss “fair presentation” and the 
accounting concepts/principles  

 Recognise the content and format of 
interim financial statements. 

2) Earnings per share (EPS) 

 Recognise the importance of 
comparability in relation to the 
calculation of earnings per share and its 
importance as a stock market indicator 

 Explain why the trend of EPS may be a 
more accurate indicator of performance 
than a company’s profit trend 
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 Define earnings 

 Calculate the EPS in the following 
circumstances: 

 basic EPS 
 where there has been a bonus issue 

of shares/stock split during the 
year, and  

 where there has been a rights 
issues of shares during the year 

 Explain the relevance to existing 
shareholders of the diluted EPS, and 
describe the circumstances that will 
give rise to a future dilution of the EPS 

 Compute the diluted EPS in the 
following circumstances: 

 where convertible debt or 
preference shares are in issue 

 where share options and warrants 
exist  
 

 Identify anti-dilutive circumstances. 

3) Events after the reporting date 

 Distinguish between and account for 
adjusting and non-adjusting events after 
the reporting date. 

4) Accounting policies, changes in 
accounting estimates and errors 

 Identify items requiring separate 
disclosure, including their accounting 
treatment and required disclosures  

 Recognise the circumstances where a 
change in accounting policy is justified 

 Define prior period adjustments and 
“errors” and account for the correction 
of errors and changes in accounting 
policies.  

5) Related party disclosures 

 Define and apply the definition of 
related parties in accordance with 
international accounting standards 

 Describe the potential to mislead users 
when related party transactions are 
accounted for  

 Explain the disclosure requirements for 
related party transactions. 
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6) Operating segments 

 Discuss the usefulness and problems 
associated with the provision of 
segment information  

 Define an operating segment 

 Identify reportable segments (including 
applying the aggregation criteria and 
quantitative thresholds). 

7) Reporting requirements of SMEs 

 Outline the principal considerations in 
developing a set of accounting 
standards for SMEs 

 Discuss solutions to the problem of 
differential financial reporting 

 Discuss the reasons why the IFRS for 
SME’s does not address certain topics 

 

D Preparation of external reports 
for combined entities and joint 
ventures 

21. Preparation of group consolidated 
external reports 

 Explain the concept of a group and the 
purpose of preparing consolidated 
financial statements 

 Explain and apply the definition of 
subsidiary companies  

 Identify the circumstances and 
reasoning when subsidiaries should be 
excluded from consolidated financial 
statements  

 Prepare a consolidated statement of 
financial position for a simple group 
dealing with pre and post-acquisition 
profits, non-controlling interests and 
goodwill   

 Explain the need for using coterminous 
year-ends and uniform accounting 
polices when preparing consolidated 
financial statements and describe how it 
is achieved in practice   
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 Prepare a consolidated statement of 
profit or loss and other comprehensive 
income and statement of changes in 
equity for a simple group, including an 
example where an acquisition occurs 
during the year where there is a non-
controlling interest.  

2) Business combinations – intra-
group adjustments 

 Explain why intra-group transactions 
should be eliminated on consolidation  

 Report the effects of intra-group trading 
and other transactions including: 

 unrealised profits in inventory and 
non-current assets 

 intra-group loans and interest and 
other intra-group charges, and  

 intra-group dividends. 

3) Business combinations – fair value 
adjustments 

 Explain why it is necessary for both the 
consideration paid for a subsidiary and 
the subsidiary’s identifiable assets and 
liabilities to be accounted for at their 
fair values when preparing consolidated 
financial statements  

 Prepare consolidated financial 
statements dealing with fair value 
adjustments (including their effect on 
consolidated goodwill) in respect of: 

 Depreciating and non-depreciating 
non-current assets 

 Inventory 
 Monetary liabilities 
 Assets and liabilities (including 

contingencies), not included in the 
subsidiary’s own statement of 
financial position 

4) Business combinations – 
associates and joint ventures 

 Define associates and joint ventures  

 Prepare consolidated financial 
statements to include a single subsidiary 
and an associated company or a joint 
venture. 
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Examinable documents 
 Session  
 reference 

The Conceptual Framework for Financial Reporting 2 

International Financial Reporting Standards 

IAS 1  Presentation of Financial Statements 3 

IAS 2  Inventories 7 

IAS 8  Accounting Policies, Changes in Accounting Estimates and Errors 4 

IAS 10  Events After the Reporting Period 31 

IAS 11  Construction Contracts 6 

IAS 12  Income Taxes 20 

IAS 16  Property, Plant and Equipment 8 

IAS 17  Leases  11 

IAS 18  Revenue 5 

IAS 19  Employee Benefits 18 

IAS 20  Accounting for Government Grants and Disclosure of Government Assistance 9 

IAS 21  The Effects of Changes in Foreign Exchange Rates 27 

IAS 23  Borrowing Costs 10 

IAS 24  Related Party Disclosures  32 

IAS 27  Separate Financial Statements  22 

IAS 28  Investments in Associates and Joint Ventures  26 

IAS 32  Financial Instruments: Presentation 21 

IAS 33  Earnings per Share  28 

IAS 34  Interim Financial Reporting 33 

IAS 36  Impairment of Assets  15 

IAS 37  Provisions, Contingent Liabilities and Contingent Assets 17 

IAS 38  Intangible Assets  12 

IAS 39  Financial Instruments: Recognition and Measurement 21 

IAS 40  Investment Property  13 

IAS 41 Agriculture 14 
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 Session  
International Financial Reporting Standards (continued) reference 

IFRS 1 First-Time Adoption of International Financial Reporting Standards 34 

IFRS 2 Share-based Payment 19 

IFRS 3  Business Combinations 22 – 25 

IFRS 5 Non-current Assets Held for Sale and Discontinued Operations 30 

IFRS 6 Exploration for and Evaluation of Mineral Resources 16 

IFRS 7 Financial Instruments:  Disclosure 21 

IFRS 8 Operating Segments 29 

IFRS 9  Financial Instruments 21 

IFRS 10 Consolidated Financial Statements 22 

IFRS 11 Joint Arrangements 26 

IFRS 12  Disclosure of Interests in Other Entities 22 & 26 

IFRS 13  Fair Value Measurement 2 

IFRS for SMEs IFRS for Small and Medium-sized Entities 35 

 Commentary 

Financial assets and financial liabilities are accounted for in accordance with IFRS 9 to 
the extent that this standard was in issue as at 30 September 2011.  For other elements 
deemed as examinable (according to the study guide) IAS 39 is relevant. 

A link to the examinable documents may be found at:  

http://www.accaglobal.com/en/student/qualification-resources/dip-ifr/syllabus-
past/examinable-documents.html.  



    SESSION 1 – INTERNATIONAL FINANCIAL REPORTING STANDARDS     

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0101 

Overview 

Objective 

 To introduce sources of authority in international financial reporting. 

 
 

IASB 

INTRODUCTION 

 Objectives of the IASB
 Governance structure 
 IFRIC 
 Standard setting 
 Projects and work programme 

 What is GAAP?
 Sources of GAAP 
 Role of statute and standards 
 Role of the European Union 

INTERNATIONAL 
FINANCIAL REPORTING 

STANDARDS (IFRSs) 

 GAAP hierarchy 
 Scope  
 Authority 
 Role in international harmonisation 
 Possible barriers to development 
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1 Introduction 

1.1 What is GAAP? 

GAAP (Generally Accepted Accounting Principles) is a general term for a set of 
financial accounting standards and reporting guidelines used to prepare accounts in a 
given environment. 

 
Commentary 

UK GAAP, US GAAP are more specific statements. 

 The term may or may not have legal authority in a given country. 

 It is a dynamic concept.  It changes with time in accordance with changes in 
the business environment. 

1.2 Sources of GAAP 

1.2.1 Regulatory framework  

The regulatory framework includes: 

 The body of rules and regulations, from whatever source, which an entity 
must follow when preparing accounts in a particular country for a particular 
purpose, for example: 

 statute (e.g. Companies Acts); 
 accounting standards. 

 Statements issued by professional accounting bodies which lay down rules on 
accounting for different issues, for example: 

 International Financial Reporting Standards (IFRSs); 
 Financial Reporting Standards (UK FRSs); 
 Financial Accounting Standards (USA FASs). 

1.2.2 Other sources 

 Best practice, that is, methods of accounting developed by companies in the 
absence of rules in a specific area. 

 Industry groups, such as: 

 The Oil Industry Accounting Group (OIAC); 
 British Bankers’ Association (BBA). 

1.3 Role of statute and standards 

 Some countries have a very legalistic approach to drafting financial 
statements.  The legal rules are detailed and specific and the system is often 
geared to the production of a profit figure for taxation purposes (e.g. in 
Russia and Ukraine). 
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 Some countries adopt an approach where statute provides a framework of 
regulation and standards then fill in the blanks.  For example in the UK: 

 Statute  Companies Act 2006; 
 Standards Financial Reporting Standards (FRSs); and  

Statements of Standard Accounting Practice (SSAPs); 
Urgent Issues Task Force consensus pronouncements (UITFs). 

 Some countries have relatively little in the way of statute and rely largely on 
standards (e.g. in the USA). 

 
Commentary 

Although there is no accounting statute as such in the USA a body of the federal 
government called the Securities and Exchange Commission (SEC) oversees the 
accounting regulations issued by the profession.  The SEC can veto accounting 
treatments and demand that regulation be enacted in new areas. 

1.4 Role of the European Union 

 The common industrial policy of the European Union (EU) calls for the 
creation of a unified business environment including harmonisation of 
financial reporting. 

 This is pursued through the issue of directives to member states.  These are 
instructions to enact legislation in specified areas.  For example: 

 Directive 

Country 4th 
(on form and 

content of company 
accounts) 

7th 

(on group accounts)
8th 

(on the regulation 
of auditors) 

UK Companies Act 
1985 

Companies Act 
1989 

Companies Act 
1989 

Germany “Handelsgesetzbuch” (HGB) 
(The Third Book of The Commercial Code) 

France “Code de 
commerce” 

Acts Acts 

 

 Commentary 

These UK Companies Acts were consolidated in the Companies Act 2006.  

 New member states of the EU (and aspiring applicants) include the provisions of the EU 
directives into their own legislation as a preparatory step for membership of the EU. 

 The EU originally stated that IFRSs were compatible with EU directives.  
However, there is considerable divergence in GAAP between member states. 
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 Further to the IOSCO endorsement (see later in this session), and as a result of EU 
directives, all listed EU companies were required to publish consolidated financial 
statements in compliance with IFRS with effect from 1 January 2005. 

 Commentary 

The 2005 deadline was extended to 2007 for companies traded on the US 
Stock Exchange and prepared under US GAAP and for companies that had 
issued only debt, not equity, in regulated markets. 

 Additionally member states are allowed to extend the application of IFRSs to: 

 unlisted companies; 
 individual accounts of publicly traded companies; 
 other companies and limited liability partnerships. 

 Commentary 

In the UK unlisted companies have been permitted to use IFRS as an 
alternative to UK accounting standards since January 2005. 

 Before an IFRS is adopted by EU companies EFRAG (European Financial 
Reporting Advisory Group), a body reporting within the EU, must endorse 
the standard for use within the EU.  This has led to two sets of IFRS; one 
issued by the IASB and the second issued by the IASB and endorsed by 
EFRAG.  There can be an extensive time gap between issue by IASB and 
endorsement by EFRAG. 
 

 Commentary 

IFRS 9 “Financial Instruments” was first issued in 2009; EFRAG will not 
endorse this standard until the work is completed by IASB.  EU companies 
therefore cannot apply IFRS 9 in their financial statements. 

2 IASB  

The International Accounting Standards Board (“IASB”)  is an independent private sector 
body.  It is the sole body having responsibility and authority to issue pronouncements on 
international accounting standards.  All new standards are called “International Financial 
Reporting Standards” (IFRSs). 

 

2.1 Objectives  

 These are set out in the IASB’s Mission Statement:  

 To develop, in the public interest, a single set of high quality, understandable 
and enforceable global accounting standards (known as IFRSs) that require 
high quality, transparent and comparable information in financial statements; 

  Commentary 

That is, to assist participants in the world’s capital markets and 
other users of financial statements in making economic decisions. 

 To promote the use and rigorous application of those standards; 



SESSION 1 – INTERNATIONAL FINANCIAL REPORTING STANDARDS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0105 

 To take account of the needs of a range of sizes and types of entities 
in diverse economic settings (e.g. emerging economies); 

 To promote and facilitate adoption of International Financial Reporting 
Standards (IFRSs), through the convergence of national accounting standards 
and IFRSs. 

 Commentary 

Also in the UK, for example, where a new IFRS is issued with no UK equivalent, it is also 
exposed and issued as a UK standard (after inconsequential amendments to reflect UK 
terminology).  

2.2 Governance structure 

 The IASB operates under the IFRS Foundation: 

  Monitoring Board 
Approve and oversee 

trustees 

  

      

  IFRS Foundation 
(22 trustees) 

  

      
        

IFRS Advisory 
Council 

 IASB 
(16 members) 

 International Financial 
Reporting Standards 

Interpretations 
Committee (IFRS IC) 

      
  Working groups  

for major agenda 
projects 

  

2.2.1 Monitoring Board  

 This board oversees the IFRS Foundation trustees, participates in the trustee 
nomination process, and approves appointments to the trustees. 

2.2.2 IFRS Foundation  

 Formerly called the International Accounting Standards Committee (IASC) 
Foundation, this independent, not-for-profit corporation was established 
under the laws of United States of America (Delaware State) in 2001. 

 This body that oversees the International Accounting Standards Board 
(IASB).   

 The IFRS Foundation’s trustees are 22 individuals from diverse geographical and 
functional backgrounds who appoint: 

 the IFRS Advisory Council ; 
 the Board Members (IASB); and 
 the IFRS Interpretations Committee (IFRS IC). 
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 The trustees also: 

 monitor the IASB’s effectiveness; 
 secure funding; 
 approve the IASB’s budgets; 
 have responsibility for constitutional change. 

2.2.3 IASB 

 16 members (maximum three part-time) are appointed by the trustees for an initial 
term of three to five years.  The main qualifications are professional competence and 
practical experience. 

 The IASB has complete responsibilities for all technical matters including: 

 preparation and issue of IFRSs; 

 preparation and issue of exposure drafts; 

 setting up procedures to review comments received on documents 
published for comment; 

 issuing bases for conclusions. 

 Commentary 

Each IASB member has one vote on technical and other matters.  The 
approval of 10 members is required for documents to be issued for 
discussion, exposure or as the final standard. 

2.2.4 IFRS Council  

 About 40 members: 

 appointed by the trustees for a renewable term of three year; 
 having diverse geographic and functional backgrounds. 

 The Council provides a forum for participation by organisations and 
individuals with an interest in international accounting. 

 Commentary 

Participating organisations include the Organisation for Economic Change and 
Development (OECD), the United States Financial Accounting Standards Board 
(FASB) and European Commission.  The Council meets, in public, at least three times 
a year with the IASB. 

 Objectives: 

 to advise the IASB on agenda decisions and priorities of work; 

 to pass on views of the Council members on the major standard 
setting projects and the implications of proposed standards for users 
and preparers of financial statements; 

 to give other advice to the trustees and the IASB. 
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2.3 IFRS IC 

2.3.1 IFRS IC Interpretations  

 The Committee’s predecessor (the Standing Interpretations Committee 
(SIC)), was founded in 1997 with the objective of developing conceptually 
sound and practicable interpretations of IFRSs to be applied on a global basis. 

 Responsibilities include: 

 interpreting the application of IFRSs; and 
 providing timely guidance on financial reporting issues not 

specifically addressed in IFRSs. 

 The Committee is made up of a team of accounting experts appointed by the trustees.  
Non-voting observers who have the right to attend and speak at IFRS IC meetings are 
also appointed by the trustees.  Currently the official observers include the International 
Organization of Securities Commissions (IOSCO) and the European Commission. 

2.3.2 Approach 

 IFRS IC uses the approach described in IAS 1 “Presentation of Financial Statements”: 

 making analogies with the requirements and guidance in IFRSs dealing 
with similar and related issues; 

 applying the definitions, recognition and measurement criteria for assets, liabilities, 
income and expenses set out in “The Framework” (see next session); and 

 taking into consideration the pronouncements of other standard setting bodies 
and accepted industry practices (only to the extent that these are consistent 
with IFRSs). 

 IFRS IC works closely with comparable groups from national standard-setting bodies (NSS) 
to reach similar conclusions on issues where underlying standards are substantially the same.  

 After approval by the Board the interpretations become part of the IASB’s authoritative 
literature.  The pronouncements have the same status as an IFRS (see later). 

2.3.3 SICs in issue 

 Of the 31 SICs issued only 11 remain.  This number is reduced as existing 
standards are updated and new standards issued. 

 Commentary 

With effect from June 2011 SICs are NOT EXAMINABLE. 

2.3.4 IFRS ICs in issue 

20 IFRS ICs have so far been issued (as at 1 October 2012).  These cover a wide range 
of issues, for example: 

 IFRIC 1 “Changes in Existing Decommissioning, Restoration and Similar Liabilities”; 
 IFRIC 4 “Determining Whether an Arrangement Contains a Lease”; 
 IFRIC 10 “Interim Financial Reporting and Impairment”; 
 IFRIC 13 “Customer Loyalty Programmes”; 
 IFRIC 17 “Distributions of Non-cash Assets”; 
 IFRIC 19 “Extinguishing Financial Liabilities with Equity Instruments”. 
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 Commentary 

Specific IFRICs are NOT EXAMINABLE. 

2.4 Standard setting 

 IFRSs are developed through an international due process that involves: 

 accountants, financial analysts and other users of financial statements; 
 the business community; 
 stock exchanges; 
 regulatory and legal authorities; 
 academics; and 
 other interested individuals and organisations throughout the world. 

 Due process normally involves the following steps (those in bold are required under 
the terms of the IFRS Foundation’s Constitution): 

Identification and review of associated issues and consideration of the 
application of the Framework to the issues. 

 

Study of national accounting requirements and practice and an 
exchange of views with national standard-setters. 

 

Consultation with IFRS Advisory Council about adding the 
topic to the IASB’s agenda. 

 

Formation of an advisory (“working”) group to advise IASB. 

 

Publishing a discussion document (“paper” i.e. DP) for public comment. 

 

Publishing an exposure draft (ED) for public comment. 

 

Consideration of all comments received within the comment period. 

 

If considered desirable, holding a public hearing and conducting field-tests. 

 

Approval of a standard by at least 10 votes of the IASB 

 

 Commentary 

A basis for conclusions is usually included within an ED and the published standard.  
Any dissenting opinions (“alternative views”) of IASB board members must be included 
within an ED and the published standard. 
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2.4.1 Discussion papers  

 IASB may develop and publish discussion documents (usually called discussion papers) 
for public comment. 

 A discussion paper:   

 sets out the problem, the scope of the project and the financial reporting issues; 
 discusses research findings and relevant literature; and 
 presents alternative solutions to the issues under consideration and 

the arguments and implications relative to each. 

 Following the receipt and review of comments, IASB develops and publishes 
an Exposure Draft, which is also for public comment. 

2.4.2 Exposure Draft  

 An Exposure Draft invites comment on any aspect of specific questions and 
the proposed IFRS. 

 It sets out the proposed standards and transitional provisions. 

 Commentary 

The basis of the IASB’s conclusions, which summarises the Board’s 
considerations, is also published for comment. 

2.4.3 Voting 

 The publication of a Standard, Exposure Draft, or final IFRS IC Interpretation requires 
approval by nine of the IASB’s 16 members. 

 All other decisions, including the issue of a Discussion Paper require a simple 
majority of the IASB members present at a meeting (which must be attended by 
at least 60% of the members). 

2.4.4 Comment period 

 Within the IASB’s Constitution this is for a “reasonable period”. 

 Typically this is for 90 or 120 days.  The minimum comment period for an 
exposure draft is 60 days. 

 Commentary 

A “reasonable period” must allow, for example, for the translation of documents. 



SESSION 1 – INTERNATIONAL FINANCIAL REPORTING STANDARDS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0110 

2.5 Projects and work program  

2.5.1 2005 stable platform  

 The “stable platform” refers to standards which are mandatory for periods beginning on 
or after 1 January 2005.  This was finalised in March 2004 following the publication of: 

 13 revised standards; 

 improved IAS 32 “Financial Instruments: Disclosure and Presentation” and  
IAS 39 “Financial Instruments: Recognition and Measurement”; 

 IFRS 1 “First-time Adoption of International Financial Reporting Standards” 

 IFRS 2 “Share-based Payment” 

 IFRS 3 “Business Combinations” 

 IFRS 4 “Insurance Contracts” ** 

 IFRS 5 “Non-current Assets Held for Sale and Discontinued Operations”; and 

 revised standards IAS 36 “Impairment of Assets” and IAS 38 “Intangible 
Assets” to accompany IFRS 3. 

 Commentary 

** This “industry standard” is not examinable within the Diploma syllabus. 

2.5.2 More recent IFRSs 

 Since 2005 the following IFRSs have been issued: 

 IFRS 7 “Financial Instruments: Disclosure”; 
 IFRS 8 “Operating Segments”; 
 IFRS 9 “Financial Instruments” (replaces IAS 39); 
 IFRS 10 “Consolidated Financial Statements”; 
 IFRS 11 “Joint Arrangements” (replaces IAS 31); 
 IFRS 12 “Disclosure of Interests in Other Entities”; 
 IFRS 13 “Fair Value Measurement”. 

 IFRS for Small and Medium-sized Entities (IFRS for SMEs) was published 
in July 2009 and became effective immediately. 

2.5.3 Work program 

 The IASB’s current work program includes the following: 

 Conceptual framework (in four phases); 
 Revenue recognition; and 
 Leases.   
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 Commentary 

The first phase in developing a common conceptual framework was completed in 
September 2010.  

 Current projects relating to the convergence of IFRSs with FASB still include: 

 financial instruments; 
 leases; and 
 revenue recognition. 

2.5.5 Annual Improvements Project    

The IASB’s annual improvements project provides the means to make non-urgent but 
necessary minor amendments to IFRSs.  The fourth collection of minor amendments to 
standards issued in May 2012 relate to the following issues: 

 IFRS 1 First-time Adoption of IFRSs may be re-applied where an entity has 
previously applied IFRS 1 but then stopped applying IFRS; 

 IFRS 1 also clarifies that borrowing costs capitalised under previous GAAP 
before the transition date may be carried forward without adjustment.  Any 
borrowing costs relating to a qualifying asset incurred after the transition date 
must be accounted for in accordance with IAS 23 Borrowing Costs; 

 IAS 1 Presentation of Financial Statements clarifies that: 

 additional disclosure is not necessary for periods before the 
minimum comparative requirements of IAS 1;  

 if a retrospective  change in accounting policy has a material effect 
on the statement of financial position at the beginning of the 
preceding period then that statement should also be presented.  
Other than the specified required disclosures, additional 
information relating to this statement is not required; 

 IAS 16 Property, Plant and Equipment clarifies that spare parts and servicing 
equipment should be classified as property, plant and equipment if they meet 
the IAS 16 definition; if not they should be classified as inventory;  

 IAS 32 Financial Instruments: Presentation states that income tax relating to 
distributions to equity holders and to related transaction costs are to be 
accounted for in accordance with IAS 12; and 

 IAS 34 Interim Financial Reporting clarifies that total assets and liabilities 
for a reportable segment need only be disclosed in interim financial 
statements if the amounts are regularly provided to the chief operating 
decision maker and there has been a material change from that reported under 
the last annual financial statements. 
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2.5.6 Public information 

The aim of the IASB is to make its deliberations, activities and intentions as transparent 
and open as possible. 

 Extensive information on the IASB and its activities is available on the IASB’s website 
at www.IASB.org. 

 Commentary 

This includes all discussion documents, exposure drafts, public comments, 
current activities and timetables of IASB and IFRS IC meetings. 

 IASB and IFRS IC meetings are open to the public and may be received as a 
webcast through the IASB website. 

 IASB Update and IFRS IC Update are issued after every IASB and IFRS IC 
meeting detailing the issues discussed and conclusions reached. 

 A quarterly newsletter, “Insight”, provides regular project updates and timetable, news 
on IASB activities, IFRS Advisory Council meetings and articles on current issues. 

 Issue from time to time, various publications to assist in the understanding of the 
work of the IASB and in IFRS. 

 

 Commentary 

For example, “IFRS – A Briefing for Chief Executives 2012” provides 
summaries of all current IFRSs in “non-technical language”. 

3 International Financial Reporting Standards 

 Commentary 

IFRSs are a major international GAAP.  They are widely used and accepted as a 
basis for the preparation of financial statements across many jurisdictions.    

3.1 GAAP hierarchy 

In descending order, the authority of IASB pronouncements is as follows:  

 IFRS, including any appendices that form part of the Standard; 
 Interpretations; 
 Appendices to an IFRS that do not form part of the Standard; 
 Implementation guidance issued by IASB. 

 

 Commentary 

All Standards and Interpretations issued under the previous constitution (i.e. IASs and 
SICs) continue to be applicable unless and until they are amended or withdrawn. 

The term “IFRSs” includes all standards and interpretations approved by the 
IASB and IASs and SICs issued by the IASC. 
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3.2 Scope 

 IFRSs apply to the published financial statements of all profit-oriented 
entities (i.e. those engaged in commercial, industrial and financial activities). 

 Commentary 

Entities may be corporate or organised in other forms (e.g. mutual co-
operatives or partnerships).  IFRSs may also be appropriate to not-for profit 
activities, government business enterprises and other public sector entities. 

 IFRSs apply to all “general purpose financial statements” (i.e. those aimed at the 
common information needs of a wide range of users).   

 Commentary 

Both individual entity and consolidated financial statements. 

 Any limitation on the applicability of a specific IFRS is made clear in the “scope” 
section to the standard. 

 An IFRS applies from a date specified in the standard and is not retroactive 
unless indicated to the contrary. 

 Commentary 

This is often the case. 

 Standards are not intended to apply to immaterial items. 

 Commentary 

The term “material” will be covered in the next session but for now you can 
take this to mean significant – therefore “immaterial” means insignificant. 

3.3 Authority   

 Within a jurisdiction, regulations may govern the publication of general purpose financial 
statements (e.g. statutory reporting requirements and/or national accounting standards). 

 IFRSs do not override local regulations governing the issue of financial statements 
in a particular country. 

 Neither IASB nor the accountancy profession has the power to require compliance. 

3.4 Role in international harmonisation  

 The IFRS Foundation has had considerable influence on the harmonisation of 
financial reporting : 

 through adoption by multinationals and local regulators; 
 through working with IOSCO (see below). 
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3.4.1 Adoption 

 IFRSs are used: 

 as national requirements or as the basis for national requirements; 
 as an international benchmark for countries developing their own requirements; 
 by regulatory authorities and companies; 
 by large multinationals for the purpose of raising finance on 

international capital markets. 

3.4.2 IOSCO  

 The members of International Organisation of Securities Commissions (IOSCO) 
are securities commissions and other stock exchange regulators.  Harmonisation of 
financial reporting standards has been high on IOSCO’s agenda for many years. 

 In 1993 IOSCO agreed a list of “core standards” needed for use in financial 
statements for listing purposes. 

 In 2000 IOSCO endorsed the “IASC 2000 standards” (published by IASC) for use in 
the preparation of financial statements for cross-border offerings and listings. 

 Commentary 

This endorsement meant that IOSCO recommended that its members allow 
entities quoted on the stock exchanges of the world to adopt IFRS for filing 
purposes.  (It was not binding.) 

3.4.3 Use around the world 

 More than 120 countries are reported to be either permitting or requiring the 
use of IFRS, for example: 

 Bangladesh, Brazil, Czech Republic, Estonia, Ukraine, Kazakhstan – all 
listed companies, including domestic, must follow IFRS; 

 The EU, European Economic Area member states – all domestic listed 
companies were required to adopt IFRS on or before 1 January 2005; 

 Russian Federation, Belarus, United Arab Emirates – IFRS is required for banks. 

 In Canada, IFRS is required from 1 January 2011 for all listed entities and 
permitted for private sector entities including not-for-profit organisations. 

 IFRS financial statements are not currently permitted in, for example, China, 
Korea, Pakistan, Saudi Arabia, Malaysia and Indonesia.  However, a 
convergence project is on-going with Indonesia (compliance is expected in 
2012) and China has substantially converged national standards. 

 Commentary 

The above examples are illustrative of the range and extent of us use of IFRS around the 
world.  Clearly this is constantly changing.  For example, the original schedule for 
mandatory adoption in Japan in 2015 or 2016 may be put back by up to three years rather 
than place an additional burden on entities affected by the 2011 tsunami. 



SESSION 1 – INTERNATIONAL FINANCIAL REPORTING STANDARDS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0115 

3.4.4 Impact of endorsement on US listings  

The US SEC is a prominent member of IOSCO.  However, at the time of the 
endorsement it still required a full “20F reconciliation” of equity and profit to a US 
GAAP basis. 

 Commentary 

As not to require a reconciliation was considered to be “unconstitutional”. 

 In February 2002, the SEC issued a Concept Release on IFRS seeking views 
on whether IFRS financial statements of foreign investors should be accepted 
without reconciliation to US GAAP. 

 In October 2002 FASB and IASB made a joint announcement: 

 to undertake a short-term project to remove certain individual differences;  
 to remove other differences that will remain at 1 January 2005; 
 to continue progress on current joint projects; and 
 to encourage their respective interpretative bodies to coordinate 

their activities. 

 Commentary 

Referred to as the “Norwalk Agreement”. 

 In February 2006 FASB and IASB issues a Memorandum of Understanding identifying the 
short and long-term convergence projects.  This was updated in 2008. 

 In July 2007 the SEC published a Concept Release for public comment on whether to 
allow US issuers to prepare their financial statements using IFRSs as published in English 
by the IASB.  US companies now have the option to prepare their financial statements in 
accordance with IFRS. 

 In 2008 the American Institute of Certified Public Accountants (AICPA) recognised IASB 
as a standard-setter under its ethical rules.  Also, the SEC proposed a “roadmap” that 
would see all US domestic companies being compliant with IFRS by 2014, thus 
eliminating US GAAP. 

 Since March 2008 the need for the 20F reconciliation was removed for foreign private 
issuers filing IFRS compliant financial statements with the SEC. 

 Commentary 

This permission does not extend to financial statements prepared in accordance 
with jurisdictional variations of IFRS as this contradicts the development and 
use of a single set of high-quality global accounting standards. 

 In 2010, the SEC indicated that it would make a decision in 2011 about the use of global 
standards by US public companies following completion of the SEC’s IFRS work plan and 
the convergence projects agreed to by FASB and the IASB.   
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 In 2011 FASB and the IASB completed five projects.  Inter alia, this resulted in the issue of 
IFRS 10 “Consolidated Financial Statements”.  However, this has given rise to new 
proposals to define investment entities as a separate type of entity that would be exempt 
from the accounting requirements of IFRS 10. 

 Commentary 

The current chair of the SEC, Mary Schapiro, seems to be moving away from 
an adoption of IFRS within USA and so harmonisation is again looking 
further and further away.   

3.5 Possible barriers to development 

3.5.1 Common goals  

 An understanding of the need for international accounting standards and the overriding 
objective of financial reporting must be shared between participants. 

 The tax-driven nature of many national accounting regimes complicates alignment of 
financial reporting with tax reporting. 

 Substantial sums are invested in unregulated information communication systems which 
supplement the regulated system (e.g. in maintaining investor relations).  Different 
stakeholders and different countries do not share a common understanding of the “public 
interest” which underpins the need for a single set of high quality, understandable and 
enforceable global accounting standards. 

3.5.2 Key stakeholders 

 Investors, accountants, standard setters and management do not have the same 
incentives for engaging in dialogue to change financial reporting as they know it.   

 There may also be a lack of trust between these key stakeholder groups which 
prevents them from contributing to a meaningful process of change.  

 

 Commentary 

Consider for example that NSS need to endorse IFRS to give them legal 
backing.   

 The competence of key stakeholders (their level of technical knowledge and 
understanding of financial and non-financial information) may also present a barrier 
(e.g. due to limited experience with certain types of transactions). 

3.5.3 Ability to deal with complexity and change 

 Certain transactions and the regulations surrounding them are creating additional 
complexities which demand too much change for existing systems to deal with. 

 Commentary 

Standards on financial instruments, impairment of assets, deferred income 
tax and employee benefits are most frequently cited as too complicated. 
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 Not only complexity, but the scale and pace of change are transforming the environment in 
which business is operating.  This environment has significantly increased the demands on 
disclosure requirements.  Although many welcome the additional information there is a 
suggestion that the increased quantity has led to a reduction in quality of information.  

 Although the IASB has a clear work program (see above) and its priorities are reviewed and 
changed, the growth in new IFRSs and the amendments to existing standards is potentially 
hazardous. 

 Commentary 

Consider for example that although IFRS 9 replaces IAS 39, IAS 39 is not yet 
withdrawn as it has not been replaced in its entirety. 

3.5.4 Cost 

 As well as the costs incurred by IASB in the development of IFRS, costs are incurred by 
NSSs, preparers of financial statements, users of financial statements (e.g. financial 
analysts).  NSSs may be funded by a professional body and/or government and like most 
organisations have limited resources and budgets.   

 Commentary 

According to research published by ACCA in 2010, the take up of IFRS as global 
standards does not yet seem to have provided NSSs with cost reductions. 

3.6 Progress towards international harmonisation 

 There is no doubt that high-quality, comprehensive and rigorously applied global 
standards bring benefits over competing and sometimes contradictory national standards: 

 improved investor confidence; 
 better comparisons of investment options; 
 lower costs for issuers (which ultimately benefits shareholders). 

 Progress towards international harmonisation and convergence of thinking between 
regulatory bodies (e.g. between IASB and FASB) has significantly reduced the 
diversity of accounting practices in many areas.  Considering, for example, goodwill 
arising on consolidation, subsequent accounting treatments varied widely between: 

 No amortisation; 
 Amortisation over a maximum of 20 years; 
 Amortisation over exactly 20 years; 
 Any of the above with or without impairment testing. 

 Commentary 

Now, in compliance with IFRS, such goodwill cannot be amortised but must be 
tested annually for impairment. 
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 However, there are still many areas in which diversity exists, particular in relation to 
matters of disclosure.  The principles-based approach to IFRSs, rather than a rules-
based approach, requires professional judgement which can lead to a lack of 
comparability: 

 disclosures may not extend beyond the minimum requirements; 
 voluntary disclosure may be no more than “boiler plate”. 

 IASB does not have the formal authority of a national regulatory system so: 

 compliance is “promoted” (see IASB objectives) rather than enforced; and 
 “harmonisation” is encouraged. 

 “Harmonisation” can be described as the process by which differences between financial 
reporting practices can be minimised, if not eliminated, over time.  This is not the same 
as convergence, which implies the bringing together of accounting practices in different 
jurisdictions. 

 Although some national standard setters (e.g. in the UK) issue new standards which 
implement IFRSs, others do not (e.g. permitting “opt-out”).  Also, because IASB does 
not have its own compliance mechanism, it relies on national regulatory mechanisms to 
“ensure” enforcement.  Therefore, although significant, steady, progress has been made 
over many years it will be many years still before IFRS will be enforceable globally. 
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Key points summary 

 IFRS is a principles-based set of accounting standards.  They are widely used for the preparation 
of financial statements across many jurisdictions. 

 IFRSs apply to the published financial statements of all profit-oriented entities. 

 All listed EU companies were required to publish consolidated financial statements in compliance 
with IFRS with effect from 1 January 2005. 

 Recently many countries have adopted IFRS as their accounting framework with local GAAP 
either disappearing or only being used for private entities. 

 The IASB was formed to take over the work of the IASC in April 2001. 

 Publication of a Standard, Exposure Draft or final IFRIC requires approval by nine of the IASB’s 
16 members. 

 Not all organisations primary objectives are to make profit.  Not-for-profit and public sector 
entities have other functions to perform in the economy. 

 National governments have amongst their many objectives to provide health, education and 
policing to all members of the community. 

 Many not-for-profit organisations follow a value-for-money approach to how they perform their 
services. 

 

Focus 

You should now be able to: 

 discuss the need for international financial reporting standards and possible 
barriers to their development; 

 explain the structure and constitution of the IASB and the standard setting process; 

 discuss progress towards international harmonisation. 
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Overview 

Objective 

 To set out the concepts that underlie the preparation and presentation of financial 
statements for external users as set out in the “Conceptual Framework for Financial 
Reporting”.   

 

  PURPOSE AND 
STATUS 

  

    Purpose 
 Scope 
 Financial statements 
 Application 
 Users and their information needs 

UNDERLYING 
ASSUMPTIONS* 

 GENERAL PURPOSE 
FINANCIAL 
REPORTING 

 QUALITATIVE 
CHARACTERISTICS 

  

 Going concern 

 

 Objectives and usefulness
 Limitations 
 Financial position, 

performance & changes 

 

 Economic phenomena 
 Fundamental  
 Relevance 
 Faithful representation 
 Enhancing 
 Cost constraint 

  ELEMENTS OF 
FINANCIAL 

STATEMENTS* 

  

    Definitions 
 Recognition 
 Measurement bases 

  CAPITAL AND 
CAPITAL 

MAINTENANCE* 

 FAIR VALUE 

 

  Capital 
 Profit 

 Background 
 Terminology 
 Non-financial assets 
 Valuation techniques 
 Input hierarchy 
 Disclosure 

 

 Commentary 

In September 2010 the IASB issued the “Conceptual Framework for Financial Reporting”.  
It supersedes the “Framework for the Preparation and Presentation of Financial 
Statements”.  It reflects the completion of only the first phase of IASB’s updating of its 
framework.  * These topics have still to be updated by later phases.   
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1 Purpose and status 

1.1 Purpose 

 Primarily, to assist the IASB in: 

 developing future IFRSs and reviewing existing IFRSs; 
 promoting harmonisation in the presentation of financial statements by 

providing a basis for reducing the number of alternative accounting 
treatments permitted by IFRSs. 

 Commentary 

For example, IFRS 11 “Joint Arrangements” no longer allows the proportionate 
consolidation method of accounting for joint ventures which was permitted under 
IAS 31 “Accounting for Interests in Joint Ventures”.  

 To assist national standard-setting bodies in developing national standards. 

 To assist preparers of financial statements in applying IFRSs and in dealing 
with topics that are not yet the subject of an IFRS. 

 To assist auditors in forming an opinion on whether financial statements 
conform with IFRSs. 

 To assist users of financial statements in interpreting information contained 
in financial statements prepared in conformity with IFRSs. 

 To provide interested parties with information about how IFRSs are formulated (published 
as a “basis for conclusions” with each new and revised Standard). 

 
Commentary 

The “Conceptual Framework” is a foundation for the preparation and appraisal of financial 
reporting standards.  It is not an IFRS and therefore it does not define standards.  Nothing in 
it overrides any specific IFRS.  In a limited number of cases where a conflict between the 
framework and an IFRS arises, the IFRS prevails. 

1.2 Scope 

 To explain: 

 Objectives of financial statements; 
 Qualitative characteristics of useful information; 
 Definition, recognition and measurement of elements; 
 Concepts of capital and capital maintenance. 

 
Commentary 

The “Framework” provides answers to a series of fundamental questions: 

 What are financial statements? 
 What are they for? 
 Who are they for? 
 What makes them useful? 
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1.3 Financial statements 

Included Not included 

 Statement of financial position (a “balance sheet”); 

 Statement of profit and loss and other comprehensive 
income; 

 Statement of changes in equity; 

 Statement of cash flows; and 

 Notes, including a summary of significant accounting 
policies and other explanatory material. 

 Reports by directors; 

 Statements by chairman; 

 Discussion and analysis by 
management and similar items 
included in a financial or annual 
report. 

 

1.4 Application 

 Financial statements of all commercial, industrial and business reporting 
entities, whether public or private. 

1.5 Users and their information needs 

 

 Providers of capital 
(investors and owners) 
and their advisers 

 Risk and return of investment.  Need information: 

 for decision-making (e.g. to buy, hold or sell shares); and 
 to determine their return (e.g. dividends) and assess the 

entity’s ability to pay. 

 Employees and their 
representatives 

 Stability and profitability of employers. 

 Ability to provide remuneration, retirement benefits and 
employment opportunities. 

 Lenders (e.g. banks)  Whether loan repayments and interest will be paid when due and 
to assess their security. 

 Suppliers and other trade 
creditors 

 Whether amounts owing will be paid when due. 

 Customers  Continuance – important for long-term involvement with, or 
dependence on, the entity. 

 Governments and their 
agencies 

 Allocation and utilisation of resources (e.g. scarce natural 
resources) and entities’ activities. 

 Information to regulate activities, determine taxation policies and 
as the basis for national income and similar statistics. 

 Public  Contribution to local economy including number of employees 
and patronage of local suppliers. 

 Trends and recent developments in prosperity and range of 
activities. 

USERS NEEDS 
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2 General purpose financial reporting 

2.1 Objective and usefulness 

 To provide information about the financial position, performance and 
changes in financial position of a reporting entity that is useful to a wide 
range of users in making economic decisions. 

 To show the results of management’s stewardship (i.e. accountability for 
resources entrusted to it). 

 Commentary 

“Management” in the framework also encompasses any governing board. 

 Existing and potential investors, lenders and creditors (“primary users”) 
mostly need to rely on published financial information as they cannot obtain 
it directly. 

2.2 Limitations 

 Financial reports cannot meet all the information needs of primary users.  Those users 
must therefore consider other sources of information (e.g. economic conditions, political 
events and industry outlooks). 

 IFRSs are developed to meet the information requirements of primary users.  Although 
other users may find them useful they do not specifically aim to meet their needs. 

 They do not purport to show the value of the reporting entity. 

 They are based to a large extent on estimates, judgements and models. 
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2.3 Financial position, performance and changes in 
financial position  

2.3.1 Economic resources, claims and changes  

 Financial reports provide information that enables users to evaluate: 

 the ability of entity to generate cash and cash equivalents; 
 the timing and certainty of their generation. 

 
 

 

FINANCIAL 
POSITION 

FINANCIAL 
PERFORMANCE 

CHANGES IN 
FINANCIAL 
POSITION 

 Affected by: 

 economic resources 
controlled; 

 financial structure; 

 liquidity and 
solvency; 

 capacity to adapt to 
changes. 

In particular profitability: 

 to predict capacity to 
generate cash flows from 
existing resource base; 

 to form judgements 
about effectiveness with 
which additional 
resources might be 
employed. 

 To evaluate investing, 
financing and operating 
activities. 

 To assess ability to 
generate cash flows. 

 To indicate how cash is 
obtained and spent and 
the cost of financing it. 

 STATEMENT OF 
FINANCIAL POSITION  

 STATEMENT OF PROFIT 
OR LOSS AND OTHER 

COMPREHENSIVE INCOME  

 STATEMENT OF  
CASH FLOWS 

 

 Commentary 

The statement of financial position provides information about “economic resources” 
and “claims” against the company.  Information about the effects of transactions which 
change those resources and claims are provided in the other financial statements (e.g. a 
rights issue of shares in the statement of cash flows). 

2.3.2 Accrual accounting  

 Financial reporting is reflected by accrual accounting as this provides a better 
basis for assessing performance than cash receipts and payments. 

 Under accrual accounting effects of transactions and other events are:  

 recognised when they occur not as cash is received or paid; 
 recorded in the accounting records and reported in the financial 

statements of the periods to which they relate. 
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 Financial statements prepared on the accrual basis inform users of obligations 
to pay cash in the future and of resources that represent cash to be received in 
the future. 

 Commentary 

The accrual basis gives rise to the “matching” concept – that expenses are 
recognised on the basis of a direct association between costs incurred and 
earning of income. 

3 Underlying assumption 

3.1 Going concern  

 This is the assumption that an entity will continue in operation for the foreseeable 
future. 

 Therefore, there is neither intention nor need to liquidate or curtail materially 
the scale of operations.   

 Commentary 

This assumption, which concerns the basis of preparation, applies unless users of 
financial statements are told otherwise.   

4 Qualitative characteristics 

4.1 “Economic phenomena”  

 Qualitative characteristics of financial statements are the attributes that make 
information provided therein useful to primary users.   

 This information primarily concerns economic resources, claims against the 
entity and the effects on these of transactions, conditions and other events.  

 Commentary 

Collectively the framework refers to these as “economic phenomena”. 

4.2 Fundamental qualitative characteristics 

 These are relevance and faithful representation. 

 Other enhancing characteristics are: 

 comparability; 
 verifiability; 
 timeliness; and  
 understandability. 
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4.3 Relevance 

 This quality concerns the decision-making needs of users.  It helps users: 

 to evaluate past, present or future events (i.e. has a predictive value); 
 to confirm or correct their past evaluations (i.e. has a confirmatory value). 

 Commentary 

Predictive and confirmatory values are inter-related (e.g. the same information may 
confirm a previous prediction and be used for a future prediction).  

 Relevance of information is affected by: 

 Its nature Materiality 

  Nature alone may be 
sufficient to determine 
relevance. 

 

 Information is material if its omission or misstatement 
could influence the economic decisions of users taken 
on the basis of the financial statements. 

 Depends on size of item or error judged in the specific 
circumstances of its omission or misstatement. 

 It provides a threshold or cut-off point rather than being 
a primary qualitative characteristic. 

 Commentary 

Azure AG sold a property for $4 million is one piece of information.  That it sold it 
to another company which is owned by Azure’s chief executive officer is another 
piece of information.  (Such “related party” transactions are the subject of IAS 24.) 

 Both nature and materiality may be important (e.g. amounts of inventories 
held in each main category). 

4.4 Faithful representation  

 Useful information must represent faithfully that which it either purports to 
represent (or could reasonably be expected to represent). 

 Faithful representation encompasses: 

  neutrality (i.e. free from bias); 

 completeness (within bounds of materiality and cost) – an omission can 
cause information to be false or misleading and thus unreliable; and 

 accuracy (i.e. free from error). 

 Commentary 

The 2007 framework included “substance over form” and “prudence” as aspects of 
reliability.  “Faithful representation” has now replaced “reliability” as a fundamental 
characteristic.  “Substance over form” and reliability of measurement is still crucial to the 
recognition of elements of financial statements (see later in this session).  However, 
“prudence” is no longer mentioned in the framework.  
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4.5 Enhancing characteristics  

4.5.1 Comparability 

 Users need to be able to compare financial statements of: 

 an entity through time – to identify trends in financial position and performance; 
 different entities – to evaluate relative financial position, 

performance and changes in financial position. 

 Comparability requires consistent measurement and display of the financial 
effect of like transactions and other events. 

 An implication of this is that users must be informed of the accounting policies 
employed, any changes in those policies and the effects of such changes. 

 Financial statements must show corresponding information for preceding periods. 

 Commentary 

Consistent measurement, for example, means adopting the same initial measurement 
and subsequent measurement rules for intangible assets as for tangible assets. 

4.5.2 Verifiability  

 This means that knowledgeable, independent observers could reach a 
consensus that a particular representation has the fundamental quality of 
faithfulness. 

 Verification may be: 

 direct (e.g. through physical inspection); or  
 indirect (e.g. using a model, formula or technique). 

 Commentary 

This characteristic does not relate only to single point estimates but also to 
ranges of outcomes and related probabilities. 

4.5.3 Timeliness  

 Information needs to be available in time for users to make decision. 

 Commentary 

Older information is generally less useful (but may still be useful in 
identifying and assessing trends). 

4.5.4 Understandability 

 Users are assumed to have a reasonable knowledge of business and economic activities and 
accounting and a willingness to study information with reasonable diligence (i.e. they are 
expected to have a level of financial expertise). 

 Information about complex matters should not be excluded on the grounds 
that it may be too difficult for certain users to understand. 
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4.6 Cost constraint  

 The cost of providing information should not exceed the benefit obtained from it. 

 This cost, though initially borne by the reporting entity, is ultimately borne by 
the users (e.g. through lower returns on their investment). 

 Users also incur costs (e.g. in analysing and interpreting information). 

 Benefits are most difficult to quantify and assess: 

 the better the quality of information, the better decision making should be; 
 confidence in the efficiency of capital markets lowers the cost of capital. 

5 Elements of financial statements 

“Elements” are the broad classes of the financial effects of transactions grouped 
according to their economic characteristics.   

5.1 Definitions 

 An asset:  

 a resource controlled by the entity; 
 as a result of past events; 
 from which future economic benefits are expected to flow. 

 Commentary 

Control means being able to restrict use (e.g. with physical “keys” or rights enforceable in a 
court of law).  A skilled workforce is a resource but an entity will not have sufficient control 
over the future economic benefits of it to recognise it as an asset. 

 A liability:  

 a present obligation of the entity; 
 arising from past events; 
 settlement of which is expected to result in an outflow of resources 

embodying economic benefits. 

 Commentary 

So not, for example, a proposed dividend (since there is no legal obligation), nor future 
repairs and maintenance costs. 

 Equity:  

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

 Commentary 

This is defined in terms of other items in the statement of financial position; it amounts 
to the “balancing figure”. 
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 Income:  

 increases in economic benefits during the accounting period; 
 in the form of inflows (or enhancements) of assets or decreases of liabilities; 
 that result in increases in equity; 
 other than those relating to contributions from equity participants 

(e.g. to acquire shares). 

 Commentary 

Again, this is defined in terms of items in the statement of financial position.  Income 
includes revenue and gains, even though they may be included in other comprehensive 
income or directly in equity rather than profit or loss (e.g. a revaluation gain). 

 Expenses:  

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

 
Commentary 

Note now the Framework’s very “balance sheet” view of financial reporting – this is 
fundamental to understanding IFRSs.  Expenses include losses – most of which will be 
recognised in profit or loss though some may be included in other comprehensive income 
(e.g. a revaluation deficit on an asset with a previously reported gain) or directly in equity. 

5.2 Recognition 

5.2.1 Meaning 

 The process of incorporating in the statement of financial position or statement of 
profit or loss and other comprehensive income an item that: 

 meets the definition of an element; and 
 satisfies the criteria for recognition (below). 

 Commentary 

One factor to consider in assessing whether an item meets a definition is “substance 
over form” (i.e. the underlying substance, not merely legal form).  It is for this reason 
that assets held under finance leases are treated as assets acquired (see later session). 

 Recognition involves: 

 the depiction of the item in words and by a monetary amount; and 
 the inclusion of that amount in totals of the statement of financial 

position or statement of profit or loss and other comprehensive income. 

 Items that satisfy the recognition criteria should be recognised. 

 The failure to recognise such items is not rectified by disclosure of the 
accounting policies used nor by notes or explanatory material. 

 Commentary 

In IFRS “should” means “must”. 
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5.2.2 Criteria 

 It is probable that any future economic benefit associated with the item will 
flow to or from the entity; AND 

 The item has a cost or value that can be measured with reliability. 

 Commentary 

This criterion features time and again throughout the Standards.  In IAS 37 “Provisions, 
Contingent Liabilities and Contingent Assets” probably means “more likely than not” 
(i.e. greater than 50%).  However, in the exercise of prudence (e.g. in asset recognition.) 
a higher threshold may be considered “probable”.  Items which do not meet the 
recognition criteria (e.g. because they cannot be measured) may nevertheless require to 
be disclosed (e.g. contingent liabilities). 

5.3 Measurement bases 

 Assets Liabilities 

Historical cost  The amount1 paid (or the fair 
value of the consideration given) 
to acquire them at the time of 
their acquisition.  (Used, for 
example, in IAS 2 Inventories, 
IAS 16 Property, Plant and 
Equipment and IAS 38 
Intangible Assets.) 

 The amount received in exchange 
for the obligation. 

 In some circumstances (e.g. income 
taxes) at the amounts of cash 
expected to be paid to satisfy the 
liability in the normal course of 
business. 

Current cost  The amount that would have to 
be paid if the same or an 
equivalent asset was acquired 
currently. 

 The undiscounted amount that 
would be required to settle the 
obligation currently. 

Realisable 
(settlement) 
value 

 The amount that could currently 
be obtained by selling the asset 
in an orderly disposal.  (Used in 
IAS 2 Inventories.) 

 At settlement values (i.e. the 
undiscounted amounts expected to 
be paid to satisfy the liabilities in 
the normal course of business). 

Present value  Present discounted value of the 
future net cash inflows that the 
item is expected to generate in 
the normal course of business. 

 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.  (Used, for example, in 
IAS 37 Provision, Contingent 
Liabilities and Contingent Assets.) 

 
  

                                                      

1   Refers to the amount of cash or cash equivalents 
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Commentary 

As indicated above, each of these may be used under IFRS according to circumstance.  
Initial recognition is invariably at historical cost – being relatively easy, reliable and 
objective.  Subsequent measurement at revaluation is permitted (e.g. in IAS 16) because 
it provides more useful information, albeit more subjective. 

The Framework was first published in 1989, before “fair value” was recognised as a 
measurement basis.  This term was therefore defined in all relevant Standards (e.g. IAS 
17 “Leases” and 18 “Revenue”) though now it is only defined where its meaning is 
different to that in IFRS 13 “Fair Value Measurement”. 
 

6 Concepts of capital and capital maintenance 

6.1 Capital  

6.1.1 Financial concept 

 Capital (i.e. money invested) is synonymous with the net assets or equity of the entity. 

6.1.2 Physical concept – operating capability 

 Capital is regarded as the productive capacity of the entity based on operating 
capability (e.g. units of output per day). 

 Commentary 

These two concepts give rise to the concepts of capital maintenance. 

6.2 Capital maintenance and the determination of profit 

6.2.1 Financial capital maintenance  

 Profit is earned only if the financial (or money) amount of the net assets at the end of the 
period exceeds the financial (or money) amount of net assets at the beginning of the 
period (after excluding any distributions to/contributions from owners during the period). 

 
Commentary 

Historical cost accounting uses financial capital maintenance in money terms. 

6.2.2 Physical capital maintenance  

 Profit is earned only if the physical productive capacity (or operating capability) of the entity 
at the end of the period exceeds the physical productive capacity at the beginning of the 
period (after excluding any distributions to/contributions from, owners during the period). 

 
Commentary 

Both concepts can be measured in either nominal monetary units or units of constant 
purchasing power.  Physical capital maintenance requires that current cost be 
adopted as the basis of measurement, whereas financial capital maintenance does 
not call for any particular measurement basis. 
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7  Fair value  

7.1 Background  

 When the framework document was first issued the concept of fair value was 
not widely used in accounting and so was not incorporated into the 
framework as a measurement of value. 

 Over the past 10-15 years the use of fair value in accounting has become far 
more widespread, with many international standards now requiring or 
allowing the use of fair value. 

 When the IASB issued new standards that required or allowed the use of fair 
value there was no consistency between each standard as to how fair value 
should be measured. 

 In May 2011 the IASB issued IFRS 13 Fair Value Measurement which 
prescribed that when a particular standard requires an item to be measured at 
fair value then IFRS 13 would be the reference point in how to measure fair 
value.  

 Commentary 

It is important to note that IFRS 13 does not tell an entity when to use fair value, but 
if it is to be used then IFRS 13 says how it is to be used. So if an entity holds 
Investment Property, it is IAS 40 that allows the use of fair value but IFRS 13 that 
gives the actual fair value. 

7.2 Terminology 

Definition 
 

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

 

 
 This definition of fair value is based on an exit price, taking the asset or 

liability out of the entity, rather than an entry price, bringing the asset or 
liability into the entity. 

 When measuring fair value all characteristics of the asset or liability that a 
market participant would take into account should be reflected in the 
valuation. This could include the condition or location of the asset and any 
restrictions on the use of the asset. 

 The definition is market-based and is not entity-specific.  It reflects the use 
market participants would use the asset or liability for not what a specific 
entity would use the asset or liability for. 
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Definitions 
 

Active market – a market in which the transaction for the asset or liability take place 
with sufficient frequency and volume to provide pricing information on an on-going 
basis.  

 

Highest and best market – the use of a non-financial asset by market participants that 
would maximise the value of the asset or the group of assets and liabilities within 
which the asset would be used.  

 

 

7.3 Non-financial assets  

 For non-financial assets (e.g. investment property) the fair value 
measurement requires that the highest and best use of that asset is reflected in 
the valuation. 

 The highest and best use will take into account the use of the asset that is 
physically possible, that is legally allowed and that which is financial feasible 
when using the asset. 

 Commentary 

The definition will not reflect illegal activities in the use of the asset; it will reflect 
what is economically viable taking account of any financial constraints. 

 Taking account of the highest and best use may require assumptions that the 
asset will be combined, or complementary, with other assets or liabilities 
available to market participants. 

 Commentary 

If the entity uses the asset on its own, but the best use of the asset by market 
participants would be combined with other assets then the valuation would be based 
on using the asset in combination with others, irrespective of how the entity is 
currently using the asset. 

7.4 Valuation techniques  

 The standard assumes that the transaction will occur in the principal market 
for the asset or liability, if one exists.  If there is no principal market then the 
standard requires the valuation to be based on the most advantageous market. 

 Unless proven otherwise the market place will be presumed to be the one that 
the entity transacts in on a regular basis. 

 The objective of the standard is to estimate the price at which the asset or 
liability could exit the entity in an orderly transaction.  Three common 
techniques which would give an accurate estimate are considered below. 
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7.4.1 Market approach  

 This approach uses prices and other information generated in a market place 
that involve identical or comparable assets or liabilities. 

7.4.2 Cost approach  

 This approach reflects the amount that would be required to replace the 
service capacity of the asset (current replacement cost). 

7.4.3 Income approach 

 This approach considers future cash flows and discounts those cash flows to a 
current value.  Models that follow an income approach include: 

 present value; and 
 option pricing models (e.g. Black-Scholes-Merton). 

 Commentary 

Option pricing is not examinable. 

7.5 Hierarchy of inputs  

 The techniques used to estimate fair values should maximise observable 
inputs wherever possible.  The hierarchy (order) of inputs aims to increase 
consistency of usage and comparability in the measurement of fair values and 
their related disclosures.  

7.5.1 Level 1 inputs  

 These are quoted prices in active markets for identical assets or liabilities that 
the entity can access at the measurement date. 

7.5.2 Level 2 inputs 

 These are inputs other than quoted prices that are observable for the asset or 
liability, either directly or indirectly. 

 These would include prices for similar, but not identical, assets or liabilities 
that were then adjusted to reflect the factors specific to the measured asset or 
liability. 

7.5.3 Level 3 inputs 

 These are unobservable inputs for the asset or liability. 

 Commentary 

Level 1 inputs should be used wherever possible; the use of level 3 inputs 
should be kept to a minimum. 
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7.6 Disclosure 

 The disclosure requirements of IFRS 13 are very extensive and depend on 
whether level 1, 2 or 3 inputs are being used in the measurement techniques.  
The disclosures required are of a quantitative and qualitative nature. 

 The standard also distinguishes between those measurements that are of a 
recurring nature against those of a non-recurring nature. 

 Disclosures include the following: 

 reason for using fair value; 

 the level of hierarchy used; 

 description of techniques used for level 2 or 3 inputs; 

 for non-financial assets, disclosure is required if the highest and 
best use differs to that that the entity is using; and 

 for level 3 inputs a reconciliation of the opening and closing 
balances and any amounts included in profit or loss for the period. 

 Commentary 

The above disclosures are only a small sample of what is required; it is 
unlikely that the examiner will require extensive knowledge of the 
disclosures. 
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Key points summary 
 

 Objectives of general purpose financial statements: 

 to provide information about the financial position, performance and changes 
in financial position; 

 to show the results of stewardship/accountability of management. 

 There is only one underlying assumption of financial statements – going concern. 

 There are two fundamental qualitative characteristics – relevance and faithful 
representation. 

 There are four enhancing characteristics – comparability, verifiability timeliness 
and understandability.  

 Elements of financial statements are assets, liabilities, equity, income and 
expenses. 

 Recognition means incorporating in the financial statements an item that meets the 
definition of an element and satisfies the recognition criteria: 

 probable future economic benefit; and  
 reliable measurement.  

 Measurement involves assigning monetary amounts. 

 The definition of fair value is based on an exit price, taking the asset or liability 
out of the entity, rather than an entry price. 

 Techniques used to estimate fair values should maximise observable inputs 
wherever possible.  IFRS 13 prescribes a hierarchy to increase consistency and 
comparability in measurement.  

 

 

Focus 

You should now be able to: 

 understand and interpret the Financial Reporting Framework. 

 Commentary 

Although there is only one learning outcome in the Study Guide which makes 
specific reference to a “framework” its importance is emphasised in later sessions. 
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Overview 

Objective  

 To prescribe the basis for presentation of general purpose financial statements. 
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1 Introduction 

1.1 Objective 

 To prescribe the basis for presentation of general purpose financial 
statements in order to ensure comparability with: 

 the entity’s own financial statements of previous periods; and 
 financial statements of other entities. 

 To achieve this IAS 1 sets out: 

 overall requirements for presentation of financial statements; 
 guidelines for their structure (i.e. how they should be ordered); and 
 minimum content requirements. 

1.2 Scope 

1.2.1 Definition   

 “General purpose financial statements” means financial statements intended 
to meet the needs of users who are not in a position to demand reports 
tailored to specific information needs. 

1.2.2 Application of IAS 1 

 To all financial statements of entities with a profit objective. 

 Commentary 

General purpose financial statements may be presented separately or within a 
published document (e.g. annual report or prospectus).  IAS 1 does not apply to 
condensed (“summarised”) interim financial information (covered by IAS 34) or other 
special purpose financial reports (e.g. prospectuses). 

 To consolidated accounts of groups and individual entities. 

 Commentary 

Consolidated financial statements prepared in accordance with IFRSs may be presented 
with the financial statements of the parent company prepared under national 
requirements providing that the basis of preparation of each is clearly disclosed in the 
statements of accounting policies. 

 To all types of commercial, industrial and business reporting entities, whether 
public or private including: 

 banks and other financial institutions; 
 insurance entities. 

 Commentary 

IAS 1 prescribes only minimum content requirements. 
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 To public sector business entities with a profit objective. 

 Commentary 

Not-for-profit and governmental organisations may apply IAS 1 by analogy. 

2 Financial statements 

2.1 Objectives   

 
Commentary 

See also “The Framework” in the previous Session. 

 To provide information, useful to a wide range of users in making economic 
decisions about: 

 financial position (namely assets, liabilities and equity); 
 financial performance (income/expenses including gains/losses); 
 cash flows (including cash equivalents – see later). 

 

 Commentary 

Because each of the primary financial statements presents a different aspect 
of the same transactions or events, they are necessarily interrelated.  For 
example, sales of goods on credit terms may be reflected as: 

– revenue in profit or loss; 
– trade receivables in the  statement of financial position; and 
– cash receipts from customers in the statement of cash flows. 

 To show the results of management’s stewardship of the entity’s resources. 

 To achieve the above objectives, financial statements are a structured 
representation of and entity’s: 

 financial position ; and 
 financial performance. 

2.2 Components   

 A complete set of financial statements includes the following components: 

 a statement of financial position; 
 a statement of profit or loss and other comprehensive income; 
 a separate statement of changes in equity;  
 a statement of cash flows; 
 significant accounting policies and other explanatory notes; 
 a statement of financial position as at the beginning of the earliest 

comparative period when IAS 8 Accounting Policies, Changes in 
Accounting Estimates and Errors applies (see later). 
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 Commentary 

A complete set may be for annual or interim periods.  Other titles may be used for 
financial statements, for example, a “balance sheet” is a statement of financial position 
and “statement of comprehensive income” can be used instead of “statement of profit or 
loss and other comprehensive income”. 

 Commentary 

Accounting policies may be presented as a separate statement or incorporated within the 
notes.  The notes are an integral component and as important as the four “primary” 
financial statements.  In particular, there are many items of information which may be 
presented either in a primary statement or in the notes.  The notes also disclose 
information required under IFRS that is not presented elsewhere. 

2.3 Supplementary statements 

 Entities may present additional information on a voluntary basis, for example: 

 environmental reports; 
 value added statements; and 
 a review by management ( management commentary) including 

financial and other information;. 

 Commentary 

Any such additional statements are outside the scope of IFRSs. 
 

3 General features 

 Commentary 

The general features of IAS 1 contribute to the qualitative characteristics of “The 
Framework”.  For example, “comparative information” clearly relates to 
comparability and “materiality” is an indicator of relevance. 

3.1 Fair presentation and compliance with IFRS 

 Financial statements should “present fairly” the financial position, financial 
performance and cash flows an entity. 

 This is achieved by appropriate application of IFRSs, with additional disclosure, where 
necessary.  (Compliance with IFRS must be disclosed – see later in this session.) 
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3.1.1 Fair presentation   

 Fair presentation encompasses: 

 the selection and application of appropriate accounting policies (see 
next session); 

 Commentary 

Inappropriate accounting treatments are not rectified by either: 

– disclosure of accounting policies used; or 
– notes or explanatory material. 

 the presentation of information (including accounting policies) bearing the 
qualitative characteristics of financial statements; 

 additional disclosures being made when information provided under the 
requirements of IFRSs is insufficient to be understandable by users. 

 Commentary 

Conflicting national requirements do not justify a departure from Standards.  Also, 
if an accounting matter is not the subject of a specific IFRS management must 
consider the appropriateness of any proposed treatment in the light of “The 
Framework”, other accepted practices and other policies adopted. 

3.1.2 Compliance with IFRS   

 In extremely rare circumstances, if compliance would be misleading, and therefore 
departure from a standard is necessary to achieve a fair presentation, the entity discloses: 

 that management has concluded that the financial statements fairly present the 
entity’s financial position, performance and cash flows; 

 that it has complied in all material respects with applicable IFRS s except that 
it has departed from a standard in order to achieve a fair presentation; 

 the Standard from which the entity has departed; 

 the nature of departure: 

– the treatment that the standard would require; 
– the reason why that treatment would be misleading in the circumstances; and 
– the treatment adopted; 

 the financial impact of the departure on the entity’s profit or loss, assets, 
liabilities, equity and cash flows for each period presented. 

 Commentary 

Such detailed disclosure makes it possible for a user of the financial statements to 
determine how the financial statements would have been presented if the Standard 
had been applied. 
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 When assessing the need to depart from a specific requirement in a Standard 
management should consider: 

 why the objective of the requirement cannot be met; and 
 how the particular circumstances differ from those of other entities 

which adhere to the requirement. 

 Commentary 

If there is a legitimate need to “override” a requirement of an IAS, the 
financial statements can still be described as complying with IFRS. 

3.2 Going concern 

 It is management’s responsibility to: 

 assess the entity’s ability to continue as a going concern 
(considering all information available for the foreseeable future); 

 prepare financial statements on a going concern basis (unless it is 
probable that the entity will be liquidated/ cease trading); 

 disclose material uncertainties which may affect the going concern concept. 

 
Commentary 

If a company is not a going concern the financial statements should be 
prepared on a break-up basis. 

3.3 Accrual basis of accounting 

 An entity should prepare its financial statements (except the statement of cash 
flows) under the accrual basis of accounting (“the matching concept”). 

 This means that assets, liabilities, equity, income and expenses are: 

 recognised when they occur (not as cash or its equivalent is 
received or paid); and 

 recorded in the accounting records and reported in the financial 
statements of the periods to which they relate. 

 Expenses are recognised on the basis of a direct association between:  

 costs incurred; and 
 earning of specific items of income. 

3.4 Materiality and aggregation 

Definition  

Omissions or misstatements of items are material if they could, singly or together, influence the 
economic decisions of users taken on the basis of financial statements.  Materiality depends on the size 
and nature of the item judged in the particular circumstances of its omission.  Both must be considered 
together when making a decision about the materiality of an item. 
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Commentary 

Materiality and aggregation can be thought of as opposite ends of a spectrum 
and are related to “precision” used (e.g. $ millions). 

Materiality provides that the specific disclosure requirements of IFRS need 
not be met if a transaction is not material.   

3.5 Offsetting 

 Assets and liabilities, also income and expenses, should NOT be offset except 
when required or permitted by an IFRS. 

 Commentary 

For example, IAS 12 requires that tax liabilities and assets be offset where there is a 
legally enforceable right of offset and settlement is on a net basis.  IAS 20 permits off-
setting of a capital grant against an asset as an alternative to setting up a deferred credit. 

 Offsetting, except when it reflects the substance of the transaction or event, 
detracts from the ability of users to understand the transactions undertaken 
and to assess the future cash flows of the entity.   

 
Commentary 

Reporting of assets net of valuation allowances (e.g. obsolescence on inventories and 
depreciation on plant and equipment) does not constitute offsetting. 

 Some netting off of income with related expenses arising on the same 
transaction is permitted.  For example: 

 gains/losses on the disposal of non-current assets are reported after 
deducting the carrying value and selling expenses from the proceeds; 

 expenditure related to a recognised provision that is reimbursed 
under a contractual arrangement with a third party may be netted 
against the reimbursement; 

 Commentary 

For example, where a warranty provision on goods sold will be reimbursed 
by the supplier/manufacturer. 

 gain/losses relating to a group of similar transactions are reported 
on a net basis. 

 Commentary 

For example, gains and losses arising on foreign exchange transactions and 
financial instruments held for trading.  However, such gain or loss should be 
reported separately if material. 
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3.6 Frequency of reporting 

 A complete set of financial statements (including comparative information) 
should be presented at least annually. 

 In exceptional circumstances where there is a change in the end of the 
reporting period (so the statements are presented for a period other than a 
year) the entity should disclose: 

 reason for a period other than one year being used; 
 the fact that comparative amounts presented are not entirely comparable. 

3.7 Comparative information 

 Numerical information in previous period should be disclosed unless an IFRS 
permits/requires otherwise. 

 Commentary 

Two of each statement is therefore a minimum requirement. 

 Where there is a restatement of prior period information a statement of financial 
position is also required for the beginning of the earliest comparative period. 

 Commentary 

That is, a minimum of three statements of financial position (and two of each of 
the other statements).  Restatement arises when, for example, an accounting 
policy is applied retrospectively in accordance with IAS 8 (see later session). 

 Narrative and descriptive information from previous period should be included 
when relevant to understanding current period’s financial statements. 

 When the presentation/classification of items in the financial statements is amended: 

 if practicable, reclassify comparatives and disclose nature, amount 
and reason for reclassification; 

 if impracticable, disclose reason for not reclassifying and the nature 
of the adjustments that would otherwise have been made. 

 Commentary 

IAS 1 defines a requirement as “impracticable” when an entity cannot apply 
it after making every reasonable effort to do so. 

 The 2009-2010 cycle of amendments to IFRS clarifies that: 

 additional disclosure is not required for periods before the minimum 
comparative requirements of IAS 1; and 

 if a retrospective change in accounting policy has a material effect on the 
statement of financial position at the beginning of the preceding period then 
that statement should also be presented.  Other than the specified required 
disclosures, additional information relating to this statement is not required.  
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3.8 Consistency of presentation 

 Presentation and classification of items in financial statements should be 
retained from one period to the next. 

 A change is only allowed if it: 

 will result in a more appropriate presentation (e.g. if there is a 
significant change in the nature of the entity’s operations); or 

 is required by an IFRS. 

 Commentary 

Consistency is an aspect of comparability.  What is “appropriate” can be considered 
in terms of the qualitative characteristics of “relevance” and “reliability”. 

4 Structure and content 

4.1 “Disclosure” 

 IAS 1 uses the term in a broad sense, encompassing items presented in each 
financial statement as well as in the notes to the financial statements. 

4.2 Identification of financial statements 

 Financial statements should be clearly identified and distinguished from other 
information in the same published document (e.g. annual report or prospectus). 

 IFRSs apply only to the financial statements and not to other information so 
users must be able to distinguish information prepared using IFRSs from 
other information not subject to accounting requirements. 

4.3 Prominently displayed 

 The following information is to be prominently displayed and repeated where necessary: 

 each financial statements presented (e.g. statement of financial position); 

 name of reporting entity; 

 whether financial statements relate to an individual entity or a group; 

 the end of the reporting period (“reporting date”) or the period 
covered by the financial statements (as appropriate); 

 presentation currency; 

 level of precision (i.e. “rounding”) used (e.g. 000, millions, etc). 
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5 Statement of financial position 

5.1 Current/non-current distinction 

 Current and non-current assets and current and non-current liabilities are presented as 
separate classifications in the statement of financial position, unless a presentation 
based on liquidity order provides more relevant and reliable information. 

 
Commentary 

This may be the case for financial institutions. 

 Where a classification includes amounts that will be settled or recovered in 
less than 12 months and more than 12 months, the amount to be settled or 
recovered after more than 12 months must be disclosed. 

 Commentary 

Whichever presentation is adopted. 

Illustration 1  

1. Summary of significant accounting policies (extract)
Presentation. Presentation in the statement of financial position differentiates 
between current and non-current assets and liabilities. Assets and liabilities are 
classified as current if they mature within one year or within a longer operating 
cycle.  Deferred tax assets and liabilities as well as assets and provisions for 
pensions and similar obligations are presented as non-current items.  

The consolidated statement of income/loss is presented using the  
cost-of-sales method.  

Daimler Annual Report 2011 

 

 A separate classification: 

 distinguishes net assets that are continuously circulating as working 
capital from those used in long-term operations; 

 highlights assets expected to be realised within the current operating 
cycle, and liabilities due for settlement in the same period. 

 Other useful information: 

 maturity dates of trade and other receivables and payables; 
 inventories expected to be recovered more than one year after the 

reporting period. 

5.2 Current assets 

 An asset is classified as “current” when it is: 

 expected to be realised, or is intended for sale or consumption, in 
the normal course of the operating cycle; or 

 held primarily for trading purposes; or 

 expected to be realised within 12 months after the reporting period; or 

 cash or a cash equivalent which is not restricted in use. 
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 Commentary 

Only ONE of the above criteria needs to be satisfied. 

 All other assets are classified as “non-current”. 

 
Commentary 

The term “non-current” can be applied to all tangible, intangible and financial 
assets of a long-term nature.  The use of alternative descriptions (e.g. “fixed” or 
“long-term”) is not prohibited as long as the meaning is clear. 

 There are two conceptual views of the term “current”: 

(1) the liquidity approach; and 
(2) the operating cycle approach. 

5.2.1 Liquidity approach 

 Classification of assets and liabilities into current and non-current is intended to give 
an approximate measure of an entity’s liquidity (i.e. its ability to carry on its 
activities on a day to day basis without encountering financial stringencies). 

 
Commentary 

Criterion:  Will items be realised/liquidated in the near future? 

5.2.2 Operating cycle approach 

 Classification is intended to identify those resources and obligations of the 
entity that are continuously circulating. 

 
Commentary 

Criterion: – Will items be consumed or settled within the entity’s normal operating cycle? 

 The same normal operating cycle must be applied to both assets and liabilities. 

 Commentary 

A normal operating cycle is assumed to be 12 months if it is not clearly identifiable. 

 

Illustration 2 
 

22.  Trade accounts receivable 

Trade accounts receivable less write-downs amounted to €7,061 million (2010: €6,668 million) 

on the closing date, including €7,049 million (2010: €6,655 million) maturing within one year 

and €12 million (2010: €13 million) maturing in subsequent years.    
Notes to the Consolidated Financial Statements of the Bayer Group 2011 
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5.3 Current liabilities 

5.3.1 Classification 

 A liability is classified as “current” when: 

 it is expected to be settled in the normal course of the operating cycle (e.g. 
salary accruals); or 

 it is held primarily for the purpose of being traded; or 

 it is due to be settled within 12 months after the reporting period 
(e.g. income taxes); or 

 the entity does not have an unconditional right to defer settlement 
for at least 12 months after the reporting period. 

 All other liabilities are classified as “non-current”. 

5.3.2 Refinancing 

 Financial liabilities due to be settled within 12 months after the reporting 
period are classified as current even if: 

 the original term was more than 12 months; and 
 refinancing on a long-term basis is agreed after the reporting period 

(and before the financial statements are authorised for issue). 

 Commentary 

Refinancing or rescheduling payments after the reporting period is a non-
adjusting event that may require separate disclosure in accordance with 
IAS 10 “Events After the Reporting Period” (see later session). 

 Where an entity expects to exercise a right to “roll over” or otherwise refinance an 
obligation for at least 12 months after the reporting period it is non-current. 

 Commentary 

But it is current if the entity has no such right. 

 A liability which is payable on demand (e.g. as a result of breaching a loan 
covenant) is classified as current. 

 Commentary 

The entity does not have an unconditional right to defer settlement for a 
period of at least 12 months.  Rectification of a breach after the end of the 
reporting period is another example of a non-adjusting event. 

 If a lender provides a grace period ending at least 12 months after the reporting period, 
within which an entity can rectify a breach, the liability is non-current. 

 Commentary 

A grace period is the period of time before the borrower must begin or resume repaying a 
loan or debt.  In substance the lender cannot demand immediate repayment. 
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5.4 Overall structure 

 There is no prescribed format although the guidance on implementing IAS 1, that is not 
part of the standard, provides examples. 

 There are two main types of format found in practice, both of which are consistent with 
IAS 1.  They are expansions of two different expressions of the accounting equation: 

 Net assets (assets – liabilities ) = Capital 
 Assets = Capital + Liabilities 

 Commentary 

The example in the implementation guidance applies the current/non-current 
distinction in the format Assets = Capital + Liabilities. 

5.5 Line items   

 Certain items must be shown in the statement of financial position.  The minimum 
requirements for these “line items” are: 

 Property, plant and equipment; 
 Investment property; 
 Intangible assets; 
 Financial assets (excluding amounts under *); 
 Investments accounted for under the equity method *; 
 Biological assets; 
 Inventories; 
 Trade and other receivables *; 
 Held for sale non-current assets and disposal groups; 
 Cash and cash equivalents *; 
 Trade and other payables **; 
 Provisions **; 
 Financial liabilities (excluding amount under **); 
 Current tax liabilities and assets; 
 Deferred tax liabilities and assets; 
 Liabilities included in held for sale disposal groups; 
 Non-controlling interests (presented as part of equity); 
 Issued equity capital and reserves (attributable to owners of the parent). 

 Commentary 

“Owners” are holders of instruments classified as equity.  Note that the 
order of presentation is not prescribed. 
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5.6 Subclassifications 

 Further subclassifications of the line items presented should be disclosed 
either in the statement of financial position or in the notes, in a manner 
appropriate to the entity’s operations. 

 The detail provided in subclassifications depends on specific requirements of 
other IFRSs and the size, nature and amounts involved.  The disclosures will 
vary for each item. 

 
Commentary 

Typically companies will present the main headings in the statement of 
financial position and the detail in the notes to the financial statements. 

5.6.1 Examples 

 Property, plant and equipment by class (IAS 16). 

 Receivables disaggregated between trade customers, related parties, prepayments 
and other amounts. 

 Inventories classifications such as merchandise, production supplies (“consumables”), 
materials, work in progress and finished goods (IAS 2). 

 Provisions for employee benefits separate from other provisions. 

5.6.2 Capital disclosures 

 Commentary 

The following disclosures may be given either in the statement of financial 
position or the statement of changes in equity, or in the notes. 

 Classes of equity capital and reserves (e.g. paid-in capital, share premium and 
other reserves). 

 For each class of share capital: 

 the number of shares authorised; 

 the number of shares issued analysed between fully paid and not fully paid; 

 par value per share (or no par value); 

 a reconciliation of the number of shares outstanding at the 
beginning and at the end of the period; 

 the rights, preferences and restrictions (including restrictions on the 
distribution of dividends and capital repayments); 

 shares in the entity held by the entity or by its subsidiaries or associates 
entity (“treasury shares”); and 

 shares reserved for issue under options, including terms and amounts. 

 A description of the nature and purpose of each reserve within equity. 
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Illustration 3 
 

Bayer Group Consolidated Statements 
of Financial Position 

Note Dec. 31,  
2010

Dec. 31,
2011

  € million € million 

    
Noncurrent assets    
Goodwill  [17] 9,002 9,160 
Other intangible assets [17] 11,161 10,295 
Property, plant and equipment [18] 9,835 9,823 
Investments accounted for using the equity method [19] 354 319 
Other financial assets [20] 1,164 1,364 
Other receivables [23] 498 425 
Deferred taxes [14] 1,174 1,311 
  33,188 32,697 
Current assets  
Inventories [21] 6,104 6,368 
Trade accounts receivable [22] 6,668 7,061 
Other financial assets [20] 1,008 2,784 
Other receivables [23] 1,336 1,628 
Claims for income tax refunds 362 373 
Cash and cash equivalents  2,840 1,770 
Assets held for sale [6.3] – 84 
 18,318 20,068 
  
Total assets 51,506 52,765 

    
Equity [24]   
Capital stock of Bayer AG  2,117 2,117 
Capital reserves of Bayer AG 6,167 6,167 
Other reserves 10,549 10,928 
Equity attributable to Bayer AG stockholders  18,833 19,212 
Equity attributable to non-controlling interest 63 59 
  18,896 19,271 
  
Noncurrent liabilities  
Provisions for pensions and other post-employment benefits [25] 7,305 7,870 
Other provisions [26] 1,478 1,649 
Financial liabilities [27] 9,944 7,995 
Other liabilities [29] 471 474 
Deferred taxes [14] 2,577 2,116 
 21,775 20,104 
Current liabilities  
Other provisions [26] 3,870 4,218 
Financial liabilities [27] 1,889 3,684 
Trade accounts payable  [28] 3,497 3,779 
Income tax liabilities [26.1] 62 76 
Other liabilities [29] 1,517 1,630 
Provisions directly related to assets held for sale [6.3] – 3 
 10,835 13,390 
  
Total equity and liabilities 51,506 52,765 

 
Bayer Group Annual Report 2011 

 

 

 
 

 Commentary 

Note that total equity is separately attributed to the owners of the parent and 
non-controlling interest.   
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6 Statement of comprehensive income  

6.1 Presentation 

 All items of income and expense recognised in a period must be presented either:   

 in a single statement of profit and loss and other comprehensive income; or 

 in two statements: 

 a statement displaying line items of profit or loss ; and 

 a second statement beginning with profit or loss and 
displaying items of other comprehensive income. 

 Both profit or loss and total comprehensive income must be attributed, 
separately, to: 

 non-controlling interests; and 
 owners of the parent. 

 Commentary 

This disclosure is required in the relevant statement(s). 

6.2 Profit or loss 

 The minimum requirement for line items in the statement of profit or loss includes: 

 Revenue; 

 Finance costs; 

 Share of profits and losses of associates and joint ventures 
accounted for under the equity method; 

 Tax expense; 

 A single amount for the total of discontinued operations (see IFRS 5).  

 Profit or loss (i.e. the total of income less expenses, excluding the 
items of other comprehensive income (see below). 

 Commentary 

ALL items of income and expense in a period MUST be included in profit or 
loss unless an IFRS requires or permits otherwise.  Classification of items as 
“extraordinary” is prohibited. 



SESSION 3 – IAS 1 PRESENTATION OF FINANCIAL STATEMENTS  

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0317 

6.3 Other comprehensive income   

 Other comprehensive income relates to items of income and expense that are not 
recognised in profit or loss, they include:  

 changes in revaluation surplus; 
 changes in fair value of specified financial assets; 
 certain exchange differences; and 
 the deferred tax implications related to these items. 
 

 Each item of other comprehensive income is presented as a line item, classified by 
nature (including share of the other comprehensive income of associates and joint 
ventures accounted for using the equity method). 

 Items are grouped between those that: 

 will not be reclassified to profit or loss subsequently; and 
 will be reclassified to profit or loss at a future point in time. 

 Items of other comprehensive income may be presented either: 

 net of related tax effects (see Illustration 4); or 
 before related tax effects.  In this case tax effects must be allocated 

and shown separately for the two groups (see Illustration 5). 

 Commentary 

The income tax relating to each item must be disclosed in the notes if not in 
the statement of other comprehensive income. 

 Commentary 

Reclassification adjustments do not arise on changes in a revaluation surplus (IAS 16 
“Property, Plant and Equipment”), actuarial gains and losses on defined benefit plans 
(IAS 19 “Employee Benefits”) or cumulative gains or losses on financial assets 
designated as “fair value through other comprehensive income1” (IFRS 9 “Financial 
Instruments”).    See later sessions for these topics. 

  

                                                      

1   “Financial assets at fair value through other comprehensive income” in IFRS 9 are referred to 
as “Investments in equity instruments” in IAS 1 (as amended in June 2011). 
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Illustration 4 

Year ended 31 December 2013 Before-tax Tax (expense) Net-of-tax 
 amount benefit amount 

Items that will not be reclassified in profit or loss: 

Gains of property revaluation X (X) X 

Investments in equity instruments (X) X (X) 

Actuarial gains (losses) on defined benefit 
   pension plans (X) X (X) 

Share of other comprehensive income  
   of associates X  X 
 _____ _____ _____ 

 X X X 
Items that may be reclassified subsequently to 
   profit or loss: 

Exchange differences on translating 
   foreign operations X (X) X 

Cash flow hedges X (X) X 
 _____ _____ _____ 

 X X X 
 _____ _____ _____ 

Other comprehensive income X (X) X 
 _____ _____ _____ 

 

 

 Commentary 

Comparative information must be disclosed similarly. 

Illustration 5 

Year ended 31 December 2013 2012 
 
Items that will not be reclassified in profit or loss: 

Investments in equity instruments (X) X 
Gains of property revaluation X X 
Actuarial gains (losses) on defined benefit pension plans X (X) 
Share of other comprehensive income of associates X X 
Income tax relating to items that will not be reclassified (X) (X) 

  _____ _____ 

  X (X) 
Items that may be reclassified subsequently to profit or loss: 

Exchange differences on translating foreign operations X (X) 
Cash flow hedges X (X) 
Income tax relating to items that may be reclassified  
   to profit or loss  (X) X 
  _____ _____ 

Other comprehensive income for the year X (X) 
  _____ _____ 
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 Commentary 

Using this format the income tax relating to each component must be disclosed in the notes. 

6.4 Material items 

 The nature and amount of material items of income or expense should be 
disclosed separately.  For example: 

 write-downs of assets (and reversals thereof); 
 costs of restructurings  
 asset disposals (e.g. items of property, plant and equipment) 
 discontinued operations; and 
 legal settlements. 

6.5 Analysis of expenses 

 An entity should provide an analysis of expenses using a classification based 
on either: 

 nature; or  
 function. 

 Commentary 

Although this can be performed either in the statement of profit or loss or in 
the notes the former is encouraged. 

Nature of expenditure method Function of expenditure method 

 Expenses are aggregated by nature e.g.: 

 Depreciation and amortisation 
 materials consumed 
 employee benefit expense. 

 Classifies expenses as 

 cost of sales 
 distribution 
 administrative activities. 

Advantages – nature 

 Simple to apply in many small entities 

 No arbitrary allocations 

 More objective 

 Less judgement required. 

Advantage – function 

 Provides more relevant information to 
users 

Disadvantage – function 

 Cost allocation can be arbitrary and 
involves considerable judgement. 

 

 Commentary 

The “function of expense” method is also called “cost of sales” method as it 
classifies expenses according to their function within cost of sales. 
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Illustration 6 – Alternative classifications 

BY NATURE $ BY FUNCTION $ 

Revenue X Revenue X 

Other income X Cost of sales (X) 

Changes in inventories of 
finished goods and work in 
progress 

 
X/(X) 

Gross profit/(loss) 

Other income 

X 

X 

Work performed by entity and 
capitalised 

 
X Distribution costs  (X) 

Raw materials and consumables 
used 

(X) Administrative expenses (X) 

Staff costs (X)   

Depreciation and amortisation 
expense 

 
(X) 

  

Other expenses (X) Other expenses (X) 

Finance cost (X) Finance cost (X) 

Share of profit from associates X Share of profit from associates X 

Profit before tax X Profit before tax X 
    

 

 

 

 Commentary 

Entities classifying expenses by function must disclose additional information on the 
nature of expenses, including depreciation and amortisation expense and staff costs. 
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Illustration 7  

Bayer Group Consolidated Income Statements  
 

Note 2010 2011 

   € million € million 

Net sales [7] 35,088 36,528 

Cost of goods sold  (17,103) (17,975) 

Gross profit  17,985 18,553 

  

Selling expenses [8] (8,803) (8,958) 

Research and development expenses [9] (3,053) (2,932) 

General administration expenses  (1,647) (1,713) 

Other operating income [10] 714 859 

Other operating expenses [11] (2,466) (1,660) 

Operating result [EBIT] 2,730 4,149 

  

Equity-method loss [13.1] (56) (45) 

Non-operating income  384 586 

Non-operating expenses  (1,337) (1,327) 

Non-operating result [13] (1,009) (786) 

   

Income before income taxes 1,721 3,363 

    

Income taxes [14] (411) (891) 
    

Income after taxes  1,310 2,472 
   of which attributable to non-controlling interest [15] 9 2 
   of which attributable to Bayer AG stockholders (net income)  1,301 2,470 

  
Bayer Group Annual Report 2011 

 

 

 
 

 Commentary 

Note the allocation of profit for the period (i.e. income after taxes) between non-
controlling interest and stockholders (i.e. owners of the parent).  A separate 
statement of other comprehensive income (which starts with “Income after taxes”) 
is also presented in Bayer Group’s Annual Report. 
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7 Statement of changes in equity 

7.1 A separate statement  

 An entity should present as a separate component of its financial statements, a 
statement showing: 

 total comprehensive income for the period, showing separately the total 
amounts attributable to owners of the parent and to non-controlling interests; 

 for each component of equity, the effects of retrospective application or 
retrospective restatement (per IAS 8); 

 the amounts of transactions with owners in their capacity as owners, 
showing separately contributions and distributions; and 

 for each component of equity, a reconciliation between the carrying amount at 
the beginning and the end of the period, disclosing each change separately. 

 Commentary 

Components of equity include, for example, each class of contributed equity, the 
accumulated balance of each class of other comprehensive income and retained 
earnings.  Changes in equity reflect the increase or decrease in net assets.  Except for 
changes resulting from transactions with owners (including direct transaction costs) 
the overall change clearly represents the total amount of income and expense, 
including gains and losses, generated by the entity’s activities. 

 In addition an entity should present, either in this statement or in the notes 
dividends recognised as distributions to owners during the period, and the related 
amount per share. 
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7.2 Structure 

 The requirements are most easily satisfied in a columnar format with a separate column for 
each component of equity.  A full year’s comparative information must also be shown. 

 Attributable to owners of the parent 2 Non- Total 
 Share 

capital 
$ 

Share 
premium 

$ 

Revaluation3 
surplus 

$ 

Retained 
earnings 

$ 

controlling 
interests 

equity 
 

$ 

Balance at 1 January 2012 X X X X X X 

Change in accounting policy    (X) (X) (X) 

Restated balance X X X X X X 

Changes in equity for 2012      

Issue of share capital X     X 

Dividends    (X)  (X) 

Total comprehensive income 
for the year 4 

  X X X X 

Transfer to retained earnings   (X) X   

Balance at 31 December 2012 X X X X X X 
 

  

  

                                                      

2   A column showing the sub-total of amounts attributable to equity holders of the parent should also be included. 
3   A translation reserve might similarly be presented as a separate column. 
4   This analysis may alternatively be presented in the notes to the financial statements.  (This is a 2010 clarification.) 



SESSION 3 – IAS 1 PRESENTATION OF FINANCIAL STATEMENTS  

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0324 

Illustration 8  
Consolidated statement of changes in equity for the year ended 31 December 2011 
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Equity as at 31 December 2009 365 (8 011) (11 175) 67 736 48 915 4 716 53 631

       

Profit for the year    34 233 34 233 1 151 35 384

Other comprehensive income for the year   (4 619) 233 (4 396) (210) (4 606)

Total comprehensive income for the year   (4 619) 34 456 29 837 941 30 778

       

Dividend paid to shareholders of the parent    (5 443) (5 443)  (5 443)

Dividends paid to non-controlling interests      (729) (729)

Movement of treasury shares (net) (a)  (11 859)  77 (11 782)  (11 782)

Equity compensation plans  179  2 181 19 200

Changes in non-controlling interests    (146) (146) (4 216) (4 362)

Adjustment for hyperinflation (b)    305 305  305

Reduction in share capital (18) 8 583  (8 565) –  –

Total transactions with owners (18) (3 097)  (13 770) (16 885) (4 926) (21 811)

Equity as at 31 December 2010 347 (11 108) (15 794) 88 422 61 867 731 62 598

        
Profit for the year    9 487 9 487 317 9 804

Other comprehensive income for the year   (1 133) (1 845) (2 978) (33) (3 011)

Total comprehensive income for the year   (1 133) 7 642 6 509 284 6 793

       

Dividend paid to shareholders of the parent    (5 939) (5 939)  (5 939)

Dividends paid to non-controlling interests      (226) (226)

Movement of treasury shares (net) (a)  (4 615)  (355) (4 970)  (4 970)

Equity compensation plans  175  5 180  180

Changes in non-controlling interests (c)    (996) (996) 688 (308)

Adjustment for hyperinflation (b)    146 146  146

Reduction in share capital (17) 8 826  (8 809) –  –

Total transactions with owners (17) 4 386  (15 948) (11 579) 462 (11 117)

Equity as at 31 December 2011 330 (6 722) (16 927) 80 116 56 797 1 477 58 274

 
(a) Movements reported under retained earnings and other reserves mainly relate to written put options on own shares. 
(b) Relates to Venezuela, considered as a hyperinflationary economy. 
(c) Movements reported under retained earnings and other reserves include a put option for the acquisition of non-controlling interests. 

 

Nestlé Consolidated financial statements 2011 
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8 Notes to the financial statements 

8.1 Definition   

 Information presented in addition to that in the “financial statements” (i.e. statement 
of financial position, statement of profit or loss and other comprehensive income, 
statement of changes in equity and statement of cash flows”. 

 Notes provide: 

 information about items that do not qualify for recognition in the 
financial statements; 

 narrative descriptions and disaggregations (i.e. breakdowns) items 
disclosed in the financial statements. 

8.2 Structure 

 Objectives of notes to the financial statements: 

 To present information about: 

 the basis of preparation of the financial statements; 
 specific accounting policies selected and applied for 

significant transactions and events. 

 To disclose information required by IFRSs that is not presented elsewhere. 

 To provide additional information which is not presented in the financial 
statements but is necessary for a fair presentation. 

 Presentation: 

 Notes should be presented in a systematic manner. 

 Each item in each of the financial statements should be cross-referenced 
to notes. 
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Illustration 9 
 

11. Other operating expenses (extract) 

  2010 2011  

  € million € million  

 Losses on retirements of noncurrent assets (83) (20)  

 Write-offs and write-downs of receivables (85) (62)  

 Expenses related to significant legal risks (703) (260)  

 Losses from derivative hedging traqnsactions (239) (130)  

 Miscellaneous operating expenses (1,356) (1,188)  

 Total (2,466) (1,660)  

   of which special items (1,722) (1,026)  
 

Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 
 Normal order of presentation is as follows: 

 Statement of compliance with IFRS. 

 Commentary 

This means that the entity must comply with all applicable rules in all relevant IFRSs.  
When an IFRS is adopted before its effective date, that fact should be disclosed. 

Illustration 10 
 

Statement of compliance  
The principle accounting policies of the company, which are set out below, comply with 
International Financial Reporting Standards (IFRS) and interpretations adopted by the 
International Accounting Standards Board (IASB) and the International Financial Reporting 
Interpretations Committee (IFRIC) of the IASB. 

 

Financial Statements for the 10 month period ended 30 June 2012     

 

 

 Commentary 

Note that the Interpretations Committee is now referred to as IFRS IC. 
 
 Statement of measurement basis and accounting policies applied. 

 Supporting information for items presented in each financial statement in the 
order in which each line item and each financial statements is presented. 

 Other disclosures, including: 

 contingencies, commitments and other financial disclosures; and 
 non-financial disclosures. 
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8.3 Disclosure of accounting policies 

 Matters to be disclosed in respect of significant accounting policies: 

 Measurement basis (or bases) used; 
 Each specific accounting policy that is significant to a fair presentation. 

 Disclosure is also required of those judgements management has made in the 
process of applying an entity’s accounting policies that have the most 
significant effect on amounts recognised. 

8.4 Estimation uncertainty  

 Further disclosure must be made about assumptions concerning the future, 
and other major sources of estimation uncertainty at the end of the reporting 
period, that have a significant risk of causing a material adjustment to the 
carrying value of assets and liabilities within the next financial year. 

 The disclosure includes information about: 

 their nature; and 
 their carrying values at the end of the reporting period. 

Illustration 11 

Key sources of estimation uncertainty (extract)

The Group makes estimates and assumptions regarding the future. Estimates and judgements 
are continually evaluated based on historical experiences and other factors, including 
expectations of future events that are believed to be reasonable under the circumstances. In the 
future, actual experience may deviate from these estimates and assumptions. The estimates 
and assumptions that have a significant risk of causing a material adjustment to the carrying 
amounts of assets and liabilities within the next financial year are as follows: 

•  Exploration and evaluation costs are capitalised as intangible assets and are assessed for 
impairment when circumstances suggest that the carrying amount may exceed the 
recoverable value thereof. This assessment involves judgement as to the likely future 
commerciality of the asset and when such commerciality should be determined as well as 
future revenues and costs pertaining to the utilisation of the mining lease or mineral 
production rights to which such capitalised costs relate and the discount rate to be applied to 
such future revenues and costs in order to determine a recoverable value … 

•  While conducting an impairment review of its assets, the Group exercises judgement in 
making assumptions about future commodity prices, mineral reserves/resources and future 
development and production costs. By their nature, impairment reviews include significant 
estimates regarding future financial resources and commercial and technical feasibility to 
enable the successful realisation of the exploration expenditure. Changes in the estimates 
used can result in significant charges to the statement of comprehensive income. 

 

2012 ANNUAL REPORT CHURCHILL MINING PLC      
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8.5 Capital disclosures  

 An entity is required to disclose the following information to enable users of its financial 
statements to evaluate the entity’s objectives, policies and processes for managing capital: 

 qualitative information including: 

 a description of what is managed as capital; 
 what, if any, capital requirements have been externally imposed; 
 how the objectives of managing capital are met; 

 summary quantitative data about what is managed as capital; 

 any changes in the above from the previous period; 

 whether externally imposed capital requirements were complied with; 

 the consequences of non-compliance, if externally imposed capital 
requirements were not met. 

8.6 Other disclosures 

 Concerning the entity: 

 domicile and legal form including country of incorporation 
 description of the nature of operations and principal activities; and, 
 the name of the parent and the ultimate parent of the group. 

 Concerning dividends: 

 Amount proposed or declared but not recognised as a distribution 
during the period, and related amount per share; 

 Any amounts for cumulative preference shares not recognised. 

Focus 

You should now be able to: 

 state the objectives of international accounting standards governing 
presentation of financial statements; 

 describe the structure and content of statements of financial position  and statements of 
profit or loss and other comprehensive income including continuing operations; and 

 discuss “fair presentation” and the accounting concepts/principles. 

 Commentary 

The contents of a statement of profit or loss, statement of other comprehensive income, 
statement of financial position and statement of changes in equity are essential for the 
preparation of consolidated financial statements (see later sessions).  It is also fundamental 
that you can distinguish between non-current assets and current assets. 
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Key points summary 
 

 IAS 1 prescribes the basis for presentation of general purpose financial statements.   

 A complete set of financial statements includes four statements and notes including a 
summary of accounting policies. 

 Fair presentation is presumed by application of IFRSs, with additional disclosure (if 
necessary).   

 Inappropriate accounting policies are not rectified by disclosure.  

 Going concern is presumed.  Significant uncertainties must be disclosed.   

 Accrual basis is required (except for cash flow information).  

 Consistency must be retained unless a change is justified (must disclose). 

 Material items must be presented separately.  Dissimilar items may be aggregated (if 
individually immaterial).  

 Assets and liabilities, and income and expenses may not be offset unless required or 
permitted by an IFRS.  

 Comparative information is required unless another Standard requires otherwise.  

 Statement of financial position must normally be classified (current vs non-current).  
Note disclosure must separate longer-term amounts.   

 All assets/liabilities other than current assets/liabilities are non-current.  

 Minimum items are specified for the face of the financial statements.  Additional line 
items may be needed for fair presentation.  

 Disclosures are specified for issued share capital and reserves.  

 “Profit or loss” describes the bottom line of the statement of profit or loss.  

 All items of income/expense recognised in a period must be included in profit or loss 
(unless a Standard requires otherwise).  

 Other comprehensive income includes changes in unrealised gains and losses (e.g. on 
revaluation).  

 Comprehensive income may be presented as one or two statements.  Allocations to 
non-controlling interests and owners must be shown. 

 No item may be presented as “extraordinary item” but material items may be disclosed 
separately.  

 A separate statement of changes in equity must include effects of retrospective 
application and dividends recognised as distributions. 
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Overview 

Objective 

 To explain the need for guidance on reporting performance. 

 To prescribe the criteria for selecting and changing accounting policies. 

 To account for changes in accounting policies, changes in accounting 
estimates and the correction of errors. 

 

 

 

CHANGES IN 
ACCOUNTING 

POLICY 

REPORTING 
PERFORMANCE 

ACCOUNTING 
POLICIES 

ERRORS 

 Information 
 Disaggregation 
 Relevant standards on the 

reporting of performance 
 Scope of IAS 8 

 What? 
 When? 
 How? 
 Disclosure 

 Definition 
 Selection and 

application 
 Consistency of 

accounting policies 
 

 Definition 
 Accounting treatment 
 Disclosures 
 

CHANGES IN 
ACCOUNTING 

ESTIMATES 

 Definition 
 Examples 
 Accounting treatment 
 Disclosure 
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1 Reporting performance  

1.1 Information   

 The objective of financial statements is to provide information about the 
financial position, performance and changes in financial position of an entity 
that is useful to a wide range of users in making economic decisions. 

 The economic decisions that are made by users of financial statements 
require an evaluation of the ability of an entity to generate cash and cash 
equivalents and of the timing and certainty of their generation.   

 Information about the performance of an entity, in particular its profitability, 
is required in order to: 

 assess potential changes in the economic resources that it is likely 
to control in the future; 

 predict the capacity of the entity to generate cash flows from its 
existing resource base; and 

 form judgements about the effectiveness with which the entity 
might employ additional resources. 

 Information about variability of performance is important in this respect. 

1.2 Disaggregation 

 In order to make economic decisions, users of financial statements need to 
understand the make-up of figures in as much detail as possible.  There is 
therefore a tendency in financial reporting towards providing information 
about the composition of figures. 

 Commentary 

Information may be analysed in the statements or in the notes. 

 For example: 

 Disclosure of material and unusual items which are part of ordinary activities; 
 Information on discontinued operations; 
 Segment reporting. 

 
Commentary 

Users can use such information to make better quality forecasts in respect of the entity. 

1.3 Relevant standards on the reporting of performance 

 IAS 1 Presentation of Financial Statements; 
 IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors; 
 IAS 7 Statement of Cash Flows (this is not examinable);   
 IFRS 5 Non-current Assets Held for Sale and Discontinued Operations; 
 IFRS 8 Operating Segments.  
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1.4 Scope of IAS 8 

 Criteria for selecting and applying accounting policies. 

 Classification of material items. 

 How to account for: 

 changes in accounting policies; 
 changes in accounting estimates; and 
 the correction of errors. 

2 Accounting policies 

2.1 Definition  

 Accounting policies  are specific principles, bases, conventions, rules and practices 
adopted by an entity in preparing and presenting financial statements. 

2.2 Selection and application 

 Applicable IFRSs must be applied considering any relevant implementation 
guidance issued by the IASB. 

 Commentary 

Accounting policies set out in IFRSs need not be applied ONLY when the 
effect of applying them is immaterial. 

 If there is no applicable IFRS, management uses its judgement to develop and apply an 
accounting policy resulting in information with the qualitative characteristics of: 

 relevance; and 

 reliability; 

 faithful representation; 
 substance over form; 
 neutrality; 
 prudence; and 
 completeness. 

 In making such judgements management should consider: 

 IFRSs dealing with similar and related transactions; then 

 the definitions and recognition criteria and measurement concepts set out in 
the Framework; also 

 recent pronouncements of other standard-setting bodies that use a similar 
conceptual framework; and 

 accepted industry practice. 

 Commentary 

This may be thought of as a “GAAP hierarchy”.  An accepted industry practice that conflicts 
with any IASB pronouncement (including the Framework) cannot be judged suitable. 
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Illustration 1 

Kitty has recently purchased a Van Gogh painting to display in their client reception 
area, with the hope it will lead to more contracts and that the painting will appreciate in 
value. 

There is no specific accounting standard that deals with this type of asset, but IAS 40 
Investment Property does deal with a particular type of asset that is held for capital 
appreciation. 

It would therefore seem appropriate to use IAS 40 as justification to value the painting 
at fair value at the end of each reporting period. 

 

 

2.3  Consistency of accounting policies 

 Accounting policies must be applied consistently for similar items unless an 
IFRS requires or permits categorisation of items. 

 When categorisation is required or permitted the most appropriate accounting 
policy is selected and applied consistently to each category.  

Illustration 2  

IAS 2 Inventories requires that inventory be valued at lower of cost and net realisable 
values.  In identifying cost it allows alternative cost formulas; first-in first-out and 
weighted average.  The same cost formula must be applied to similar items of 
inventory, but a different cost formula can be applied to a different classification of 
inventory. 

 

 

3 Changes in accounting policy 

3.1 What? 

 The first time application of an accounting policy to newly occurring items 
(or items that were previously immaterial) is not a change. 

 Changing the presentation of profit or loss items from the nature of expenses 
method to the function of expense method is a change of accounting policy. 

 Adopting the revaluation model of IAS 16 “Property, Plant and Equipment” where 
the cost model has been followed previously is a change of accounting policy. 

 Commentary 

However, it is accounted for as a revaluation under IAS 16 and not as a 
change in accounting policy under IAS 8. 
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Illustration 3  

A carpet retail outlet sells and fits carpets to the general public, it recognises revenue 
when the carpet is fitted, which on average is six weeks after the purchase of the carpet. 

It then decides to sub-contract out the fitting of carpets to self-employed fitters. It now 
recognises revenue at the point-of-sale of the carpet. 

This is not a change in accounting policy as the carpet retailer has changed the way that 
the carpets are fitted. Therefore there would be no need to retrospectively change prior 
period figures for revenue recognised. 

 

 

3.2 When? 

 The same accounting policies must be applied within each period and from 
one period to the next unless a change: 

 is required by an IFRS; or 

 Commentary 

This is a mandatory change. 

 would result in the financial statements providing more relevant and 
reliable information. 

 Commentary 

This is a voluntary change. 

3.3  How? 

3.3.1 New IFRS 

 If a new IFRS is issued the transitional provisions of that standard will be 
applied to any change of accounting policy.  

 Commentary 

For example, when IAS 23 “Borrowing Costs” was revised in 2007 amendments 
were generally to be applied prospectively. 

 If a new IFRS does not have transitional provisions, or the change in policy is 
voluntary, the change is applied retrospectively. 

 Commentary 

Early application of an IFRS is not a voluntary change. 
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3.3.2 Definition  

 A “prior period adjustment” is an adjustment to reported income in the financial statements 
of an earlier reporting period.   

 Although retained earnings are affected, income in the current period is not affected. 

 Commentary 

Although this term is not defined in IFRS it is widely used accounting term.  
The most common reasons for making prior period adjustments are changes 
to accounting policy (as in this section) and material errors (see later). 

3.3.3 Retrospective application  

 Retrospective application means applying a new accounting policy to transactions, other 
events and conditions as though that policy had always been applied. 

 The opening balance of each affected component of equity is adjusted for the earliest prior 
period presented and the comparative amounts disclosed as if the new policy had always 
been applied. 

 If it is not practicable to apply the effects of a change in policy to prior periods IAS 8 
allows the change to be made from the earliest period for which retrospective 
application is practicable. 

 Commentary 

Under IAS 8 impracticable means that the entity cannot apply a requirement 
after making every reasonable effort to do so. 

3.4 Disclosure 

 Nature of the change in policy. 

 For the current period and each prior period presented the amount of the 
adjustment for each line item affected within the financial statements. 

 The amount of the adjustment relating to periods before those presented. 

 If retrospective restatement is not practicable: 

 the circumstances that led to the existence of the condition; and 
 a description of how and from when the change has been applied. 

Additionally

New Standard Voluntary change

Title of new Standard 
or Interpretation

Reasons why the new policy 
provides more reliable and 
relevant information
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Worked example 1 
 

Jethro changed its accounting policy for inventory in 2012.  Prior to the change 
inventory had been valued using the weighted average method, but it was felt that in 
order to match current practice and to make the financial statements more relevant and 
reliable that a first-in first-out (FIFO) valuation model was more appropriate. 
 
The impact of the change on the valuation of inventory was as follow: 

 31 December 2010 – increase of $12 million 
 31 December 2011 – increase of $19 million 
 31 December 2012 – increase of $28 million 

Profit or loss under the weighted average valuation model are as follows: 

 2012 2011 
 $ million $ million 
Revenue 324 296 
Cost of sales (173) (164) 

  
____

 
____

 
Gross profit 151 132 
Expenses (83) (74) 

  
____

 
____

 
Profit 68 58 

  
____

 
____

 
 

Retained earnings at 31 December 2010 were $423 million. 

Required: 

Present the change in accounting policy in the profit or loss and produce an 
extract of the statement of changes in equity in accordance with IAS 8. 

 

 

Worked solution 1 

Profit or loss under the FIFO valuation model are as follows: 

 2012 2011 
  (restated) 
 $ million $ million 
Revenue 324 296 
Cost of sales (164) (157) 

  
____

 
____

 
Gross profit 160 139 
Expenses (83) (74) 

  
____

 
____

 
Profit 77 65 

  
____

 
____
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Statement of changes in equity (extract) 
 Retained Retained 
 earnings earnings
  (original) 
 $ million $ million 
At 1 January 2011 423 423 
Change in inventory valuation policy 12 

  
____

 
____

 
At 1 January 2011 (restated) 435  
Profit for 2011 65 58 

  
____

 
____

 
At 31 December 2011 500 481 
Profit for 2012 77 68 

  
____

 
____

 
At 31 December 2012 577 549 

  
____

 
____

 
 

 Commentary 

The cumulative impact on the retained earnings balance at 31 December 
2012 is $28 million, of this amount $12 million has been adjusted against the 
opening retained earnings at 1 January 2011 and the 2011 cost of sales is 
reduced by $7 million and for 2012 it is reduced by $9 million. 
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Activity 1 
 

A, an incorporated entity has previously followed a policy of capitalisation of 
development expenditure. It has recently decided to adopt the provisions of IAS 38 
Intangible Assets, for the year ended 31 December 2012.  A has been advised by their 
auditors that the expenditure previously capitalised does not qualify for capitalisation 
under the recognition criteria set out in the standard. 

The notes to the accounts for the year ended 31 December 2011 in respect of the 
deferred development expenditure was as follows: 
 $000    
Balance at 1 January 2011 1,000    

Additions  500    

Amortisation  (400)    

Balance at 31 December 2011 1,100    

During the year ended 31 December 2012 the company has expensed all expenditure 
in the period on projects, in respect of which, expenditure had previously been 
capitalised. 

The following are extracts from the draft accounts for the year ended 31 December 
2012. 

Statement of profit or loss 2012  2011  
   (as previously 

published) 
 $000  $000  

 Revenue 1,200  1,100  

 Expenses  (800)    (680)  

 Profit for the year   400   420  
     
Statement of changes in equity (extract) $000  $000  

 Balance as at 1 January 2012 3,000  2,580  

 Profit for the year   400    420  

 Balance as at 31 December 2012 3,400  3,000  
 
Required: 

Show how the statement of profit or loss and statement of changes in equity 
would appear in the financial statements for the year ended 31 December 2012 
when the change in accounting policy is applied retrospectively. 
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Solution 
 

Statement of profit or loss 2012  2011  
   (As restated)  

 $000  $000  

 Revenue     

 Expenses     

 Profit for the year     

     
Statement of changes in equity (extract) $000  $000  

 Balance as at 1 January 2012     

 As previously stated     

 Prior period adjustment     

     

 Profit for the year     

 Balance as at 31 December 2012     

 
 

4 Changes in accounting estimates 

4.1 Definition  

 A change in accounting estimate is an adjustment to the carrying value of an asset (or 
liability) that results from a reassessment of its expected future benefits (and obligations). 

 Commentary 

A change in useful lives/residual value concerns a change in the pattern of 
consumption of economic benefits.  This is also an estimate.  A change in 
policy would be moving from non-depreciation of assets (which is not 
permitted under IFRS) to depreciating then over finite useful lives. 

 An estimate may have to be revised: 

 if changes occur regarding the circumstances on which the estimate was based; 
 as a result of new information, more experience or subsequent developments. 

 Commentary 

Such changes are not therefore classed as correction of errors. 



SESSION 4 – ACCOUNTING POLICIES, CHANGES IN ACCOUNTING ESTIMATES AND ERRORS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0411 

4.2 Examples  

 Many items recognised in the financial statements must be measured with an 
element of estimation attached to them. 

 Receivables may be measured after allowing for a general bad debt 
provision; 

 Inventory is measured at lower of cost or net realisable value but 
must provide for obsolescence; 

 A provision under IAS 37 Provisions, Contingent Liabilities and 
Contingent Assets by its very nature may be an estimation of future 
economic benefits to be paid out; 

 Non-current assets are depreciated, the expected pattern of 
consumption and useful life are estimates. 

4.3 Accounting treatment 

 The effect of a change in estimate is recognised prospectively (i.e. by 
including in the current and future (where relevant) periods profit or loss). 

 Commentary 

A change in estimate is not an error or a change in accounting policy and 
therefore does not impact upon prior period statements. 

 A change in estimate that affects the measurement of assets or liabilities is 
recognised by adjusting the carrying amount of the asset or liability. 

 The other side of the double entry is to the statement of profit or loss and 
comprehensive income in the period in which the estimate is changed. 

 Commentary 

Under certain GAAPs reversals of provisions for items of expenditure are 
accounted for as income.  Under IFRS, reversals MUST be set off against the 
relevant expense line item. 

4.4 Disclosure 

 The nature and amount of a change in estimate that has an effect in the 
current period or is expected to have an effect in future periods. 

 If it is not possible to estimate the effects on future periods then that fact must 
be disclosed. 
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5 Errors 

5.1 Definition   

 Prior period errors are omissions from, and misstatements in, the financial statements 
for one or more prior periods arising from the failure to use or, misuse of, reliable 
information that: 

 was available; and 
 could reasonably be expected to have been obtained, 

when those prior period financial statements were authorised for issue. 

 Examples include: 

 mathematical mistakes; 
 mistakes in applying accounting policies; 
 misinterpretation of facts; 
 fraud; 
 oversights. 

5.2 Accounting treatment 

 Material prior period errors are corrected retrospectively in the first set of financial 
statements authorised for issue after their discovery by restating comparative 
information for the prior period(s) presented in which the error occurred. 

 Commentary 

So the current period financial statements are presented as if the error had 
been corrected in the period in which it was originally made.  However, an 
entity does not reissue the financial statements of prior periods. 

 If the error occurred before the earliest prior period presented, the opening balances 
of assets, liabilities and equity is restated for the earliest prior period presented. 

 Commentary 

If it is not practicable to determine the period-specific effects of an error on 
comparative information the opening balances are restated for the earliest 
period practicable. 

5.3 Disclosures 

 Nature of the prior period error. 

 For each prior period presented the amount of the correction: 

 for each line item affected within the financial statements; 
 at the beginning of the earliest period presented. 

 If retrospective restatement is not practicable, the circumstances that led to the 
existence of the condition and how and from when the error has been corrected. 
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Key points summary 

 Changes in accounting policies are not changes in estimates. 

 Changes in accounting estimates are not corrections of errors. 

 A change in policy may be required by a Standard or voluntary. 

 A change in estimate is accounted for prospectively. 

 Changes in accounting policy are accounted for retrospectively unless a new/revised 
standard specifies otherwise (in transitional provisions). 

 The correction of prior period errors is accounted for retrospectively. 

 Retrospective application means: 

 adjusting opening balances in equity (e.g. retained earnings) for the earliest prior 
period presented; and  

 restating comparative amounts. 

 

 

Focus 

You should now be able to: 

 identify items requiring separate disclosure, including their accounting 
treatment and required disclosure; 

 recognise the circumstances where a change in accounting policy is justified; 

 define prior period adjustments and “errors” and account for the correction of 
errors and changes in accounting policies. 
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Activity solution 

Solution 1 – Change in accounting policy 

 

Statement of profit or loss 2012  2011  
   (As restated)  

 $000  $000  
 Revenue 1,200  1,100  

 Expenses  (800)    (780)  

 Profit for the year   400   320  
     
Statement of changes in equity (extract) $000  $000  

 Balance as at 1 January 2012     

 As previously stated 3,000  2,580  

 Prior period adjustment (1,100)  (1,000)  

 1,900  1,580  

 Profit for the year   400    320  

 Balance as at 31 December 2012 2,300  1,900  
 

Notes 

1 The entity amortised $400,000 in 2011 but spent $500,000.  The policy would have 
been to write off the amount expenditure directly to profit or loss, therefore the 
entity needs to adjust last year’s figures by an extra $100,000 expense. 

The adjustment against last year’s profit or loss ($100,000) has the effect of 
restating it to what it would have been if the company had been following the same 
policy last year.  This is important because the statements of profit or loss (and 
other comprehensive income) as presented should be prepared on a comparable 
basis. 

2 The balance left on the deferred expenditure account at the end of the previous year 
($1,100,000) is written off against the retained earnings that existed at that time. 

3  This $1,100,000 is made up of an amount that arose last year (the difference 
between the amount spent ($500,000) and the amount amortised ($400,000), and the 
balance that existed at the beginning of the previous year ($1,000,000). 

These amounts are written off against last year’s profit and the opening balance on 
the retained earnings last year, respectively. 
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Overview 

Objective  

 To explain the issues of revenue recognition and introduce tax on revenue. 

 

 

 Scope 
 Definitions 
 Measurement 
 Recognition 

IAS 18 
REVENUE 

SALE OF 
GOODS 

INTEREST, 
ROYALTIES 

AND DIVIDENDS 

RENDERING OF 
SERVICES 

 Licence fees and 
royalties 

 Installation fees
 Servicing fees  
 Advertising commissions 
 Franchise fees 
 Development of customised 

software 

 Bill and hold sales
 Delivery subject to conditions 
 Advance payments 
 Sale and repurchase 
 Sales to intermediate parties 
 Subscriptions 
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1 IAS 18 Revenue 

1.1 Scope    

 Sources of revenue which fall within the scope of IAS 18 Revenue are as follows: 

Sources Commentary 
 

Sale of goods 

 

 Includes goods produced/purchased for resale for 
example: 

 merchandise purchased by a retailer; 
 land and property held for resale. 

Rendering of services  Typically involves performance of a contractually 
agreed task over an agreed period of time. 

Use of entity assets 
yielding interest, 
royalties and dividends 

 Interest – charges for use of cash/cash equivalents 
or amounts due. 

 Royalties – charges for use of long-term assets 
(e.g. patents, trademarks, copyrights and computer 
software). 

 Dividends – distributions of profits to owners. 

1.2 Definitions 

 Revenue – gross inflow of economic benefits arising in the course of ordinary 
activities when those inflows result in increases in equity, other than 
increases relating to contributions from equity participants. 

 Commentary 

Only income receivable by an entity on its own account is included in revenue.  The 
collection of taxes (e.g. sales tax) does not result in increases in equity and so is 
excluded.  Where a reporting entity acts as an agent (i.e. is not exposed to the 
significant risks and reward of acting as principal) amounts collected on behalf of 
the principal are not revenue – revenue is the commission. 

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

1.3 Measurement of revenue 

 Revenue should be measured at the fair value of the consideration received or 
receivable (taking into account trade discounts and volume rebates allowed). 

 When consideration is deferred the difference between the fair value and the 
nominal amount of considerations is recognised as interest revenue (see also 
“instalment sales” later in this Session). 
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Illustration 1 
 

On 1 January 2013 SFD sold furniture for $4,000 with three years interest-free credit.  
SFD’s cost of capital is 8%. 

Revenue recognised in 2013 will be $3,175 ($4,000 × 1/(1.08)3.  Also SFD will 
recognise interest income of $254 ($3,175 × 8%). 

In 2014 interest income will be $274 ((3,175 + 254) × 8%). 

And in 2015 the remaining interest income of $297 will be recognised. 

This means that the full $4,000 will be recognised as revenue over the three years. 

 

 
 When goods or services are swapped revenue is only generated if the 

exchange is for dissimilar goods or services. 

 Commentary 

Revenue is measured at the fair value of goods or services received adjusted by 
the amount of any cash or cash equivalents transferred.  If this fair value cannot 
be measured reliably the fair value of goods or services given up is used.  

 

Illustration 2 
 

1. Accounting policies (extract) 

Valuation methods, presentation and definitions 

Revenue (extract) 
Revenue represents amounts received and receivable from 
third parties for goods supplied to the customers and for 
services rendered. Revenue from the sales of goods is 
recognised in the income statement at the moment when 
the significant risks and rewards of ownership of the goods 
have been transferred to the buyer, which is mainly upon 
shipment. It is measured at the list price applicable to 
a given distribution channel after deduction of all returns, 
sales taxes, pricing allowances and similar trade discounts. 
Payments made to the customers for commercial services 
received are expensed. 

Consolidated Financial Statements of the Nestlé Group 2011 
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Illustration 3 

Cri t ica l  account ing est imates  
Revenue recogn i t ion  and p resen ta t ion  (ex t rac t )  
A r rangements  w i th  mu l t ip le  de l i ve rab les  

In revenue arrangements including more than one deliverable, the deliverables are assigned to one or more separate 
units of accounting and the arrangement consideration is allocated to each unit of accounting based on its relative 
fair value.  

Determining the fair value of each deliverable can require complex estimates due to the nature of the goods and 
services provided. The Group generally determines the fair value of individual elements based on prices at which the 
deliverable is regularly sold on a standalone basis after considering volume discounts where appropriate. 

Vodafone Group plc  Annual Report 2012 

 

 

 

1.4 Revenue recognition  

 According to the “The Framework” income is recognised (in the statement of profit or loss) 
when there is a probable increase in a future economic benefit which can be measured 
reliably. 

 
Commentary 

Note that under The Framework’s definition of “income” there is no distinction between 
revenue and gains which arise in the ordinary course of activities.  However such gains 
(which are often reported net of related expenses) are usually disclosed separately because 
the information is useful for decision-making purposes. 

 The recognition criteria in IAS 18: 

 are usually applied separately to each transaction:  

but may be applied: 

 to separately identifiable components in a transaction; or 

 to two or more linked transactions. 

1.5 Sale of goods 

1.5.1 Revenue recognition criteria   

 Significant risks and rewards of ownership are transferred to the buyer; 

 
Commentary 

This usually coincides with transfer of legal title or passing of possession (e.g. retail 
sale) but see “critical events” in the operating cycle below. 

 Neither continuing managerial involvement nor effective control over goods 
sold are retained; 

 The amount of revenue can be measured reliably; 
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 It is probable that economic benefits associated with the transaction will flow 
to entity; and 

 Costs (to be) incurred in respect of the transaction can be measured reliably. 

If legal title passes but risk and rewards are retained, no sale should be recognised.  For 
example, where: 

 the entity retains obligation for unsatisfactory performance not covered by 
normal warranty provisions; or 

 the receipt of revenue is contingent on the buyer selling the goods on; or 

 goods are to be installed and the installation is a significant part of the 
contract and remains uncompleted; or 

 the buyer has the right to rescind and the seller is uncertain about the outcome. 

If legal title does not pass but the risks and rewards do then the transaction should be 
recognised as a sale. 

 Commentary 

The transfer of risks and rewards is critical to the economic substance of 
transactions which is a key determinant for revenue recognition. 

1.5.2 “Critical event” approach 

 Under this approach revenue is recognised when a “critical event” in the process of 
earning it has taken place.  For example: 

 In the construction industry, revenue is usually recognised before “sale” 
(based on a percentage-of-completion) because earning is incremental. 

 However, when the outcome of a contract is very uncertain (so that it is not 
possible to expect earnings in advance of completion), revenue recognition 
may be deferred until project completion. 

 For instalment sales with extended cash collection terms and where the risk of 
non-collectability is high, receipt of amounts due may be the critical event. 

 For retail sales revenue is recognised at the point of sale. 

 The critical event in the operating cycle of a business is the point at which most (or all) of 
the uncertainty surrounding a transaction is removed.  Although usually when goods are 
delivered (or services rendered) the critical event could occur at other times. 
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Timing of recognition Criteria Practical examples 

Placing of an order by a 
customer, prior to 
manufacture.  

As the final outcome is uncertain it is 
not prudent to recognise profit.  
Revenue is reasonably recognised to 
match costs as incurred.  

Long-term contracts.  

During “production”.  Revenues accrue over time, and there 
is no significant uncertainty regarding 
amount or collectability.  

A sale contract exists and future costs 
can be estimated with reasonable 
certainty.  

Accrual of interest, dividends 
and royalties.  

Accounting for construction 
contracts using percentage of 
completion method. 

On completion of 
production (i.e. from 
goods in inventory).  

Although nearing the point where most 
uncertainties are resolved, recognition 
is usually delayed until delivery.  A 
ready market exists with a 
determinable and stable market price.  
Marketing costs are insignificant.  

Certain precious metals and 
commodities.  

At the time of sale (but 
before delivery).  

Goods have already been acquired (or 
manufactured) and are capable of 
immediate delivery.  Selling price is 
established and any expenses, 
including delivery, ascertained.  No 
significant uncertainties remain (e.g. 
ultimate cash collection or returns).  

Certain sales of goods (e.g. 
“bill and hold” sales – see 
later).  

Property sales where there is 
an irrevocable contract.  

On delivery.  Criteria for recognition before delivery 
were not met and no significant 
uncertainties remain.  This is the point 
at which revenue is usually recognised. 

Most sales of goods and 
services.  Property sales 
where there is doubt that the 
sale will be completed.  

Subsequent to delivery.  Significant uncertainty regarding 
collectability at the time of delivery.  
An accurate valuation of consideration 
cannot be made sooner.  

Sales with right of return. 

Goods shipped subject to 
conditions (e.g. installation, 
inspection or maintenance).  

On an apportionment 
basis (revenue allocation 
approach). 

Where the revenue represents the 
supply of initial and subsequent 
goods/services.  

Franchise fees.  

Sales of goods with after 
sales services.  
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1.5.3 Cost recognition   

 Usually revenue and expenses are to be recognised simultaneously (and so 
“matched” in the same accounting period). 

 Expenses can normally be measured reliably when other conditions for 
revenue recognition have been satisfied (i.e. costing goods is normally a 
prerequisite for setting a selling price). 

 Revenue cannot be recognised when the related cost cannot be measured 
reliably.  In such cases proceeds should be recognised as a liability not a sale. 

 Commentary 

For example, where the goods are still in the manufacturing process, significant 
risks and rewards of ownership have not passed to the buyer.  There will be an 
obligation to repay any advance payments received from the customer. 

 

Illustration 4 
 

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS  

1. ACCOUNTING PRINCIPLES 
Revenue recognition (extract) 

Majority of the Group’s sales are recognized as revenue when the significant risks and rewards of ownership 
have transferred to the buyer, continuing managerial involvement usually associated with ownership and effective 
control have ceased, the amount of revenue can be measured reliably, it is probable that economic benefits 
associated with the transaction will flow to the Group and the costs incurred or to be incurred in respect of the 
transaction can be measured reliably. The Group records reductions to revenue for special pricing agreements, 
price protection and other volume based discounts. Service revenue is generally recognized on a straight line basis 
over the service period unless there is evidence that some other method better represents the stage of completion. 
License fees from usage are recognized in the period when they are reliably measurable, which is normally when 
the customer reports them to the Group. 

The Group enters into transactions involving multiple components consisting of any combination of hardware, 
services and software. The commercial effect of each separately identifiable component of the transaction is 
evaluated in order to reflect the substance of the transaction. The consideration received from these transactions is 
allocated to each separately identifiable component based on the relative fair value of each component. The Group 
determines the fair value of each component by taking into consideration factors such as the price when the 
component or a similar component is sold separately by the Group or a third party. The consideration allocated to 
each component is recognized as revenue when the revenue recognition criteria for that component have been met.  

In addition, sales and cost of sales from contracts involving solutions achieved through modification of   
complex telecommunications equipment are recognized using the percentage of completion method when the 
outcome of the contract can be estimated reliably. A contract’s outcome can be estimated reliably when total 
contract revenue and the costs to complete the contract can be estimated reliably, it is probable that the economic 
benefits associated with the contract will flow to the Group and the stage of contract completion can be measured 
reliably. When the Group is not able to meet one or more of the conditions, the policy is to recognize revenues only 
equal to costs incurred to date, to the extent that such costs are expected to be recovered. 

Progress towards completion is measured by reference to cost incurred to date as a percentage of estimated 
total project costs, the cost-to-cost method. 

Nokia in 2011  

 

 

1.6 Rendering of services 

 Revenue is recognised by reference to the stage of completion of the transaction at 
the end of the reporting period (but only if the outcome can be estimated reliably). 

 Commentary 

This is known as the percentage completion method.  It provides useful 
information on service activity in the period.   

It is also applied in IAS 11” Construction Contracts” (see next session). 
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 Stage of completion should be estimated using the method that measures 
reliably the services performed.  May include: 

 surveys of work completed (known as work certified); 
 services performed as a percentage of total services; 
 proportion of costs to date to total estimated costs. 

 Commentary 

There is no single method that must be used. 

 If outcome cannot be measured reliably recognise the revenue only to the 
extent of the expenses recognised that are recoverable. 

 Reliable estimate of outcome is subject to the following conditions (all must 
be satisfied). 

 The amount of revenue can be measured reliably. 

 It is probable that the economic benefits associated with the 
transaction will flow to the entity. 

 The stage of completion of the transaction can be measured reliably. 

 Costs to complete can be measured reliably. 

1.7 Interest, royalties and dividends  

 Revenue recognition criteria:  

 It is probable that economic benefits will flow to the entity; 
 The amount of the revenue can be measured reliably. 

 Recognition bases:   

 Interest  –using the effective interest rate method (see financial instruments 
later) ; 

 Royalties – an accrual basis in accordance with the substance of the agreement; 

 Dividends – when the shareholder’s right to receive payment is 
established. 

1.8 Disclosure 

 Accounting policies adopted for revenue recognition. 

 Amount of each significant category of revenue recognised during the period. 



SESSION 5 – IAS 18 REVENUE 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0509 

2 Specific examples – sale of goods 

The law in different countries may determine the point in time at which the entity transfers the 
significant risks and rewards of ownership.  The examples in this section need to be read in the context 
of the laws relating to the sale of goods in the country in which the transaction takes place. 

2.1 Bill and hold sales 

 Delivery is delayed at the buyer’s request but the buyer takes title and accepts billing. 

 Revenue is recognised when the buyer takes title, provided that: 

 delivery is probable; 
 items are available, identified and ready for delivery when the sale is recognised; 
 the buyer specifically acknowledges the deferred delivery instructions; and 
 usual payment terms apply. 

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

2.2 Delivery subject to conditions 

2.2.1 Consignment sales   

 
Commentary 

Under these contracts the buyer undertakes to sell the goods on behalf of the seller.  
This topic is considered further in the inventory session. 

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

2.2.2 Cash on delivery sales 

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

2.3 Advance payments  

 
Commentary 

That is orders when payment (or partial payment) is received in advance of 
delivery for goods not presently held in inventory. 

 Revenue is recognised when the goods are delivered to the buyer. 
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2.4 Sale and repurchase agreements  

 Under these agreements the two parties enter into an agreement where the 
seller may repurchase the goods at some later date.  For example: 

 As the result of an explicit agreement; 
 The seller has a call option to repurchase; 
 The buyer has a put option to require the repurchase, by the seller, 

of the goods. 

 Revenue is recognised according to the substance of the transaction. 

 If the substance of the arrangement is that the seller has transferred the risks 
and rewards of ownership to the buyer revenue should be recognised. 

 If the substance of the arrangement is that the seller retains the risks and 
rewards of ownership (even if legal title is transferred) the transaction is a 
financing arrangement and does not give rise to revenue. 

Worked example 1 
 

Ruby is a Port manufacturer.  The company manufactures Port from several grape 
harvests.  The manufacturing process involves maturing wine in stainless steel for three 
years before bottling.  The Port is sold at cost plus 200%. 

On the first day of its accounting period Ruby sold 100,000 litres of one-year old Port 
to Watnest, a bank, on the following terms. 

 Sale price $500,000 (i.e. cost). 

 Ruby has the option (a call option) to repurchase the Port at any time over the 
next two years at cost plus a mark up. 

 The mark up is based on an annual rate of interest of 12% and will be 
prorated (i.e. time apportioned). 

 Watnest has the option (a put option) to sell the Port to Ruby in two years 
time at a price based on a similar formula. 

Required: 

Explain how this transaction should be accounted for in the books of Ruby at: 

(a) inception; 
(b) the end of the first year; and 
(c) on repurchase. 

 

 



SESSION 5 – IAS 18 REVENUE 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0511 

Worked solution 1 

Has there in substance been a sale? 

Is the repurchase likely to happen?  If so it is not a real sale and the legal form should 
be set aside. 

Factors to consider: 

 Sale is unusual – being at cost and to a bank – which indicates that it is not a “real” sale. 
 A mirror image put and call option means that the repurchase is bound to occur. 
 Watnest will not take possession of the maturing inventory. 
 Ruby is paying a borrowers return. 

Conclusion:  Not a real sale but a financing arrangement. 

Accounting entries 

Assuming simple interest of 12% per annum based on the original sum borrowed of $500,000. 

       $ $ 
(a) On “sale”   Dr Cash   500,000 
    Cr Payables    500,000 
 
(b) At year end DrProfit or loss   60,000 
    Cr Payables    60,000 
 
(c) On “repurchase” Dr Payables   627,200 
    Cr Cash    627,200 
 (assumes repurchase is at the end of the 2 year period and 
compound interest) 

 Commentary 

If in substance there had been a sale, the accounting entries would be: 

        $ $ 
 On “sale”   Dr Cash   500,000 
     Cr Revenue    500,000 

 On “repurchase”  Dr Cost of sales   627,200 
     Cr Cash    627,200 
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 Summarising: 

 Is there in substance a sale?

On “sale” 
 

On “repurchase”  

Recognise sale and any profit

Recognise purchase, 
including any interest 
payable, as cost of sales 

 Leave asset in statement of   
  financial position. 
 Record proceeds as a liability.  
 Accrue for any interest payable 

Settle liability and accrued  
interest payable 

Effect                                                Effect 

Finance cost recognised on 
repurchase (as part of cost of sales)

Finance is “off balance sheet”

Finance cost recognised on 
“sale” (as interest payable) 

 
Finance is “on balance sheet”





 

 

Yes                                No

 

2.5 Sales to intermediate parties 

 
Commentary 

For example, distributors, dealers or others for resale. 

 Revenue from such sales is generally recognised when the risks and rewards 
of ownership have passed. 

 However, when the buyer is acting, in substance, as an agent, the sale is 
treated as a consignment sale. 

2.6 Subscriptions to publications 

 When the items involved are of similar value in each time period, revenue is 
recognised on a straight line basis over the period in which the items are despatched.   

 When the items vary in value from period to period, revenue is recognised on 
the basis of the sales value of the item despatched in relation to the total 
estimated sales value of all items covered by the subscription. 
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Illustration 5 
 

4.	Basic	principles,	methods	and	critical	accounting	estimates	
(extract)	
NET SALES AND OTHER OPERATING INCOME 

Sales are stated net of sales taxes, other taxes and sales deductions at the fair value of the 
consideration received or to be received. Sales deductions are estimated amounts for 
rebates, cash discounts and product returns. They are deducted at the time the sales are 
recognized, and appropriate provisions are recorded. Sales deductions are estimated 
primarily on the basis of historical experience, specific contractual terms and future 
expectations of sales development. It is unlikely that factors other than these could 
materially affect sales deductions in the Bayer Group. Adjustments to provisions made in 
prior periods for rebates, cash discounts or product returns were of secondary importance 
for income before income taxes in the years under report.  

Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 

3 Specific examples – rendering of services 

3.1 Installation fees 

 Recognise as revenue by reference to the stage of completion of the 
installation, unless they are incidental to the sale of a product in which case 
they are recognised when the goods are sold. 

3.2 Servicing fees included in the price of the product 

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

 The amount to be deferred is enough to cover the expected costs of the 
services under the agreement, plus a reasonable profit on those services. 

3.3 Advertising commissions 

 Media commissions – recognise when the related advertisement or 
commercial appears before the public.   

 Production commissions – recognise by reference to the stage of completion 
of the project. 

3.4 Franchise fees 

 Franchise fees may cover the supply of initial and subsequent services, 
equipment and other tangible assets, and know-how. 

 Franchise fees are recognised as revenue on a basis that reflects the purpose 
for which the fees were charged. 
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3.4.1 Supplies of equipment and other tangible assets 

 The amount, based on the fair value of the assets sold, is recognised as 
revenue when the items are delivered or title passes. 

3.4.2 Supplies of initial and subsequent services 

 The initial fee is recognised as the initial service is completed. 

 Fees for the provision of continuing services are recognised as revenue as the 
services are rendered. 

 Sufficient fee must be deferred to cover the costs of continuing services and 
to provide a reasonable profit on those services.  (This means that some of the 
fee for the initial service may need to be deferred to satisfy this requirement). 

3.4.3 Continuing Franchise Fees 

 Recognise as revenue as the services are provided or the rights used. 

3.5 Fees from the development of customised software 

 Recognise as revenue by reference to the stage of completion of the 
development, including completion of services provided for post delivery 
service support. 

Activity 1 
 

On 1 April 2013 Zebra entered into a contract to sell 100 computers to a customer for 
$1,200 each.  The normal selling price of the computers is $1,000 and the cost of 
manufacture is $900.  The contract includes a service agreement under which Zebra 
will carry out all repairs on the computers for the next four years.  Zebra has estimated 
that the average annual cost of repairs for a computer will be $45. 

Required: 

Discuss how the transaction should be accounted for in Zebra’s financial 
statements for the year ended 30 September 2013. 

 

4 Interest, royalties and dividends – examples 

4.1 Licence fees and royalties 

 Fees and royalties received are normally recognised in accordance with the 
substance of the agreement.   

 Such fees may be received for the use of an entity’s assets e.g: 

 Trademarks; 
 Patents; 
 Software; 
 Music copyright; 
 Motion picture films. 
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 As a practical matter, this may be on a straight line basis over the life of the 
agreement, for example, when a licensee has the right to use certain 
technology for a specified period of time. 

 If receipt of a licence fee or royalty is contingent on the occurrence of a 
future event revenue is recognised only when it is probable that the fee or 
royalty will be received, (which is normally when the event has occurred). 

5 Sales tax  

5.1 General principles  

 Many governments apply a sales tax to the purchase and sale of goods by 
entities (e.g. “value added tax” (VAT) or “general sales tax” (GST)). 

 A business liable for this tax must record its effect in the double-entry 
bookkeeping system and make a settlement with the government agency of 
the net sales tax figure (based on purchases and sales). 

5.2 Operation 

Worked example 2 
 

On 1 January Oleg, a trader, purchases a flat-packed table-tennis table from Olga for 
$300 net (i.e. exclusive of sales tax). 

On 31 January Oleg sells the constructed table-tennis table to Pavel for $575 gross (i.e. 
inclusive of sales tax). 

Sales tax is 15%. 

 

 

Worked solution 2 

Purchase day book (PDB) 

Date Supplier Invoice (gross) Purchases (net) Sales tax 
  $    $    $    

1 January Olga 345 300 45 
 

Sales day book (SDB) 

Date Supplier Invoice (gross) Sales (net) Sales tax 
  $    $    $    

31 January Pavel 575 500 75 
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GENERAL LEDGER 

 Sales tax  

 $    

1.1 PDB 45 
31.1 Balance c/d 30 

   
__ 

   75 

   
__

 
 

 $   

31.1 SDB 75 
 

   
__ 

   75 

   
__

 
 

Notes 

 Oleg has paid $45 sales tax on goods purchased and received $75 sales tax on 
goods sold. 

 Commentary 

The difference is the tax on the “value added”. 

 Only the end-user (Pavel) suffers the sales tax.  Oleg acts as a collecting 
agent for the government agency and is liable to pay over $30. 

 Commentary 

Shown as a current liability in the statement of financial position. 

 If at the end of a period when tax has to be settled, Oleg suffers more sales 
tax (on purchases and expenses) than he recoups (on sales), he can reclaim 
the shortfall. 

Key points summary 

  Revenue is the gross inflow of economic benefits arising from ordinary operating 
activities. 

  Revenue is measured at the fair value of consideration received or receivable. 

 Discounting is appropriate where the fair value of future consideration is less than 
the nominal value. 

 Recognition means incorporating an item in income when it meets the 
“probability” and “reasonable measurability” criteria. 

 Revenue from the sale of goods is recognised when all of the specified criteria are 
met.  As well as The Framework criteria these include transfer of risks and 
rewards and effective control. 

 The usual point of revenue recognition is on sale/delivery of goods. 

 For services rendered the stage of completion must be measurable.  

 Revenue is recognised at the earliest point from which profits arising from the 
transaction are recognised. 
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Focus 

You should now be able to: 

 outline the principles of the timing of revenue recognition; 

 explain the concept of substance over form in relation to recognising sales revenue; 

 discuss the various points in the production and sales cycle where it may, depending on 
circumstances, be appropriate to recognise gains and losses – give examples of this; 

 describe the IASB’s approach to revenue recognition; 

 describe the general principles of government sales taxes (e.g. VAT or GST). 
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Activity solution 

Solution 1 – Income recognition 

 The sale of the computers should be recognised as a normal sale in profit or 
loss for 2013: 

 Recognise sale at normal selling price of $1,000 per computer. 
 Recognise costs to manufacture at $900 per computer. 
 Recognise profit of $100 per computer. 

 The service contract, with a value of $200, should be treated as a separate 
contract and the revenue should not be recognised all at once: 

 On 1 April initially recognise deferred income in the statement of 
financial position of $200 per computer. 

 Spread the deferred income to profit or loss over the four year life of the service 
contract.  For the year ended 30 September 2013 a credit to profit or loss of $25 
(200/4 years × 6/12 months) per computer must be made. 

 Of the $25, $22.50 is the expected servicing cost and $2.50 is a profit element. 

 Statement of financial position at 30 September 2013 should reflect deferred 
income of $175 per computer, of this $50 should be presented as a current 
liability and $125 will be presented as a non-current liability. 
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Overview 

Objectives  

 To describe and explain the accounting treatment for construction contracts. 
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1 Construction contracts 

1.1 Definitions   

 A construction contract is a contract specifically negotiated for the construction of: 

 an asset; or 

 a combination of assets that are: 

 closely interrelated; or 
 interdependent, 

in terms of their design, technology and function or their ultimate 
purpose or use. 

 Commentary 

In the absence of a contract IAS 11 does not apply. 

 A fixed price contract is a construction contract in which the contractor agrees to a fixed 
contract price, or a fixed rate per unit of output, which in some cases is subject to cost 
escalation clauses. 

 A cost plus contract is a construction contract in which the contractor is reimbursed for 
allowable or otherwise defined costs, plus a percentage of these costs or a fixed fee. 

 Construction contracts include contracts for: 

 the rendering of services which are directly related to the construction of 
the asset (e.g. for project managers and architects); and 

 the destruction or restoration of assets, and the restoration of the 
environment following the demolition of assets. 

 
Commentary 

Contrast this with speculative building work without a firm sale contract.  This is 
work-in-progress and is valued at the lower of cost and net realisable value. 

1.2 Key issue 

1.2.1 Revenue and profit recognition  

 Contracts may last several years.  Costs are incurred, and the customer is 
billed, over the duration of the contract.  

 Potential treatments (not under IFRS, but technically) are to recognise: 

 all revenue and related costs in profit or loss only on completion; or 
 revenue and costs in profit or loss as contract progresses. 

 Commentary 

The “completed contract” method” is dominant under some GAAPS – but it is not IFRS. 
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 According to the concepts of accruals and prudence: 

 revenues and costs should be recognised as they are earned and incurred; 

 profits should only be recognised when cash realisation is reasonably certain, 
but provision should be made for costs and losses when foreseen. 

 Commentary 

Prudence may conflict with accruals. 

 IAS 11 requires that the costs and revenues associated with a contract should 
be recognised in profit or loss as the contract activity progresses. 

1.2.2 Impact of this approach   

 If costs were to be recognised on an actual basis (in the period incurred) and income 
only when recoverable (which might be on completion) there would be huge differences 
in reported profits from one period to the next.  The reported financial results would not 
reflect fairly on the management’s stewardship and would not provide information 
relevant to users of financial statements (e.g. in predicting future performance). 

 Although the approach to revenue recognition in IAS 11 has the effect of “smoothing” 
revenue and profit it nevertheless requires the immediate recognition of foreseeable losses. 

 Commentary 

The exercise of prudence does not allow the deliberate understatement of 
income – revenue should be recognised when it is probable. 

1.3 Revenue 

 Contract revenue should comprise: 

 The initial amount of revenue agreed in the contract; and 

 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. 

 Commentary 

Variations may arise if, for example, actual inflation is greater than that 
assumed when the contract commenced. 

 Contract revenue is measured at the fair value of the consideration received or receivable. 

 Commentary 

If deferred, fair value should be discounted (i.e. present value of amount receivable). 

 Its measurement is affected by a variety of uncertainties that depend on the outcome of 
future events.  The estimates often need to be revised as events occur and uncertainties 
are resolved.  Therefore, the amount of contract revenue may increase or decrease from 
one period to the next. 
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Examples 

 A contractor and a customer may agree variations or claims that increase or 
decrease contract revenue in a period subsequent to that in which the contract 
was initially agreed. 

 The amount of revenue agreed in a fixed price contract may increase as a 
result of cost escalation clauses. 

 The amount of contract revenue may decrease as a result of penalties arising 
from delays caused by the contractor in the completion of the contract. 

 When a fixed price contract involves a fixed price per unit of output, contract 
revenue increases as the number of units is increased. 

1.4 Contract costs 

 Contract costs comprise: 

 Costs that relate directly to the specific contract; 

 Costs that are attributable to contract activity in general and can be allocated 
to the contract; and 

 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: 

 Site labour costs, including site supervision; 
 Costs of materials used in construction; 
 Depreciation of plant and equipment used on the contract; 
 Costs of moving plant, equipment and materials to and from the contract site; 
 Costs of hiring plant and equipment; 
 Costs of design and technical assistance that is directly related to the contract; 
 Costs of rectification and guarantee work, including warranty costs; and 
 Claims from third parties. 

 
Commentary 

These costs may be reduced by any incidental income that is not included in 
contract revenue (e.g. income from the sale of surplus materials and the 
disposal of plant and equipment at the end of the contract). 

2 Recognition and measurement 

2.1 The rules 

2.1.1 General 

 Contracts should be considered on a contract by contract basis. 

 Commentary 

There is no “offset” of profits/losses until the final presentation in the financial statements. 
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 In certain circumstances: 

 two or more contracts may be combined to be considered as one; 

 Commentary 

When they are negotiated as a package, closely inter-related and performed 
concurrently or in a continuous sequence. 

 a contract may be “segmented” into two or more separate contracts. 

 Commentary 

When there are separate proposals/negotiations such that segments can be 
individually accepted/rejected and separately identifiable costs/revenues. 

 The impact that a contract will have on the financial statements depends on the 
estimate of the future outcome of the contract. 

 The rules in IAS 11 provide for three possibilities, arising on contract review. 

(1) Profits are expected and the outcome is reasonably certain. 

 Commentary 

Revenue and cost will be recognised in comprehensive income (in profit or 
loss) resulting in some profit being taken. 

(2) A loss is expected. 

 Commentary 

The exercise of prudence requires that this loss be recognised immediately and in full. 

(3) The outcome cannot be assessed with reasonable certainty. 

2.1.2 Specific 

(1) When the outcome of a construction contract can be estimated reliably, contract revenue 
and associated contract costs should be recognised as revenue and expenses respectively 
by reference to the stage of completion of the contract activity at the end of the reporting 
period.  (Profit will be taken.) 

(2) When it is probable that total contract costs will exceed total contract 
revenue, the expected loss must be recognised as an expense immediately. 

 Commentary 

A contract does not need to have started for a loss to be recognised.  In a recession an 
entity may undertake contracts at a loss in order to retain a skilled workforce. 
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(3) 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. 

Situation How is revenue 
measured? 

How are costs measured for 
recognition in profit or loss? 

Commentary 

(1) Profit  By reference to 
stage of 
(percentage) 
completion. 

The costs incurred in reaching 
the stage of completion are 
included in the determination of 
profit or loss, as cost of sales. 

Often this is achieved by 
applying the percentage 
completion to the total costs that 
are expected to occur over the 
life of the contract. 

Revenue exceeds costs therefore 
profit is recognised. 

 

If the same % completion is 
applied to revenue and costs 
then this will result in that 
percentage of the total estimated 
profit being recognised. 

(2) Loss  By reference to 
stage of 
(percentage) 
completion. 

As a balancing figure to interact 
with the revenue that has been 
recognised and generate the 
required loss. 

Loss may be recognised at any 
stage.  For example, a contract 
may be signed knowing that it 
will make a loss.  In this case 
the loss should be recognised 
when the contract is signed. 

(3) Un-
certain 

To equal the cost 
figure 

The costs incurred in the period 
should be expensed 

Revenue = costs 

The usual source of uncertainty 
is that the contract is still quite 
“young”.  For example, it may 
be imprudent to take profit on a 
10 year contract which has only 
just started. 

 
 The accounting should recognise revenue and costs that have arisen in the period.  This is 

done by calculating the amounts in total that should be recognised by the year end and 
then adjusting them for what has been recognised in earlier years. 

2.1.3 Meaning of “can be estimated reliably” 

 In the case of a fixed price contract, the outcome can be estimated reliably 
when all the following conditions are satisfied:  

 total contract revenue can be measured reliably; 

 it is probable that the economic benefits associated with the contract will 
flow to the entity; 

 both the contract costs to completion and the stage of contract completion at 
the end of the reporting period can be measured reliably; and 

 costs attributable to the contract can be clearly identified and measured 
reliably so that actual costs incurred can be compared with prior estimates. 
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 In the case of a cost plus contract, the outcome can be estimated reliably when 
both the following conditions are satisfied:   

 it is probable that the economic benefits associated with the contract 
will flow to the entity; and  

 the contract costs attributable to the contract, whether or not specifically 
reimbursable, can be clearly identified and measured reliably. 

2.1.4 Stage of completion  

 The recognition of revenue and expenses by reference to the stage of completion of 
a contract is often referred to as the percentage of completion method. 

 Contract revenue is matched with the contract costs incurred in reaching the 
stage of completion, resulting in the reporting of revenue, expenses and profit 
which can be attributed to the proportion of work completed. 

 This method provides useful information on the extent of contract activity and 
performance during a period.  The standard does not specify a single method 
for calculating the percentage of completion.  Methods include: 

 the proportion that contract costs incurred for work performed 
to date bear to the estimated total contract costs; 

 surveys of work performed; or 

 completion of a physical proportion of the contract work. 

 An expected loss on the construction contract must be recognised as an expense immediately. 

 Note that: 

 amounts billed are irrelevant to determining the amount of revenue to be 
included in the statement of profit or loss; and 

 costs incurred by the year end (and therefore appearing in the cost accounts) 
may be an irrelevant figure in determining cost of sales. 

 
Commentary 

IAS 11 applies to construction contracts as defined.  IAS 18 Revenue requires 
a similar approach for contracts for the provision of a service. 

Illustration 1 
 

1. ACCOUNTING PRINCIPLES 
Revenue recognition (extract) 

The percentage of completion method relies on estimates of total expected contract revenue and costs, as 
well as the dependable measurement of the progress made towards completing the particular project. Recognized 
revenues and profit are subject to revisions during the project in the event that the assumptions regarding the 
overall project outcome are revised. The cumulative impact of a revision in estimates is recorded in the period such 
revisions become probable and can be estimated reliably. Losses on projects in progress are recognized in the 
period they become probable and can be estimated reliably. 
 

Nokia in 2011  

 



SESSION 6 – IAS 11 CONSTRUCTION CONTRACTS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0608 

2.2 Calculations 

2.2.1 Basics 

 Make all calculations on contract by contract basis.  There is no netting-off of 
profits on, or assets relating to, one contract against losses or liabilities on another. 

 Steps to obtain figures for the statement of profit or loss: 

(a) Calculate total expected profit 
 
       $000 
 Contract price     X 
 Less Costs to date    (X) 
  Estimated future costs                                (X) 
       —— 
       X 
       —— 

 
 

 
(b) Calculate the stage of completion 
 

    Acceptable methods include     

          
         
 Sales basis    Cost basis  

 Value of work done to date    Costs to date  
 Total sales value    Total costs  

 (IAS 11does not specify a method). 
 
(c) Calculate revenue and costs for the year 

 
(i) Calculate attributable revenue and costs to date (using proportion above). 
 
(ii) Deduct any revenue and costs recognised in profit or loss in earlier 

statements of profit or loss. 
 
(iii) If profit cannot be prudently recognised, include the same amount in the 

statement of profit or loss for both revenue and cost of sales to give a nil profit. 
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Activity 1 
 

Tanner – year ended 31 December 2012  
  $000 
Costs to date  1,500 
Future expected costs 1,000 
Work certified to date  1,800 
Expected sales value 3,200 

Revenue recognised in earlier years 1,200 
Cost recognised in earlier years      950 

Required: 

Calculate the figures to be recognised in the statement of profit or loss in respect 
of revenue and costs for the year ended 31 December 2012 on both: 

(i) a sales basis; and 
(ii) a cost basis. 

 

Proforma solution  

(a) Calculate total expected profit 

       $000 
 Revenue       
 Less  Contract costs to date     
 Future expected costs     
       ——— 
 Total expected profit       
       ——— 
 
(b) Calculate percentage completion 

 Sales basis Cost basis 
 

 

 

(c) Calculate revenue/costs for the year  

  (1) To date (2) Prior  (1) To date (2) Prior  
   period  $000  period   $000 
 

Revenue   
     
Cost of sales 
    —— —— 
Profit     
    —— —— 
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 Commentary 

(1) Calculate attributable revenue and costs to date. 
(2) Deduct any revenue and costs recognised in earlier statements of 

profit or loss. 
 
2.2.2 A complication 

 In the above example the costs have been measured using the same percentage 
as that used to calculate the revenue. 

 This assumes that both costs and revenues arise evenly over the life of the contract.  
This may not be the case.  IAS 11 says that the costs that must be measured as 
those incurred in reaching the stage of completion of the contract. 

 For example, the contractor may make a mistake.  The costs to correct this are 
called “rectification costs”.  They must be written off to profit, as “abnormal”, 
in the period in which they are incurred. 

Worked example 1 

Tanner – year ended 31 December 2012  

  $000 
Costs to date (including a rectification cost of $50,000) 1,500 
Future expected costs 1,000 
Work certified to date  1,800 
Expected sales value 3,200 

Revenue recognised in earlier years 1,200 
Cost recognised in earlier years 950 

Percentage complete (cost basis as before)  60% 

Required: 

Calculate the figures to be recognised in profit or loss in respect of revenue and costs 
for the year ended 31 December 2012 on both a sales and a costs basis.  
 
Solution 

The total costs that are expected to arise over the life of the contract are $2,500,000.  
These are made up of two types of cost: 
          $000  
 Rectification costs 50  
 Other costs (which arise over the life of the contract) 2,450  
   
 To date  Prior period This period  
Revenue 60% × 3,200 =  1,920 1,200 720  
Costs      
Rectification       50 –  (50)  
Other costs 60% × 2,450 = 1,470 950 (520)  

    150  
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 Commentary 

The % completion could be reworked as 
 000,1450,1

450,1
59% 

2.3 Recognition 

 Commentary 

The basic double entry for each contract is quite straightforward. 

 When costs are actually incurred on the contract: 

Dr Contract account  X 
   Cr Cash/accruals/expenses  X 

 When amounts are billed: 

Dr Receivables  X 
   Cr Contract account  X 

 To recognise revenue: 

Dr Contract account  X 
   Cr Revenue  X 

 To recognise costs: 

Dr Cost of sales X 
   Cr Contract account  X 

 Commentary 

This transfers revenues and costs that have been accumulated in the contract 
account to profit or loss over the duration of the contract. 

 When payments on account are received/when billings are settled: 

Dr Cash  X 
   Cr Receivables  X 
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Illustration 2 

  $000 
Revenue to be recognised 1,250 
Costs to date  1,080 
Costs to be recognised 1,000 
Billings 640 

 Contract account 

 $000 

Costs incurred 1,080 
Revenue recognised 1,250
 
 ––––– 
 2,330 
 ––––– 

Balance b/d  690

 $000 

Receivables 640 
Costs recognised  1,000 
Balance c/f  690 
 ––––– 
 2,330 
 ––––– 

  
 

 

 

 Commentary 

The balance could be negative (a credit balance).  This depends on the interaction between 
the amount invoiced/actual costs and the amounts recognised as revenue and costs. 
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3 Presentation and disclosure 

 Note 

 An entity should disclose: 

 the amount of contract revenue recognised as revenue in the period; 

 the methods used to determine the contract revenue recognised in the 
period; and 

 the methods used to determine the stage of completion of contracts in 
progress. 

 
 

1 

 An entity should disclose each of the following for contracts in progress at the 
end of the reporting period: 

 the aggregate amount of costs incurred and recognised profits (less 
recognised losses) to date; 

 the amount of advances received; and 

 the amount of retentions. 

 
 
 

2 

 An entity should present: 

 the gross amount due from customers for contract work as an asset; and  

 the gross amount due to customers for contract work as a liability. 

 
 

3 

 The gross amount due to or from customers is the net amount of: 

 costs incurred plus recognised profits; less 
 the sum of recognised losses and progress billings. 

 Note that it is also the sum of the balances on the contract account. 

 
 
 
 
 
 

 

 Commentary 

The note references are to the illustration that follows. 
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Illustration 3 

Using the figures from Illustration 2:   
 $000  

Contract revenue recognised as revenue in the period: 1,250 1 

Contract costs incurred and recognised profits  
 (less recognised losses) to date (W1) 

 
1,330 

 
2 

Gross amounts due from customers for contract work (W2) 690 3 

   

WORKING $000  

Costs incurred to date 1,080  

Recognised profits/(less losses) to date 250  

 1,330 W1 

Less:  progress billings (640)  

Gross amount due from/(to) customers 690 W2 

   
 

Illustration 4 
 

14 – Inventories (extract) 

           September 30, 
  (in millions of €) 2011 2010 

 Costs and earnings in excess of billings on uncompleted contracts 7,849 7,538 
 
Cost of goods sold and services rendered include inventories recognized as an expense 
amounting to €49,880 million and €46,787 million, respectively, in fiscal 2011 and 2010. Raw 
materials and supplies, work in process as well as finished goods and products held for resale 
are valued at the lower of acquisition/production cost and net realizable value. The respective 
write-downs, as compared to prior year, increased (decreased) by €(107) million and €128 
million as of September 30, 2011 and 2010. 
 
Item Costs and earnings in excess of billings on uncompleted contracts relates to construction 
contracts, with net asset balances where contract costs plus recognized profits less recognized 
losses exceed progress billings. Construction contracts, here and as follows, include service 
contracts accounted for under the percentage of completion method. Liabilities from contracts 
for which progress billings exceed costs and recognized profits less recognized losses are 
recognized in line item Other current liabilities; see > Note 22 Other current liabilities. 
 
The aggregate amount of costs incurred and recognized profits less recognized losses for 
construction contracts in progress, as of September 30, 2011 and 2010 amounted to €73,851 
million and €67,888 million, respectively. Revenue from construction contracts amounted to 
€30,291 million and €27,694 million, respectively, for fiscal 2011 and 2010. 
 
Advance payments received on construction contracts in progress were €10,192 million and 
€9,587 million as of September 30, 2011 and 2010. Retentions in connection with construction 
contracts were €290 million and €452 million in fiscal 2011 and 2010.  

Notes to Consolidated Financial Statements Annual Report 2011 
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Activity 2 
 

Company X 

Contracts as at 31 December 2012: 

  A B C  
  $000 $000 $000  
Contract value 100 100 80  
 
Costs to date 40 2 75  
Estimated costs to complete 30 58 25  
 
Billings  15.6  67  
 
Date started  
   during the year 1 January 1 November 1 January 
 
% completion 45% 3% 80% 
 
Required: 
 
Prepare extracts from the accounts of Company X as at 31 December 2012.  The 
company’s policy is not to recognise profits until contracts are 10% complete. 

 

Proforma solution 2 

WORKINGS 

 A B C $000 

Revenue    

Costs of sales   
   ____________ 

Recognised profit/(loss)    
    ____________ 

 

Disclosures 

Contract revenue recognised as revenue in the period:  
    ____________ 

Contract costs incurred and recognised profits  
    (less recognised losses) to date:  

    ____________ 

Gross amounts due from customers for contract work:  
    ____________ 

Gross amounts due to customers for contract work  
    ____________ 
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Key points summary 

 A construction contract is a contract for the construction assets.  

 A contract for two or more assets, should be accounted for: 

 separately if certain criteria are met.; 

 as a single contract if negotiated together and work is inter-related.  

 Revenue includes amounts initially agreed, for alternations, claims and incentive 
payments.  

 Costs include specific costs, costs attributable to the contracting activity and other 
costs chargeable under the terms of the contract.  

 If the outcome can be estimated reliably, revenue and costs are recognised in 
proportion to the stage of completion (“percentage of completion”).  

 If the outcome cannot be estimated reliably, no profit is recognised.  Costs are 
expensed as incurred and revenue is recognised to the extent that they are 
expected to be recoverable.  

 Stage of completion can be determined on costs, work performed or a physical 
basis.  

 An expected loss is recognised as an expense as soon as it is probable.  

 Disclosures include measurement bases and amounts of revenue, costs, profits, 
advances and retentions.  

 Gross amount due from/to customers is presented as an asset/liability. 

 

 

Focus 

You should now be able to: 

 define a construction contract; 

 describe why recognising profit before completion is generally considered to 
be desirable; discuss if this may be profit smoothing; 

 describe the ways in which contract revenue and contract cost may be 
recognised; 

 calculate and disclose the amounts to be shown in the financial statements for 
construction contracts. 
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Activity solutions 

Solution 1 

(a) Calculate total expected profit 
       $000 
 Revenue      3,200 
 Less   Contract costs to date    (1,500) 
           Future expected costs    (1,000) 
       ——— 
          700 
       ——— 
(b) Pecentage completion 
  Sales basis   Costs basis 

  
200,3

800,1
= 56.25% 

500,2

500,1
= 60% 

 
(c) Calculate revenue and costs for the year 
 
  To date                  Prior   To date              Prior  
                                period            $000                 period    $000 
Revenue  3,200 × 0.5625 1,800 – 1,200 = 600 3,200 × 0.6 1,920 – 1,200 =   720 
   = 1,800   = 1,920 
Cost of sales  2,500 × 0.5625   1,406 – 950 = (456)    2,500 × 0.6   1,500 – 950 = (550) 
   = 1,406   = 1,500 
    ———  ——— 
Profit    144   170 
    ———  ——— 
 

Solution 2 

 W1 W2 W3 $000 
Revenue 45 2 64 111 
Cost of sales (31.5) (2) (84) (117.5) 
                 

____
 

___
 

___ _____
 

Recognised profit/(loss) 13.5  (20) (6.5) 
                 

____
 

___
 

___ _____
 

 
Contract revenue recognised as revenue in the period: 111 
 
Contract costs incurred and recognised profits  
   (less recognised losses) to date 110.5 
 
Gross amounts due from customers for contract work (37.9 + 2) 39.9 
 
Gross amounts due to customers for contract work 12 
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WORKINGS 
 A B C Total 
Contract costs incurred 40 2 75           117 
Recognised profit/(loss) 13.5 – (20) (6.5) 
                 

____
 

___
 

___ _____
 

  53.5 2 55 110.5 
Billings (15.6)  (67) (82.6) 
                 

____
 

___
 

___ _____
 

  37.9 2 (12) 27.9 
                 

____
 

___
 

___ _____ 

(1)   Contract A  Profit making 
 Contract account 

 $000 

Costs incurred 40 
Revenue recognised 45 
 
 –––– 
 85 
 –––– 

Balance b/d  37.9 
 

 $000 

Billings 15.6 
Costs recognised  31.5 
Balance c/f  37.9 
 ––––
 85 
 ––––

Gross amount owed by customer = 37.9 
 
(2)   Contract B  too soon to take profit 
 Contract account 

 $000 

Costs incurred 2 
Revenue recognised 2 
 
 –– 
 4 
 –– 

Balance b/d  2 
 

 $000 

Billings 0 
Costs recognised  2 
Balance c/f  2
 –– 
 4 
 –– 
 

Gross amount owed by customer = 2 
 
(3)   Contract C  loss making contract 
 Contract account 

 $000 

Costs incurred 75 
Revenue recognised 64 
Balance c/f 12 
 ––– 
 151 
 ––– 
  

 $000 

Billings 67 
Costs recognised  84 
 
 ––– 
 151 
 ––– 

Balance b/d 12 
 

Gross amount due to customer = 12 
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Overview 

Objective  

 To prescribe the accounting treatment for inventories under historical cost.  

 To provide practical guidance on: 

 determination of cost; 
 expense recognition (including any write-down to net realisable value); 
 cost formulas. 

 

 

DISCLOSURE 

BASICS 

COST 
NET REALISABLE 

VALUE 

 Objective 
 Scope 
 Definitions 
 Measurement 

 In financial statements 
 Expense recognition 

 Meaning 
 Components 
 Techniques 
 Cost formulas 

 Need for 
 Considerations 
 Materials 
 Timing 

RECOGNITION 
 As an expense 
 As an asset 
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1 Basics 

1.1 Objective 

 To prescribe the accounting treatment for inventories. 

 Primary issue – the amount of cost to be recognised as an asset and carried 
forward until related revenue is recognised. 

 IAS 2 provides guidance on: 

 cost determination; 

 subsequent recognition as expense (including any write-down to net 
realisable value); 

 cost formulas used to assign costs to inventories. 

1.2 Scope 

 All inventories except: 

 contract work in progress (IAS 11); 

 financial instruments (IASs 32, IAS 39 and IFRS 9); 

 biological assets related to agricultural activity and agricultural 
produce at the point of harvest (IAS 41). 

 Commentary 

These inventories are entirely outside the scope of IAS 2.  Some inventories are 
within the scope of the Standard with regard to disclosure, but not measurement. 

 The measurement provisions of IAS 2 do not apply to inventories held by: 

 producers of agricultural and forest products, agricultural produce 
after harvest, and minerals and mineral products, to the extent that 
they are measured at net realisable value in accordance with well-
established industry practices; 

 commodity broker-traders who measure their inventories at fair 
value less costs to sell. 

 Commentary 

When such inventories are measured at net realisable value, changes in that 
value are recognised in profit or loss in the period of the change. 
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1.3 Definitions 

 Inventories are assets: 

 held for resale in the ordinary course of business (e.g. merchandise 
purchased by retailer); or 

 in the process of production for resale (e.g. finished goods, work in 
progress, raw materials); or 

 in the form of materials or supplies to be consumed in the production 
process or rendering of services. 

 Net realisable value is the estimated selling price in ordinary course of business less 
the estimated cost of completion, and estimated costs necessary to make the sale. 

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

 Commentary 

 This is specified as a consequential amendment of the issue of IFRS 13 “Fair 
Value Measurements”. 

1.4 Measurement 

 Inventories are measured at the lower of cost and net realisable value. 

2 Cost 

2.1 Meaning of cost 

 Cost includes all costs involved in bringing the inventories to their present 
location and condition. 

 Components of cost: 

 purchase costs; 
 costs of conversion; 
 other costs. 
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2.2 Components of cost 

Purchase costs Conversion costs Other costs 

 Purchase price; 

 Import duties/non-
refundable taxes; 

 Transport/handling; 

 Deduct trade 
discounts/rebates. 

 Direct production costs; 

 Production overheads based 
on normal capacity – i.e. 
expected on average under 
normal circumstances; 

 Joint product costs (deduct 
net realisable value of by-
products). 

 Only if incurred in bringing 
inventories to present location 
and condition e.g. non-
production overheads (e.g. 
storage in whiskey distillers) 
and specific design costs; 

 Borrowing costs in limited 
circumstances (in accordance 
with IAS 23). 

 

 Commentary 

When inventories are bought on deferred settlement terms, the financing element 
(e.g. a difference between the purchase price for normal credit terms and the amount 
paid) is recognised as interest expense over the period of the financing. 

 The following expenditures are excluded: 

 abnormal amounts of wasted materials, labour and other production costs; 
 storage costs unless necessary to the production process; 
 administrative overheads; and 
 selling costs. 

 For service providers the cost of inventories consists primarily of labour 
including supervisory personnel and attributable overheads. 

 Commentary 

But not profit margins or non-production costs that are often factored into 
prices charged by service providers. 

2.3 Techniques for measurement of cost 

 Two costing methods can be used for convenience if results approximate actual cost: 

Standard cost Retail method 

 Takes into account normal levels 
of materials, labour, efficiency 
and capacity utilisation. 

 Standards must be regularly 
reviewed and revised as 
necessary. 

 For inventories of large numbers of 
rapidly changing items with similar 
margins. 

 Reduces sales value by appropriate 
percentage gross margin. 

 This is a practical means of 
measurement for financial reporting 
purposes. 
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 Commentary 

This is a management tool which may 
need to be adapted to conform to IAS 2. 

An average percentage for each retail 
department is often used. 

 

Illustration 1  
 

2  Accounting policies (continued) 
Inventories 
Inventories comprise of goods held for resale and properties held for, 
or in the course of, development and are valued on a weighted average 
cost basis and carried at the lower of cost and net realisable value. Cost 
includes all direct expenditure and other appropriate attributable costs 
incurred in bringing inventories to their present location and condition. 

J Sainsbury plc   Annual Report 2012 

 
 

 

2.4 Cost formulas 

2.4.1 Specific identification 

 Specific identification of individual costs is required for: 

 items not ordinarily interchangeable; and  
 goods/services produced and segregated for specific projects. 

 
Commentary 

This is not practicable in many businesses. 

2.4.2 Formulae 

 Formulae are permitted where specific identification of individual costs to 
individual items is not practicable.  Formulae permitted are: 

 First-in, first-out (FIFO) 
 Weighted average. 

 Commentary 

Last-in, first out (LIFO) does not assign up to date costs to inventory and its 
use as a cost formula is prohibited.   
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Illustration 2 
 

4.	Basic	principles,	methods	and	critical	accounting	estimates	
(extract)	
INVENTORIES 

In accordance with IAS 2 (Inventories), inventories encompass assets held for sale in the 
ordinary course of business (finished goods and goods purchased for resale), in the 
process of production for such sale (work in process) or in the form of materials or 
supplies to be consumed in the production process or in the rendering of services (raw 
materials and supplies). Inventories are recognized at their cost of acquisition or 
production – calculated by the weighted-average method – or at their net realizable value 
whichever is lower. The net realizable value is the achievable sale proceeds under normal 
business conditions less estimated cost to complete and selling expenses.  

Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 
 

 FIFO formula Weighted average formula 

  Assumes that items purchased (or 
manufactured) first are sold first. 

 Therefore inventory at period end is 
most recently purchased or 
produced. 

 Determined from weighted average 
cost of: 

  items at beginning of period; and 
 cost of similar items purchased/ 

produced during the period. 

  Used, for example, for: 

 cars on a production line; 
 retail produce with a “sell by” 

(or “best before”) date. 

 May be calculated on a periodic basis 
or on each additional shipment. 

  Used for like items used in production/ 
sold without regard to when received. 

 

 
Commentary 

In practice these formulas are likely to produce similar results when price changes 
are small and infrequent and there is a fairly rapid turnover of inventories. 
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Activity 1 
 

XYZ sells telephones and is valuing its inventory at FIFO cost price at 31 December. A 
record of the transactions is shown below. 

 Bought Sold 
 $  $ 

January 10  @  $20  each 200 

April 10  @  $24  each 240 May   8  @  $45  each 360 

October 20  @  $30  each 600 November 20  @  $60  each 1,200 
 ___ _______   _______ 

 40 1,040   1,560 
 ___ _______   ________ 

 
Required: 

Calculate the value of closing inventory at 31 December. 

 

 

Solution 
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Activity 2 
 

Freya sets up in business on 1 September buying and selling CD players.  These were 
purchased during the month as follows. 

Quantity Price per unit

5 September 200 $150
16 September 80 $185

 

On 24 September Freya sold a consignment of 250 CD players for $50,000. 

Required: 

Calculate (a) gross profit and (b) total value of closing inventory using each of the 
following inventory valuation methods: 

(i) FIFO; and 
(ii) weighted average cost. 

 

Solution 

(a)  Gross profit 
 (i)  (ii) 
 FIFO  Weighted 

average 
 $     $    
Proceeds 50,000   50,000  

Less  Cost    
 ———   ———  
Gross profit    
 ———   ———  

 

(b)  Closing inventory 

 

 

 

 

 

2.4.3 Consistency 

 An entity must use the same cost formula for all inventories having a similar 
nature and use within the entity. 

 Commentary 

Different cost formulae may be used for inventories that have different characteristics. 
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3 Net realisable value 

3.1 Need for  

 Costs of inventories may not be recoverable due to: 

 damage; 
 obsolescence; 
 decline in selling price; or 
 an increase in estimated costs to completion/to be incurred. 

 Any necessary write down to net realisable value is usually on an item by item basis. 

 
Commentary 

Assets are not carried in excess of amounts expected to be realised from their 
sale or use. 

3.2 Considerations 

 Estimates of net realisable value take into consideration: 

 fluctuations of price or cost relating to events after the period end; 
 the purpose for which inventory is held. 

 Net realisable value is an entity-specific value whereas fair value is not (as 
fair value reflects the price at which the same inventory could be sold into the 
principal (or most advantageous) market). 

 Commentary 

Therefore net realisable value may not be the same as fair value less costs to sell. 

3.3 Materials 

 Materials for use in production are not written down to below cost unless cost 
of finished products will exceed net realisable value. 

3.4 Timing 

 A new assessment is made of net realisable value in each subsequent period.  
When circumstances causing write-down no longer exist (e.g. selling price 
increases) write-down is reversed. Note that reversals are rare in practice. 
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Activity 3 
 

Barnes is trying to calculate the year-end inventories figure for inclusion in his 
accounts.  Details of his three stock lines are as follows. 

 Product Cost Realisable Selling 
   value expenses 

  $ $ $ 
 Alpha 100 120 25 
 Beta   50   60   5 
 Omega   75   85 15 

 
Required: 

Calculate the value of closing inventory which Barnes should use for his accounts. 

 

4 Recognition 

4.1 As an expense 

 When inventories are sold, their carrying amount is recognised as an expense 
in the period in which related revenue is recognised. 

 Any write-down to net realisable value and all losses are recognised in the 
period the write-down/loss occurs. 

 Any reversal of any write-down is recognised as a reduction in 
expense in the period the reversal occurs. 

 
Commentary 

Inventories allocated to asset accounts (e.g. self-constructed property plant 
or equipment) are recognised as an expense during the useful life of an asset. 

4.2 As an asset  

 Commentary 

Although mentioned in IAS 18, it is appropriate to consider here the 
“substance over form” issue of “consignment inventory”. 

 A consignment sale is one under which the recipient (buyer) undertakes to 
sell the goods on behalf of the shipper (seller). 

 The IAS 18 issue is whether and when revenue should be recognised in the 
accounts of the shipper.  An implication of this is which party should record 
the inventory as an asset? 

 Commentary 

This is very common in the car industry.  Consignment inventory is held by 
the dealer but legally owned by the manufacturer. 
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 This will depend on whether it is the dealer or the manufacturer who bears 
the risks and benefits from the rewards of ownership. 

 Treatment – Is the inventory an asset of the dealer at delivery? 

 If yes – the dealer recognises the inventory in the statement of financial 
position with the corresponding liability to the manufacturer. 

 If no – do not recognise inventory in the statement of financial position until 
transfer of title has crystallised (manufacturer recognises inventory until then). 

 

Worked example 1 
 

David Wickes, a car dealer buys cars from FMC (a large multi-national car 
manufacturer) on the following terms. 
 
 Legal title passes on the earlier of sale to the public or six months from 

delivery. 

 The car is paid for when legal title passes.  The price to David is determined 
at the date of delivery. 

 David must pay interest at 10% on cost for the period from delivery to 
payment. 

 David has the right to return the cars to FMC.  This right has never been 
exercised in 10 years of trading. 

David’s financial year end is 31 December 2013. 
 
Required: 

Explain how David should account for the transaction.  You should use, as an 
example, a car delivered to David on 30 September 2013 that is still held at 31 
December 2013. 

 

 

Worked solution 1 

(1) Have the risks and rewards of ownership passed to David on delivery? 
 
     Risk/reward 
 Factors    passed? 
 
 Right to return inventory  No 

(but it has never been exercised so for all 
intents and purposes the risk/reward 
actually does pass on delivery) 

 
 Price reflects an interest  Yes 

charge varying with time  (e.g. slow movement risk is transferred) 

Conclusion 

On balance the risks and rewards of ownership pass to David on delivery. The 
transaction should be treated as a purchase of inventory on credit. 
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(2) Journal entries 

 On receipt of car  Dr Purchases 
    Cr Payables 
 
 Up to date of earlier sale to third party or 6 months from delivery 
 
   Dr Interest payable 
    Cr Payables (accrued interest) 
 

5 Disclosure 

5.1 In financial statements 

 Accounting policies adopted in measuring inventories including cost formula used. 

5.1.1 Carrying amounts 

 Total carrying amount – in appropriate classifications (e.g. merchandise, raw 
materials, work in progress, finished goods). 

 Carrying amount at fair value less costs to sell. 

 Carrying amount of inventories pledged as security for liabilities. 

5.1.2 Expense in the period 

 The amount of inventories recognised as an expense. 

 The amount of any write-down. 

 Any reversal of write-down recognised as income. 

 Circumstances or events that led to reversal of a write-down. 
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Illustration 3 
 

1. Accounting policies (extract) 

Inventories 

Raw materials and purchased finished goods are valued at 
purchase cost. Work in progress and manufactured 
finished goods are valued at production cost. Production 
cost includes direct production costs and an appropriate 
proportion of production overheads and factory 
depreciation. 
    Raw material inventories and purchased finished goods 
are accounted for using the FIFO (first in, first out) 
method. The weighted average cost method is used for 
other inventories. 
    An allowance is established when the net realisable 
value of any inventory item is lower than the value 
calculated above. 

5.  Inventories 
 In millions of CHF 2011 2010 

Raw materials, work in progress and sundry supplies 3 904 3 243 
Finished goods 5 488 4 812 
Allowance for write-down at net realisable value    (137)    (130) 

 9 255 7 925 

Inventories amounting to CHF 227 million (2010: CHF 169 million) are pledged as security for  

financial liabilities. 
Consolidated  Financial Statements of the Nestlé Group 2011 

 
5.2 Expense recognition 

 Commentary 

The amount of inventories recognised as an expense during the period is 
often referred to as “cost of sales”. 

EITHER 
 
 

OR 

  
 Cost of inventories recognised as an 

expense: 
 Operating costs, applicable to revenues, 

recognised as an expense, classified by nature. 

 measurement of inventory 
sold; 

 unallocated production 
overheads; 

 abnormal production costs. 

 Costs recognised as an expense for: 

 raw materials and consumables 
 labour costs 
 other operating costs. 

 Net change in inventories. 

 Commentary 

This corresponds to the “cost of 
sales” or “by function” format of the 
statement of profit or loss. 

Corresponding to the “by nature” format 
of the statement of profit or loss. 



SESSION 7 – IAS 2 INVENTORIES 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0714 

 A write-down to net realisable value may be of such size, incidence or nature 
to require separate disclosure. 

Illustration 4  
 

21.  Inventories (extract) 

Write-downs of inventories were reflected in the cost of goods sold.  
They were comprised as follows: 

   2010  2011  

  € million € million  

 Accumulated write-downs, January 1 (331) (374)  

 Changes in the scope of consolidation – –  

 Additions expensed in the reporting period (136) (185)  

 Deductions due to reversal or utilisation 112 154  

 Exchange differences (19) 1  

 Accumulated write-downs, December 31 (374) (404)  
 

Notes to the Consolidated Financial Statements of the Bayer Group 2011 
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Key points summary 

 Value at lower of cost and net realisable value (NRV). 

 NRV is selling price less cost to complete and sell. 

 Cost includes all costs to bring inventories to their present condition and location. 

 If specific cost is not determinable, use FIFO or weighted average. 

 Cost of inventory is recognised as an expense in the period in which the related revenue 
is recognised. 

 Any write-down is charged to expense.  Any reversal in a later period is credited to 
profit or loss by reducing that period’s cost of goods sold. 

 Required disclosures include: 

 accounting policy; 

 carrying amount; 

 by category; 
 at fair value; 
 pledged as security for liabilities; 

 amount of any reversal of a write-down; 

 cost charged to expense for the period. 

 

 
 

Focus 

You should now be able to: 

 measure and value inventories 

 Commentary 

Within this learning outcome you should be able to calculate inventory at cost and net 
realisable.  For the preparation of external reports you also need to be able to present 
inventory in financial statements. 
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Activity solutions 

Solution 1 – FIFO 

 Commentary 

This is a “long-hand” solution. 

Inventory after
Received Issued transaction

January 10 @ $20 each 10 @ $20 200
_____

April 10 @ $24 each 10 @ $20 200

10 @ $24 240
___ _____

20 440
___ _____

May 8 @ $20   2 @ $20 40

10 @ $24 240
___ _____

12 280
___ _____

October 20 @ $30   2 @ $20 40

10 @ $24 240

20 @ $30 600
___ _____

32 880
___ _____

November   2 @ $20 12 @ $30 360

10 @ $24

  8 @ $30
___ ___

40 20
___ ___

        Value of inventory FIFO 31 December $360
______
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Solution 2 – Freya 

(a)   Gross profit 

WORKING 

   Unit    Unit  
  Units price $     Units price $      

 FIFO 200    150 30,000 Weighted 200    150 30,000 
  50    185 9,250    average 80    185 14,800 
    _________  _____  _________ 

    39,250  280  44,800 
    _________  _____  _________ 

      Therefore       1  160 
      Therefore   250  40,000 

 

 

 (i)  (ii) 
 FIFO  Weighted 

average 
 $     $    
Proceeds 
Less  Cost (W) 

50,000  
(39,250) 

 50,000  
(40,000) 

 
Gross profit 

———  
10,750  
———  

 ———  
10,000  
———  

 

(b) Closing inventory value 

(i) 
(iii) 

FIFO 
Weighted  
   average 

30  185 = $5,550 
30  160 = $4,800 

 

Solution 3 – Net realisable value 

   $ 
Alpha 
Beta 
Omega 

NRV 
Cost 
NRV 

120 – 25  = 
 
85 – 15  = 

95
50
70

   ____

215
____
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Overview 

Objective   

 To explain the accounting rules for tangible non-current assets. 

 

 

 Accounting policy 
 Cost model 
 Revaluation model 
 

SCOPE 

RECOGNITION 

INITIAL 
MEASUREMENT 

SUBSEQUENT  
COSTS 

SUBSEQUENT 
MEASUREMENT 

DEPRECIATION 
 

IMPAIRMENT 
LOSSES 

DISCLOSURES 

DERECOGNITION 

REVALUATIONS 

 
 Scope 
 Exclusions 
 Definitions 

 
 Criteria 

 
 Components of cost 
 Exchange of assets 

 Accounting treatment 
 Part replacement 
 Major inspection 

 Frequency 
 Accumulated depreciation 
 Increase/decrease 
 Subsequent accounting 
 Deferred taxation 
 

 Accounting standards 
 Depreciable amount 
 Depreciation methods 

 Impairment 
 Compensation 
 

 Accounting treatment 
 Derecognition date 

 For each class 
 Others 
 Items stated at revalued amounts 
 Encouraged 
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1 Scope 

1.1 Scope 

 This standard should be applied in accounting for property, plant and 
equipment except when another IAS requires or permits a different treatment. 

 
Commentary 

IAS 1 “Presentation of Financial Statements”, IAS 17 “Accounting for Leases”, 
IAS 23 “Borrowing Costs”, IFRS 3 “Business Combinations” (which includes rules 
of accounting for goodwill), IAS 36 “Impairment of Assets” and IAS 38 “Intangible 
Assets” all need to be considered in a study of non-current asset accounting. 

1.2 Exclusions 

 IAS 16 does not apply to: 

 items classified as held for sale (IFRS 5 Non-current Assets Held for 
Sale and Discontinued Operations); 

 biological assets related to agricultural activity (IAS 41 Agriculture); 

 the recognition and measurement of exploration and evaluation assets 
(IFRS 6 Exploration for and Evaluation of Mineral Resources); 

 mineral rights and mineral reserves (e.g. oil, natural gas and similar 
non-regenerative resources). 

 Commentary 

However, the standard does apply to items of property, plant and equipment 
used to develop or maintain such assets. 

1.3 Definitions 

 Property, plant and equipment – Tangible items: 

 held for use in production or supply of goods or services or for 
rental or admin purposes; and 

 expected to be used during more than one period. 

 Depreciation – Systematic allocation of depreciable amount over an asset’s useful life. 

 Depreciable amount – Cost (or amount substituted for cost) less residual value. 

 Cost – Amount of cash/cash equivalents paid and fair value of other consideration 
given to acquire an asset at the time of its acquisition or construction. 

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

 Residual value – Estimate of the amount that would currently be obtained 
from disposal of the asset, after deducting estimated disposal costs, assuming 
the asset to be of the age and condition expected at the end of its useful life. 
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 Useful life – Either: 

 period of time over which an asset is expected to be used; or 
 number of production or similar units expected to be obtained. 

 Carrying amount – At which an asset is recognised after deducting any 
accumulated depreciation and any accumulated impairment losses. 

 Impairment loss – The amount by which the carrying amount of an asset 
exceeds its recoverable amount. 

 
Commentary 

The rules on measurement and recognition of impairment loss are set out in IAS 36. 

 Recoverable amount – The higher of an asset’s fair value less costs of disposal and its 
value in use. 

 Commentary 

Value in use is defined in IAS 36. 

 Entity-specific value – The present value of the cash flows expected to arise from 
the continuing use of an asset and from its disposal at the end of its useful life. 

 Commentary 

Or expected to be incurred when settling a liability. 

2 Recognition of property, plant and equipment 

2.1 Criteria 

 As for all assets (in accordance with “The Framework”), an item of property, 
plant and equipment is recognised if, and only if: 

 It is probable that future economic benefits associated with it will 
flow to the entity; and 

 Commentary 

This is satisfied when risks and rewards have passed to entity. 

 Cost of the item can be measured reliably. 

 
Commentary 

This is usually readily satisfied because exchange transaction evidencing 
purchase identifies cost.  For self-constructed asset, a reliable measurement 
of cost can be made from transactions with third parties for the acquisition of 
materials, labour and other inputs used (see Activity 1). 
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2.2 Capital expenditure v revenue expenditure  

 In determining whether items of expenditure should be recognised in the cost of asset it is 
important to distinguish whether they should be included in the statement of financial 
position (“capital expenditure”) or profit of loss (“revenue expenditure”): 

 

STATEMENT OF 
FINANCIAL 
POSITION  

PROFIT OR 
LOSS 

 

Expenditure incurred in: 

 acquiring property and equipment 
intended for long-term use (benefits 
future accounting periods); 

 increasing revenue-earning 
capacity of existing non-current 
asset (by increasing efficiency or 
useful life). 

Expenditure incurred in daily running of the 
business, for example: 

 in buying or manufacturing goods and 
providing services; 

 selling and distributing goods; 

 administration; and 

 repairing long-term assets. 

 Items of capital expenditure (except for the cost of land) will ultimately be expensed to 
the profit or loss (through depreciation) as the asset is “consumed” through its use. 

 A revenue expense is charged to profit or loss immediately.  Thus it is 
“matched” with the revenues of the accounting period in which it is incurred. 

Illustration 1 

(i)     $27,000 spent on acquiring new car for a sales executive is capital expenditure. 

(ii)    An annual road (or vehicle) tax of $1,800 included in the purchase price of (i) 
should be excluded from the amount capitalised as it is a revenue expense (a 
“running” cost). 

(iii)   $10,000 on the purchase of a second hand delivery vehicle will be capital cost 
(that it is not a new asset which is purchased is irrelevant). 

(iv)   $12,000 spent on the refurbishment (i.e. renovation) of (iii) to bring it into use 
will be capital also. 

(v)    $1,000 monthly rental for hire of a vehicle is revenue expenditure. 

 

 

 

 



SESSION 8 – IAS 16 PROPERTY, PLANT AND EQUIPMENT 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0805 

3 Initial measurement at cost 

 Commentary 

Remember, an item must meet the recognition criteria before it is measured. 

3.1 Components of cost 

 Purchase price, including import duties and non-refundable purchase taxes 
(after deducting trade discounts and rebates.) 

 Directly attributable costs of bringing the asset to location and working 
condition, for example: 

 costs of employee benefits (e.g. wages) arising directly from 
construction or acquisition; 

 costs of site preparation; 

 initial delivery and handling costs; 

 installation and assembly costs; 

 borrowing costs, in accordance with IAS 23; 

 costs of testing proper functioning (net of any sale proceeds of items 
produced); and 

 professional fees (e.g. architects and engineers). 

 An initial estimate of dismantling and removing (i.e. “decommissioning”) the asset and 
restoring the site on which it is located.  The obligation for this may arise either: 

 on acquisition of the item; or 
 as a consequence of using the item other than to produce inventory. 

 Commentary 

To include this estimate in initial cost the obligation must meet the criteria for recognition 
of a liability under IAS 37 “Provisions, Contingent Liabilities and Contingent Assets”.   
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Activity 1 – Self-constructed asset 
 

On 1 October 2012 Omega began the construction of a new factory.  Costs relating to 
the factory are as follows: 

  $000 
Purchase of the land 10,000 
Costs of dismantling existing structures on the site      500 
Purchase of materials to construct the factory 6,000 
Employment costs (Note 1) 1,800 
Production overheads directly related to the construction (Note 2) 1,200 
Allocated general administrative overheads 600   
Architects and consultants fees directly related to the construction 400 
Costs of relocating staff who are to work at the new factory 300 
Costs relating to the formal opening of the factory  200 
Interest on loan to partly finance factory construction (Note 3) 1,200 
Plant and machinery purchased for use in the factory  6,000 
 

Note 1 

The factory took eight months to construct and was brought into use on 30 June 2013.  
The employment costs are for the nine months to 30 June 2013. 

Note 2 

The production overheads were incurred in the eight months ended 31 May 2013.  
They included an abnormal cost of $200,000 caused by the need to rectify damage 
caused by a gas leak. 

Note 3 

Omega received the loan of $12 million on 1 October 2012.    The loan carries a rate of 
interest of 10% per annum.  As the building meets the definition of a qualifying asset in 
accordance with IAS 23 Borrowing Costs interest is to be capitalised for the period of 
construction. 

Required: 

Determine the cost of the asset to be included in the statement of financial position 
upon initial recognition, giving reasons for the inclusion or exclusion of costs. 
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Proforma solution 

Components of cost Amount Reason 

 $000  

Purchase of the site   

Dismantling costs   

Materials   

Employment costs   

Production overheads   

Administrative overheads   

Architects fees   

Relocation costs   

Costs of opening the factory  
–––––––

 

Total before capitalised interest   

Capitalised interest  
–––––––

 

Total cost of factory  
–––––––
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3.2 Exchange of assets  

 Cost is measured at fair value of asset received, which is equal to fair value of 
the asset given up (e.g. trade-in or part-exchange) adjusted by the amount of 
any cash or cash equivalents transferred.  Except when: 

 the exchange transaction lacks commercial substance; or 
 the fair value of neither the asset received nor the asset given up is 

reliably measurable. 

 Commentary 

Whether an exchange transaction has commercial substance depends on the extent 
to which the reporting entity’s future cash flows are expected to change as a result. 
 

 Part exchange or “trade-in” is particularly appropriate to assets which are 
periodically replaced or upgraded (e.g. cars and computers). 

Trade-in allowance

Part of cost of
new asset

Proceeds on sale
of old asset

Dr  Asset cost a/c Cr  Disposals a/c
 

Illustration 2  

Tomas buys a BMW, list price $92,500.  He pays cash of $80,000 and trades in a VW.  

Solution 

   D/E 
  $     $    

Dr Motor vehicle a/c 80,000 
Cr Cash (or bank) a/c  80,000 

Being the cash paid for the new car. 

 Commentary 

The cash cost of the BMW must be “grossed-up” for the trade-in value of the 
VW (i.e. its disposal proceeds). 
  $     $    
Dr Motor vehicle a/c 12,500 

Cr Disposals a/c  12,500 

 Commentary 

The disposal of the VW is then treated in the normal way. 
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4 Subsequent costs 

 Commentary 

The issue is whether subsequent expenditure is capital expenditure (i.e. to the 
statement of financial position) or revenue expenditure (i.e. to profit or loss 
in the statement of comprehensive income). 

4.1 Accounting treatment  

 The carrying amount of an item of property, plant and equipment does not 
include the costs of day-to-day servicing of the item. 

 Servicing costs (e.g. labour and consumables) are recognised in profit or loss 
as incurred.  

 Commentary 

Often described as “repairs and maintenance” this expenditure is made to 
restore or maintain future economic benefits. 

4.2 Part replacement  

 Some items (e.g. aircraft, ships, gas turbines, etc) are a series of linked parts 
which require regular replacement at different intervals and so have different 
useful lives. 

 The carrying amount of an item of property, plant and equipment recognises 
the cost of replacing a part when that cost is incurred, if the recognition 
criteria are met. 

 The carrying amount of replaced parts is derecognised (i.e. treated as a 
disposal). 

Illustration 3 – “Component” asset  

An airline is required by law to replace its engines every five years.  The engines may 
be identified as assets with a separate life from the rest of the aeroplane and written off 
to zero over five years.  After five years the engines will be replaced and the cost of the 
new replacement engines will then be added to the cost of the aeroplane and this cost 
will then be depreciated over the next five years.  The rest of the aeroplane will be 
depreciated over the planes useful life, which will probably be longer than five years. 
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4.3 Major inspection or overhaul costs  

 Performing regular major inspections for faults, regardless of whether parts of 
the item are replaced, may be a condition of continuing to operate an item of 
property, plant and equipment (e.g. an aircraft).  

 The cost of each major inspection performed is recognised in the carrying 
amount, as a replacement, if the recognition criteria are satisfied. 

 Commentary 

Any remaining carrying amount of the cost of the previous inspection (as 
distinct from physical parts) is derecognised.  

 The amount capitalised will be depreciated over the period to the next major 
inspection, when the costs incurred at that point will be capitalised. 

 

Illustration 4 

A shipping company is required by law to bring all its ships into dry dock every five 
years for a major inspection and overhaul.  Overhaul expenditure might at first sight 
seem to be a repair to the ships but is actually a cost incurred in getting the ship back 
into a seaworthy condition.  As such the costs must be capitalised. 

A ship that cost $20 million with a 20-year life must have a major overhaul every 5 
years.  The estimated cost of the first overhaul is $5 million.   

The depreciation charge for the first five years of the assets life will be as follows 
($ million.): 

 Overhaul Capital 
Cost  5 15 
Years  5 20 

  
__

 
__

 
Annual depreciation 1 0.75 
 

Total annual depreciation for first 5 years will be $1.75 million, and the carrying value 
of the ship at the end of year 5 will be $11.25 million. 

The actual overhaul costs incurred at end of year 5 are $6 million.  This amount will 
now be capitalized into the costs of the ship, to give a carrying value of $17.25 million. 

The depreciation charge for years 6 to 10 will be as follows ($ million.): 

 Overhaul Capital 
Cost  6 11.25 
Years  5 15 

  
__

 
__

 
Depreciation per year 1.2 0.75 
 

Annual depreciation for years 6 to 10 will now be $1.95 million. 

This process will then be continued for years 11 to 15 and years 16 to 20.  By the end 
of year 20 the capital cost of $20 million will have been depreciated plus the actual 
overhaul costs incurred at years 5, 10 and 15. 
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5 Measurement subsequent to initial recognition 

 Commentary 

Subsequent measurement (as opposed to “subsequent costs”). 

5.1 Accounting policy 

 An entity may choose between the cost model and the revaluation model.  However, 
the same policy must be applied to each entire class of property, plant and equipment. 

 Commentary 

Classes include land, land and buildings, factory plant, aircraft, vehicles, 
office equipment, fixtures and fittings, etc. 

5.2 Cost model  

 Carry at cost less any accumulated depreciation and any accumulated 
impairment losses. 

5.3 Revaluation model  

 Carry at a revalued amount, being fair value at the date of the revaluation less any 
subsequent accumulated depreciation and any accumulated impairment losses. 

 To use this model, fair values must be reliably measurable. 

 Commentary 

Before the revision of IAS 16, these were referred to as the “benchmark” and 
“allowed alternative” treatments, respectively.   

6 Revaluations 

6.1 Frequency  

 Revaluations must be made sufficiently regularly to ensure no material difference 
between carrying amount and fair value at the end of the reporting period. 

 Frequency depends on movements in fair values.  When fair value differs 
materially from carrying amount, a further revaluation is necessary. 

 Fair value is assessed using the fair value hierarchy in IFRS 13 Fair Value 
Measurements (see Session 2).  

 Items within a class may be revalued on a rolling basis within a short period 
of time provided revaluations are kept up to date. 

  



SESSION 8 – IAS 16 PROPERTY, PLANT AND EQUIPMENT 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0812 

6.2 Accumulated depreciation  

 At the date of the revaluation accumulated depreciation is either: 

(i) restated proportionately with the change in gross carrying amount so 
that the carrying amount after revaluation equals its revalued amount; 

(ii) eliminated against gross carrying amount and the net amount restated 
to the revalued amount. 

 Commentary 

The first method is often used when an asset is revalued using an index to determine its 
replacement cost.  The second method is simpler and most commonly used for buildings. 

 

Illustration 5 

A company bought an item of plant for $10,000.  The plant has a 10-year life at the end 
of which its residual value is expected to be zero.  The company follows a policy of 
revaluing such items every two years. 

The asset was revalued at the end of the second year to $8,800. 

Using proportional restatement (i.e. increasing cost base and depreciation by 10%): 

   $   $   
 Dr Asset 1,000 
  Cr  Accumulated depreciation  200 
  Cr   Revaluation gain  800 

OR, using elimination: 

 Dr Accumulated depreciation 2,000 
  Cr  Asset  1,200 
  Cr  Revaluation gain  800 

In either case the carrying amount of the asset is now $8,800 and the revaluation 
surplus $800.  The gain will be included in other comprehensive income for the period 
and accumulated in a revaluation reserve. 

 

 

Activity 2 
 

  $000 
Cost  1,000 
Accumulated depreciation (250) 
  ______ 
Carrying amount 750 
  ______ 

Required: 

Determine, using the elimination method (i.e. method (ii)), the accounting entries 
required to restate the carrying amount at a revalued amount of: 

(a) $1,100,000; and 
(b) $900,000. 
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Proforma solution 

 (a) (b) 
 $000  $000 

Cost 

Accumulated depreciation 
 ________ ______ 
Carrying amount 
 ________ ______ 

 $000 $000 
Dr 

Dr 

   Cr 
 

 $000 $000 
Dr 

   Cr 

   Cr 
 

 

Activity 3 
 

As for Activity 2, determine, using proportional restatement (i.e. method (i)), the 
accounting entries required to restate the carrying amount at a revalued amount 
of: 

(a) $1,100,000; and 
(b) $900,000. 

 

 

Proforma solution 

 (a) (b) 
 $000 $000 

Cost 

Accumulated depreciation 
 ________ ______ 
Carrying amount 
 ________ ______ 

 $000 $000 
Dr 

   Cr 

   Cr 
 

 $000 $000 
Dr 

   Cr 

   Cr 
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6.3 Increase/decrease 

 Increases and decreases on revalued amounts must be recognised on an asset-by-asset basis. 

 Increase are recognised as gains in other comprehensive income (in the period in which they 
are recognised) and accumulated in equity under the heading “revaluation surplus”. 

 
Commentary 

However a revaluation increase must be recognised in profit or loss to the extent that it 
reverses a revaluation decrease of the asset that was previously recognised as an expense. 

 A decrease should be recognised in the period to which it relates: 

 as an expense in profit or loss (unless reversing a gain previously 
recognised in other comprehensive income); 

 in other comprehensive income to the extent of any surplus previously 
recognised (and still remaining) in respect of the same asset. 

 

Illustration 6 

An asset was purchased for $100 on 1 January 2010.  The entity has adopted the 
revaluation model for subsequent measurement of the asset. 

 

 Asset  Revaluation 
surplus 

 Profit or 
loss 

  

1.1.10 100     The surplus is recognised in 
other comprehensive income 
(and hence equity). 

 
 20  20 Cr    

31.12.10 120  20 Cr    

        
1.1.11 120  20 Cr   A deficit is taken to the profit 

or loss unless it reverses a 
surplus held on the asset. 

 
 (15)  (15) Dr    

31.12.11 105  5 Cr    

        
1.1.12 105  5 Cr   The deficit is reflected in 

equity but only to the extent 
that it reverses the previously 
recognised surplus.  The 
remainder is to profit or loss. 

 
 (9)  (5) Dr  4 Dr  

31.12.12 96   
   

       
        
1.1.13 96     That part of the surplus that 

reverses the previously 
expensed deficit is 
recognised in profit or loss.  
The rest is recognised as 
other comprehensive income. 

 
 15  11 Cr  4 Cr  

31.12.13 111  11 Cr    

       

        
 

 Commentary 

For simplicity annual depreciation has been excluded from this illustration.  However, 
depreciation would be charged each year before the revaluation adjustment is made.  
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6.4 Subsequent accounting 

6.4.1 Transfer to retained earnings  

 IAS 16 allows, but does not require, an entity to make a transfer from the 
revaluation surplus to retained earnings as the asset is used. 

 Commentary 

This is a transfer within equity (shown in the statement of changes in equity) and is 
not a reclassification adjustment (see statement of other comprehensive income in 
Session 3).  See Illustration 6. 

Illustration 7 – EXTRACT from statement of changes in equity 

  Share Share Revaluation Retained Total 
  capital premium surplus earnings 
  $ $ $ $ $ 

Balance at 31 December 2011 x x x x x 
Changes in equity for 2012 
Issuance of share capital x x    x 
Dividends (paid and declared)     (x) (x) 
Total comprehensive income for the year   x/(x) x/(x) x/(x)
Transfer to retained earnings    (x) x  
  ___ ___ ___ ___ ___ 
Balance at 31 December 2012 x x x x x 
  ___ ___ ___ ___ ___ 

 

 
 The transfer is the difference between the annual depreciation expense based on the 

revalued amount and the annual depreciation expense based on historic cost. 

 This portion of the revaluation surplus is deemed to be realised (and is now available 
for distribution as a dividend to shareholders). 

Illustration 8 

The asset in Illustration 4, now revalued at $8,800, has a remaining useful life of eight 
years.  Annual depreciation is $1,100 (until the next revaluation).  Depreciation based 
on historic cost was $1,000.  The annual transfer from revaluation surplus to retained 
earnings is therefore $100. 

 

 
6.4.2 Disposal  

 The revaluation surplus may be transferred directly to retained earnings when the 
surplus is realised (e.g. on disposal). 

 Commentary 

See Illustration 7.  Rather than leave the surplus in a separate reserve (consider if there had 
been only one revalued asset) IAS 16 permits the “realised” surplus to be transferred to 
retained earnings.  However, it is not reclassified (i.e. it is not included in profit or loss). 
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Worked example 1 
 

An item of equipment acquired on 1 January 2011 for $100,000 has an estimated  
useful life of 10 years with a residual value of zero.  The asset is being depreciated on a 
straight line basis.  The asset was revalued to $104,000 on 31 December 2012. 
 
Required: 

Calculate the depreciation charge for years 3 to 10 and the amount of the 
revaluation surplus that can be transferred to retained earnings annually. 

 

 

Worked solution 1 

Assuming the useful life of the asset remains the same then the annual depreciation 
charge for years 3 to 10 will be $13,000 (i.e. $104,000  8). 
 
The amount that can be transferred from revaluation surplus to retained earnings in accordance 
with IAS 16 will be the difference between the depreciation expense based on historic cost, 
$10,000, and the depreciation expense based on the revalued amount, $13,000.  So an annual 
transfer of $3,000 can be made from revaluation surplus to retained earnings. 

Activity 4 
 

Following on from Activity 2 and assuming that an annual transfer has been made from 
revaluation surplus to retained earnings. 

At the end of year 4 the asset was surplus to requirements and was sold for: 

(i) $7,000; 
(ii) $5,400. 

Required: 

Show the accounting entries in respect of the disposal of the asset. 

 

 

 Commentary 

As shown in Illustration 8, in years 3 and 4 depreciation is $1,100 per annum with 
$100 being transferred from the revaluation surplus to retained earnings. 

Solution 

In both cases the plant will be removed from the books: 

   $   $   
 Dr  

 Dr  

  Cr   
 
  



SESSION 8 – IAS 16 PROPERTY, PLANT AND EQUIPMENT 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 0817 

(i) Proceeds $7,000 

 Dr  

  Cr  
 
 Dr  

  Cr  
 
(ii) Proceeds $5,400 

 Dr  

  Cr  
 

 Dr  

  Cr  
 

In both cases the revaluation surplus is no longer required and may be transferred to 
retained earnings: 

 Dr  

  Cr  

6.5 Deferred taxation  

 Commentary 

You should come back to this section after covering this topic in Session 20. 

 When an asset is revalued the amount of the revaluation is adjusted to reflect 
the impact of deferred tax on the revaluation. 

 In most cases the tax base of an asset will not change when a company 
revalues its assets.  Revaluation therefore creates a taxable temporary 
difference (assuming an increase in value). 

 The credit recognised in other comprehensive income will be net of taxation 
and any subsequent transfer from revaluation reserve to retained earnings will 
also be net of taxation. 

Illustration 9 

Brewcast follows a policy of revaluing its buildings.  At 31 December 2012 the 
revaluation gain was $200,000.  The applicable income tax rate is 30%.  The 
accounting entries are: 

Dr Property $200,000 
 Cr Other comprehensive income  $140,000 
       (Revaluation gain) 
 Cr Deferred tax  $60,000 
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Worked example 2 
 

An asset has a carrying value of $500,000 and an estimated useful economic life of 10 
years at the start of year 1.  The asset is revalued to $600,000 at the start of year 1.  
The applicable income tax rate is 30%. 

Required: 

Show the double entries for the revaluation, annual depreciation and related 
transfer to retained earnings. 

 

 

Worked solution 2 

On revaluation 

Dr Asset ($600,000 – $500,000)  $100,000 
Cr Deferred tax liability (30%  $100,000)  $30,000 
Cr Revaluation reserve  $70,000 
 

The $70,000 surplus on revaluation is shown as other comprehensive income in the 
statement of total comprehensive income. 

Annual depreciation 

Dr Depreciation expense ($600,000  1/10)  $60,000 
Cr Asset depreciation  $60,000 
 

The excess depreciation as a result of the revaluation is $10,000 ($60,000 – ($500,000 
 1/10)).  

Related transfer from revaluation reserve to retained earnings 

DR Revaluation reserve ($10,000  70%)  $7,000 
CR Retained earnings  $7,000 
 

 Commentary 

No adjustment to deferred tax is required as a result of the transfer of excess 
depreciation.  This is because the deferred tax balance is adjusted as a result 
of the depreciation charge ($60,000) which reduces the temporary difference. 
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7 Depreciation 

7.1 Accounting standards  

 Depreciable amount should be allocated on a systematic basis over useful life. 

 Useful life and residual value must be reviewed at least at each financial year-
end.  If expectations differ from previous estimates the change(s) are 
accounted for as a change in an accounting estimate. 

 Commentary 

In accordance with IAS 8 “Accounting Policies, Changes in Accounting Estimates 
and Errors” (i.e. adjusting depreciation charge for current and future periods). 

 Depreciation method should reflect the pattern in which the asset’s economic 
benefits are consumed. 

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

 
Commentary 

IAS 16 does not specify a method to be used. 

 Each part of an item of property, plant and equipment that is significant (in 
relation to total cost) is separately depreciated. 

7.2 Depreciable amount  

7.2.1 Useful life 

 Factors to be considered: 

 expected usage assessed by reference to expected capacity or 
physical output; 

 expected physical wear and tear (depends on operational factors e.g. 
number of shifts, repair and maintenance programme, etc); 

 technical obsolescence arising from: 

 changes or improvements in production; or 
 change in market demand for product or service output; 

 legal or similar limits on the use (e.g. expiry dates of related leases). 

 Asset management policy may involve disposal of assets after a specified time 
therefore useful life may be shorter than economic life. 

 Repair and maintenance policies may also affect useful life (e.g. by extending 
it or increasing residual value) but do not negate the need for depreciation. 
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Activity 5 
 

An asset which cost $1,000 was estimated to have a useful life of 10 years and residual 
value $200.  After two years, the useful life was revised to four remaining years.   

Required: 

Calculate the depreciation charge. 

 

 

Proforma solution  

  Year 1 Year 2 Year 3 
  $ $ $ 

Cost 1,000 1,000 1,000 

Accumulated depreciation 
 _______ _______ _______ 
 
 _______ _______ _______ 
 
Charge for year 

7.2.2 Residual value   

 Depreciable amount is net of residual value. 

 Commentary 

Residual value is often insignificant and immaterial to the depreciable amount. 

 Depreciation is always recognised, even if fair value exceeds carrying amount, except 
when residual value is greater than carrying amount (in which case depreciation is zero). 

 Commentary 

Note that the definition of residual amount does not include the effect of inflation. 

7.2.3 Depreciation period 

 Depreciation commences when an asset is available for use. 

 Depreciation ceases at the earlier of the date the asset is: 

 classified as held for sale in accordance with IFRS 5; and 
 derecognised (e.g. scrapped or sold). 

 Commentary 

Depreciation does not cease when an asset is idle or retired from use for sale 
(unless it is fully depreciated).  However, depreciation may be zero under the 
“units of production method” (see later). 
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7.2.4 Land and buildings 

 These are separable assets and are separately accounted for, even when they 
are acquired together 

 Land normally has an unlimited useful life and is therefore not depreciated. 
 Buildings normally have a limited useful life and are depreciable assets. 

 Commentary 

Where land has a limited useful life (e.g. a landfill site, mine, quarry) it is depreciated. 

7.3 Depreciation methods 

 Straight-line  a constant charge over useful life. 

 Diminishing balance  a decreasing charge over useful life. 

 Sum-of-the-units  charge based on expected use or output. 

 The chosen method should be reviewed periodically and, if significant, 
changed to reflect a change in pattern of consumption of future benefits. 

 Commentary 

Account for as a change in accounting estimate and adjust depreciation 
charge for current and future period. 

8 Impairment losses 

8.1 Impairment  

 To determine whether an item of property, plant and equipment is impaired an 
entity applies IAS 36 Impairment of Assets (see later session). 

 Impairment losses are accounted for in accordance with IAS 36. 

8.2 Compensation 

 In certain circumstances a third party will compensate an entity for an impairment loss. 

 Commentary 

For example, insurance for fire damage or compensation for compulsory 
purchase of land for a motorway. 

 Such compensation must be included in profit or loss when it becomes receivable. 

 Commentary 

Recognising the compensation as deferred income or deducting it from the 
impairment or loss or from the cost of a new asset is not appropriate.  
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9 Derecognition 

9.1 Accounting treatment  

 Statement of financial position – Eliminate on disposal or when no future 
economic benefits are expected from use (“retirement”) or disposal. 

 Statement of comprehensive income – Recognise gain or loss (estimated net disposal 
proceeds less carrying amount) in profit or loss unless a sale and leaseback (IAS 17). 

 Commentary 

Gains are not classified as revenue (IAS 18) but are income (The Framework). 

Illustration 10 

Property, plant and equipment (extract) 
When assets are sold, closed down or scrapped, the difference between the net proceeds 
and the net carrying amount of the assets is recognized as a gain or loss in other 
operating income or expenses, respectively.  

Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 
 

 Commentary 

Note that non-current assets that meet the “held for sale” classification are 
separately accounted for, in accordance with IFRS 5 “Non-current Assets 
Held for Sale and Discontinued Operations”. 

9.2 Derecognition date 

 The revenue recognition principle in IAS 18 Revenue for sales of goods 
applies also to sales of items of property, plant and equipment. 

 Commentary 

Non-current assets that are to be abandoned do not meet the definition of 
non-current assets held for sale (IFRS 5 “Non-current Assets Held for Sale 
and Discontinued Operations”).  See later session. 
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10 Disclosure 

 Commentary 

Although the examiner has said that he “would not envisage examining disclosures in 
much detail” it is useful to note in this section some of the generalities of the disclosure 
requirements.  For example, the need to give disclosure for each class, the need for 
reconciliation, the disclosures that relate to estimates and assumptions, and that not all 
disclosures are mandatory but encouraged. 

10.1 For each class 

 Measurement bases used for determining gross carrying amount. 

 Depreciation methods used. 

 Useful lives or the depreciation rates used. 

Illustration 11 
 

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS  

1. ACCOUNTING PRINCIPLES 
Property, plant and equipment (extract) 
Property, plant and equipment are stated at cost less accumulated depreciation. Depreciation is 
recorded on a straight-line basis over the expected useful lives of the assets as follows: 
 

Buildings and constructions  20-33 years 
Production machinery,  
measuring and test equipment  1–5 years 
Other machinery and equipment 3–10 years 
 
Land and water areas are not depreciated. 

Nokia in 2011  

 

 Gross carrying amount and accumulated depreciation at beginning and end of 
period. 

 Commentary 

Accumulated impairment losses are aggregated with accumulated depreciation. 

 A reconciliation of carrying amount at beginning and end of period showing: 

 additions (i.e. capital expenditure); 
 assets classified as held for sale (IFRS 5) and other disposals; 
 acquisitions through business combinations; 
 increases or decreases resulting from revaluations; 
 impairment losses (i.e. reductions in carrying amount); 
 reversals of impairment losses; 
 depreciation; 
 net exchange differences arising on translation of functional 

currency into reporting currency; 
 other movements. 
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10.2 Others 

 Existence and amounts of restrictions on title, and property, plant and 
equipment pledged as security. 

 Expenditures on account of property, plant and equipment in the course of construction. 

 Contractual commitments for the acquisition of property, plant and equipment. 

 Compensation from third parties for items impaired, lost or given up that is included in 
profit or loss, if not disclosed separately in the statement of comprehensive income. 

10.3 Items stated at revalued amounts 

 Effective date of revaluation. 

 Whether an independent valuer was involved. 

 Methods and significant assumptions applied to estimate fair values. 

 The extent to which fair values were: 

 determined directly (i.e. by reference to observable prices in an active market); or 
 estimated using other valuation techniques. 

 Commentary 

For example indices may be used to determine replacement cost. 

 Carrying amount of each class of property, plant and equipment that would 
have been included in the financial statements had the assets been carried 
under the cost model. 

 Revaluation surplus, indicating movement for period and any restrictions on 
distribution of balance to shareholders. 

10.4 Encouraged 

 Carrying amount of temporarily idle property, plant and equipment. 

 Gross carrying amount of any fully depreciated property, plant and equipment 
that is still in use. 

 Carrying amount of property, plant and equipment retired from active use and 
not classified as held for sale. 

 When the cost model is used, the fair value of property, plant and equipment 
when this is materially different from the carrying amount. 
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Key points summary – IAS 16 
 

 An item of property, plant and equipment is recognised when: 

 it is probable that future economic benefits will flow from it; and 
 its cost can be measured reliably.  

 Initial measurement is at cost. 

 Subsequently, use: 

 depreciated (amortised) cost – “cost model”; 
 up-to-date fair value – “revaluation model”.  

 Long-lived assets (except land) are depreciated on a systematic basis over their useful 
lives: 

 base is cost less estimated residual value (or revalued amount); 

 method should reflect the consumption of economic benefits; 

 useful life should be reviewed annually (and any change reflected in the current 
period and prospectively).  

 Significant costs to be incurred at the end of an asset’s useful life are reflected by: 

 recognising as a cost element (if IAS 37 liability criteria met); or 
 reducing the estimated residual value. 

In either case the amount is effectively expensed over the life of the asset.  

 Revaluations should be made with sufficient regularity. 

 The entire class to which a revalued asset belongs must be revalued. 

 Revaluation gains are recognised in other comprehensive income and accumulated in 
equity (unless reversing a previous charge to profit or loss). 

 Decreases in valuation are charged to profit or loss (unless reversing a revaluation 
surplus). 

 When a revalued asset is sold/disposed of, any remaining revaluation surplus is 
transferred directly to retained earnings (not through profit or loss). 

 Gain/loss on retirement/disposal is calculated by reference to the carrying amount. 

 Required disclosures include: 

 Reconciliation of movements; 
 Items pledged as security; 
 Capital commitments; 
 If assets are revalued, historical cost amounts; 
 Change in revaluation surplus. 
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Focus 

You should now be able to: 

 define the initial cost of a non-current asset (including a self-constructed 
asset) and apply this to various examples of expenditure, distinguishing 
between capital and revenue items; 

 describe, and be able to identify, subsequent expenditures that should be capitalised; 

 state and appraise the effects of the IASB’s rules for the revaluation of 
property, plant and equipment; 

 account for gains and losses on the disposal of re-valued assets; 

 calculate depreciation on: 

– revalued assets; and  
– assets that have two or more major items or significant parts. 
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Activity solutions 

Solution 1 – Determination of cost 

Component Amount Reason 

 $000  

Purchase of the site 10,000 Cost includes cost of purchase 

Dismantling costs 500 Site preparation costs a direct cost of getting the 
asset ready for use 

Materials 6,000 All used in constructing the factory 

Employment costs 1,600 Allowed to include employment costs in the 
construction period so 8/9 × 1,800 included 

Production overheads 1,000 Production overheads a direct cost of getting the 
asset ready for use but must exclude abnormal 
element 

Administrative overheads Nil Only direct costs allowed to be capitalised 

Architects fees 400 Architects fees a direct cost of getting the asset 
ready for use 

Relocation costs Nil Specifically disallowed by IAS 16 

Costs of opening the factory Nil 
––––––

Specifically disallowed by IAS 16 

Total before capitalised interest 19,500  

Capitalised interest 800 
––––––

IAS 23 requires capitalisation of interest for the 
period of construction (i.e. 12,000 × 10% × 8/12) 

Total cost of factory 20,300 
––––––

 

 

 Commentary 

IAS 23 “Borrowing Costs” is detailed in Session 10. 
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Solution 2 – Revaluation by elimination 

 (a) (b) 

 $000  $000 

Cost 1,100 900 
Accumulated depreciation – – 
 ________ ______ 
Carrying amount 1,100 900 
 ________ ______ 

 

 $000 $000 

Dr   Cost (1,100 – 1,000) 100 

Dr   Accumulated depreciation 
(250 – 0) 250 

   Cr   Revaluation gain  350 
 (1,100 – 750) 

 $000 $000 

Dr   Accumulated depreciation 
(250 – 0) 250 

   Cr   Cost (900 – 1,000)  100 

   Cr   Revaluation gain  150 
 (900 – 750) 

 Commentary 

Where an asset is revalued to more than its previous carrying amount all accumulated 
depreciation is written back.  The gain will be included in “other comprehensive income”. 

Solution 3 – Revaluation by proportional restatement 

 (a) (b) 

 $000 $000 

Cost (1,000 × 1,100/750) 1,467 (1,000 × 900/750) 1,200 
Accumulated  
   depreciation (250 × 1,100/750) (367) (250 × 900/750) (300) 
 ________ ______ 
Carrying amount 1,100 900 
 ________ ______ 

 

 $000 $000 

Dr   Cost (1,467 – 1,000) 467 

   Cr   Accumulated depreciation 
(367 – 250)  117 

   Cr   Revaluation gain  350 
 (1,100 – 750) 

 $000 $000 

Dr   Cost (1,200 – 1,000) 200 

   Cr   Accumulated depreciation 
(300 – 250)  50 

   Cr   Revaluation gain  150 
 (900 – 750) 
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Solution 4 – Subsequent accounting 

In both cases the plant will be removed from the books: 

   $   $   
 Dr Disposals 6,600 
 Dr Accumulated depreciation 2,200 
  Cr Asset   8,800 
 
(i) Proceeds $7,000 

 Dr Cash 7,000 
  Cr Disposals  7,000 
 Being disposal proceeds 
 
 Dr Disposals 400 
  Cr Profit or loss  400 
 Being gain on disposal 
 
(ii) Proceeds $5,400 

 Dr Cash 5,400 
  Cr Disposals  5,400 

Being disposal proceeds 
 

 Dr Profit or loss 1,200 
  Cr Disposals  1,200 

Being loss on disposal 
 

In both cases the revaluation surplus of $600 ($800 – (2 × $100)) is no longer required 
and may under IAS 16 be transferred to retained earnings: 

 Dr Revaluation surplus 600 
  Cr Retained earnings  600 

 

 Commentary 

However, it is not reclassified (i.e. it is not included within profit or loss). 

Solution 5 – Revision of useful life 
  Year 1 Year 2 Year 3 
  $ $ $ 

Cost 1,000 1,000 1,000 
Accumulated depreciation (80) (160) (320) 
 _____ _____ _____ 
 920 840 680 
 _____ _____ _____ 

Charge for year 
10

200000,1 
    

10

200000,1 
 

4

200840 
 

 =  80 =  80 =  160 
 

 Commentary 

As you might expect – life has halved, so twice the charge. 
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Overview 

Objectives   

 To account for the transfer of resources from government and indicate the extent 
to which entities benefit from such assistance during the reporting period.   

 To facilitate comparison of an entity’s financial statements with prior periods 
and other entities. 

 

SCOPE 

GOVERNMENT 
GRANTS 

GOVERNMENT 
ASSISTANCE 

 Application 
 Matters not dealt with 

 Definitions 
 Recognition criteria 
 Forgivable loans 
 Possible approaches to 

recognition 
 Accounting standards 
 Non-monetary grants 
 Grants related to assets 
 Grants related to income 
 Repayment of grants 

 Definition 
 Exclusions from definition 
 Loans at nil or low interest rates

DISCLOSURE 
 Matters 
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1 Scope 

1.1 Application 

 IAS 20 “Accounting for Government Grants and Disclosure of Government 
Assistance” deals with: 

 Accounting for and disclosure of government grants; and 

 Disclosure of other forms of government assistance. 

1.2 Matters not dealt with 

 Government grants covered by IAS 41 “Agriculture” (see later session). 

 Income tax benefits (e.g. income tax holidays, investment tax credits, 
accelerated depreciation allowances and reduced income tax rates). 

 Government participation in the ownership of the entity. 

 
Commentary 

Government assistance takes many forms varying in both the nature of the 
assistance given and in conditions attached.  Its purpose may be to encourage an 
entity to embark on a course of action that it would not otherwise have taken. 

 

2 Government grants 

2.1 Definitions  

 Government – government, government agencies and similar bodies whether 
local, national or international. 

 Government grants – assistance in form of transfers of resources to an entity in return for 
past or future compliance with certain conditions relating to operating activities.  (These 
are also called subsidies, subventions or premiums.) 

 
Commentary 

IAS 20 excludes from this definition of grants assistance which cannot 
reasonably be valued and transactions with government that cannot be 
distinguished from normal trading transactions. 

 Grants related to assets – primary condition is that entity qualifying for them 
should purchase, construct or otherwise acquire long-term assets.  Other 
conditions may restrict type or location of assets or periods acquired or held. 

 Grants related to income – are other than those related to assets. 
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2.2 Recognition criteria 

 Government grants should not be recognised until there is “reasonable 
assurance” that: 

 the entity will comply with conditions attaching to them; and 
 the grants will be received. 

 Receipt of a grant does not of itself provide conclusive evidence that 
conditions have been or will be fulfilled. 

 A grant is accounted for in the same manner whether received in cash or a 
reduction of a liability to the government. 

2.3 Forgivable loans   

 Definition – the lender undertakes to waive repayment under certain 
prescribed conditions. 

 A forgivable loan from government is treated as a grant when there is 
reasonable assurance that the entity will meet the terms for forgiveness. 

 Commentary 

If it will not be repaid the substance of such a loan is that of a grant. 

2.4 Possible approaches to recognition 

Immediate “capital” approach Deferred “income” approach 

 Credit shareholders’ interests.  Recognise as income (in profit or loss) over 
one or more periods. 

Arguments for Arguments for 

 Like any other form of financing it 
should be dealt with in the statement 
of financial position. 

 No repayment is expected therefore 
benefit accrues to owners. 

 Grants are not earned income but an 
incentive without related costs 
therefore it is inappropriate to 
recognise in profit or loss. 

 Finance from a source other than owners 
should not be credited directly to 
shareholders’ interests. 

 Government grants are rarely gratuitous (i.e. 
free) but earned through compliance with 
conditions and meeting obligations. 

 To match against the associated costs for 
which the grant is intended to compensate. 

 As an extension of fiscal policies, deal with in 
the statement of profit or loss and other 
comprehensive income as for taxes. 
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2.5 Accounting standards 

 Recognise as income over the periods necessary to match them with related costs which 
they are intended to compensate, on a systematic basis.  For example, grants related to: 

 depreciable assets – over periods in which depreciation is charged; 
 non-depreciable assets – over periods bearing cost of meeting obligations. 

 
Commentary 

Receipts basis does not accord with accruals therefore it is only acceptable if 
no other basis exists. 

 Do not credit directly to shareholders’ interests. 

 
Commentary 

IAS 1 prohibits. 

 Compensation for expenses or losses already incurred or for immediate financial support 
with no future related costs should be recognised as income in period receivable. 

Illustration 1 

Nova has threatened to close down its factory.  As a result the local Development 
Agency has committed to paying Nova $5 million per annum for the next three years.   

The $5 million will be credited to profit or loss on a time basis (i.e. annually). 

 

 

2.6 Non-monetary government grants 

 For example land or other resources;   

 Usually account for both grant and asset at fair value (as defined by IFRS 13). 

Illustration 2 

Nova is granted the free use of some council property which would cost $50,000 per 
annum to rent.  Nova charges $50,000 as rent paid and recognises a grant of equal 
amount in profit or loss. 

 

 

 Commentary 

Alternatively, under IAS 20, both asset and grant could be recorded at a nominal amount. 
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2.7 Presentation of grants related to assets 

 The acceptable alternatives in the statement of financial position  are to:  
 

 
Either Or 

 
 Set up grant as deferred income  Deduct grant in arriving at carrying 

amount of asset 

 
 Income is recognised on a systematic 

and rational basis over useful 
economic life. 

 Income is recognised over useful 
economic life by way of a reduced 
depreciation charge. 

 

 
Commentary 

Although permitted by IAS 20, offsetting may be prohibited in some jurisdictions.  
Whichever presentation is used in the statement of financial position, the cash flows 
must be disclosed separately in the statement of cash flows. 

 

Worked example 1 
 

Nova receives $15 million from a local council to set up in a particular area.  The 
money is paid specifically to contribute to the $80 million cost of a new factory.  The 
factory is to be depreciated over 40 years. 

Required: 

Show how the items will be dealt with in the statement of profit or loss and 
statement of financial position at the end of Year 1 if the grant is to be treated as: 

(a) deferred income; 
(b) a reduction in the carrying amount of the factory. 

 

 

Worked solution 1 

(a) Deferred income   

Statement of profit or loss 
  $000 

Depreciation of factory (assuming no estimated residual value) (2,000) 
Government grant  375 

Statement of financial position  
  $000 
Tangible non-current assets 
   Property (80 million – 2 million) 78,000 
Non-current liabilities: 
 Deferred income  14,250 
Current liabilities 
 Deferred income  375 
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(b) Reduction in carrying amount 

Statement of profit or loss 
  $000 

Depreciation of factory (assuming no estimated residual value) 
 ((80 million – 15 million) ÷ 40) (1,625) 

Statement of financial position  
  $000 
Tangible non-current assets 
   Property (65,000,000 – 1,625,000) 63,375 

 

Activity 1 
 

Nova receives $10 million to contribute to the creation of 100 new jobs in the area, 
which are to be maintained for a four-year period.  The grant is meant to cover the 
costs of job creation and non-productive time and then the continuing costs of 
employment over the four-year period.  Both parties have anticipated the following 
cost-structure for the employment of one new employee: 

  $000 
Year 1 Job creation  20 
Non-productive time  12 
Annual salary and related costs  30 
Years 2–4 Annual salary and related costs ($30,000 per annum)  90 
  _____ 

  152 
  _____ 

In Year 1 the 100 employees are recruited and they work for four months of Year 1, 
including all the non-productive time. 

Required: 

Calculate the amounts to be included in profit or loss in Years 1 to 5. 

 

 

Solution 
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2.8 Presentation of grants related to income 

 Acceptable alternatives in profit or loss are to:   

 
Either Or 

  Credit separately or under 
general heading e.g. “Other 
income”. 

 Deduct in reporting related 
expense. 

 Arguments for Arguments for 

  Inappropriate to net income and 
expense item. 

 Separation of grant from 
expense facilitates comparison 
with other expenses grant. 

 Expenses might not have been 
incurred if grant had not been 
available. 

 Therefore presentation without 
offsetting may be misleading. 

 

 Commentary 

When a grant is received for revenue expenditure previously incurred there is 
no asset against which to match it – so deferral is not appropriate. 

 

Activity 2 
 

Nova is provided with a grant by the Government of Ruritania to set up and maintain a 
manufacturing presence in the country.  The grant and related costs are as follows: 

 Grant Cost Notes 
 $000  $000 
Factory cost  30  80  40 year life 
   No expected residual value 
   Full year’s depreciation charge in 

Year 1. 

New jobs 10  40 Job creation and non-productive 
time: all incurred in Year 1. 

To maintain a presence  
   for four years  12  – 

Required: 

Calculate the amount of the grant to be credited to profit or loss in Years 1 and 2. 
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Solution 

 

 

 

 

 

 

 

 

 

 

Illustration 3 

Nova applied for a grant to cover expenditure on a new venture.  It incurred the 
expenditure in 2012 and it was charged to profit or loss in that year before any 
response was heard from the Government Department. 

In 2013 the government responded and contributed to the expenditure.  The grant will 
be recognised in 2013 (as income in profit or loss). 

 

 

2.9 Repayment of government grants 

 Account for as a change in accounting estimate (see Session 4). 

 Related to income Related to an asset 

 
 Apply first against any 

unamortised deferred credit. 

 Recognised any excess 
immediately as an expense in 
profit or loss. 

 Increase carrying amount of asset 
or reduce deferred income balance 
by the amount repayable. 

 Recognise the cumulative 
additional depreciation (that would 
have been recognised in the 
absence of the grant) immediately 
as an expense. 
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3 Government assistance 

3.1 Definition  

 Government action designed to provide an economic benefit specific to 
entities qualifying under certain criteria. 

 
Commentary 

This does not include indirect benefits (e.g. provision of infrastructure 
(transport/irrigation, etc) in development areas or imposition of trading 
constraints on competitors. 

3.2 Exclusions from government grants definition 

 Assistance which cannot reasonably have 
a value placed on it 

Transactions which cannot be distinguished 
from normal trading transactions 

 
Examples 

 Free technical or marketing advice. 

 Provision of guarantees. 

Examples 

 Where government is responsible for a 
portion of sales as a customer. 

(Although benefit may exist separating it 
from trading activities would be arbitrary.) 

 Significance of benefit may be such that disclosure of nature, extent and duration 
of assistance is necessary in order that financial statements may not be misleading. 

3.3 Loans at nil or low interest rates 

 Government loans with a below market rate of interest are a form of government 
assistance.   

 The benefit of such loans should be accounted for as a government grant – measured as the 
difference between the initial carrying amount of the loan (determined in accordance with 
IFRS 9) and the proceeds received. 
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Illustration 4 

Drago operates in an area where the government provides interest-free loans to aid 
investment subject to certain criteria being met. 

On 1 January 2013 Drago received an-interest free loan of $5 million for investment in 
new projects.  The loan is repayable on 31 December 2016. 

The fair value of the loan has been calculated to be $4 million. 

The accounting entries on receipt of the loan are: 

Dr Cash $5m 
 Cr Loan  $4m 
 Cr Government grant (deferred income)  $1m 

 

 

 
Commentary 

Drago will charge annual interest to profit or loss (in accordance with IFRS 9) 
with a matching credit to profit or loss of the deferred income.  Total interest for 
the period of the loan will be $1 million. 

 

4 Disclosure 

4.1 Matters 

 Accounting policy adopted for government grants including methods of 
presentation adopted. 

 Nature and extent of government grants recognised and an indication of other 
forms of government assistance providing direct benefit. 

 Unfulfilled conditions and other contingencies attaching to government 
assistance recognised. 

Illustration 5 

5.21.7    Government grants 
Government grants are recognised initially as deferred income at fair value when there is reasonable 
assurance that they will be received and the Group will comply with the conditions associated with the 
grant. Grants that compensate the Group (partly) for expenses incurred are recognised in profit or loss on a 
systematic basis in the same periods in which the expenses are recognised. Grants that (partly) compensate 
the Group for the cost of an asset are recognised in profit or loss on a systematic basis over the useful life 
of the asset. 
 

N o t e s  t o  t h e  c o n s o l i d a t e d  f i n a n c i a l  s t a t e m e n t s 
FUGRO N . V.  A n n u a l  R e p o r t   2011 
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Key points summary 

 IAS 10 applies to all government grants (excluding grants covered by IAS 41) and all 
other forms of government assistance including loans at below-market rate of interest 
(but excluding income tax benefits). 

 Grants are recognition when there is reasonable assurance that: 

 the entity will comply with any conditions attached to them; and  
 the grant will be received.  

 Recognise in profit and loss on a systematic basic to match with related costs. 

 A grant for costs already incurred or with no future related costs is recognised as income 
in the period receivable.  

 Non-monetary grants (e.g. land) are usually accounted for at fair value (although 
nominal amount is permitted).  

 An asset-related grant may be presented:  

 as deferred income; or  
 by deducting it from the asset’s carrying amount.  

 Other grants may be reported separately, or as “other income” or deducted from the 
related expense.  

 A grant which becomes repayable is treated as a change in accounting estimate.  

 Assistance which cannot reasonably be valued or distinguished from normal trading 
transactions is excluded from the definition of government grants. 

 Disclosure includes accounting policy (including method of presentation), grants 
recognised, unfulfilled conditions and contingencies and forms of assistance from which 
the entity has directly benefitted. 

 

 
 
 

Focus 

You should now be able to: 

 apply the provisions of accounting standards relating to government grants 
and government assistance. 
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Activity solutions 

Solution 1 – Grant related to income 

Year 1 

Costs incurred per employee in Year 1: $000 
Creation  20 
Non-productive time  12 
Annual salary (4/12 × 30) 10 

 _____ 

  42 
  _____ 
Amount credited to profit or loss: 

  $ million 

Year 1 (42/152 × $10 million) 2.76 

Years 2 – 4  (30/152 × $10 million)  1.97 

Year 5  (8/12 × 30 = 20/152) × $10 million  1.32 

 

Solution 2 

  Grant  Proportion  Profit 
    or loss 
  $000  $000 

Year 1  

Factory  30,000 2½% 750 
Job creation  10,000  100%  10,000 
Presence  12,000  25%  3,000 
    _________ 

    13,750 
    _________ 

Year 2 

Factory  30,000  2½%  750 
Job creation  10,000  Nil  – 
Presence  12,000  25%  3,000 
    _________ 
    3,750 
    _________ 
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Overview 

Objective  

 To describe the accounting treatment of borrowing costs. 

 

 

 

CAPITALISATION DISCLOSURE 

ISSUE 

 Borrowing costs eligible for 
capitalisation 

 Commencement of capitalisation 
 Suspension of capitalisation 
 Cessation of capitalisation 

IAS 23 

 Core principle 
 Scope 
 Definitions 

 Recognition 
 Arguments 
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1 Issue 

1.1 Recognition 

 Entities borrow in order to finance their activities.  They incur interest 
(finance charge) on the amounts borrowed. 

 How should such debits be recognised in the financial statements? 

 Always as an expense; or 
 Are there circumstances which justify capitalisation as an asset? 

 
Commentary 

This would defer recognition in profit or loss (by way of an increased 
depreciation charge) to a later period. 

1.2 Capitalisation 

Arguments for 

 Accruals:  Better matching of cost (interest) to benefit (use of asset).  

 Comparability is improved.  Better comparison between entities which buy the 
assets and those which construct them.  

 Consistency:  Interest is treated like any other “production” costs. 

Arguments against 

 Accruals: Benefit is the use of money.  Interest should be reflected in profit or loss 
for the period for which the entity has the use of the cash. 

 Comparability is distorted.  Similar assets held at different costs depending on the 
method of finance. 

 Consistency:  Interest is treated differently from period to period – depending on 
what borrowing is used for. 

 Reported profit distorted. 

2 IAS 23 

2.1 Core principle  

 Borrowing costs form part of the cost of qualifying asset if they are directly 
attributable to its: 

 acquisition; 
 construction; or 
 production. 

 Any borrowing costs that relate to a qualifying asset must be capitalised into 
the cost of that asset. 



SESSION 10 – IAS 23 BORROWING COSTS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1003 

 All other borrowing costs should be recognised as an expense in the period in 
which they are incurred. 

 Commentary 

A project may be financed through specifically arranged borrowings or a general 
pool of borrowings.  Both would meet the principle of “directly attributable”. 

2.2 Scope 

 This standard does not apply to: 

 qualifying assets measured at fair value (e.g. biological assets); or 
 “mass produced” inventories (i.e. inventories manufactured in large 

quantities on a repetitive basis). 

2.3 Definitions  

 Borrowing costs are interest and other costs incurred by an entity in 
connection with the borrowing of funds.  They may include: 

 interest expense calculated using the effective interest rate method in 
accordance with IAS 39; 

 finance charges in respect of finance leases; 

 exchange differences on foreign currency borrowings to the extent 
that they are regarded as an adjustment to interest costs. 

 
Commentary 

This will probably include interest expense, amortisation of discounts or 
premiums on redemption in respect of borrowings and costs incurred in the 
arrangement of borrowings. 

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

 manufacturing plant; 
 power generation facilities; 
 intangible assets; 
 investment properties; 
 inventories that require a substantial period of time to bring them to 

a saleable condition (e.g. whisky) 

but not 

 assets ready for their intended use or sale when acquired. 
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3 Capitalisation 

3.1 Borrowing costs eligible for capitalisation 

 Borrowing costs that are directly attributable to acquisition, construction or 
production is taken to mean those borrowing costs that would have been 
avoided if the expenditure on the qualifying asset had not been made. 

 When an entity borrows specifically for the purpose of funding an asset the 
identification of the borrowing costs presents no problem. 

 Commentary 

For example, finance lease charges on hire assets used in construction. 

 The amount capitalised should be the actual borrowing costs net of any 
income earned on the temporary investment of those borrowings. 

 It is sometimes difficult to establish a direct relationship between asset and 
funding.  For example: 

 central coordination of financing activity (i.e. treasury 
management); 

 groups may use a range of debt instruments at varying rates to lend 
to other members of the group; 

 borrowing in foreign currency when the group operates in a highly 
inflationary economy. 

 
Commentary 

Judgement is required. 

 If funds are borrowed generally: 

 The amount of borrowing costs eligible for capitalisation should be 
determined by applying a capitalisation rate to the expenditures on 
that asset.  

 The capitalisation rate should be the weighted average of the borrowing 
costs applicable to the borrowings of the entity that are outstanding 
during the period, other than borrowings made specifically for the 
purpose of obtaining a qualifying asset. 

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

 In some circumstances, it is appropriate to include all borrowings of the parent 
and its subsidiaries when computing a weighted average of the borrowing costs; 
in other circumstances, it is appropriate for each subsidiary to use a weighted 
average of the borrowing costs applicable to its own borrowings. 
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Activity 1 
 

An entity has three sources of borrowing in the period: 
 
                                                    Outstanding liability            Interest charge 
                                                                $000                                    $000 
7 year loan                                              8,000                                   1,000 
25 year loan                                          12,000                                   1,000 
 
Bank overdraft                                       4,000 (average )                     600 
 
Required: 
 
(a) Calculate the appropriate capitalisation rate if all of the borrowings are used 

to finance the production of qualifying assets but none of the borrowings 
relate to a specific qualifying asset. 

(b) If the 7 year loan is an amount which can be specifically identified with a 
qualifying asset calculate the rate which should be used on the other assets. 

 

Solution 

 
 
 
 
 
 
 
 

3.2 Commencement of capitalisation 

 Capitalisation should commence when: 

 Expenditures for the asset are being incurred; 

 Borrowing costs are being incurred; and 

 Activities that are necessary to prepare the asset for its intended use 
or sale are in progress. 

 Commentary 

That is, spending + borrowing + building. 

 Expenditures on a qualifying asset include only: 

 Payments of cash; 
 Transfers of other assets; or  
 The assumption of interest-bearing liabilities. 

 Expenditures are reduced by any progress payments received (IAS 11) and 
grants received (IAS 20) in connection with the asset. 
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Commentary 

The average carrying amount of the asset during a period, including borrowing costs 
previously capitalised, is normally a reasonable approximation of the expenditures to 
which the capitalisation rate is applied in that period. 

 The activities necessary to prepare the asset for its intended use or sale include: 

 Physical construction of the asset.  

 Technical and administrative work prior to the commencement of 
physical construction, such as the activities associated with obtaining 
permits prior to the commencement of the physical construction.  

 Such activities exclude the holding of an asset when no production or 
development that changes the asset’s condition is taking place. 

 Commentary 

For example borrowing costs incurred while land is under development are capitalised 
during the period in which activities related to the development are being undertaken.  
However, borrowing costs incurred while land acquired for building purposes is held 
without any associated development activity do not qualify for capitalisation. 

3.3 Suspension of capitalisation 

 Capitalisation should be suspended during extended periods in which active 
development is interrupted. 

 Commentary 

Interest expense is “abnormal” to the development rather than a normal cost. 

 Capitalisation is not normally suspended:  

 during a period when substantial technical and administrative work 
is being carried out; 

 when a temporary delay is a necessary part of the process of getting 
an asset ready for its intended use or sale.  

 
Commentary 

For example capitalisation continues during the extended period needed for 
inventories to mature or the extended period during which high water levels 
delay construction of a bridge, if such high water levels are common during 
the construction period in the geographic region involved. 
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3.4 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. 

 This is normally when the physical construction of the asset is complete even though 
routine administrative work might still continue or there are minor modifications 
(decoration of a property to the purchaser’s specification) that are outstanding. 

 Commentary 

Interest accruing during the period between completion and resale is charged to 
profit or loss.  The asset will not be depreciated (but impairment must be considered.) 

 When the construction of a qualifying asset is completed in parts and each part is 
capable of being used while construction continues on other parts, capitalisation of 
borrowing costs should cease when substantially all the activities necessary to 
prepare that part for its intended use or sale are completed. 

 Commentary 

For example, completion of a hotel by floors or a hospital by wings. 

4 Disclosure 

 The financial statements should disclose: 

 The accounting policy adopted for borrowing costs; 

 The amount of borrowing costs capitalised during the period; and 

 The capitalisation rate used to determine the amount of borrowing 
costs eligible for capitalisation. 

Illustration 1 
 

13.2  Net interest expense (extract) 
Interest and similar expenses included interest expense of €44 million (2010: €54 million) 
relating to non-financial liabilities. Interest and similar income included interest income of €108 
million (2010: €40 million) from non-financial assets. 
 
The increase in interest and similar income to €388 million (2010: €219 million) was partly due 
to interest effects in connection with a tax settlement in Brazil and other tax matters, higher 
interest rates on the euro money market and longer maturities for term deposits. Compared 
with the previous year there was also additional interest income from hedge accounting 
transactions, matched by an equal amount of interest expense. This increase in interest 
expense was partially offset by a decline associated with the drop in the average gross 
financial debt. 
 
The change in the net assets potentially redeemable to non-controlling stockholders and 
recognized as a liability is reflected in interest income or expense. In 2011, a related pro-rated 
loss of €5 million was recognized as interest income; in 2010, related pro-rated income of €15 
million was recognized as interest expense.  

Notes to the Consolidated Financial Statements of the Bayer Group 2011 
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Key points summary 

 Compliance with IAS 23 is not mandatory for: 

 qualifying assets measured at fair value (e.g. IAS 41); 
 “mass produced” inventories. 

 Borrowing costs include: 

 interest expense calculated by effective interest method (IAS 39);  
 finance charges (IAS 17); and  
 exchange differences on foreign currency borrowings.  

 A “qualifying asset” takes a substantial amount of time to be ready for its intended 
use or sale.   Includes “made-to-order” inventories.  

 Borrowing costs directly attributable to a qualifying asset must be capitalised.  
Other borrowing costs are expensed when incurred. 

 For specific funds, costs eligible for capitalisation are actual costs incurred less 
any income from temporary investment.  

 For general funds, apply a capitalisation rate (weighted average borrowing cost) to 
expenditures. 

 Capitalisation: 

 commences when expenditure, borrowing and activities are in progress; 
  is suspended when active development is interrupted; 
 ceases when substantially all activities are complete. 

 

 

Focus 

You should now be able to: 

 identify pre-conditions for the capitalisation of borrowing costs; and 
 account for borrowing costs. 

Activity solution 

Solution 1 

(a) Capitalisation rate 

 
4,000,000  12,000,000  8,000,000

600,000  1,000,000  1,000,000




 = 10.833% 

(b) Capitalisation rate 

 
4,000,000  12,000,000

600,000  1,000,000 




 = 10%  
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Overview 

Objective  

 To describe the accounting for leases from the viewpoint of the lessee and the lessor. 

 

 

 

TYPES OF 
ARRANGEMENT 

LESSEE 
ACCOUNTING 

LESSOR 
ACCOUNTING 

 Lease classification: two types 
 Risks and rewards of ownership 
 Indicators 
 Terms of the lease 
 Land and buildings 

 Definitions 
 Finance leases 
 Allocation of finance income 
 Disclosure 

TERMINOLOGY 

THE ISSUE 
 Traditional accounting for leases
 Problem 
 Overview 

ACCOUNTING 
FOR A FINANCE 

LEASE 

ACCOUNTING FOR 
AN OPERATING 

LEASE 

 Accounting for an operating lease 
 Disclosures 

 Principles 
 Rentals in arrears 
 Rentals in advance 
 Disclosures – finance 

leases 
SALE AND 

LEASEBACK 
TRANSACTIONS 

 Background 
 As a finance lease 
 As an operating lease 
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1 The issue 

1.1 Traditional accounting for leases (pre IAS 17) 

 In the books of the lessee: 

 Statement of financial position   Asset not included 
 Profit or loss (in the statement   Instalments due on an  

of comprehensive income)  accruals basis. 

1.2 Problem 

 Certain types of lease resulted in the lessee: 

 owning the asset in substance; and 
 being liable to future payments. 

 For all practical purposes the lessee would own the asset but the statement of 
financial position would not show: 

 the asset; 
 the liability. 

1.3 Overview 

 Leases were the first transactions where an accounting standard specifically applied the 
principle of substance over form in order for the accounts to show a true and fair view. 

 “The Framework” identifies substance over form as an aspect of the recognition of 
elements in the statement of financial position.  Under IAS 1, substance over form 
is a general consideration governing the selection of accounting policies. 

 Key ratios significantly affected by this treatment are: 

 gearing; and 
 return on capital employed. 

2 Terminology 

 Lease: an agreement which conveys to the lessee the right to use an asset, for a 
specified period of time, in return for payment(s) to the lessor. 

 Finance lease: a lease which transfers substantially all risks and rewards incident to 
ownership of an asset.  Title may or may not eventually be transferred. 

 Operating lease: a lease other than a finance lease. 

 Lease term: non-cancellable period for which lessee has contracted to lease asset, 
together with any further terms for which the lessee has the option to lease the 
asset, with or without further payment. 

 Fair value is the amount for which an asset could be exchanged, or a liability 
settled, between knowledgeable, willing parties in an arm’s length transaction. 
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 Commentary 

This is a different, more appropriate, definition to that in IFRS 13 “Fair Value 
Measurement” because the use of fair value in accounting for leases is more specific. 

 Minimum lease payments: are the payments over the lease term that the lessee is or can 
be required to make (excluding costs for services and taxes to be paid by and be 
reimbursable to the lessor) together with: 

 in the case of the lessee, any amounts guaranteed by the lessee or 
by a party related to the lessee; 

 in the case of the lessor, any residual value guaranteed to the lessor by either:  

 the lessee; 
 a party related to the lessee; or 
 an independent third party. 

 Commentary 

See Worked example 1. 

 A non-cancellable lease is a lease that is cancellable only: 

 on the occurrence of some remote contingency; 

 with the permission of the lessor; 

 if the lessee enters into a new lease for the same or an equivalent asset 
with the same lessor; or 

 on payment by the lessee of an additional amount such that, at inception, 
continuation of the lease is reasonably certain. 

 The inception of the lease is the earlier of the date of: 

 the lease agreement; or 
 a commitment by the parties to the principal provisions of the lease. 

 Useful life is either: 

 the period over which a depreciable asset is expected to be used by the entity; or 
 the number of production or similar units expected to be obtained from 

the asset by the entity. 

 The interest rate implicit in the lease is the discount rate that, at the inception 
of the lease, causes the aggregate present value of: 

 the minimum lease payments (from the standpoint of the lessor); 

PLUS 

 the unguaranteed residual value (e.g. scrap proceeds), 

to be equal to the fair value of the leased asset plus any initial direct costs (of the lessor). 

 Commentary 

Initial direct costs are incremental costs directly attributable to negotiating 
and arranging a lease. 



SESSION 11 – IAS 17 LEASES 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1104 

 The lessee’s incremental borrowing rate of interest is the rate of interest the 
lessee would have to pay on a similar lease or, if that is not determinable, the rate 
that, at the inception of the lease, the lessee would incur to borrow over a similar 
term, and with a similar security, the funds necessary to purchase the asset. 

Worked example 1 

Alpha is a bank.  As at 1 January 2013 it signed contracts to lease out an asset 
which it owned as follows: 

 Lessee Terms Comments  

 Beta 5 years in arrears at 
$10,000 per annum 

A manufacturing company  

 Gamma Year 6 and 7 in arrears at 
$8,000 per annum 

A manufacturing company 
which is a subsidiary of Beta 

 

 Delta Year 9 and 10 in arrears 
at $5,000 per annum 

A manufacturing company 
which is completely 

unrelated to Beta 

 

The scrap value at the end of year 10 is estimated at $2,000. 

Required: 

State which flows should be included in the following: 

(a) the lessee’s minimum lease payments; 
(b) the lessor’s minimum lease payments; 
(c) the calculation of the interest rate implicit in the lease. 

Worked solution 1 

Time Lessee’s minimum 
lease payments 

Lessor’s 
minimum lease 

payments 

Interest rate 
implicit in the 

lease 

1-5 10,000 10,000 10,000 

6-7 8,000 8,000 8,000 

9-10  5,000 5,000 

10   2,000 

 

 Commentary 

The interest rate implicit in the lease is calculated from the lessor’s perspective.  The cash 
price of the asset would also be included in the calculation of this interest rate. 
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3 Types of arrangement 

3.1 Lease classification: two types 

 Finance lease: 

 a lease that transfers substantially all of the risks and rewards 
incidental to ownership of an asset; 

 title may or may not eventually be transferred. 

 Operating lease – is a lease other than a finance lease. 

 

3.2 Risks and rewards of ownership 

 Risks may be represented by the possibility of: 

 losses from idle capacity or technological obsolescence; 
 variations in return due to changing economic conditions. 

 Rewards may be represented by the expectation of: 

 profitable operation over the asset’s economic life; 
 gain from appreciation in value or realisation of residual value. 

3.3 Indicators 

IAS 17 lists the following as examples of situations where a lease would normally be 
classified as a finance lease: 

 the lease transfers ownership of the asset to the lessee by the end of the lease term; 

 the lessee has the option to purchase the asset at a “bargain price” and it seems 
likely that, at the inception of the lease, that this option will be exercised; 

 Commentary 

Why a “bargain”?  Because the fair value of the asset has been settled 
during the primary period of the contract. 

 the lease term is for the major part of the useful life of the asset; and 

 at the inception of the lease, the present value of the minimum lease 
payments is greater than, or equal to substantially all of, the fair value of the 
leased asset (net of grants and tax credits to the lessor at that time); 

 Commentary 

IAS does not put a value of “substantially all”.  If it were to do so, as in some 
GAAPS, say 90% – it would create the loophole that 89% would be contrived to keep 
finance leases “off the balance sheet”.  This is an illustration of the principles-based 
approach adopted by IAS (rather than a rules-based approach). 
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 if the lessee can cancel the lease any losses associated with the cancellation are borne 
by the lessee; 

 gains or losses from the fluctuation in the fair value of the residual fall to the lessee (e.g. 
in the form of a rent rebate equalling most of the sales proceeds at the end of the lease); 

 the lessee has the ability to continue the lease for a secondary period at a rent which is 
substantially lower than market rent; and 

 Commentary 

Sometimes called “peppercorn” rent. 

 the leased assets are of a specialised nature such that only the lessee can use 
them without major modifications being made. 

3.4 Terms of the lease 

 The status of the lease is usually determined by the lease terms. 

 A transference of risks and rewards is assumed if: 

 The lessee has the use of the asset for most of its economic life. 

 The lessee bears the cost normally associated with ownership (e.g. insurance, 
maintenance, idle capacity).  

 The present value of the amounts guaranteed by the lessee is materially 
equivalent to the cost of purchase. 

 Any amounts accruing to the lessor at the end of the lease are relatively small. 

 
Commentary 

The criteria concentrate on the major risk of purchase – that of bearing the capital cost.  
If the lessee guarantees to bear substantially all the capital cost of the asset (fair value) 
then it should be treated as a purchase (i.e. a finance lease).  If a lessee bears 
substantially all of the cost then he would only do so if he was getting substantially all of 
the use of the asset (i.e. if in substance he owned the asset). 

3.5 Land and buildings 

3.5.1 Land 

 Normally has an unlimited useful life (and therefore is not depreciated). 

 Leases of land are classified as “operating” or “financing” using the general 
principles of IAS 17. 

 A lease of several decades may be classified as a finance lease even though 
title may not pass to the lessee where: 

 substantially all the risks and rewards are passed to the lessee; and 
 the present value of the residual value is considered negligible. 

 Any premium paid for a lease of land classified as operating lease is amortised 
over the lease term according to the pattern of economic benefits received. 
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3.5.2 Buildings  

 Useful life will probably extend well beyond the lease term. 

 If title does not pass at the end of the lease term (so risks and rewards are not passed), the 
lease will be classed in the same way as other leased assets (i.e. as an operating lease). 

3.5.3 Separation 

 For a lease of both land and buildings: 

 elements are considered separately for classification purposes: unless 

 title passes for both elements at the end of lease (i.e. both elements are 
classified as finance leases, whether analysed as one or two leases). 

 Commentary 

Minimum lease payments are allocated in proportion to the relative fair 
values of the elements. 

 If it is not possible to allocate the lease payments between the elements then the lease is 
treated as a finance lease unless it is clear that both elements are operating leases. 

3.5.4 Investment property  

 The lessee may treat the asset as an investment property in accordance with 
IAS 40 Investment Property (see later session). 

 However, the lessee must then: 

 treat the lease as a finance lease, even if it would not normally be 
classed as a finance lease; and  

 measure the investment property in accordance with IAS 40’s fair 
value model. 

4 Finance leases 

4.1 Principles  

 Record the non-current asset and the finance lease liability at the lower of: 

 the present value of amounts guaranteed by the lessee (Minimum 
lease payments); 
 
Or 

 the fair value of asset (as an approximation). 

 
Commentary 

This will often be the cash price of the asset. 



SESSION 11 – IAS 17 LEASES 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1108 

 If there is no reasonable certainty that the lessee will obtain ownership by the 
end of the lease term depreciate the asset over: 

 

 
the shorter of 

Lease term Useful life  
 
 Depreciation should be charged on a consistent basis with those assets that are 

owned and in accordance with IAS 16. 

 Over the life of the lease the lessee will pay the total of the capital borrowed and associated 
finance charge (interest = minimum lease payments less liability recorded).  Each rental is 
deemed to be made up of an element of capital and interest and the problem arises as to 
how the interest is to be allocated to the statement of profit or loss. 

 IAS 17 rules that interest should be allocated to profit or loss so as to give a constant 
periodic rate of charge on outstanding balance owed, or an approximation thereto.  
Use: 

 actuarial method (based on interest rate); or 
 sum of digits. 

 Commentary 

Straight line allocation is not normally acceptable. 
 

4.2 Rentals in arrears 

 
Commentary 

Interest is carried in each of the rentals.  Therefore at each period end only capital is due. 

Worked example 2 
 

Holly entered into a finance lease on 1 July 2012.  The terms of the lease were six 
payments of $200 payable annually in arrears.  The cash price of the asset was $870. 

The interest rate implicit in the lease is 10%. 

Required: 

(a) Show the interest allocation using the actuarial method. 

(b) Show how the lease would be carried in the financial statements of Holly 
as at 30 June 2013. 

 

 



SESSION 11 – IAS 17 LEASES 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1109 

Worked solution 2 

(a) Interest allocation 

W1 Total finance charge  
  $ 
 Rentals (6 × $200) 1,200 

 Cash price of the asset (870) 

    330 
 
W2 Allocation of interest – Actuarial method 

 Period Amount owed at the 
start of the period 

Interest @ 
10% 

Rental Amount owed at the 
end of the period 

 1 870 87 (200) 757 

 2 757 76 (200) 633 

 3 633 63 (200) 496 

 4 496 50 (200) 346 

 5 346 35 (200) 181 

 6 181 19 (200) 0 

   330   

      

 
(b) Financial statements 
 

 Finance lease payable 

  1.7.12 Non-current assets 870 

 30.06.13 Cash 200 30.06.13 Interest 87 

 30.06.13 Bal c/d 757   

  957  957 

  01.07.13 Bal b/d 757 

 Tutorial note:   

 30.06.14 Cash 200 30.06.13 Interest 76 
 

 Analysis of payable    

 Current (200 – 76 ) 124   
    = 757 

 Non-current (W2) 633   
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 Note to the accounts 

At the 30 June 2013 the company is committed to the following payments under a 
finance lease:  

 Minimum  
lease  

payments 

 
Present 
value 

  $ $ 

 Not later than 1 year 200 182 

 Later than 1 year and not later than 5 years 800 576 

  1,000 758 

 Tutorial note:  Calculation of the PV would not be an examination requirement. 

Depreciation 
years6

870$
  =  $145 

Non-current assets will include an amount of $725 (i.e. 870 – 145) 
 

4.3 Rentals in advance 

 Interest is not allocated to the final period because the loan was completely repaid 
at the beginning of that period. 

 The interest charged to period 1 will actually be paid on day1 of period 2 and so on 
over the life of the contract. 

 The current liability outstanding at the end of each period is made up of the prior 
period’s interest expense plus the capital element being repaid in the following period. 

 
Commentary 

The first payment is capital only.  Interest is carried in each rental except the first. 

Worked example 3 

Holly entered into a finance lease on 1 July 2012.  The terms of the lease were six 
payments of $200 payable annually in advance.  The cash price of the asset was $870. 

The interest rate implicit in the lease is 15%. 

Required: 

Show the interest allocation using the actuarial method. 
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Worked solution 3 

(a) Interest allocation 

W1 Total finance charge  
  $ 
 Rentals (6 × $200) 1,200 

 Cash price of the asset (870) 

   330 
 
W2 Allocation of interest – Actuarial method 

 Period Amount owed at 
the start of the 

period 

Rental   Interest 
@ 15% 

Amount owed at 
the end of the 

period 
 1 870 (200) = 670 101 771 
 2 771 (200) = 571 86 657 
 3 657 (200) = 457 69 526 
 4 526 (200) = 326 49 375 
 5 375 (200) = 175 25 200 
 6 200 (200) = 0   
      330  

 

4.4 Disclosures – finance leases 

 Disclosure should be made of the carrying amount of assets that are the 
subject of finance leases at the end of each reporting period.  

 It is appropriate that the amount of assets used by the lessee that are the 
subject of finance leases be separately identified in the financial statements.  It 
is often useful to have this disclosure presented by each major class of asset.  
Best practice is to either: 

 Provide the same table reconciling opening and closing cost 
and depreciation as is given for owned assets; or 

 Combine with owned assets and make disclosure of the total. 
 

Illustration 1 

18.  Property, plant and equipment (extract) 
Capitalized property, plant and equipment included assets with a total net value of 
€463 million (2010: €464 million) held under finance leases. The cost of acquisition and 
construction of these assets as of the closing date totaled €1,177 million (2010: €1,128 million). 
They comprise plant installations and machinery with a carrying amount of €216 million (2010: 
€232 million), buildings with a carrying amount of €135 million (2010: €139 million) and other 
property, plant and equipment with a carrying amount of €112 million (2010: €93 million). For 
information on the liabilities arising from finance leases see Note [27]. 
  

Notes to the Consolidated Financial Statements of the Bayer Group 2011 
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 Commentary 

See Illustration 2 for Note [27]. 
 

 Liabilities related to these leased assets should be shown separately from 
other liabilities, differentiating between the current and long-term portions. 

 Commitments for minimum lease payments under finance leases and 
under non-cancellable operating leases with a term of more than one 
year should be disclosed in summary form giving the amounts and 
periods in which the payments will become due. 

 Repayment terms and interest rates for loans falling due in more than one year. 

 A reconciliation between the total of minimum lease payments at the 
end of the reporting period, and their present value. 

 In addition, an entity should disclose the total of minimum lease 
payments at the end of the reporting period, and their present value, 
for each of the following periods: 

 not later than one year; 
 later than one year and not later than five years; 
 later than five years. 

Illustration 2 
 

27. Financial liabilities (extract) 

As of December 31, 2011 the Group had credit facilities at its disposal totaling €6.3 billion 
(2010: €6.6 billion), of which €2.7 billion (2010: €2.3 billion) was used and €3.6 billion 
(2010: €4.3 billion) was unused and thus available for borrowing on an unsecured basis. 

Lease payments totaling €657 million (2010: €704 million), including €103 million 
(2010: €142 million) in interest, are to be made under finance leases to the respective 
lessors in future years. 

The liabilities under finance leases mature as follows: 

   Dec. 31, 2010   Dec. 31, 2011  

€ million   Liabilities € million  Liabilities 
 
 
Maturity 

Lease  
pay- 

ments 

Interest 
compo-

nent 

under 
finance 
leases

 
 
Maturity 

Lease 
pay-

ments

Interest 
compo-

nent 

under 
finance 
leases 

2011 79 29 50 2012 77 24 53 

2012 66 25 41 2013 245 19 226 

2013 236 20 216 2014 42 11 31 

2014 40 12 28 2015 36 11 25 

2015 34 11 23 2016 35 10 25 

2016 or later 249 45 204 2017 or later 222 28 194 

Total 704 142 562  Total 657 103 554 
 

Notes to the Consolidated Financial Statements of the Bayer Group 2011 
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 Contingent rents recognised in income for the period. 

 The total of future minimum sublease payments expected to be received 
under non-cancellable subleases at the end of the reporting period; and 

 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. 

5 Operating leases 

5.1 Accounting for an operating lease  

 Rentals are charged to the statement of profit or loss on a systematic 
basis over the period of the lease. 

 No balances appear in the statement of financial position  other than 
accruals and prepayments on rented (rather than owned) assets. 

Worked example 4 
 

Under a lease agreement Williamson pays a non-returnable deposit of $100,000 and 
then three years rental of $100,000 pa on the first day of each year.  The asset has a 
life of six years. 
 
Required: 
 
Calculate the charge to the statement of profit or loss each year and any balance 
in the statement of financial position  at the end of the first year. 

 

 

Worked solution 4 

Statement of profit or loss 

years3

)000,300$()000,100$( 
  =  $133,333 

Statement of financial position  

At end of 1st year            $    
        200,000 paid 
     (133,333) charged 
   ———— 
        66,667 prepayment 
   ———— 
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5.2 Disclosures 

 The total of future minimum lease payments under non-cancellable operating 
leases for each of the following periods:  

 not later than one year;  
 later than one year and not later than five years; 
 later than five years. 

 The total of future minimum sublease payments expected to be received 
under non-cancellable subleases at the end of the reporting period. 

 Lease and sublease payments recognised in income for the period, with separate amounts 
for minimum lease payments, contingent rents, and sublease payments. 

 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. 

 Commentary 

An example of a contingent rent for a Xerox machine would be the charge per copy over a 
specified number of copies.  For lease cars the terms of renewal may be a specified mileage. 

6 Lessor accounting 

6.1 Definitions 

 Net investment in the lease is the gross investment in the lease discounted at 
the interest rate implicit in the lease. 

 Gross investment in the lease is the aggregate of: 

 the minimum lease payments under a finance lease (from the standpoint 
of the lessor); and 

 any unguaranteed residual value accruing to the lessor. 

 Commentary 

That is, the fair value at the interest rate implicit in the lease. 

 Unguaranteed residual value is that portion of the residual value (estimated at the 
inception of the lease), the realisation of which by the lessor is not assured or is 
guaranteed solely by a party related to the lessor. 

 Unearned finance income is the difference between the gross investment and net investment. 
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6.2 Finance leases 

 There are two situations in which leasing arrangements arise: 

(1) the lessor simply provides the financing for the asset for the lessee (as with a 
leasing company); and 

(2) the lessor “owns” the asset and then leases it to the lessee (as with 
car dealers, manufacturers, etc). 

 In substance the lessor does not own the asset in either case. 

 Commentary 

Operating leases are simply accounted for as owned assets. 

6.2.1 Lessor provides financing 

 In substance he has made a loan to the lessee. 
 
Dr  Lease receivable with the net investment in the lease 
  Cr  Cash with the amount paid for the asset 
 
(or Cr Liability – if deferred payment terms) 

 Commentary 

Any difference being taken to profit or loss. 

 The lessor receives rentals.  These pay off the capital element of the loan and 
provide interest income (earnings). 

6.2.2 Lessor “owns” the asset 

 The lessor derecognises the asset in the usual way (e.g. accounts for a profit 
or loss on disposal of a non-current asset or recognise a cost of sales expense 
for inventory) 

   Cr  Asset (carrying amount or “net book value”) 
Dr  Profit or loss (disposal account or cost of sales) 
 with the carrying amount of the asset  
 less the present value of the unguaranteed residual value 

If asset is inventory: 
  Cr  Revenue with the normal sales price  
 (i.e. as for goods the entity usually sells). 

If non-current asset: 
  Cr  Profit or loss (disposal account) with the fair value of the asset  
 (or present value of minimum lease payments if lower) 

Dr  Lease receivable (again with the net investment in the lease) 
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6.3 Allocation of finance income 

 Finance income should be allocated so as to provide a constant periodic rate 
of return on net investment in the lease. 

 
Commentary 

This is a mirror image of the expense recognition in the financial statements 
of the lessee. 

6.4 Disclosure 

6.4.1 Finance leases  

 A reconciliation between the total gross investment in the lease at the end of the reporting 
period, and the present value of minimum lease payments receivable at that date. 

 The total gross investment in the lease and the present value of minimum lease payments 
receivable at the end of the reporting period, for each of the following periods: 

 not later than one year; 
 later than one year and not later than five years; 
 later than five years. 

 Unearned finance income. 

 The unguaranteed residual values accruing to the benefit of the lessor. 

 The accumulated allowance for uncollectible minimum lease payments receivable. 

 Contingent rents recognised in income. 

 A general description of the lessor’s significant leasing arrangements. 

6.4.2 Operating leases  

 For each class of asset, inter alia: 

 the gross carrying amount, the accumulated depreciation and accumulated 
impairment losses at the end of the reporting period: 

 depreciation; 

 impairment losses recognised in profit or loss for the period (per IAS 36); 

 impairment losses reversed in profit or loss for the period. 

 Commentary 

IAS 17 requires that IAS 16 be applied to lessors for assets provided under 
operating leases.  (IASs 36, 38, 40 and 41 similarly apply.) 
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Illustration 3 
 

18.  Property, plant and equipment (extract)
In 2011 rental payments of €239 million (2010: €216 million) were made for assets leased under 
operating leases as defined in IAS 17 (Leases).  

Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 
 The future minimum lease payments under non-cancellable operating leases 

in the aggregate and for each of the following periods: 

 not later than one year; 
 later than one year and not later than five years; 
 later than five years. 

 Total contingent rents recognised in income. 

 A general description of the lessor’s significant leasing arrangements. 

7 Sale and leaseback transactions 

7.1 Background   

 Occurs where company transfers legal title to an asset to another party 
but retains use of asset on a lease.  Usual purpose is to raise finance. 

 The rentals and the sale price are usually interdependent as they are 
negotiated as a package and need not represent fair values. 

 Accounting treatment depends on whether the leaseback is finance or operating. 

7.2 Sale and leaseback as a finance lease 

 The substance of the transaction is that there is no sale – risks and 
rewards of ownership have not passed from the original lessee. 

 Any excess of sales proceeds over the carrying amount should not be immediately 
recognised as income in the financial statements of a seller-lessee.  If such an excess is 
recognised, it should be deferred and amortised over the lease term. 

 

 
Commentary 

If the leaseback is a finance lease, the transaction is a means whereby the 
lessor provides finance to the lessee, with the asset as security. 

 Treat the transaction as a sale followed by a leaseback: 

 A “profit” is recognised but deferred, i.e. it is carried as a credit 
balance in the statement of financial position  and released to profit 
or loss over the life of the lease. 

 The asset and lease creditor are reinstated at the fair value of the asset. 
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Worked example 5 

Olga disposes of an asset by way of a finance lease.  The carrying amount is $70,000, 
the sale proceeds are at fair value of $120,000 and the useful life is five years.  There 
are five annual rentals of $28,000. 
 
Required: 
 
Set out the journal entries on disposal and calculate the total profit effect of the 
lease each year, assuming the allocation of finance charges and depreciation on a 
straight line basis. 

 

 

Worked Solution 5 – Finance leaseback 

Treat as a sale followed by a leaseback 

Journal entries on disposal: 
 

  
     $ $ 
 Dr Cash   120,000 
  Cr Non-current asset (NBV)       70,000 
   Deferred profit (120,000 – 70,000)      50,000 
 
 Dr Non-current asset  120,000 
  Cr Lease creditor      120,000 
 

 
Statement of profit or loss each year 
     $ 
 

 Depreciation  







5

000,120
  24,000  

    

 Interest  
 







 

5

000,120)000,285
  4,000 

   

 Release of deferred profit 







5

000,50
 (10,000) 

     ——— 
     18,000 
     ——— 
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7.3 Sale and leaseback as an operating lease 

 
Commentary 

The substance of the transaction is that there is a sale and profit may be recognised. 

 If the rentals and the sale price are established at fair value, there has in effect been a 
normal sale transaction and any profit or loss is normally recognised immediately. 

 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. 

 If the sale price is below fair value, any profit or loss should be recognised 
immediately unless: 

 the transaction results in a loss; and 
 this loss is compensated by future rentals at below market price. 

 In this case the loss should be deferred and amortised in proportion to the rental 
payments over the period for which the asset is expected to be used.  

Worked example 6 

Friends has an asset with a carrying amount of $70,000.  The fair value is $100,000.  It 
would like to enter into a sale and operating leaseback agreement and it has been 
offered the following from three different banks. 
 
 Sale price  Annual rental for 5 years 

(a) $100,000       $28,000 

(b) $120,000       $28,000 

(c)   $80,000      $20,000 (i.e. below market price) 

(d) As (c) but assuming that the carrying amount was $95,000. 
 
Required: 
 
Record the transaction in each case.  Assuming the transaction occurs at the start 
of Year 1 show the effect on profit or loss for Year 1 of the transaction in each 
case. 
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Worked Solution 6 – Operating leaseback 

(a) Sale at fair value ($100,000) 

Recording of transaction Effect on profit or loss in year 1 
 

 
                                                 $                $ 
Dr  Cash  100,000 
     Cr  Asset  70,000 
     Cr  Profit or loss  30,000 
 

  $     
Profit on disposal 30,000 
Rental  (28,000) 
  ——— 
  2,000 
  ——— 

 

(b) Sale > fair value ($120,000) 

Recording of transaction Effect on profit or loss in year 1 
 

 
                                                  $                 $ 
Dr  Cash  120,000 
    Cr  Asset  70,000 
    Cr  Profit or loss  30,000 
    Cr  Deferred income  20,000 
 

  $     
Profit on disposal 
–  immediate 30,000 

–  deferred 







5

000,20
 4,000 

Rental  (28,000) 
  ——— 
  6,000 
  ——— 

 

(c) Sale < fair value ($80,000) with profit on sale 

Recording of transaction Effect on profit or loss in year 1 
 

 
                                                  $                 $ 
Dr  Cash  80,000 
    Cr  Asset  70,000 
    Cr  Profit or loss  10,000 
 

  $     
Profit on disposal 10,000 
Rental  (20,000) 
  ——— 
  (10,000) 
  ——— 

 
(d) Sale < fair value ($80,000) with loss on sale and future rentals at 

  < market price 

Recording of transaction Effect on profit or loss in year 1 
 

 
                                                  $                 $ 
Dr  Cash  80,000 
      Cr  Asset  95,000 
Dr  Deferred loss 15,000 
 

    $    

Deferred loss 







5

000,15
 (3,000) 

Rental  (20,000) 
  ——— 
  (23,000) 
  ——— 
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Activity 1 
 

Buggiba disposes of an item of plant for $250,000, at a profit of $80,000.  The fair 
value of the plant on its disposal was determined to be $220,000. 
 
In the same contract Bugibba enters into an operating lease to leaseback the plant, 
paying an annual rental of $55,000 each year for the next four years. 
 
Required: 
 
Identify the impact of the transaction on profit or loss for each of the four years 
of the contract. 

 

 

Key point summary 
 

 A finance lease transfers substantially all the risks and rewards of ownership.  All 
other leases are operating leases.  Classification is at inception of the lease.  

 There are many indicators of a finance lease (e.g. transfer of ownership at the end 
of the lease term). 

 Land and buildings elements of a lease are normally treated separately.  
(Minimum lease payments are allocated in proportion to fair values.)  Land is 
normally “operating”.   Separate measurement is not required for investment 
property under the fair value model (IAS 40).  

Principles of lessee accounting  

 A finance lease is recognised as an asset and a liability at the lower of the asset’s 
fair value and the present value of the minimum lease payments.  

 Finance lease payments are apportioned between a finance charge and repayment 
of the principal (outstanding liability).  

 Depreciation policy for assets held under finance leases should be consistent with 
other owned assets.  

 Unless there is reasonable certainty of ownership at the end of the lease the 
depreciation period is the shorter of the lease term and useful life.  

 Operating lease payments are recognised in profit and loss on a straight-line basis 
(or a systematic basis representing the pattern of consumption).  

Sale and Leaseback Transactions  

 If the result is a finance lease, any excess of proceeds over the carrying amount is 
deferred and amortised over the lease term.  

 If the result is an operating lease treatment of any gain or loss depends on whether 
or not the transactions (“sale” and “leaseback”) are at fair value. 
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Focus 

You should now be able to: 

 define the essential characteristics of a lease; 

 describe and apply the method of determining a lease type (i.e. an operating 
or finance lease); 

 explain the effect on the financial statements of a finance lease being 
incorrectly treated as an operating lease; 

 account for operating leases in the financial statements of the lessor and lessee; 

 account for finance leases in the financial statements of the lessor and lessee; 

 outline the principles of accounting standards for leases and the main 
disclosure requirements.   

 Commentary 

The net cash investment method will not be examined. 

 

Activity solution 

Solution 1 

Recording of transaction  
 

 
                                                 $                $ 
Dr  Cash  250,000 
     Cr  Asset  170,000 
     Cr  Profit or loss  50,000 
     Cr  Deferred income  30,000 
 

 
 
 

  

Impact on profit or loss 

 Year 1 

  Profit on disposal    $50,000 

  Annual rental   ($55,000) 

  Deferred income (30,000/4)  $7,500 

Year 2-4 will just include the annual rental and the deferred income credit, 
giving a net expense of $47,500 
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Overview 

Objective  

 To explain the accounting rules for intangible non-current assets. 
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1 Introduction to IAS 38 

1.1 Scope  

 The standard applies to all intangibles except:  

 those covered specifically by other standards (e.g. in business combinations 
(IFRS 3),  non-current assets held for sale (IFRS 5) and exploration and 
evaluation assets (IFRS 6)); and: 

 expenditure on the development and extraction of minerals, etc. 

1.2 Definitions 

 Intangible assets are identifiable, non-monetary assets without physical substance.  

 Commentary 

Some intangibles may be contained in or on a physical medium (e.g. software on a 
floppy disk or embedded within the hardware).  Judgement has to be used to 
determine which element is more significant (i.e. the intangible or the tangible asset).  

Activity 1 
 

Classify each of the following assets as either tangible or intangible: 

(1) the operating system of a personal computer 

(2) an off-the-shelf integrated publishing software package 

(3) specialised software embedded in computer controlled machine tools 

(4) a “firewall” controlling access to restricted sections of an Internet website. 

 

 
 An asset is a resource: 

 controlled by an entity as a result of past events; and 
 from which future economic benefits are expected to flow to the entity. 

 Examples of intangibles include: 

 Patents; 

 Copyrights (e.g. computer software); 

 Licences; 

 Intellectual property (e.g. technical knowledge obtained from development activity); 

 Trade marks including brand names and publishing titles; 

 Motion picture films and video recordings. 
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1.3 Definition criteria 

1.3.1 “Identifiability”  

 An intangible asset, whether generated internally or acquired in a business 
combination, is identifiable when it: 

 is separable; or 

 Commentary 

So it is capable of being separated or divided from the entity and sold, 
transferred, licensed, rented or exchanged, either individually or together 
with a related contract, asset or liability. 

 arises from contractual or other legal rights. 

 Commentary 

These rights are regardless of whether they are transferable or separable 
from the entity or from other rights and obligations. 

These criteria distinguish intangible assets from goodwill acquired in a 
business combination (see later).   

1.3.2 “Control”  

 Control means: 

 the power to obtain the future economic benefits from the 
underlying resource; and 

 the ability to restrict the access of others to those benefits. 

 Control normally stems from a legal right that is enforceable in a court of 
law.  However, legal enforceability is not a prerequisite for control as the 
entity may be able to control the future economic benefits in some other way. 

 Expenditure incurred in obtaining market and technical knowledge, increasing 
staff skills and building customer loyalty may be expected to generate future 
economic benefits.  However, control over the actions of employees and 
customers is unlikely to be sufficient to meet the definition criterion especially 
where there are non-contractual rights. 

 Commentary 

An entity may seek to protect the technical talent or knowledge of certain 
skilled staff by including a “non-compete” or “restraint of trade” clause into 
their contracts of employment.  The entity may be able to secure the future 
economic benefits of such staff during a notice period and restrict the access 
of others for a period after they have left (“gardening leave”). 
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1.3.3 “Future economic benefits” 

 These are net cash inflows and may include increased revenues and/or cost savings. 

 Commentary 

The use of intellectual property in a production process may reduce future 
production costs rather than increase future revenues. 

2 Recognition and initial measurement 

2.1 General criteria 

 An intangible asset should be recognised when it: 

 complies with the definition of an intangible asset (see above); and 
 meets the recognition criteria set out in the standard. 

 The recognition criteria are that: 

 it is probable that future economic benefits specifically attributable 
to the asset will flow to the entity; and 

 the cost of the asset can be measured reliably. 

 Further, the probability of future economic benefits must be assessed using reasonable 
and supportable assumptions, with greater weight being given to external evidence. 

 
Commentary 

The criteria for recognition as an intangible asset are therefore, in summary – 
identifiability, control, probable future economic benefits and reliable cost measurement.  

2.2 Goodwill v other intangibles 

2.2.1 Nature  

 “Goodwill”, as a general term, describes such things as brand name, reputation, 
competitive advantage and high employee morale which bring value to a business.  
It contributes to the generation of revenue.   

 It is generated over many years with expenditure on promotion, the creation and 
maintenance of good customer and supplier relations, the provision of high quality goods 
and services, skilled workforce and experienced management. 

 It includes the worth of a corporate identity and is enhanced by such things as corporate 
image and location.  In well-established businesses this worth may be well in excess of 
that of its physical assets. 

 
Commentary 

When acquiring a business goodwill is commonly valued using an earnings multiple. 
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2.2.2 Possible accounting treatments 

 Expenditure can be recognised in only two ways: 

 asset; or 
 expense. 

 A business does not incur costs specific to the creation of goodwill but for related activities 
(e.g. promotion, client services, quality control, etc).  Such costs are expensed as incurred. 

 An entity cannot recognise internally-generated goodwill as an asset in its financial statements 
because it does not meet the definition of an intangible asset – it is not identifiable.  In 
particular, it is clearly inseparable.  It cannot only be disposed of with the business as a whole. 

 
Commentary 

Note also that IFRS generally does not permit recognition of an asset in respect of 
expenditure initially expensed. 

 However, when a business is acquired as a whole, the buyer will (usually) pay a price in 
excess of the fair value of all the assets (net of liabilities) that can be separately identified 
(including other intangible assets such as intellectual property).   

 Commentary 

The IFRS 13 definition of fair value applies to IAS 38. 

 This premium represents not only the future economic benefits expected to arise from the 
intangible asset that is goodwill in the acquired company but also those that arise from 
expected synergies (e.g. cost savings) and other benefits of the acquisition. 

 
Commentary 

So the intangible assets recognised as goodwill by the purchaser is not the same as the 
goodwill that was inherent in the business acquired. 

 Possible accounting treatments for goodwill, as a purchased asset, in the consolidated 
financial statements of an acquirer are: 

 immediate write-off; 
 carry at cost (with or without annual impairment review); 
 carry at cost with annual amortisation; 
 carry at revalued amount. 

Key point 

 Under IFRS purchased goodwill is recognised as an asset (“capitalised”) and 
carried at cost but subject to an annual impairment review. 
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Arguments for Arguments against 

 Worth of goodwill has been established 
therefore it would be over-prudent to 
expense rather than recognise an asset. 

 Goodwill does not “depreciate” in value in 
the normal course of business.  It will not be 
worthless while the entity is a going concern. 

 Write-off is only called for if recoverable 
amount falls to less than cost (i.e. it is 
impaired). 

 Expenditure incurred in generating and 
maintaining goodwill (e.g. staff training) is 
expensed therefore to write-off goodwill also 
would result in a “double charge” to profit. 

 It is inconsistent (and therefore 
incomparable) with the treatment of 
internally-generated goodwill (which is 
never recognised). 

 Goodwill has a finite (albeit unknown) life 
which can be estimated. 

 Purchased goodwill will deteriorate over 
time as the factors which generated it (e.g. 
personnel) are replaced. 

 Goodwill is not separately realisable 
therefore it is imprudent to carry as an asset. 

 

2.3 Initial measurement – cost 

 Intangible assets should be measured initially at cost. 

 An intangible asset may be acquired: 

 separately; 
 as part of a business combination; 
 by way of a government grant; 
 by an exchange of assets. 

2.3.1 Separate acquisition 

 The cost of the intangible asset can usually be measured reliably when it has 
been separately acquired (e.g. purchase of computer software). 

 
Commentary 

As the price paid will normally reflect expectations of future economic 
benefits, the probability recognition criteria is always considered to be 
satisfied for separately acquired intangible assets. 

 “Cost” is measured according to the same principles applied in accounting for 
other assets.  For example: 

 Purchase price + import duties + non-refundable purchase tax. 

 Deferred payments are included at the cash price equivalent and the 
difference between this amount and the payments made are treated 
as interest. 
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 As with other assets, expenditure that would not be classified as “cost” 
include those associated with: 

 Introducing a new product or service (including advertising and promotion); 

 Conducting business in a new location or with a new class of customer; 

 Administration and other general overheads; 

 Initial operating costs and losses; 

 Costs incurred while an asset capable of operating in the manner 
intended has not yet been brought into use; 

 Costs incurred in redeploying the asset. 
 

Worked example 1 
 

Kirk is an incorporated entity.  On 31 December it acquired the exclusive rights to a 
patent that had been developed by another entity.  The amount payable for the rights 
was $600,000 immediately and $400,000 in one year’s time.  Kirk has incurred legal 
fees of $87,000 in respect of the bid.  Kirk operates in a jurisdiction where the 
government charges a flat rate fee (a “stamp duty”) of $1,000 for the registration of 
patent rights. 

Kirk’s cost of capital is 10%. 

Required: 

Calculate the cost of the patent rights on initial recognition. 

 

 

Worked solution 1 

 $    
Cash paid 600,000 
Deferred consideration ($400,000 × 1/1.1) 363,636 
Legal fees 87,000 
Stamp duty 1,000 
 

________
 

Cost on initial recognition 1,051,636  
–––––––– 

2.3.2 Business combination   

 The cost of an intangible asset acquired in a business combination is its fair value at the 
date of acquisition, irrespective of whether the intangible asset had been recognised by 
the acquiree before the business combination.  (IFRS 3 “Business Combinations”) 

 The fair value of intangible assets acquired in business combinations can normally be 
measured with sufficient reliability to be recognised separately from goodwill. 
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Commentary 

An assembled workforce would not normally meet the recognition criteria, however, the 
rights to use an individual, such as a sportsman, may meet the recognition criteria. 

 There is a rebuttable presumption that if the intangible asset has a finite 
useful life, its fair value can be measured reliably. 

 
Commentary 

As fair value reflects market expectations about the probability of future 
economic benefits, the probability recognition criteria is always met for 
intangible assets acquired in a business combination. 

 Fair value at the date of the acquisition might be measured using: 

 the current bid price in an active market (where one exists); 
 the price of the most recent, similar transactions for similar assets; 
 multiples applied to relevant indicators such as earnings; 
 discounted future net cash flows. 

 
Commentary 

Using a weighted probability where there is a range of possible outcomes 
demonstrates uncertainty rather than inability to measure fair value reliably. 

 Although an intangible asset acquired as part of the business combination 
may meet the recognition criteria, this may only be possible if it is considered 
to be part of a related tangible or intangible asset.   

 Such a group of assets is recognised as a single asset separately from goodwill if 
the individual fair values of the assets within the group are not reliably measured. 

 Commentary 

Such recognition removes from goodwill as many intangible assets as possible. 

Illustration 1 
 

In acquiring a company, two separable intangible assets are identified – a magazine’s 
publishing title and a related subscriber database.  Although similar databases are 
traded, the fair value of the publishing title cannot be reliably measured as it cannot be 
sold without the database.  The two intangible assets are therefore recognised as a 
single asset and the fair value of both as a single asset established. 

 

 

Illustration 2 
 

The term “brand” and “brand name” are general marketing terms that are often used to 
refer to a group of complimentary assets (e.g. a trademark its related trade name, 
formulas, recipes and technical expertise).  In a business combination, complementary 
assets with similar useful lives may be recognised and valued as a single asset if the 
fair values of the individual assets comprising the “brand” cannot be reliably measured. 
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Worked example 2 
 

Picard is an incorporated entity.  On 31 December it paid $10,000,000 for a 100% 
interest in Borg. 

At the date of acquisition the net assets of Borg as shown in its statement of financial 
position  had a fair value of $6,000,000.  Borg also held the following rights: 

(1) The brand name “Assimilation”, a middle of the range fragrance.  Borg had 
been considering the sale of this brand just prior to its acquisition by Picard.  
The brand had been valued at $300,000 by Brand International, a reputable 
firm of valuation specialists, who had used a discounted cash flow technique. 

(2) Sole distribution rights to a product “Lacutus”.  It is estimated that the future 
cash flows generated by this right will be $250,000 per annum for the next 6 
years.  Picard has determined that the appropriate discount rate for this right 
is 10%.  The 6 year, 10% annuity factor is 4.36. 

Ignore taxation. 

Required: 

Calculate goodwill arising on acquisition. 

 

 

Worked solution 2 

Picard will recognise the two intangible assets on consolidation.  They are taken into 
account when the cost of acquisition is allocated in accordance with IFRS 3 Business 
Combinations. 

 $000 
Cost 10,000 
Net assets recognised in Borg’s  
   statement of financial position  6,000 
Brand acquired 300 
Distribution rights (250,000 × 4.36) 1,090 
 

_____
 7,390 

 
_____

 
Goodwill on acquisition 2,610  

––––– 

Worked example 3 
 

A water extraction company was obtained as part of a business combination for a cost 
of $1,000,000.  The fair value of the net assets at the date of acquisition was $750,000.  

A licence for the extraction of the water had been granted to the company prior to the 
acquisition by the local authority for an administration fee of $1,000.  Whilst extremely 
valuable to the company (as without the licence the business could not operate), the 
licence cannot be sold other than as part of the sale of the business as a whole.  The fair 
value of the licence on acquisition was identified as $20,000. 

Required: 

Calculate goodwill arising on acquisition. 
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Worked solution 3 

The water extraction rights were obtained as part of a business combination.  Without 
these rights, the acquiree cannot extract water and therefore could not operate as a 
business.   

The rights cannot be sold separately without the business but the licence can be 
separately identified and therefore should be included in the consolidated financial 
statements at its fair value. 

     $    
Cost 1,000,000 
Net assets recognised in statement of financial position   (750,000) 
Licence  (20,000) 
 

________
 

Goodwill on acquisition 230,000  
–––––––– 

 

 
Commentary 

IAS 38 was amended in 2008 in respect of the revision of IFRS 3.  Previously 
the licence would not have been recognised as a separate asset and its value 
would have been subsumed within goodwill. 

2.3.3 Government grant  

 Some intangible assets may be acquired free of charge, or for nominal 
consideration, by way of a government grant (e.g. airport landing rights, licences to 
operate radio or television stations, import quotas, rights to emit pollution). 

 Under IAS 20 Accounting for Government Grants and Disclosure of Government 
Assistance both the intangible asset (debit entry) and the grant (credit entry) may 
be recorded initially at either fair value or cost (which may be zero). 

Illustration 3 
 

Neelix harvests and produces seafood.  On 31 December 2012 it was awarded a fishing 
quota of 1,000 tonnes of black cod per annum for five years. 

The acquisition of the quota involves regulatory fees amounting to $36,000.  The fair 
value of the fishing quota is $4,300,000 (net of the registration fee). 

 

 
Analysis 

 Measurement of the intangible asset on initial recognition is at either: 

 Cost or Fair value 
 $36,000  $4,300,000 
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 Commentary 

Note that the credit entry falls to be treated as a grant under IAS 20.  It may 
be presented in the statement of financial position  in one of two ways: 

(1) As deferred income 
(2) As a deduction from the carrying value of intangible asset. 

Offsetting, i.e. (2), is equivalent to ignoring it completely (there would be no 
amortisation) and so not permitted under certain GAAP.  Therefore the 
deferred credit treatment of a grant is likely to be preferable. 

2.2.4 Exchanges of assets  

 The cost of an intangible asset acquired in exchange for a non-monetary asset 
(or a combination of monetary and non-monetary assets) is measured at fair 
value unless: 

 the exchange transaction lacks commercial substance; or 

 the fair value of neither the asset received nor the asset given up is 
reliably measurable. 

2.4 Subsequent expenditure  

2.4.1 Intangible assets 

 In most cases, there are no additions to an intangible asset, or the replacement of 
parts of such assets. 

 Most subsequent expenditures maintain the expected future economic benefits embodied 
in an existing intangible asset and do not meet the definition of an intangible asset and 
IAS 38 recognition criteria. 

 Also, it is often difficult to attribute subsequent expenditure directly to a particular 
intangible asset rather than to the business as a whole. 

 Therefore, only rarely will subsequent expenditure be recognised in the carrying amount 
of an asset.  Normally, such expenditure must be written off through profit or loss.  

2.4.2 Acquired in-process research and development   

 Subsequent expenditure on an acquired in-process research and development project is 
accounted for like any cost incurred in the research of development phase of internally 
generated intangible asset (see next section). 

 Research expenditure – expense when incurred. 

 Development expenditure – expense when incurred if it does not satisfy the 
asset recognition criteria. 

 Development expenditure that satisfies the recognition criteria – add to the 
carrying amount of the acquired in-process research or development project. 
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3 Internally generated intangible assets 

3.1 Internally generated goodwill 

 Internally generated goodwill should not be recognised as an asset. 

 Although goodwill may exist in any business its recognition as an asset is precluded because 
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. 

 Commentary 

When goodwill is “crystallised” by a business acquisition it is recognised as 
an asset and accounted for in accordance with IFRS 3.  

3.2 Other internally generated assets 

 It is sometimes difficult to assess whether an internally generated intangible 
asset qualifies for recognition.  Specifically it is often difficult to: 

 identify whether there is an identifiable asset that will generate 
probable future economic benefits; and 

 measure the cost of the asset reliably.   

 
Commentary 

It is sometimes difficult to distinguish the cost of generating an intangible 
asset internally from the cost of maintaining or enhancing the entity’s 
internally generated goodwill or of running day-to-day operations. 

 Internally generated brands, mastheads, publishing titles, customer lists and 
items similar in substance are not recognised as intangible assets. 

 Commentary 

Such expenditures cannot be distinguished from the cost of developing the 
business as a whole. 

3.3 Specific recognition criteria for internally generated 
intangible assets 

 In addition to complying with the general requirements for the recognition 
and initial measurement of an intangible asset (see Section 2.1), an entity 
must also apply the following to all internally generated intangible assets. 

 Generation of the asset must be classified into: 

 a “research phase”; and 
 a further advanced “development phase”. 



SESSION 12 – IAS 38 INTANGIBLE ASSETS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1213 

 

 Commentary 

If the research and development phases of a project cannot be distinguished 
they should be regarded as research only and written off as expenditure 
through profit or loss. 

3.3.1 Accounting in the research phase  

 An entity cannot demonstrate that an intangible asset exists that will generate 
probable future economic benefits during the research phase. 

 Expenditure on research should be recognised as an expense when it is incurred. 

 Examples of research activities are: 

 activities aimed at obtaining new knowledge; 

 the search for, evaluation and final selection of, applications of 
research findings or other knowledge; 

 the search for alternatives for materials, devices, products, 
processes, systems or services; and 

 the formulation, design, evaluation and final selection of possible 
alternatives for new or improved materials, devices, products, 
processes, systems or devices. 

3.3.2 Accounting in the development phase  

 An intangible asset arising from development should be recognised 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 it or sell it; 

 its ability to use or sell the intangible asset; 

 how the intangible asset will generate probable future economic benefits; 

 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 measure the expenditure attributable to the intangible 
asset during its development reliability. 

 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 economically feasible for commercial production; and 

 the design, construction and testing of a chosen alternative for new or 
improved materials, devices, products, processes, systems or services. 
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 Expenditure on an intangible item that was initially recognised as an expense 
(e.g. research) should not be recognised as part of the cost of an intangible asset 
at a later date (e.g. after the development phase has commenced). 

Illustration 4 
 

An entity is developing a new production process.  The amount of expenditure in the 
year to 31 December 2012 was as follows: 

  $    

1 January to 30 November 2,160 
1 December to 31 December 240 
  

_____
 

  2,400 
  

_____
 

On 1 December the entity was able to demonstrate that the production process met the 
criteria for recognition as an intangible asset.  The amount estimated to be recoverable 
from the process (including future cash outflows to complete the process before it is 
available for use) is $1,200. 

 

 
Analysis 

 At 31 December 2012 the production process is recognised as an intangible asset at a cost of 
$240 (expenditure incurred since 1 December when the recognition criteria were met).  The 
intangible asset is carried at this cost (being less than the amount expected to be recoverable). 

 The $2,160 expenditure incurred before 1 December is recognised as an expense because the 
recognition criteria were not met until that date.  This expenditure will never form part of the 
cost of the production process recognised in the statement of financial position. 

Illustration 4 – continued 
 

Expenditure in 2013 is $4,800.  At 31 December 2013, the amount estimated to be 
recoverable from the process (including future cash outflows to complete the process 
before it is available for use) is $4,500. 

 

Analysis 

 At 31 December 2013, the cost of the production process is $5,040 (240 + 4,800).  The entity 
recognises an impairment loss of $540 to adjust the carrying amount before impairment loss 
($5,040) to its recoverable amount ($4,500). 

 This impairment loss will be reversed in a subsequent period if the requirements for the 
reversal of an impairment loss in IAS 36 Impairment of Assets are met. 

3.3.3 Research and development acquired as part of a business combination 

 An in-process research and development project acquired as part of a business 
combination should be recognised separately from goodwill if: 

 the project meets the definition of an intangible asset; and 
 it is identifiable (i.e. is separable or arises from contractual or other legal rights). 

 Commentary 

The strict recognition criteria are not required to be met.   
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3.4 Recognition of expenses and costs 

 Expenditure on an intangible item shall be recognised as an expense when it 
is 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 intangible asset.  

 
Commentary 

Where an intangible item acquired in a business combination cannot be recognised as 
an intangible asset, the expenditure (included in the cost of the business combination) 
is subsumed within the amount attributed to goodwill at the acquisition date. 

 The cost of an internally generated intangible asset comprises all directly 
attributable costs necessary to create, produce, and prepare the asset to be 
capable of operating in the manner intended by management. 

 Examples include: 

 costs of materials and services used; 
 salaries, wages and other employment related costs; 
 fees to register a legal right. 

 Costs that are not components of the cost of an internally generated 
intangible asset include: 

 selling, administration and other general overhead costs; 

 identified inefficiencies and initial operating losses incurred before 
the asset achieves planned performance; 

 costs that have previously been expensed (e.g. during a research 
phase) must not be reinstated; 

 training expenditure. 

 Expenditure incurred to provide future economic benefits for which no 
intangible asset can be recognised is expensed when incurred.  Examples, 
except when they form part of the cost of a business combination, include: 

 research costs; 

 pre-opening costs for a new facility; 

 plant start-up costs incurred prior to full scale production (unless 
capitalised in accordance with IAS 16); 

 legal and secretarial costs incurred in setting up a legal entity; 

 training costs involved in running a business or a product line; 

 advertising and related costs. 
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Commentary 

This does not preclude recognising a prepayment when payment for goods or services 
has been made in advance of the delivery of goods or the rendering of services.  In 
particular, a prepayment asset may be recognised for advertising or promotional 
expenditure (e.g. mail order catalogues) up to the point at which the entity has the right to 
access the goods purchased (or the point of receipt of service).  

4 Measurement after recognition 

 Commentary 

An entity can choose either a cost or revaluation model. 

4.1 Cost model  

 Cost less any accumulated amortisation and any accumulated impairment losses. 

4.2 Revaluation model  

 Revalued amount, being fair value at the date of the revaluation less any subsequent 
accumulated amortisation and any accumulated impairment losses. 

 Fair value of a revalued intangible asset must be measured by reference to an 
active market (i.e. one in which transactions are of sufficient frequency and 
volume to provide a price on an ongoing basis) . 

 Commentary 

This is different to the treatment of revaluation under IAS 16 where depreciated 
replacement cost can be used when there is no evidence of market value.  

 Revaluations must be sufficiently regular that carrying amount is not 
materially different from fair value. 

 The revaluation model does not allow: 

 the revaluation of intangible assets that have not previously been 
recognised as assets; 

 the initial recognition of intangible assets at amounts other than their cost. 

 The revaluation is carried out according to the same principles applied in accounting for 
other assets.  For example any surplus is recognised in other comprehensive income and 
accumulated in equity and all intangible assets in the class must be revalued. 
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5 Useful life 

5.1 Factors 

 The useful life of an intangible asset should be assessed as finite or indefinite. 

 Commentary 

A finite useful life is assessed as a period of time or number of production or 
similar units.  An intangible asset with a finite life is amortised.  “Indefinite” 
does not mean “infinite”. 

 Useful life is regarded as indefinite when there is no foreseeable limit to the 
period over which the asset is expected to generate net cash inflows. 

 Commentary 

This must be based on an analysis of all of the relevant factors.  An 
intangible asset with an indefinite life is not amortised. 

 Factors to be considered in determining useful life include: 

 expected usage of the asset by the entity; 

 typical product life cycles for the asset; 

 public information on estimates of useful lives of similar types of 
assets that are similarly used; 

 technical, technological, commercial or other obsolescence; 

 expected actions by competitors or potential competitors. 

 Commentary 

For example, computer software is susceptible to technological obsolescence 
and so has a short useful life. 

5.2 Finite useful lives  

5.2.1 Contractual or other legal rights 

 The useful life of an intangible asset arising from contractual or other legal 
rights should not exceed the period of such rights, but may be shorter. 

Illustration 5 
 

An entity has purchased an exclusive right to operate a passenger and car ferry for 
thirty years.  There are no plans to construct tunnels or bridges to provide an alternative 
river crossing in the area served by the ferry.  It is expected that this ferry will be in use 
for at least thirty years. 
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Illustration 6 
 

An entity has purchased an exclusive right to operate a wind farm for 40 years.  The 
cost of obtaining wind power is much lower than the cost of obtaining power from 
alternative sources.  It is expected that the surrounding geographical area will demand a 
significant amount of power from the wind farm for at least 25 years. 

 

 

 Commentary 

The entity amortises the right to generate power over 25 (rather than 40) years. 

5.2.2 Amortisation  

 The depreciable amount of an intangible asset should be allocated on a 
systematic basis over the best estimate of its useful life. 

 Amortisation begins when the asset is available for use. 

 Commentary 

When it is in the location and condition necessary for it to be capable of 
operating as intended. 

 Amortisation ceases at the earlier of the date that the asset is: 

 classified as held for sale; or 

  Commentary 

IFRS 5 “Non-current Assets Held for Sale and Discontinued Operations” applies. 

 derecognised.  

 Commentary 

It does not cease when an intangible asset is temporarily idle, unless it is 
fully depreciated. 

 The amortisation method used should reflect the pattern in which the asset’s economic 
benefits are consumed by the entity (e.g. unit of production method).  If that pattern 
cannot be determined reliably, the straight-line method should be adopted. 

5.2.3 Residual value  

 The residual value is assumed to be zero unless there is a commitment to purchase 
by a third party and there is an active market for that particular asset. 

 Commentary 

A non-zero residual value attributed to an asset implies an intention to 
dispose of it before the end of its economic life.  Thus development costs, for 
example, are unlikely to have a residual value (other than zero). 
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Activity 2 
 

On 1 April 2012 Brook established a new research and development unit to acquire 
scientific knowledge about the use of synthetic chemicals for pain relief.  The 
following expenses were incurred during the year ended 31 March 2013. 

(1) Purchase of building for $400,000.  The building is to be depreciated on a 
 straight line basis at the rate of 4% per annum on cost. 

(2) Wages and salaries of research staff $2,355,000. 

(3) Scientific equipment costing $60,000 to be depreciated using a reducing 
 balance rate of 50% per annum. 

Required: 

Calculate the amount of research and development expenditure to be recognised 
as an expense in the year ended 31 March 2013. 

 

Proforma solution 

The following costs should be written off: 
 $    

Building depreciation Wages and salaries of research staff 

Equipment depreciation  

 

 

 ________ 

 ________
 

 

Activity 3 
 

In its first year of trading to 31 July 2013 Eco-chem incurred the following expenditure 
on research and development, none of which related to the purchase of property, plant 
and equipment. 

(1) $12,000 on successfully devising processes to convert the sap extracted from 
mangroves into chemicals X, Y and Z. 

(2) $60,000 on developing an analgesic medication based on chemical Z. 

No commercial uses have yet been discovered for chemicals X and Y. 

Commercial production and sales of the analgesic commenced on 1 April 2013 and are 
expected to produce steady profitable income during a five year period before being 
replaced.  Adequate resources exist for the company to achieve this. 

Required: 

Calculate the maximum amount of development expenditure that may be carried 
forward at 31 July 2013 under IAS 38. 
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Solution 

 

 

 

 

5.3 Indefinite useful lives  

 An intangible asset with an indefinite useful life is: 

 not amortised; but 
 tested for impairment: 

 annually; and 
 whenever there is an indication of impairment. 

 Commentary 

Reassessing a useful life as finite rather than indefinite is an indicator that 
the asset may be impaired. 

 The useful life is reviewed each period to determine whether events and 
circumstances continue to support an indefinite useful life assessment. 

 Commentary 

If not, the change in accounting estimate is accounted for in accordance with IAS 8. 

6 Impairment and derecognition 

6.1 Impairment losses 

 IAS 36 Impairment of Assets contains provisions regarding: 

 when and how carrying amounts are reviewed; 
 how recoverable amount is determined; and 
 when an impairment loss is recognised or reversed. 

 Commentary 

The purpose of testing for impairment is to ensure recovery of the carrying 
amount.  Note that the uncertainty about recovering the cost of an intangible 
asset before it is available for use (e.g. development costs) is likely to be 
greater than when it is brought into use. 
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6.2 Retirements and disposals 

 An intangible asset should be derecognised (i.e. eliminated from the 
statement of financial position ): 

 on disposal; or 
 when no future economic benefits are expected from its use or disposal. 

 Gains or losses arising are determined as the difference between: 

 the net disposal proceeds; and 
 the carrying amount of the asset. 

Gains or losses are recognised as income or expense in the period in which 
the retirement or disposal occurs.  Gains are not classified as revenue. 

 Commentary 

However, IAS 17 “Leases” may require otherwise on a sale and leaseback. 

7 Disclosure 

Illustration 7 
 

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS  

1. ACCOUNTING PRINCIPLES 
Research and development 
Research and development costs are expensed as they are incurred, except for certain development 
costs, which are capitalized when it is probable that a development project will generate future 
economic benefits, and certain criteria, including commercial and technological feasibility, have been 
met. Capitalized development costs, comprising direct labor and related overhead, are amortized on a 
systematic basis over their expected useful lives between two and five years. 
 

Nokia in 2011  

 

 
 

 Commentary 

The disclosure requirements of IAS 38 are comparable to, but more extensive 
than, those of IAS 16 “Property, Plant and Equipment”. 
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7.1 Intangible assets 

7.1.1 General 

 The financial statements should disclose the accounting policies adopted for 
intangible assets and, in respect of each class of intangible assets: 

 whether useful lives are indefinite or finite and, if finite: 

 the useful lives or the amortisation rates used; 
 the amortisation methods used; 

 the gross carrying amount and any accumulated amortisation (including 
accumulated impairment losses) at the beginning and end of the period; 

 the line item of the statement of profit or loss in which any amortisation is 
included; 

 a reconciliation of the carrying amount at the beginning and end of the period 
showing all movements that have arisen in the period analysed by type. 

Illustration 8 
 

1. Accounting policies (extract) 

Intangible assets (extract) 
Finite life intangible assets are those for which there 
is an expectation of obsolescence that limits their useful 
economic life or where the useful life is limited by 
contractual or other terms. They are amortised over the 
shorter of their contractual or useful economic lives. 
They comprise mainly management information systems, 
patents and rights to carry on an activity (e. g. exclusive 
rights to sell products or to perform a supply activity). 
Finite life intangible assets are amortised on a straight-line 
basis assuming a zero residual value: management 
information systems over a period ranging from 3 to 
5 years; and other finite life intangible assets over 5 to 
20 years. Useful lives and residual values are reviewed 
annually. Amortisation of intangible assets is allocated to the 
appropriate headings of expenses by function in the  
income statement. 

 Consolidated  Financial Statements of the Nestlé Group 2011 
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Illustration 9 
 

13. INTANGIBLE ASSETS 
   
EURm 2011 2010 
Capitalized development costs   
Acquisition cost January 1 1 035 1 830 
Impairments – –11 
Retirements  – –784 
Accumulated acquisition cost December 31 1 035 1 035 
Accumulated amortization  January 1 –995 –1 687 
Retirements  – 784 
Impairments – 11 
Amortization  –34 –103 
Accumulated amortization  December  31 –1 029 –995 
Net book value January 1 40 143 
Net book value December 31 6 40 
   
Goodwill   
Acquisition cost January 1 6 631 6 079 
Translation differences 17 470 
Acquisitions    189 82 
Disposals –1 – 
Accumulated acquisition cost December 31 6 836 6 631 
Accumulated impairments January 1 –908 –908 
Impairments  –1 090 – 
Accumulated impairments December 31 –1 998 –908 
Net book value January 1 5 723 5 171 
Net book value December 31 4 838 5 723 
   
Other intangible assets   
Acquisition cost January 1 5 437 5 287 
Translation differences 83 216 
Additions  53 58 
Acquisitions 366 21 
Retirements –23 –142 
Impairments –2 – 
Disposals  –37 –3 
Accumulated acquisition cost December 31 5 877 5 437 
Accumulated amortization January 1 –3 509 –2 525 
Translation differences –84 –42 
Retirements 21 125 
Disposals 25 2 
Amortization –924 –1 069 
Accumulated amortization December  31 –4 471 –3 509 
Net book value January 1 1 928 2 762 
Net book value December 31 1 406 1 928 
  

Nokia in 2011  
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7.1.2 Individually material intangible assets 

 Disclose the nature, carrying amount and remaining amortisation period of any 
individual intangible asset that is material to the financial statements as a whole. 

 Commentary 

In determining whether or not an individual intangible asset “is material” consider, 
for example: 

 its cost or carrying value in relation to total intangible assets and total assets; 
 the amount expensed during the year (in respect of amortisation and/or 

impairment) in relation to profit or loss. 

Illustration 10 
 

4. Basic principles, methods and critical accounting estimates 
(extract) 

Other intangible assets 
Other intangible assets are recognized at the cost of acquisition or generation. Those with a 
determinable useful life are amortized accordingly on a straight-line basis over a period of up to 
30 years, except where their actual depletion demands a different amortization pattern. 
Determination of the expected useful lives of such assets and the amortization patterns is based 
on estimates of the period for which they will generate cash fl ows and the temporal distribution of 
the cash fl ows within this period. An impairment test is performed if there is an indication of 
possible impairment. 
 
Other intangible assets with an indefi nite life, and intangible assets not yet available for use 
(such as research and development projects) are not amortized, but tested annually for 
impairment. Details of the annual impairment tests are given under “Procedure used in global 
impairment testing and its impact.” 

 

Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 
7.1.3 Indefinite useful life  

 Disclose the carrying amount and reasons supporting the assessment of an indefinite 
useful life (this includes describing the factors that played a significant role in 
determining that the asset has an indefinite useful life). 

7.1.4 Acquired by way of government grant  

 For intangible assets acquired by way of a government grant and initially 
recognised at fair value: 

 the fair value initially recognised for these assets;  
 their carrying amount; and 
 whether they are measured after recognition under the cost model 

or the revaluation model. 
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7.1.5 Other 

 The existence and carrying amounts of intangible assets whose title is restricted and 
the carrying amounts of intangible assets pledged as security for liabilities. 

 The amount of contractual commitments for the acquisition of intangible assets. 

7.2 Revaluations  

 The following should be disclosed when assets are carried at revalued amounts: 

 the effective date of the revaluation (by class); 

 the carrying amount of the revalued intangible assets (by class); 

 the carrying amount that would have been recognised using the cost 
model (by class); 

 the amount of the revaluation surplus that relates to intangible 
assets at the beginning and end of the period, indicating movements 
in the period and any restrictions on the distribution of the balance 
to shareholders; 

 the methods and significant assumptions applied in estimating fair values. 

7.3 Research and development expenditure 

 Disclose the total cost of research and development that has been recognised as 
an expense during the period.  



SESSION 12 – IAS 38 INTANGIBLE ASSETS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1226 

 

Key points summary 

 Intangible assets are identifiable, non-monetary asset without physical 
substance. Essential attributes include control. 

 An intangible is identifiable when it is separable or arises from rights. 

 Intangibles can be acquired by purchase, grant, exchange or internal generation.  

 Usual asset recognition criteria.  Other costs are expensed when incurred. 

 Items expensed include expenditure on own research, brands and internally-
generated goodwill and costs of start-up, training, advertising and relocation.  

 Acquired in-process research and development is an asset. 

 Intangible assets are initially measured at cost.  

 Subsequent expenditure is expensed when incurred. 

 Reinstatement as an intangible asset, at a later date, is prohibited.  

 For recognition of internally-generated intangible assets additional criteria must be 
demonstrated.  

 Subsequent measurement: use cost model or revaluation model. 

 Revaluation model only if fair value exists in an active market (rare). 

 Assess useful life as definite (amortise) or indefinite (not amortised). 

 Amortise to reflect pattern of consumption, otherwise straight line. 

 Test annually for impairment assets not yet in use.  

 Disclosure requirements are comparable to IAS 16,  Also: 

 basis for determining an indefinite life; 
 description and carrying amount of individually material assets; 
 amount of research and development expensed in the current period. 

 

 

Focus 
You should now be able to: 

 distinguish between goodwill and other intangible assets; 

 discuss the nature and possible accounting treatments of internally-generated 
and purchased goodwill;  

 define the criteria for the initial recognition and measurement of intangible assets; 

 describe and apply the requirements of international accounting standards to 
internally generated assets other than goodwill (e.g. research and development); and 

 explain the subsequent accounting treating. 
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Activity solutions 

Solution 1 – Tangible versus intangible assets 

(1) Tangible: the operating system (e.g. DOS or Windows) of a personal 
computer is an integral part of the related hardware and should be accounted 
for under IAS 16 Property, Plant and Equipment. 

(2) Intangible: such computer software (e.g. QuarkXpress) is not an integral part 
of the hardware on which it is used. 

(3) Tangible: specialised software integrated into production line “robots” is 
similar in nature to (1). 

(4) Intangible: companies developing “firewall” software to protect their own 
websites may also sell the technology to other companies. 

Solution 2 – Research and development write-off 

The following costs should be written off: 
 $    

Building depreciation (400,000  4%) 
Wages and salaries of research staff 
Equipment depreciation (60,000  50%) 

16,000 
2,355,000 

30,000 
_____________ 

2,401,000 
–––––––– 

 

Solution 3 – Maximum carry forward 

Cost 

(1) This is research expenditure which cannot be capitalised under any 
circumstances and must therefore be expensed in profit or loss. 

(2) Initially recognise cost $60,000.  Residual value is presumed to be zero. 

Amortisation 

Amortise from 1 April 2013 for a period of 5 years. 

Charge for 4 months is: 4/60 × $60,000 = $4,000 

Carrying amount 

$60,000 – $4,000  =  $56,000. 

 Commentary 

This is the maximum carry forward, assuming no impairment. 
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Overview 

Objective   

 To explain the meaning of investment properties. 

 To explain the accounting rules for these assets. 

 

 

 

 

MEASUREMENT 
SUBSEQUENT TO 

INITIAL RECOGNITION 
DISCLOSURE 

INVESTMENT 
PROPERTIES 

 Rule 
 Fair value model 
 Cost model 
 Change in method 
 Transfers 
 Disposals 

RECOGNITION

 Rule 
 Initial measurement 
 Meaning of cost 
 Subsequent expenditure 

 Objective 
 Definitions 
 Examples 
 Scope 

 All circumstances 
 Fair value model 
 Cost model 
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1 Investment properties 

1.1 Objective  

 IAS 40 prescribes the accounting treatment for investment property and 
related disclosure requirements. 

 Commentary 

It applies to investment properties (as defined) held by all entities – not only 
those held by entities specialising in owning such property. 

1.2 Definitions 

 Investment property is property (land or a building – or part of a building – or 
both) held (by the owner or by the lessee under a finance lease): 

 to earn rentals; or 
 for capital appreciation (or both), 

not 

 for use in the production or supply of goods or services or for 
administrative purposes (“owner-occupation”); or 

 for sale in the ordinary course of business (i.e. inventory). 

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

1.3 Examples 

 Investment property includes: 

 land held for long-term capital appreciation rather than for short-
term sale in the ordinary course of business; 

 land held for a currently undetermined future use; 

 a building owned by the reporting entity (or held under a finance 
lease) and leased out under operating leases;  

 a building that is vacant but is held to be leased out; and 

 property that is being constructed or developed for future use as an 
investment property. 

 The following do not meet the definition of investment property: 

 property intended for sale in the ordinary course of business; 
 property being constructed for third parties (see IAS 11 Construction Contracts); and 
 owner-occupied property (see IAS 16 Property, Plant and Equipment). 
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1.4 Scope 

 IAS 40 applies the recognition, measurement and disclosure of investment 
properties. 

 It applies in the measurement of investment properties held: 

 by a lessee under a finance lease, and 
 by a lessor and leased out under an operating lease. 

 Commentary 

When measuring an investment property at fair value an entity should apply 
IFRS “13 Fair value measurement”. 

 IAS 40 does not deal with matters covered by IAS 17 Leases. 

 Commentary 

IAS 17 requires that if an asset obtained through a lease is treated as an 
investment property by the lessee then: 

 that lease must be treated as a finance lease; and 
 the investment property is measured using the fair value model (IAS 40). 

 IAS 40 does not apply to: 

 Biological assets in respect of agricultural activity; and 
 Mineral rights and reserves and similar non-regenerative resources. 

2 Recognition 

2.1 Rule 

 Investment property should be recognised as an asset when: 

 it is probable that the future economic benefits that are attributable 
to the investment property will flow to the entity; and 

 the cost or fair value of the investment property can be measured reliably. 

 
Commentary 

These are the rules that come from the “Framework”.  Cost is unlikely to be a problem. 

2.2 Initial measurement 

 An investment property should be measured initially at its cost, which is the 
fair value of the consideration given for it.  Transaction costs are included in 
the initial measurement. 
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2.3 Meaning of cost 

 The cost of a purchased investment property comprises its purchase price, and any 
directly attributable expenditure.  Directly attributable expenditure includes, for 
example, professional fees for legal services and property transfer taxes. 

 If a company uses the fair value model (see later) and is self-constructing an investment 
property then it should value that property at fair value during construction. 

 IAS 40 allows that if fair value cannot be measured reliably during construction 
then the property can be valued at cost until construction is complete. 

 When construction is complete the property should be valued at its fair value. 

2.4 Subsequent expenditure 

 Day to day costs of running the investment property are recognised as an 
expense as incurred. 

 If a part of an investment property requires replacement during the useful life 
of the property the replacement part is capitalised when the cost is incurred as 
long as the recognition criteria are met.  Any value remaining in respect of 
the replaced part will be de-recognised as the new cost is capitalised. 

 
Commentary 

This replacement of components principle is the same as that applied to other 
non-current assets (IAS 16). 

3 Measurement subsequent to initial recognition 

3.1 Rule 

 An entity should choose either: 

 the fair value model; or 
 the cost model. 

3.2 Fair value model 

3.2.1 Application of the model 

 IAS 40 prescribes when to use fair value; IFRS 13 Fair Value Measurement defines fair 
value and how it should be measured.   

 Fair value is defined as “the price that would be received to sell an asset (or paid to 
transfer a liability) in an orderly transaction between market participants at the 
measurement date”.  After initial recognition, an entity that chooses the fair value 
model should measure all of its investment property at its fair value except in 
exceptional circumstances. 

 A gain or loss arising from a change in the fair value of investment property 
should be included in profit or loss for the period in which it arises.   
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Commentary 

This is known as “marking to market”. 

 The fair value should reflect the actual market and circumstances at the end 
of the reporting period, not as of either a past or future date.   

3.2.2 Fair value measurement considerations  

 The fair value of investment property should reflect, for example, rental 
income from current leases and other assumptions that market participants 
would use to price it, under current market conditions. 

3.2.3 Exceptional circumstances 

 There is a rebuttable presumption that an entity will be able to measure the 
fair value of an investment property reliably on a continuing basis. 

 However, in exceptional cases, there is clear evidence when an entity first 
acquires an investment property (or when an existing property first becomes 
investment property) that the entity will not be able to measure its fair value 
reliably on a continuing basis. 

 Commentary 

This arises only when the market for comparable properties is inactive (i.e. 
price quotations are not current or observed prices indicate that the seller 
was forced to sell) and there is no alternative reliable measurement (e.g. 
based on discounted future cash flows). 

 In such cases, the entity measures that investment property using the cost 
model in IAS 16 until the disposal of the investment property.  The residual 
value of the investment property should be assumed to be zero. 

 Commentary 

This is because no market is expected in which to sell it. 

 The entity measures all its other investment property at fair value.   

 Commentary 

The term revaluation should not be used when discussing the fair value model 
under IAS 40.  Revaluation is an IAS 16/38 accounting policy and fair value is a 
method of valuing investment property under IAS 40. 
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Illustration 1 

15 INVESTMENT PROPERTIES (extract) 
 2010

€ 
2009 

€ 

Fair value at beginning of the year 854,841,000 1,007,692,300 
Acquisitions and capital expense  104,623 462,011 
Fair value adjustment (51,020,623) (152,852,014) 
Disposal of investment property – (320,000) 
Loss on disposal of investment property – (141,297) 
Fair value at end of the year 803,925,000 854,841,000 
 
It is the Group’s policy to carry investment property in accordance with IAS 40 ‘Investment Property’. 
Investment property was valued at 31 March 2010 by CBRE, external valuer to the Group. CBRE have 
consented to the use of its name in these financial statements. These valuations have been incorporated into the 
financial statements and have been carried out in accordance with the Royal Institution of Chartered Surveyors’ 
(“RICS”) Valuation Standards, Sixth Edition. 

The valuations have been prepared on the basis of market value which is defined as: 

“The estimated amount for which a property should exchange on the date of valuation between a willing buyer 
and a willing seller in an arm’s-length transaction after proper marketing wherein the parties had each acted 
knowledgeably, prudently and without compulsion.” 

CBRE has valued the properties individually and no account has been taken of any discount or premium that 
may be negotiated in the market if all or part of the portfolio was to be marketed simultaneously, either in lots or 
as a whole.  

Develica Deutschland Limited 
ANNUAL REPORT AND ACCOUNTS 2010 

 

 

3.3 Cost model 

 After initial recognition, an entity that chooses the cost model should measure all 
of its investment property using the cost model in IAS 16 (that is at cost less any 
accumulated depreciation and less any accumulated impairment losses). 

 Commentary 

Note that investment properties meeting the IFRS 5 criteria to be classified as 
held for sale are measured in accordance with IFRS 5 “Non-current Assets 
Held for Sale and Discontinued Operations”. 

 An entity that chooses the cost model should disclose the fair value of its 
investment property.   

3.4 Change in method 

 A change from one model to the other model should be made only if the change will 
result in a more appropriate presentation.  IAS 40 states that this is highly unlikely to be 
the case for a change from the fair value model to the cost model.   
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3.5 Transfers 

 Transfers to and from investment property should be made when and only 
when there is a change in use evidenced by commencement of: 

 owner occupation – for a transfer from investment property to 
owner occupied property; 

 development with a view to sale – for a transfer from investment 
property to inventories; 

 Commentary 

The above transfers will be at fair value under IAS 40’s fair value model. 

 End of owner occupation – for a transfer from owner occupied 
property to investment property; 

 Commentary 

Any revaluation surplus up to the date of transfer will be recognised in other 
comprehensive income and presented in equity. 

 Commencement of an operating lease to another party – for a 
transfer from inventories to investment property. 

3.6 Disposals 

 An investment property should be derecognised (i.e. eliminated from the statement of 
financial position) on disposal or when the investment property is permanently 
withdrawn from use and no future economic benefits are expected from its disposal. 

Worked example 1 

A company has four investment properties, A, B, C and D which are accounted for as 
follows:   

“Investment properties are valued on a portfolio basis at the fair value at the end for the 
reporting period, with any net gain recognised in the investment property revaluation 
surplus.  Only net losses on revaluation are recognised in profit or loss.” 

At 1 January 2012, the carrying amounts of each of the four properties were $100m.  
At 31 December 2012, following a professional appraisal of value, the properties were 
valued at: 

A $140m 
B $130m 
C $95m 
D $90m 

Required: 

Explain how applying IAS 40 would change the financial statements of the 
company. 
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Worked solution 1 

Under the company’s existing accounting policy, the investment properties in the 
statement of financial position at 31 December 2012 would be carried at a total of 
$455m, and the net gain would be recorded in the revaluation surplus (455 – 400 = 55). 

Applying IAS 40, the company would still carry the properties at $455m, but the entry 
in profit or loss (not revaluation surplus) would be: 

Net gain in fair value of investment properties ($70m – $15m) $55m 

 

Activity 1 
 

An investment property company has been constructing a new cinema.  At 31 
December 2012, the cinema was nearing completion, and the costs incurred to date 
were: 

  $m 
Materials, labour and sub-contractors  14.8 
Other directly attributable overheads 2.5 
Interest on borrowings 1.3 

It is the company’s policy to capitalise interest on specific borrowings raised for the 
purpose of financing a construction.  The amount of borrowings outstanding at 31 
December 2012 in respect of this project is $18m, and the annual interest rate is 9.5%. 

During the three months to 31 March 2013 the cinema was completed, with the 
following additional costs incurred: 

  $m 
Materials, labour and sub-contractors $1.7 
Other overhead $0.3 

The company was not able to measure the fair value of the property reliably during the 
construction period and so valued it at cost pending completion (as allowed by IAS 
40). 

On 31 March 2013, the company obtained a professional appraisal of the cinema’s fair 
value, and the valuer concluded that it was worth $24m.  The fee for his appraisal was 
$0.1m, and has not been included in the above figures for costs incurred during the 
three months. 

The cinema was taken by a national multiplex chain on an operating lease as at 1 April 
2013, and was immediately welcoming capacity crowds.  Following a complete 
valuation of the company’s investment properties at 31 December 2013, the fair value 
of the cinema was established at $28m. 

Required: 

Set out the accounting entries in respect of the cinema complex for the year ended 
31 December 2013. 
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4 Disclosure 

4.1 All circumstances 

 Classification criteria (to distinguish owner-occupied, investment property, 
property held for sale in situations where classification is difficult). 

 Methods and assumptions used to measure fair value. 

 Extent of involvement of independent, professional and recently experienced valuers in 
the measurement of fair value (whether used as measurement basis or disclosed). 

 Amounts included in profit or loss for: 

 Rental income 
 Direct operating expenses from rented property 
 Direct operating expenses from non-rented property 

 Restrictions on realisability of property or remittance of income/disposal proceeds. 

 Material contractual obligations: 

 to purchase, construct or develop investment property; or 
 for repairs, maintenance or enhancements. 

4.2 Fair value model 

 Reconciliation between opening and closing carrying amount of investment 
property held at fair value. 

 Any investment property that is not carried at fair value should be similarly 
subject to reconciliation separately from other properties, and additional 
disclosures made (e.g. including an explanation of why it is an exception). 

4.3 Cost model 

 Depreciation methods used. 

 Useful lives or depreciation rates used. 

 Gross carrying amount, accumulated depreciation and impairment losses at 
beginning and end of period. 

 Reconciliation of brought forward and carried forward amounts. 

 The fair value of investment property (or an explanation why it cannot be measured). 
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Key point summary 

 Investment property is held for rentals and/or capital appreciation.  Includes 
interests held under an operating lease if conditions are met. 

 Owner-occupied property is excluded (unless portion is insignificant). 

 Property rented to group companies is not investment property in consolidated 
financial statements.  

 Usual recognition, initial measurement and disposal provisions apply.  

 Subsequent measurement: fair value or cost model for all properties. 

 Change is permitted only for more appropriate presentation (i.e. from cost to fair 
value model).  

 Fair value model: 

 includes fair value gains and losses in profit or loss for the period; 
 reflects actual market circumstances at reporting date; 
 has rebuttable presumption (continuing reliable fair value); 
 uses fair value until disposal.   

 Cost model may be applied to property under construction.  

 If fair value cannot be measured reliably  use cost model (IAS 16) and assume 
zero residual value (until its disposal).  

 Transfers to/from investment property are only made on a change in use; 

 to owner-occupied or inventory (fair value becomes “cost”); 
 to investment property (IAS 16 applies to date of reclassification). 

 Transfers under cost model do not change carrying amount.  

 Disclosures include significant assumptions, use of qualified independent valuer, 
rental income, contractual obligations, restrictions on sale, a reconciliation 
between carrying amounts (including transfers). 

 Additional disclosures for fair value model include significant adjustments to an 
external valuation and cost model exceptions. 

 Additional disclosures for cost model include depreciation and fair values (range 
of estimates if not reliably measurable). 

 

 

Focus 

You should now be able to: 

 discuss the way in which the treatment of investment properties differs from other properties; 

 apply the requirements of international accounting standards to investment properties. 
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Activity solution 

Solution 1 

 
Commentary 

On 1 January 2013 the property would have been valued at its cost of $18.6m as 
the fair value was not measurable during the period of construction. 

Costs incurred in the 3 months to 31 March 2013 

      $m $m 
Dr Asset under construction   1.7 
 Cr Cash/Payables    1.7 
 
Dr Asset under construction   0.3 
 Cr Cash/Payables    0.3 
 
Dr Asset under construction   0.43 
 Cr Interest expense    0.43 
 
WORKING 

Outstanding borrowings  $18m 
Interest for 3 months  $18m × 3/12 × 9.5% = 0.43m 
 
Accumulated costs at the date of transfer into investment properties 

  $m 
Costs to 31 December 2012 (14.8 + 2.5 + 1.3) 18.6 
Costs to 31 March 2013 (1.7 + 0.3 + 0.43) 2.43 
  ________ 

Investment property at cost 21.03 
  ________ 

      $m $m 
Dr Investment property   2.97 
 Cr Profit or loss    2.97 
  
 Being the increase from cost to fair value on completion of the property. 

 

 
Commentary 

The receipt of the professional valuation at 31 March 2013 has not improved the profit 
earning potential of the asset.  The property will be valued at fair value once construction is 
complete and the gain will be recognised in profit or loss at 31 March 2013. 

At 31 December 2013 

      $m $m 
Dr Investment property (28 – 24)  4 
 Cr Profit or loss    4 
  
 Being the increase in fair value following the first subsequent re-measurement. 

  



SESSION 13 – IAS 40 INVESTMENT PROPERTIES 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1312 

 

 

 



    SESSION 14 – IAS 41 AGRICULTURE     

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1401 

Overview 

Objective  

 To explain the fair value model to agricultural accounting, including: 

 when to recognise a biological asset or agricultural produce; 

 at what value; and 

 how to account for differences in value between the ends of two reporting 
period. 

 

 

 

Presentation 
Disclosure 
 

PRESENTATION 
AND  

DISCLOSURE 

Recognition 
Measurement 
Gains and losses 
If fair value cannot 

be determined 

GOVERNMENT 
GRANTS 

AGRICULTURAL 
ACTIVITY 

Objective 
Scope 
Definitions 
Features 

RECOGNITION 
AND 

MEASUREMENT 

 

 
 

 



SESSION 14 – IAS 41 AGRICULTURE 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1402 

1 Agricultural activity 

1.1 Objective  

 The standard prescribes the accounting treatment and the presentation and 
disclosures related to agricultural activity.  

1.2 Scope 

 IAS 41 covers the following relating to agricultural activity: 

 biological assets; 

 agricultural produce at the point of harvest; 

 Commentary 

After the point of harvest such produce falls under IAS 2 “Inventories”. 

 government grants as described in the standard. 

 Commentary 

In summary, these are recognised as income when receivable. 

 IAS 41 does not cover: 

 land related to agricultural activity (see IAS 16); or 
 intangible assets related to agricultural activity (see IAS 38). 

1.3 Definitions 

 Agricultural activity is the management by an entity of the biological 
transformation of biological assets for sale, into agricultural produce, or into 
additional biological assets. 

 Commentary 

Agricultural activity covers a diverse range of activities, including raising 
livestock, forestry, annual or perennial cropping, cultivating orchards and 
plantations, fish farming, etc. 

 A biological asset is a living animal or plant. 

 Biological transformation comprises the processes of growth, degeneration, 
production, and procreation that cause qualitative and quantitative changes in 
a biological asset. 

 Harvest is the detachment of produce from a biological asset or the cessation 
of a biological asset’s life processes.  

 Agricultural produce is the harvested product of the entity’s biological assets. 



SESSION 14 – IAS 41 AGRICULTURE 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1403 

1.4 Features 

 The common features of agricultural activity are: 

 Capability to change – living animals and plants are capable of 
biological transformation; 

 Management of change – management facilitates biological 
changes by enhancing or stabilising conditions (i.e. temperature, 
moisture, nutrient levels, fertility and light); 

 Measurement of change – the change in quality (i.e. ripeness, 
density, fat cover, genetic merit) or quantity (weight, fibre length, 
cubic metres, and number of buds). 

 Commentary 

Harvesting from an unmanaged source (e.g. fish from the sea) is not an 
agricultural activity (and is therefore outside the scope of the standard). 

2 Recognition and measurement 

2.1 Recognition 

 An entity should recognise a biological asset when, and only when: 

 The entity controls the asset as a result of past event; 

 Commentary 

For example through legal ownership.  In the case of livestock, this may be 
evidenced by “branding”. 

 It is probable that future economic benefits associated with the asset 
will flow to the entity; and 

 The fair value can be measured reliably. 

2.2 Measurement 

 A biological asset is measured: 

 on initial recognition AND at the end of each reporting period; 

 at its fair value less estimated costs to sell, except where the fair 
value cannot be measured reliably. 

 Agricultural produce harvested from an entity’s biological assets is measured at: 

 fair value; less 
 estimated costs to sell at the point of harvest. 

 Commentary 

This measure is “cost” at that date when applying IAS 2 or another applicable IFRS. 
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Illustration 1 

A farmer owned a dairy herd, of two-year old cows, at 1 January 2012.  The number of 
cows in the herd was 120.  The fair value of the herd at this date was $6,240.  The fair 
values of two-year and three year old animals at 31 December 2012 are $58 and $76, 
respectively. 

Separating out the value increases of the herd into those relating to price change and 
those relating to physical change gives the following valuation: 

  $    

Fair value at 1 January 2012 6,240 
Increase due to price change (120 × ($58 – $52)) 720 
Increase due to physical change (120 × ($76 – $58)) 2,160 
  _______ 

Fair value at 31 December 2012 9,120 
  _______ 

 

 

2.2.1 Costs to sell  

 These include: 

 commissions to brokers/dealers; 
 levies by regulatory agencies; and 
 transfer taxes and duties. 

 They do not include transport and other costs necessary to get the asset to the market. 

2.2.2 Fair value considerations   

 When applying fair value to biological assets and agricultural produce an the 
requirements of IFRS 13 Fair Value Measurement should be applied. 

 Cost may sometimes approximate fair value, particularly when: 

 little biological transformation has taken place since initial cost 
incurrence (i.e. for fruit tree seedlings planted immediately before the 
end of the reporting period); or 

 the impact of the biological transformation on price is not expected to be 
material (i.e. initial growth in a 30 year pine plantation production cycle). 
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2.3 Gains and losses 

 A gain or loss arising on the following should be included in profit or loss 
for the period in which it arises: 

 initial recognition of a biological asset at fair value less costs to sell 
(as costs to sell need to be deducted); 

 a change in fair value less estimated costs to sell of a biological asset; 

 initial recognition of agricultural produce at fair value less 
estimated costs to sell. 

2.4 If fair value cannot be determined 

 There is a presumption that fair value can be measured reliably for biological assets. 

 Commentary 

This presumption can only be rebutted on initial recognition when quoted market 
prices are not available and alternative fair value measurements are clearly 
unreliable. 

 If rebutted, the biological asset must be valued at cost less accumulated 
depreciation and any impairment losses. 

 Once the fair value of the asset can be reliably determined it is measured at 
fair value less estimated costs to sell. 

 Commentary 

For a non-current biological asset that meets IFRS 5 criteria to be classified 
as held for sale, reliable measurement of fair value is presumed. 
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Illustration 2 

11.  Biological Assets (extract) 
Biological assets consist of tree plantations. The group has 94 hectares of trees planted for 
experimental purposes. Trees will be harvested for sale when experimental work is 
completed and they have reached maturity. 
 GROUP PARENT 
 ACTUAL

2011
$000

ACTUAL
2010
$000

ACTUAL 
2011 
$000 

ACTUAL
2010
$000

Carrying amount 1 July 482 405 482 405
Gain from changes in fair value less 
estimated point-of-sale costs 315 77

 
315 77

Carrying amount 30 June 797 482 797 482
 

No agricultural assets have been harvested during the year. 
 
The tree plantations were valued as at 30 June 2011 by PF Olsen Limited, an independent 
forestry management and consultancy company. 
 
The valuation method for immature trees is the net present value of future net harvest 
revenue less estimated costs of owning, protecting, tending and managing trees. For mature 
trees fair value is deemed to be the net harvest revenue value. 

 
NOTES TO AND FORMING PART OF THE FINANCIAL STATEMENTS

FOR THE YEAR ENDED 30 JUNE 2011 

Scion Annual Report 2011

 

 

Activity 1 
 

As at 31 December 2011, a plantation consists of 100 Insignis Pine trees that were 
planted 10 years earlier.  Insignis Pine takes 30 years to mature, and will ultimately be 
processed into building material for houses or furniture.  The entity’s weighted average 
cost of capital is 6% per annum. 

Only mature trees have established fair values by reference to a quoted price in an 
active market.  The fair value (inclusive of current transport costs to get 100 felled trees 
to market) for a mature tree of the same grade as in the plantation is: 

As at 31 December 2011:  $171 
As at 31 December 2012:  $165 

Required: 

(a) Assuming immaterial cash flow between now and the point of harvest, 
estimate the fair value of the plantation as at: 

(i) 31 December 2011; and 
(ii) 31 December 2012. 

(b) Analyse the gain between the ends of the two reporting periods into: 

(i) a price change; and 
(ii) a physical change. 
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Solution 

(a) Estimate of fair value 

(i) 31 December 2011 

The mature plantation would have been valued at  

(ii) 31 December 2012 

The mature plantation would have been valued at  

(b) Analysis of gain 

The difference in fair value of the plantation between the two reporting 
periods is   

This will be recognised as follows: 

(i) Price change 

  $    
Value at prices prevailing as at the end of the current reporting period    

Less 

Value at prices prevailing as at the end of the previous reporting period 
 ________ 

Gain/(Loss)  
 ________ 

(ii) Physical change 

  $    
Value in its state as at the end of the current reporting period  

Less 

Value in its state as at the end of the previous reporting period 
 ________ 

Gain/Loss  
 ________ 
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3 Government grants 

 An unconditional government grant related to a biological asset measured at 
its fair value less estimated costs to sell is recognised as income when, and 
only when the government grant becomes receivable. 

 If a government grant related to a biological asset measured at its fair value less 
estimated costs to sell is conditional (including restrictions on engaging in a specified 
agricultural activity), income is recognised when, and only when, the conditions 
attaching to the grant are met. 

4 Presentation and disclosure 

4.1 Presentation 

 An entity should present the carrying amount of its biological assets 
separately in its statement of financial position. 

4.2 Disclosure 

4.2.1 General 

 The aggregate gain or loss arising during the current period on initial 
recognition of biological assets and agricultural produce and from the change 
in the fair value less estimated costs to sell of biological assets. 

 A description of each group of biological assets. 

 If not disclosed elsewhere in the financial statements: 

 the nature of its activities involving each group of biological assets; and  

 non-financial measures or estimates of the physical quantities of: 

 each group of biological assets at the end of the reporting period; 
 output of agricultural produce during the period. 

 The existence and carrying amount of biological assets whose title is restricted, and 
the carrying amounts of biological assets pledged as security for liabilities. 

 The amount of commitments for the development or acquisition of biological assets. 
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Illustration 3  

1.1  Summary of Significant Accounting Policies (extract) 
 
 f)  Biological Assets 

Biological assets consist entirely of tree plantations which are measured at fair 
value less any point of sale costs.  Gains and losses arising on initial 
recognition or change in fair value, less estimated point of sale costs, are 
included in profit and loss in the period in which they arise. 
 
The fair value of tree plantations is determined by an independent valuer. 
 
The valuation method for immature trees is the net present value of future net 
harvest revenue less estimated costs of owning, protecting, tending and 
managing trees. For mature trees fair value is deemed to be the net harvest 
revenue value. 
 

NOTES TO AND FORMING PART OF THE FINANCIAL STATEMENTS 
FOR THE YEAR ENDED 30 JUNE 2011 

Scion Annual Report 2011 

 

 
 Financial risk management strategies related to agricultural activity. 

 A reconciliation of changes in the carrying amount of biological assets 
between the beginning and the end of the current reporting period, including: 

 the gain or loss arising from changes in fair value less estimated costs to sell; 
 increases due to purchases and business combinations; 
 decreases due to sales and biological assets classified as held for sale; 
 net exchange differences arising on the translation of financial statements of a 

foreign entity. 
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Illustration 4 
 

Notes to the Group annual financial statements  
Note 10 
FOR THE YEAR ENDED 30 JUNE 2012 

  

    

Year   
ended   

30 June   
2012   

Rm   

Year  
ended  

30 June  
2011  

Rm  

10 BIOLOGICAL ASSETS     

  Opening carrying amount  53 57 

  Increase due to feed and production costs   968 303 

 Decrease due to losses  (46) –  

  Decrease due to sales   (866) (297)

 Change in fair value (12) (10)

  Closing carrying amount   97 53

 Less: Non-current portion (refer note 10.5) (8) (7)

 Current portion 89 46

  
10.1 The biological assets comprise live breeding chicken birds, live broilers 

and sugar cane roots in various phases of growth. The biological assets 
are measured at fair value, based on market prices less costs to sell.  

 

  

 

Integrated Annual Report 2011    

 

4.2.2 If fair value cannot be measured reliably 

 If the entity measures biological assets at their cost less any accumulated 
depreciation and any accumulated impairment losses: 

 A description of the biological assets; 
 An explanation of why the fair value cannot be measured reliably; 
 If possible, the range of estimates within which fair value is likely to lie; 
 The depreciation method used and the useful lives or depreciation rates used; 
 Any gain or loss recognised on disposal; 
 The impairment losses or reversals recognised in the period; 
 Depreciation charged in the period; 
 The gross carrying amount and the accumulated depreciation (and 

impairment losses) at the beginning and end of the reporting period. 

4.2.3 If fair value becomes reliably measurable 

 A description of the biological assets. 

 An explanation of why fair value has become reliably measurable. 

 The effect of the change. 

4.2.4 Government grants  

 The nature and extent of government grants recognised in the financial statements. 

 Unfulfilled conditions and other contingencies attaching to government grants. 

 Significant decreases expected in the level of government grants. 



SESSION 14 – IAS 41 AGRICULTURE 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1411 

Key point summary 

 A “biological asset” is living; “agricultural produce” is harvested.  

 “Costs to sell” are incremental costs directly attributable to disposal (excluding 
finance costs and income taxes). 

 Initial recognition criteria are control, probability of future benefits and reliable 
measurement of fair value or cost. 

 Measurement is generally at fair value less costs to sell. 

 Gains and losses are included in profit or loss. 

 Presumption that fair value can be measured reliably is only rebuttable for initial 
recognition of a biological asset without an estimable market value.  Cost model is 
then used. 

  Unconditional government grants are recognised in profit and loss when 
receivable.  Conditional grants are recognised when conditions are met. 

 

 

 

Focus 

You should now be able to: 

 recognise the scope of international accounting standards for agriculture; 

 discuss the recognition and measurement criteria including treatment of gains 
and losses, and the inability to measure fair value reliably; 

 identify and explain the treatment of government grants, and the presentation 
and disclosure of information relating to agriculture; 

 report on the transformation of biological assets and agricultural produce at 
the point of harvest; 

 account for agriculture-related government grants. 



SESSION 14 – IAS 41 AGRICULTURE 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1412 

Activity solution 

Solution 1 

(a) Estimate of fair value 

(i) 31 December 2011 

The mature plantation would have been valued at $17,100: 
2006.1

100,17
  =  $5,332 

(ii) 31 December 2012 

The mature plantation would have been valued at $16,500: 
1906.1

500,16
  =  $5,453 

(b) Analysis of gain 

The difference in fair value of the plantation between the two reporting 
periods is 121 (5,453 – 5,332) which will be recognised as a gain in the 
statement of profit or loss, analysed as follows: 

(i) Price change 

 Commentary 

Relates to the biological asset’s state as at the previous end of the reporting period. 

  $    
Value at prices prevailing as at the end of the current reporting period   

2006.1

500,16
  = 5,145 

Less 

Value at prices prevailing as at the end of the previous reporting period 5,332 
 ________ 

Loss (187) 
 ________ 

(ii) Physical change 

 Commentary 

This is calculated at current prices. 

  $    

Value in its state as at the end of the current reporting period 5,453 

Less 

Value in its state as at the end of the previous reporting period (as in (i)) 5,145 
 ________ 

Gain  308 
 ________ 
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Overview 

Objective  

 To give guidance on the recognition and reversal of impairment losses. 
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1 Introduction 

1.1 Objective of the standard 

 Prudence is a widely applied concept in the preparation of financial statements.  A specific 
application of prudence is that assets should not be carried in the statement of financial 
position at a value exceeding the cash flows expected to be generated in the future. 

 Several standards (IAS 16, IAS 28 and IFRS 11) include a requirement that states that if 
the recoverable amount of an asset is less than its carrying value (“impairment”), then the 
carrying value should be written down immediately to this recoverable amount. 

 IAS 36 prescribes detailed procedures to be followed in terms of identifying impairments 
and accounting for them.  It applies to all assets (including subsidiaries, associates and 
joint ventures) except those covered by the specific provisions of other statements, i.e: 

 inventories (IAS 2); 
 assets arising from construction contracts (IAS 11); 
 deferred tax assets (IAS 12); 
 assets arising from employee benefits (IAS 19); 
 financial assets within the scope of IFRS 9; 
 investment property measured at fair value (IAS 40); 
 biological assets measured at fair value less costs of disposal (IAS 41); 
 non-current assets classified as held for sale (IFRS 5). 

1.2 Definitions 

 An impairment loss – is the amount by which the carrying amount of an asset 
exceeds its recoverable amount. 

 Recoverable amount – is the higher of an asset’s fair value less costs of 
disposal and its value in use.  

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

 Value in use – is the present value of the future cash flows expected to be 
derived from an asset (or cash-generating unit).  

 Commentary 

The above definitions apply to “an asset” that is a “cash-generating unit”. 

 A cash-generating unit – is the smallest identifiable group of assets that 
generates cash inflows that are largely independent of the cash inflows from 
other assets or groups of assets.  

 Commentary 

The concept of a cash-generating unit is a solution to the problem of 
measuring value in use and comparison with carrying value. 



SESSION 15 – IAS 36 IMPAIRMENT OF ASSETS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1503 

2 Basic rules 

2.1 All assets 

 At the end of each reporting period an entity should assess whether there is any 
indication that an asset (or cash-generating unit) may be impaired.  If any such 
indication exists, the entity should estimate the recoverable amount of the asset. 

 If no indications of a potential impairment loss are present there is no need to make 
a formal estimate of recoverable amount, except for certain intangible assets. 

2.2 Intangible assets  

 The following intangible assets must be tested annually for impairment regardless 
of whether there is any indication of impairment: 

 those with an indefinite useful life; 
 those not yet available for use; 
 goodwill acquired in a business combination. 

  Commentary 

The impairment tests for these assets may be performed at any time during an annual period, 
provided they are performed at the same time every year.  Note that all other assets 
(including intangibles that are amortised) are tested at the end of the financial period.  

 Where an intangible asset with an indefinite life forms part of a cash-
generating unit and cannot be separated, that cash-generating unit must be 
tested for impairment at least annually. 

 Commentary 

Or whenever there is an indication that the cash-generating unit may be impaired. 

2.3 Indications of potential impairment loss 

 An entity should consider the following indications of potential impairment 
loss – both external and internal – as a minimum. 

2.3.1 External sources of information   

 Observable indications that, during the period, an asset’s value has declined 
significantly more than would be expected as a result of the passage of time 
or normal use. 

Illustration 1 

Meade Inc owns a subsidiary called Lee.  Lee is a property development company with 
extensive holdings in Malaysia.  The Malaysian economy has moved into a deep 
recession. 

The recession is an indication that the carrying value of Lee in Meade’s accounts might 
be greater than the recoverable amount.  Meade must make a formal estimate of the 
recoverable amount of its investment in Lee. 
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 Significant changes with an adverse effect on the enterprise have taken place 
during the period, or will take place in the near future, in the technological, 
market, economic or legal environment in which the enterprise operates. 

Illustration 2 

Buford Inc is involved in the manufacture of steel.  It owns a steel production facility 
constructed in 2005.  The facility has ten blast furnaces each of which is being written 
off over 30 years from the date of construction. 

Recent technological innovations have resulted in a new type of furnace coming onto 
the market.  This furnace offers efficiency improvements which the manufacturers 
claim will reduce the unit cost of a tonne of steel by 15-20%.  The company that 
supplied the furnaces for Buford has recently introduced a series of price cutting 
measures to try to preserve its own market share. 

The market for the grade of steel that Buford produces is very price sensitive and price 
is often used as a basis of competition in this market.  A major competitor has 
announced that it is constructing a new plant that will utilise the new technology. 

The existence of the new technology and the announcement by the competitor are 
indications that Buford’s blast furnaces might be impaired.  Buford should make a 
formal estimate of the recoverable amount of its blast furnaces (or possibly the 
production plant as a whole if it is deemed to be a cash-generating unit – see later). 

 

 
 Market interest rates or other market rates of return on investments have 

increased during the period, and those increases are likely to affect the 
discount rate used in calculating an asset’s value in use and decrease the 
asset’s recoverable amount materially. 

Illustration 3 

Gibbon Inc owns a 60% holding in Pickett, an unquoted entity.  Both entities operate in 
a country with a stable economy.  The government of the country has recently 
announced an increase in interest rates. 

The increase in interest rates will cause a fall in value of equity holdings (all other 
things being equal).  This is due to the fact that risk free investments offer a higher 
return making them relatively more attractive.  The market value of equity will adjust 
downwards to improve the return available on this sort of investment. 

The increase in interest rates is an indication that Gibbon’s holding in Pickett might be 
impaired.  Gibbon should make a formal estimate of the recoverable amount of its 
interest in Pickett. 
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 The carrying amount of the net assets of the reporting entity is more than its 
market capitalisation. 

Illustration 4 

Sickles Inc is a listed entity.  The carrying value of its net assets is $100m.  The market 
capitalisation of the entity has recently fallen to $80m. 

The value of the entity as compared to the carrying value of its net assets indicates that 
its assets might be impaired.  Sickles should make a formal estimate of the recoverable 
amount of its assets. 

 

 

2.3.2 Internal sources of information  

 Evidence is available of obsolescence or physical damage. 

Illustration 5  

Custer Inc manufactures machinery.  It makes use of a large number of specialised 
machine tools.  It capitalises the machine tools as a non-current asset and starts to 
depreciate the tools when they are brought into use. 

A review of the non-current asset register in respect of machine tools has revealed that 
approximately 40% of the value held relates to machine tools purchased more than two 
years ago and not yet brought into use. 

The age of the machine tools and the fact that they have not yet been brought into use 
is an indication that the asset may be impaired.  Custer should make a formal estimate 
of the recoverable amount of its machine tools. 

 

 
 Significant adverse changes have taken place during the period, or are 

expected to take place in the near future, in the extent to which, or manner in 
which, an asset is used or is expected to be used. 

Illustration 6 

Hood is a small airline.  It owns a Dash 8 aircraft which it purchased to service a 
contract for passenger flights to a small island.  The rest of its business is long-haul 
freight shipping. 

It has been informed that its licence to operate the passenger service will not be 
renewed after the end of this current contract which finishes in 6 months time.  It is 
proposing to use the aircraft in a new business venture offering pleasure flights. 

The change in the use of the asset that is expected to take place in the near future is an 
indication that the aircraft may be impaired.  Hood should make a formal estimate of 
the recoverable amount of its Dash 8 aircraft. 
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 Evidence is available from internal reporting that indicates that the economic 
performance of an asset is, or will be, worse than expected.  Such evidence 
that indicates that an asset may be impaired includes the existence of: 

 cash flows for acquiring the asset, or subsequent cash needs for 
operating or maintaining it, that are significantly higher than those 
originally budgeted; 

 actual net cash flows or operating profit or loss flowing from the 
asset that are significantly worse than those budgeted; 

 a significant decline in budgeted net cash flows or operating profit, 
or a significant increase in budgeted loss, flowing from the asset; or 

 operating losses or net cash outflows for the asset, when current 
period figures are aggregated with budgeted figures for the future. 

Illustration 7 

Armistead Inc operates in the professional training sector.  It has produced a series of 
CD ROM based training products which have been on sale for eight months.  The 
entity has capitalised certain development costs associated with this product in 
accordance with the rules in IAS 38 Intangible Assets.  Early sales have been 
significantly below forecast. 

The failure of the entity to meet sales targets is an indication that the development asset 
may be impaired.  Armistead should make a formal estimate of the recoverable amount 
of the capitalised development cost. 

 

 
 

 Commentary 

The above lists are not exhaustive.  Where there is an indication that an asset may be 
impaired, this may indicate that the remaining useful life, the depreciation 
(amortisation) method or the residual value for the asset needs to be reviewed and 
adjusted, even if no impairment loss is recognised for the asset. 

3 Measurement of recoverable amount 

3.1 General principles  

 The recoverable amount is the higher of the asset’s fair value less costs of disposal 
and value in use. 

   RECOVERABLE 
AMOUNT 

  

       
    Higher of    

   
VALUE IN USE 

and FAIR VALUE 
LESS COSTS OF 

DISPOSAL 
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 Commentary 

Recoverable amount is determined for an individual asset, unless the asset does not 
generate cash inflows from continuing use that are largely independent of those from 
other assets or groups of assets.  If this is the case, recoverable amount is determined for 
the cash-generating unit to which the asset belongs (see later). 

Illustration 8 

Recoverable amount 
is the greater of: 

   

Value in 
use 

Fair 
value less 
costs of 
disposal 

Therefore 
recoverable 
amount is 

Carrying 
amount 

Commentary 

900 1,050 1,050 1,000 No impairment 

900 980 980 1,000 An impairment loss of $20 must 
be recognised immediately in 
profit or loss.  The carrying 
value of the asset is written 
down to 980. 

960 925 960 1,000 An impairment loss of $40 must 
be recognised.  The carrying 
value of the asset is written 
down to $960. 

 
 It is not always necessary to measure both an asset’s fair value less costs of 

disposal and its value in use to determine the asset’s recoverable amount if: 

 either of these amounts exceed the asset’s carrying amount, the asset is 
not impaired, and it is not necessary to estimate the other amount; or   

 there is no reason to believe that the asset’s value in use materially 
exceeds its fair value less selling costs, the asset’s recoverable 
amount is its fair value less selling costs.  

  Commentary 

For example when an asset is held for imminent disposal the value in use will consist 
mainly of the net amount to be received for the disposal of the asset.  Future cash 
flows from continuing use of the asset until disposal are likely to be negligible. 

 Where the asset is an intangible asset with an indefinite useful life, the most 
recent detailed calculation of the recoverable amount made in a preceding 
period may be used in the impairment test in the current period. 
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3.2 Fair value less costs of disposal  

3.2.1 Definitions (IFRS 13)  

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

 Active market – a market in which transactions for the asset (or liability) take place with 
sufficient frequency and volume to provide pricing information on an ongoing basis. 

3.2.2 Hierarchy  

 Fair value is assessed using the “fair value hierarchy” in IFRS 13 “Fair Value 
Measurement”: 

 Level 1 inputs – are quoted prices in active markets for identical 
assets (or liabilities) that can be accessed at the measurement date; 

 Level 2 inputs – are inputs other than quoted prices (in level 1) that 
are observable for the asset (or liability), either directly or 
indirectly; 

 Level 3 inputs – are unobservable inputs for the asset (or liability). 

 Costs of disposal – are incremental costs directly attributable to the disposal 
of an asset, excluding finance costs, income tax expense and any cost which 
has already been included as a liability.  Examples include:  

 Legal costs;  
 Stamp duty;  
 Costs of removing the asset; 
 Other direct incremental costs to bring an asset into condition for its sale. 

 Commentary 

Examples of costs that are not costs of disposal include termination benefits 
and costs associated with reducing or re-organising a business following the 
disposal of an asset. 
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Illustration 9 

X operates in leased premises.  It owns a bottling plant which is situated in a single 
factory unit.  Bottling plants are sold periodically as complete assets. 

Professional valuers have estimated that the plant might be sold for $100,000.  They 
have charged a fee of $1,000 for providing this valuation. 

X would need to dismantle the asset and ship it to any buyer.  Dismantling and 
shipping would cost $5,000.  Specialist packaging would cost a further $4,000 and 
legal fees $1,500. 

Fair value less costs of disposal: $  

Sales price  100,000  

Dismantling and shipping    (5,000)  

Packaging    (4,000)  

Legal fees    (1,500)  

Fair value less costs of disposal  89,500  
   
 

 Commentary 

The professional valuer’s fee of $1,000 would not be included in the fair value less 
costs of disposal as this is not a directly attributable cost of selling the asset. 

3.3 Value in use 

 Value in use – is the present value of the future cash flows expected to be 
derived from an asset.  Estimating it involves: 

 estimating the future cash inflows and outflows to be derived from 
continuing use of the asset and from its ultimate disposal; and 

 applying the appropriate discount rate. 

 Value in use differs from fair value in that it is more entity specific (whereas 
fair value only reflects the assumptions that market participants would use). 

 Fair value would not normally reflect the following factors: 

 additional value derived from the grouping of assets; 

 synergies between the asset being measured and other assets; 

 legal rights or restrictions that are specific solely to the current 
owner of the asset; and 

 tax benefits or burdens that are specific to the current owner of the asset. 
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Worked example 1 
 

X holds a patent on a drug.  The patent expires in 5 years.  During this period the 
demand for the drug is forecast to grow at 5% per annum. 

Experience shows that competitors flood the market with generic versions of a 
profitable drug as soon as it is no longer protected by a patent.  As a result X does not 
expect the patent to generate significant cash flows after 5 years. 

Net revenues from the sale of the drug were $100m last year. 

The entity has decided that 15.5% is an appropriate discount rate for the appraisals of 
the cash flows associated with this product. 

 Time Cash flow 
$m 

Discount factor 
@15.5% 

Present 
value ($m) 

 

 1 100 × 1.05  = 105 0.86580 91  

 2 100 × 1.052  = 110.3 0.74961 83  

 3 100 × 1.053 = 115.8 0.64901 75  

 4 100 × 1.054 = 121.6 0.56192 68  

 5 100 × 1.055 = 127.6 0.48651 62  

  Value in use  379  

   
 
3.3.1 Cash flow projections 

 Projections should be based on reasonable and supportable assumptions that 
represent management’s best estimate of the set of economic conditions that 
will exist over the remaining useful life of the asset.  

 
Commentary 

Greater weight should be given to external evidence.   

 They should be based on the most recent financial budgets/forecasts that have 
been approved by management. 

 Commentary 

Projections based on these budgets/forecasts should cover a maximum 
period of five years, unless a longer period can be justified. 

 Beyond the period covered by the most recent budgets/forecasts, the cash flows should be 
estimated by extrapolating the projections based on the budgets/forecasts using a steady or 
declining growth rate for subsequent years, unless an increasing rate can be justified. 

 
Commentary 

This growth rate should not exceed the long-term average growth rate for the 
products, industries, or country or countries in which the entity operates, or for 
the market, in which the asset is used, unless a higher rate can be justified. 
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 Estimates of future cash flows should include: 

 projected cash inflows including disposal proceeds; 
 projected cash outflows that are necessarily incurred to generate the 

cash inflows from continuing use of the asset. 

 Estimates of future cash flows should exclude: 

 cash flows relating to the improvement or enhancement of the 
asset’s performance; 

 cash flows that are expected to arise from a future restructuring that 
is not yet committed; 

 Commentary 

Future cash flows are estimated based on the asset in its current condition or in 
maintaining its current condition (e.g. maintenance, or the replacement of components of 
an asset, to enable the asset as a whole to achieve its estimated current economic benefit). 

 cash outflows that will be required to settle obligations that have 
already been recognised as liabilities; 

 cash inflows or outflows from financing activities; and 

 Commentary 

These are already taken account of in discounting. 

 income tax receipts or payments. 

 Commentary 

The discount rate is a market-determined rate. 

 The discount rate(s) should reflect current market assessments of the time value of 
money and the risks specific to the asset. 

 When an asset-specific rate is not available from the market, an entity uses 
surrogates to estimate the discount rate.  As a starting point, the entity may 
take into account the following rates: 

 the entity’s weighted average cost of capital determined using 
techniques such as the Capital Asset Pricing Model; 

 the entity’s incremental borrowing rate; and 

 other market borrowing rates. 
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 These rates are adjusted: 

 to reflect the way that the market would assess the specific risks 
associated with the projected cash flows; and  

 to exclude risks that are not relevant to the projected cash flows.  

 Commentary 

They do not include adjustments for risks that the estimated cash flows have 
already taken into account (e.g. bad debts).  

 Consideration is given to risks such as country risk, currency risk, price risk 
and cash flow risk. 

 Commentary 

Where value-in-use is sensitive to a difference in risks for different future 
periods or to the term structure of interest rates, separate discount rates for 
each period should be used. 

Illustration 10 
 

3 – Critical accounting estimates (extract) 

Impairment – Siemens tests at least annually whether goodwill has incurred any impairment, in accordance with its 
accounting policy. The determination of the recoverable amount of a cash-generating unit to which goodwill is 
allocated involves the use of estimates by management. The outcome predicted by these estimates is influenced e.g. 
by the successful integration of acquired entities, volatility of capital markets, interest rate developments, foreign 
exchange rate fluctuations and the outlook on economic trends. The recoverable amount is the higher of the cash-
generating unit’s fair value less costs to sell and its value in use. The Company generally uses discounted cash flow 
based methods to determine these values. These discounted cash flow calculations use five-year projections that are 
based on financial plannings. Cash flow projections take into account past experience and represent management’s 
best estimate about future developments.  
Cash flows after the planning period are extrapolated using individual growth rates. Key assumptions on which 
management has based its determination of fair value less costs to sell and value in use include estimated growth 
rates, weighted average cost of capital and tax rates. These estimates, including the methodology used, can have a 
material impact on the respective values and ultimately the amount of any goodwill impairment. In fiscal 2011, the 
company assessed the current commercial feasibility of its solar and hydro business, the level at which goodwill is 
monitored from the group perspective, as part of the Renewable Energy Division of the Energy Sector and recorded 
a goodwill impairment loss of €128 million.  
In fiscal 2010, a goodwill impairment of €1,145 million was recognized in the Diagnostics Division of the 
Healthcare Sector. See > Note 16 Goodwill for further information. 
 

ANNUAL REPORT 2011 
Notes to Consolidated Financial Statements   
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Activity 1 
 

Sumter is testing a machine, which makes a product called a union, for impairment.  It 
has compiled the following information in respect of the machine. 

  $ 
Selling price of a union 100 
Variable cost of production 70 
Fixed overhead allocation per unit 10 
Packing cost per unit 1 

All costs and revenues are expected to inflate at 3% per annum. 

Volume growth is expected to be 4% per annum.  1,000 units were sold last year.  This 
is in excess of the long term rate of growth in the industry.  The management of Sumter 
have valid reasons for projecting this level of growth. 

The machine originally cost $400,000 and was supplied on credit terms from a fellow 
group entity.  Sumter is charged $15,000 per annum for this loan. 

Future expenditure: 

In 2 years’ time the machine will be subject to major servicing to maintain its 
operating capacity.  This will cost $10,000. 

In 3 years’ time the machine will be modified to improve its efficiency.  This 
improvement will cost $20,000 and will reduce unit variable cost by 15%. 

The asset will be sold in 8 years’ time.  Currently the scrap value of machines 
of a similar type is $10,000. 

All values are given in real terms (to exclude inflation). 

Required: 

Identify the cash flows that should be included in Sumter’s estimate of the value 
in use of the machine.  Explain the rationale of the inclusion or exclusion of each 
amount. 
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Solution 

 Time Narrative Cash flow Comment 

  Net revenue   
  Per unit Volume   

 1     

 2    

 3    

 4    

 5    

 6    

 7    

 8    

      

  Other flows   

 2    

 8    

     
 

4 Cash-generating units 

 A cash-generating unit – is the smallest identifiable group of assets that 
generates cash inflows that are largely independent of the cash inflows from 
other assets or groups of assets.   

4.1 Basic concept  

 If there is any indication that an asset may be impaired, the recoverable 
amount (the higher of the fair value less costs of disposal and value in use of 
the asset) must be estimated for the individual asset.  

 However, it may not be possible to estimate the recoverable amount of an 
individual asset because: 

 its value in use cannot be estimated to be close to its fair value less 
costs of disposal (e.g. when the future cash flows from continuing 
use of the asset cannot be estimated to be negligible); and 

 it does not generate cash inflows that are largely independent of 
those from other assets. 

 In this case the recoverable amount of the cash-generating unit to which the 
asset belongs (the asset’s cash-generating unit) must be determined.   
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 Identifying the lowest aggregation of assets that generate largely independent 
cash inflows may be a matter of considerable judgement. 

 
Commentary 

Management should consider various factors including how they monitor the 
entity’s operations (e.g.  by product lines, individual locations, regional 
areas, etc) or how they make decisions about continuing or disposing of the 
entity’s assets and operations.  

Illustration 11 

An entity owns a dry dock with a large crane to support its activities.  The crane could 
only be sold for scrap value and cash inflows from its use cannot be identified 
separately from all of the operations directly connected with the dry dock. 
 
It is not possible to estimate the recoverable amount of the crane because its value in 
use cannot be measured.  Therefore, the entity estimates the recoverable amount of the 
cash-generating unit to which the crane belongs (i.e. the dry dock as a whole). 

 
 Sometimes it is possible to identify cash flows that stem from a specific asset 

but these cannot be earned independently from other assets.  In such cases the 
asset cannot be reviewed independently and must be reviewed as part of the 
cash-generating unit. 

Illustration 12 

An entity operates an airport that provides services under contract with a government 
that requires a minimum level of service on domestic routes in return for licence to 
operate the international routes.  Assets devoted to each route and the cash flows from 
each route can be identified separately.  The domestic service operates at a significant 
loss. 
 
Because the entity does not have the option to curtail the domestic service, the lowest 
level of identifiable cash inflows that are largely independent of the cash inflows from 
other assets or groups of assets are cash inflows generated by the airport as a whole.  
This is therefore the cash-generating unit. 

 

 If an active market exists for the output produced by an asset or a group of 
assets, this asset or group of assets should be identified as a cash-generating 
unit, even if some or all of the output is used internally.   

 
Commentary 

Where the cash flows are affected by internal transfer pricing, management’s 
best estimate of future market (i.e. in an arm’s length transaction) prices 
should be used to estimate cash flows for value in use calculations.  

 Cash-generating units should be identified consistently from period to period 
for the same asset or types of assets, unless a change is justified.   
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4.2 Allocating shared assets  

 The carrying amount of a cash-generating unit should include the carrying 
amount of only those assets that can be directly attributed, or allocated on a 
reasonable and consistent basis, to it.   

 Commentary 

Goodwill acquired in a business combination and corporate (head office) 
assets are examples of shared assets that will need to be allocated. 

4.2.1 Goodwill acquired in a business combination  

 Goodwill acquired in a business combination must be allocated to each of the 
acquirer’s cash-generating units that are expected to benefit from the 
synergies of the combination, irrespective of whether other assets or 
liabilities of the acquiree are assigned to those units.  

 If the initial allocation of goodwill cannot be completed before the end of the 
financial year in which the business combination is effected, the allocation 
must be completed by the end of the following financial year. 

 Where an acquirer needs to account for a business combination using 
provisional values, adjustments can be made to such values within 12 months 
of the date of acquisition (IFRS 3).  Until such provisional values have been 
finalised, it may not be possible to complete the initial allocation of goodwill. 

 Commentary 

IFRS 3 allows 12 months from the date of acquisition to finalise goodwill; 
IAS 36 allows up to the end of the following financial period (i.e. in most 
cases additional time) in which to allocate goodwill.   

 Each unit (or group of units) to which the goodwill is so allocated must: 

 represent the lowest level within the entity at which the goodwill is 
monitored for internal management purposes; and 

 not be larger than an operating segment as defined in IFRS 8 
“Operating Segments” (i.e. before the aggregation permitted by 
IFRS 8 when segments have similar economic characteristics). 

 
Commentary 

This aims to match the testing of impairment of goodwill with the monitoring 
level of goodwill within the entity.  As a minimum, this is considered to be 
based on segmental reporting requirements such that listed companies will 
not be able to “net-off” and shield goodwill impairment at the entity level.  
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 Once goodwill has been allocated to a cash-generating unit, that unit must be 
tested for impairment: 

 at least annually; or 

 as soon as there is an indication of impairment of: 

 goodwill; or 
 the cash-generating unit. 

 Different cash-generating units may be tested for impairment at different 
times.  However, if some or all of the goodwill allocated to a cash-generating 
unit was acquired in a business combination during the current annual period, 
that unit is tested for impairment before the end of the current annual period. 

4.2.2 Corporate assets  

 Corporate assets – are assets, other than goodwill, that contribute to the future cash 
flows of both the cash-generating unit under review and other cash-generating units. 

 The distinctive characteristics of corporate assets are that they do not generate cash 
inflows independently of other assets or groups of assets and their carrying amount 
cannot be fully attributed to the cash-generating unit under review. 

 
Commentary 

Examples could include head office or divisional buildings, central 
information system or a research centre. 

 Because corporate assets do not generate separate cash inflows, the 
recoverable amount of an individual corporate asset cannot be determined 
unless management has decided to dispose of the asset. 

 If there is an indication that a cash-generating unit may be impaired, then the 
appropriate portion of corporate assets must be included within the carrying 
amount of that unit or group of units. 

 Corporate assets are allocated on a reasonable and consistent basis to each 
cash-generating unit. 

 Commentary 

If a corporate asset cannot be allocated to a specific cash-generating unit, the smallest 
group of cash-generating units that includes the unit under review must be identified.  

 The carrying amount of the unit or group of units (including the portion of 
corporate assets) is then compared to its recoverable amount.  Any impairment loss 
is dealt with in the same way as dealing with an impairment loss for goodwill. 
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5 Accounting for impairment loss 

5.1 Basics 

 If, and only if, the recoverable amount of an asset is less than its carrying 
amount, the carrying amount of the asset should be reduced to its recoverable 
amount.  That reduction is an impairment loss. 

 An impairment loss should be recognised immediately as an expense in profit 
or loss, unless the asset is carried at revalued amount under another IFRS. 

 Any impairment loss of a revalued asset should be treated as a revaluation 
decrease under that other IFRS. 

 Commentary 

This will usually mean that the fall in value must be recognised in other 
comprehensive income to the extent that the loss is covered by the revaluation 
surplus.  Any amount not so covered is then charged to profit or loss. 

Illustration 13 

 
 
Situation 1 

Carrying 
value 1 

Recoverable 
amount 

Profit or 
loss 

Other 
comprehensive 

income 

Asset carried at historic cost 100 80 20 Dr – 

Situation 2     

Historic cost of asset = 100 
but revalued to 150 

 
150 

 
125 

 
– 

 
25 Dr 

Situation 3     

Historic cost of asset = 100 
but revalued to 150 

 
150 

 
95 

 
5 Dr 

 
50 Dr 

1 Before recognition of impairment loss. 

 

 Commentary 

IAS 36 gives no guidance on how the adjustment to the carrying value should be 
achieved.  The credit entry would usually be taken to an impairment account (much like 
the accumulated depreciation account).  This is then set against the cost of the asset for 
presentational purposes.  For Situation 1 above the impairment double entry is: 

Dr Profit or loss 20 
Cr “Impairment account”  20 

 After impairment the carrying value of the asset less any residual value is 
depreciated (amortised) over its remaining expected useful life.   
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5.2 Allocation within a cash-generating unit 

 If an impairment loss is recognised for a cash-generating unit, a problem 
arises regarding the credit entry in the statement of financial position.   

 The impairment loss should be allocated between all assets of the cash-
generating unit in the following order: 

 goodwill allocated to the cash-generating unit (if any); 
 then, to the other assets of the unit on a pro-rata basis based on the 

carrying amount of each asset in the unit. 

 Commentary 

However, where an individual asset within the CGU has become impaired, 
the impairment will firstly be taken against that asset, any further impairment 
being shared against the remaining assets within the CGU. 

 In allocating an impairment loss the carrying amount of an asset should not 
be reduced below the highest of: 

 its fair value less costs of disposal (if determinable); 
 its value in use (if determinable); and 
 zero.   

 
Commentary 

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

 

Worked example 2 

At 1 January, an entity paid $2,800 for a company whose main activity consists of 
refuse collection.  The acquired company owns four refuse collection vehicles and a 
local government licence without which it could not operate. 
 
At 1 January, the fair value less costs of disposal of each lorry and of the licence is 
$500.  The company has no insurance cover. 
 
At 1 February, one lorry crashed.  Because of its reduced capacity, the entity estimates 
the value in use of the business at $2,220. 
 
The impairment loss would be allocated to the assets of the business as follows: 

  1  
January 

Impairment 
loss 

  1  
February 

 Goodwill   300  (80)    220  

 Intangible asset   500  –    500  

 Lorries 2,000  (500)  1,500  

  2,800  (580)  2,220  
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Commentary 

An impairment loss of 500 is recognised first for the lorry that crashed 
because its recoverable amount can be assessed individually.  (It no longer 
forms part of the cash-generating unit that was formed by the four lorries and 
the licence.)  The remaining impairment loss (80) is attributed to goodwill. 

 

Activity 2 
 

Following on from Worked example 2. 
 
At 22 May, the government increased the interest rates.  The entity re-measured the 
value in use of the business as $1,860.  The fair value less costs of disposal of the 
licence had decreased to $480 (as a result of a market reaction to the increased interest 
rates).  The demand for lorries was hit hard by the increase in rates and the selling 
prices were adversely affected. 
 
Required: 

Show how the above information would be reflected in the asset values of the 
business. 

 

 

Solution 

      1 February Impairment 
loss 

 22  
May 

 Goodwill      

 Intangible asset      

 Lorries      

       

 
 If an individual asset within the cash-generating unit is impaired, but the cash-

generating unit as a whole is not, no impairment loss is recognised even if the 
asset’s fair value less costs of disposal is less than its carrying amount. 

Illustration 14 

Two machines within a production line (the cash-generating unit) have suffered 
physical damage, but are still able to work albeit at reduced capacities.  The fair value 
less costs of disposal of both machines are below their carrying amount.  As the 
machines do not generate independent cash flows and management intend to keep the 
machines in operation, their value in use cannot be estimated.  They are considered to 
be part of the cash-generating unit, the production line.  
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Analysis 

 If an assessment of the recoverable amount of the production line (as a whole) shows 
that there has been no impairment of the cash-generating unit there will be no 
impairment loss to be recognised in respect of the machines.  

 However, because of the damage to the machines, the estimated useful life and 
residual values of the machines may need to be reassessed. 

 If the assessment of the recoverable amount of the cash-generating unit shows that it is 
impaired, clearly a loss will need to be accounted for. 

 If, because of the damage, management decided to replace the machines and sell the 
damaged ones in the near future, the value in use of the damaged machines could be 
estimated (as the expected sale proceeds less costs of disposal).  If this is less than their 
carrying amount, an impairment loss must be recognised for the individual machines. 

 Commentary 

Note that in the event of replacement of the machines there will be no 
impairment of the production line. 

Activity 3 
 

Shiplake owns a company called Klassic Kars.  Extracts from Shiplake’s consolidated 
statement of financial position relating to Klassic Kars are: 

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

  
_______

 
  370,000  

  
_______ 

The restored vehicles have an estimated realisable value of $115 million.  The 
franchise agreement contains a “sell back” clause, which allows Klassic Kars to 
relinquish the franchise and gain a repayment of $30 million from the franchisor.  An 
impairment review at 31 March 2013 has estimated that the value of Klassic Kars as a 
going concern is only $240 million. 

Required: 

Explain how the information above would affect the preparation of Shiplake’s 
consolidated financial statements to 31 March 2013. 
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6 Subsequent review 

6.1 Basic provisions 

 Once an entity has recognised an impairment loss for an asset other than 
goodwill, it should carry out a further review in later years if there is an 
indication: 

 that the asset may be further impaired; 
 that the impairment loss recognised in prior years may have decreased.   

 An entity should consider, as a minimum, the following indications of both 
external and internal sources of information. 

6.1.1 External sources of information  

 Observable indications that a significant increase in the asset’s market value 
occurred during the period. 

 Significant favourable changes during the period, or taking place in the near 
future, in the technological, market, economic or legal environment in which 
the entity operates or in the market to which the asset is dedicated. 

 Decrease in market interest rates or other market rates of return likely to 
affect the discount rate used in calculating the asset’s value in use and 
materially increase the asset’s recoverable amount. 

6.1.2 Internal sources of information 

 Significant favourable changes in the actual or expected extent or manner of 
use of the asset.   

 Commentary 

For example, if capital expenditure incurred enhances the asset. 

 Evidence available from internal reporting indicates that the economic 
performance of the asset is, or will be, better than expected. 

6.2 Reversals of impairment losses 

6.2.1 On individual assets, other than goodwill 

 The carrying amount of an asset, other than goodwill, for which an 
impairment loss has been recognised in prior years, should be increased to its 
recoverable amount only if there has been a change in the estimates used to 
determine the asset’s recoverable amount since the last impairment loss was 
recognised. 

 The increased carrying amount of the asset should not exceed the carrying 
amount that would have been determined (net of amortisation or depreciation) 
had no impairment loss been recognised for the asset in prior years. 
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Commentary 

Any increase in the carrying amount of an asset above the carrying amount 
that would have been determined (net of amortisation or depreciation) had 
no impairment loss been recognised for the asset in prior years is a 
revaluation and should be treated accordingly. 

Illustration 15 

Xantia purchased a machine for $10,000 on 1 January 2011 and determined that it will 
have a useful life of 5 years and no residual value.  The entity prepares financial 
statements to 31 December and uses the cost model to account for property, plant and 
equipment.  Machinery is depreciated using the straight line method.  On 31 December 
2011 depreciation of $2,000 was charged; the carrying amount of the machine was then 
$8,000. 

However, actual performance of the machine during 2011 was below budgeted.  On 
testing it for impairment at 31 December 2011 the recoverable amount of the machine 
was found to be $7,200.  Hence, an impairment loss of $800 was recognized. 

At 31 December 2012, after charging depreciation ($7,200  4 = $1,800), the carrying 
amount was $5,600.  The accountant then learned that the market value of a similar 2 
year old machine is $7,500. 

To reverse the impairment loss the accountant calculates what the carrying amount of 
the machine would have been had no impairment loss ever occurred: 

$10,000 less depreciation of $2,000 for two years = $6,000 

The double entry for the reversal is then: 

Dr Machine   $400 
 Cr Profit or loss   $400 

 

 
 A reversal of an impairment loss for an asset should be credited to profit or loss 

immediately, unless the asset is carried at revalued amount under another IFRS. 

 Any reversal of an impairment loss on a revalued asset should be treated as a 
revaluation increase under the relevant IFRS. 

 Commentary 

This will usually mean that the increase in value will be recognised in other 
comprehensive income unless it reverses an impairment that has been previously 
recognised as an expense in profit or loss.  In this case it is credited to profit or 
loss to the extent that it was previously recognised as an expense. 
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6.2.2 Reversal of an impairment loss for a cash-generating unit 

 A reversal of an impairment loss for a cash-generating unit should be allocated to 
increase the carrying amount of the assets (but never to goodwill) pro-rata with the 
carrying amount of those assets. 

 Increases in carrying amounts should be treated as reversals of impairment losses 
for individual assets. 

 In allocating a reversal of an impairment loss for a cash-generating unit, the 
carrying amount of an asset should not be increased above the lower of: 

 its recoverable amount (if determinable); and 
 the carrying amount that would have been determined (net of amortisation or 

depreciation) had no impairment loss been recognised for the asset in prior years. 

 Commentary 

Equivalent to the “ceiling” for the reversal of an impairment loss for an individual asset. 

6.2.3 Reversal of an impairment loss on goodwill  

 An impairment loss recognised for goodwill cannot be reversed in a subsequent period. 

 Commentary 

IAS 38 prohibits the recognition of internally-generated goodwill.  Any increase in 
the recoverable amount of goodwill in the periods following the recognition of an 
impairment loss is likely to be an increase in internally generated goodwill, rather 
than a reversal of the impairment loss recognised for the acquired goodwill. 

7 Disclosure 

 Commentary 

Extensive disclosure is required by IAS 36 especially for the key assumptions 
and estimates used to measure the recoverable amount of cash-generating 
units containing goodwill or intangible assets with indefinite useful lives.   

7.1 For each class of assets 

 Impairment losses (and reversals of losses) recognised during the period and the 
line item(s) of the statement of profit or loss and other comprehensive income in 
which they are included. 

7.2 Segment reporting 

 An entity that applies IFRS 8 Operating Segments, should disclose the 
following for each reportable segment: 

 the amount of impairment losses recognised in profit or loss and in 
other comprehensive income during the period; and 

 the amount of reversals of impairment losses recognised in profit or 
loss and in other comprehensive income during the period. 
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7.3 Material impairment losses recognised or reversed 

7.3.1 Individual asset or cash-generating unit 

 The events and circumstances that led to the recognition or reversal of the 
impairment loss. 

 The amount of the impairment loss recognised or reversed. 

 Whether the recoverable amount of the asset (cash-generating unit) is its fair 
value less costs of disposal or its value in use. 

7.3.2 Individual asset 

 The nature of the asset. 

 The reportable segment to which the asset belongs (if applicable). 

7.3.3 Individual cash-generating unit 

 A description of the cash-generating unit (e.g. product line, plant, business 
operation, geographical area, reportable segment, etc). 

 The amount of the impairment loss recognised or reversed by class of assets and 
by reportable segment (if applicable). 

7.3.4 Material aggregate 

 If impairment losses recognised (reversed) during the period are material in 
aggregate an entity should disclose a brief description of: 

 the main classes of assets affected by impairment losses (reversals 
of impairment losses); and 

 the main events and circumstances that led to the recognition 
(reversal) of these impairment losses. 

 Commentary 

This is only required to be disclosed if no information is otherwise disclosed (i.e. 
under the provisions for individual assets and CGUs as individually not material). 

7.3.5 Non-allocation of goodwill 

 If any portion of the goodwill acquired in a business combination during the 
period has not been allocated to a cash-generating unit at the end of the 
reporting period, the amount of the unallocated goodwill disclosed and the 
reasons why that amount remains unallocated. 
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Key points summary  

 Indications of impairment (external and internal) must be assessed annually.  If 
indicated, recoverable amount must be estimated.  

 Impairment testing must be measured annually (even if no indication) for certain 
intangible assets (indefinite life, not available for use, goodwill) and CGUs to 
which goodwill has been allocated. 

 Accounting estimates (useful life, depreciation method and/or residual value) may 
also need to be reviewed and adjusted.  

 If either fair value less costs of disposal or value in use exceed carrying amount 
there is no impairment.  

 If fair value less costs of disposal is indeterminable, recoverable amount is value 
in use. 

 For assets to be disposed recoverable amount is fair value less costs of disposal. If 
binding sale agreement, use price agreement less costs. 

 If an active market exists use current bid price or most recent transaction. If no 
active market, then best estimate.  

 Value in use reflects amount/timing of cash flows and time value of money (using 
pre-tax discount rate).  

 Cash flow projections based on supportable assumptions and the asset’s current 
condition exclude cash flows from financing activities or taxation. 

 An impairment loss must be recognised when recoverable amount is below 
carrying amount:  

 expense in profit or loss (any excess over revaluation surplus); 
 adjust depreciation for future periods. 

 If recoverable amount for an individual asset cannot be estimated, determine for 
its cash-generating unit (CGU). 

 In allocating goodwill to CGUs, each CGU must: 

 represent the lowest level at which goodwill is monitored; and  
 be not larger than an operating segment (IFRS 8).  

 An impairment loss reduces the carrying amount of a CGU’s assets.  Allocation is 
firstly to goodwill then other assets (on pro-rata basis). 

 Carrying amount cannot be less than the higher of fair value less costs of disposal, 
value in use, and zero.  

 Assess annually if an impairment loss may have decreased.  Reversal of an 
impairment loss is restricted (to what carrying amount would have been). 

 Reversal of an impairment loss for goodwill is prohibited. 
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Focus 

You should now be able to: 

 define the recoverable amount of an asset; 

 define impairment losses; 

 give examples of, and be able to identify, circumstances that may indicate 
that an impairment of an asset has occurred; 

 describe what is meant by a cash-generating unit; 

 state the basis on which impairment losses should be allocated, and allocate a 
given impairment loss to the assets of a cash-generating unit; and 

 explain the principle of impairment tests in relation to purchased goodwill. 

Activity solutions 

Solution 1 – Cash flows 

Time Narrative Cash flow Commentary  

 Net revenue   
 Per unit Volume   

1 29.87 (W1) 1,040 (W1) 31,065 Net revenue per unit inflates at 3% per 
annum for 8 years. 

Volume inflates at 4% per annum for 5 
years.  After this IAS 36 prohibits the 
use of a growth rate which exceeds the 
industry average.  In the absence of 
further information zero growth has 
been assumed. 

Efficiency improvements from the future 
capital improvement are not included. 

2 30.77 1,082 33,293 

3 31.69 1,125 35,651 

4 32.64 1,170 38,189 

5 33.62 1,217 40,916 

6 34.63 1,217 42,145 

7 35.67 1,217 43,410 

8 36.74 1,217 44,713 

     

2 Service (10,000 × 1.032) 10,609 The capital improvement is not included 
in the estimate of future cash flows. 

8 Disposal (10,000 × 1.038) 12,668  

    

WORKING   

(1) In the first year 

 Net revenue per unit = (100 (70+1)) × (1.03) = 29.87 
 Volume = 1,000 × 1.04 = 1,040 
 

 Commentary 

The finance cost ($15,000) is ignored.  All cash flows have been inflated to money 
terms.  An alternative would have been to leave the cash flows in real terms.  The 
discount rate used must be consistent with the cash flows. 
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Solution 2 – Impairment loss 

      1 
February 

Impairment 
loss 

 22  
May 

 

 Goodwill   220  (220)  –  

 Intangible asset   500  (20)  480 Note 1 

 Lorries 1,500  (120)  1,380 Note 2 

  2,220  (360)  1,860  

Note 1 

220 is charged to the goodwill to reduce it to zero.  The balance of 140 must be pro 
rated between the remaining assets in proportion to their carrying value. 

The ratio that the remaining assets bear to each other is 500:1,500.  This implies that 25% × 
140 = 35 should be allocated to the intangible asset.  However this would reduce its carrying 
value to below its fair value less costs of disposal and this is not allowed.  The maximum that 
may be allocated is 20 and the remaining 15 must be allocated to the lorries. 

Note 2 

The amount that is allocated to the lorries is 75% × 140 = 105 + 15 =120. 

Solution 3 – Impairment loss 

An impairment loss relating to a cash generating unit should be allocated on the 
following basis:  

 first to any obviously impaired assets (none in this example); 
 then to goodwill; 
 then to the remaining asset on a pro-rata basis; 
 but no asset should be written down to less than its net realisable value.   

Applying this to the impairment loss of $130 million ($370m – $240m): 

  Cost  Impairment  Restated  
    value 
  $000  $000  $000 
Goodwill  80,000  (80,000)  nil 
Franchise costs  50,000  (12,500)  37,500 
Restored vehicles  90,000  nil  90,000 
Plant   100,000  (25,000)  75,000 
Other net assets  50,000  (12,500)  37,500  
  ––––––– ––––––– ––––––– 
  370,000  (130,000)  240,000  
  ––––––– ––––––– ––––––– 
 

 Commentary 

The franchise cost has a fair value less costs of disposal of $30m, but there is no information 
about its value in use (which it must have), therefore there is no need to write down the value 
of the franchise to $30m.  The asset will share in any additional impairment after the write-
off of goodwill.  The restored vehicles have a realisable value higher than their cost and 
should not be written down at all. 
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Overview 

Objective 

 To explain the requirements for the financial reporting of exploration and 
evaluation expenditures.     
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1 Introduction 

1.1 Reasons for standard   

 Extractive industries are highly capital intensive, with significant investment 
being made in “long-lived” assets. 

 No specific standard deals with costs incurred in exploration and extraction 
activities (they are “scoped out” of IAS 16 and IAS 38). 

 Therefore, different accounting treatments have been established in the industry (e.g. 
in the UK there is a Statement of Recommended Practice, “SORP”). 

 However, listed (and other) entities need to report under IFRS.   

 Therefore, in the absence of a specific standard, entities would have to 
develop accounting policies to deal with costs incurred in the exploration and 
evaluation of mineral resources in accordance with IAS 8 “Accounting 
Policies, Changes in Accounting Estimates and Errors”. 

 Commentary 

Using IFRSs dealing with similar and related issues (e.g. IAS 38 requirements and 
guidance on research and development) and “The Framework” definitions and 
recognition criteria (e.g. for assets) would have resulted in entities having to expense, 
as “research”, expenditure that has been capitalised under industry practice. 

1.2 Main features 

 IFRS 6 allows an entity to formulate accounting policy without considering 
paragraphs 11-12 of IAS 8.   

 An entity may also continue to use accounting policies applied immediately 
before adoption of IFRS 6. 

 However, an entity must perform impairment tests when circumstances 
suggest carrying amounts exceeds recoverable amounts. 

 The standard also varies recognition of impairment (IAS 36) but 
measurement principles are unchanged. 

 Commentary 

Paragraphs 11-12 of IAS 8 give the “hierarchy” of regulations and recent 
pronouncements of other standard setting bodies. 

 In summary, the standard really deals with just two matters: 

 accounting policies; and 
 impairment. 
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1.3 Objective 

 To provide limited improvements to existing accounting practices. 

 Commentary 

Improvements are limited because IASB did not want to require any major 
changes that might subsequently need to be reversed when it has completed 
its comprehensive review of accounting practices used in the industry. 

 To apply this standard in the recognition of impairment. 

 Commentary 

The measurement of impairment must still be in accordance with IAS 36. 

 To require disclosures relating to amounts arising from exploration and 
evaluation of mineral resources within the financial statements. 

1.4 Scope 

1.4.1 IFRS 6 

 The standard applies to exploration and evaluation expenditures incurred. 

 It does not apply to expenditure incurred: 

 before exploration for and evaluation of mineral resources (e.g. 
before legal rights obtained); 

 after technical feasibility and commercial viability of extracting a 
mineral resource are demonstrable. 

 Commentary 

The scope of IFRS 6 is, therefore, very narrow. 

1.4.2 Overview of phases 

 
 

IFRS 6 

Exploration & 
evaluation 

Post-Pre- 

 IAS 38  Expense 
(usually) 

 
 Commentary 

The post-exploration and evaluation phase is also called the “construction” phase. 
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1.4.3 Implications 

 Entities must develop separate accounting policies for costs incurred in each 
of the phases.  They must therefore be able to identify them separately. 

 IFRS 6 does not give any examples of pre-exploration and evaluation costs.  
However, these would include: 

 costs of obtaining speculative seismic or other data; and 
 costs of geological or geophysical analysis on such data. 

 Commentary 

Such costs are expensed as “research” costs. 

 Exploration and evaluation activities cease when technical feasibility and 
commercial viability are demonstrable.  At this point: 

 capitalisation of exploration and evaluation assets ceases; 
 exploration and evaluation assets are tested for impairment;  
 exploration and evaluation assets are reclassified. 

 Commentary 

Because the scope of IFRS 6 is intentionally narrow, the terms in the 
standard are tightly defined, as follows. 

1.5 Definitions 

 Exploration for and evaluation of mineral resources – the search for mineral 
resources (oil, gas) after the entity has obtained legal rights to explore in a 
specific area, including the determination of the technical feasibility and 
commercial viability of extracting mineral resource. 

 Exploration and evaluation expenditure – expenditure incurred in connection 
with the exploration and evaluation of mineral resources before the technical 
feasibility and commercial viability of extracting mineral resource are 
demonstrable. 

 Commentary 

Technical feasibility encompassed the existence of proven and probable reserves.  
Commercial viability includes having the necessary financial means. 

 Exploration and evaluation assets – exploration and evaluation expenditures 
recognised as assets in accordance with the entity’s accounting policy.  
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2 Exploration and evaluation assets 

2.1 Recognition  

 In developing an accounting policy in the absence of an IFRS, IAS 8 
paragraph 10 applies.  That is, the policy should result in information that is: 

 relevant (to economic decision making needs of users); and 
 reliable. 

 IFRS 6 gives temporary exemption from paragraphs 11 and 12 of IAS 8, that 
would otherwise require application of the “hierarchy”. 

 Commentary 

Since IFRS 6 was published the IFRIC has been asked if this exemption can 
be applied to expenditure incurred after the exploration and evaluation stage 
(i.e. to costs incurred in the “construction” phase).  IFRIC has confirmed 
that it cannot. 

 The policy specifying which expenditures are assets must be applied consistently. 

 Commentary 

There is nothing new in this principle.  However, it is likely to change current practices.  
For example, an oil company may currently classify a cost as asset or expense depending 
on the probability of a successful outcome (e.g. a cost incurred in Middle East may be 
classified as “asset” if the probability of success is 50% or more; the same cost classified 
as “expense” where incurred in a region with probability of success being less than 50%).  
Under IFRS 6 costs must be capitalised or expensed consistently, regardless of where they 
are incurred.  However, if the probability of success is less than 50% then this may give 
rise to an impairment test on those assets. 

2.2 Measurement 

 Initially at cost. 

 Examples of expenditure that might be included in initial measurement: 

 Acquisition of rights to explore; 
 Topographical, geological, geochemical studies, etc; 
 Exploratory drilling; 
 Trenching; 
 Sampling; 
 Activities relating to the evaluation of technical feasibility and commercial 

viability. 

 Commentary 

This list is not exhaustive.  For example, administrative and other general overheads 
(e.g. payroll-related costs) should be included if considered to be “directly 
attributable” and included in inventory or intangible assets (under IAS 2 or IAS 38 
respectively).  Where exploration and evaluation assets are “qualifying assets” 
borrowing costs may also be capitalised (IAS 23). 
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 Obligations for removal and restoration must also be recognised (IAS 37), but 
only where incurred as a consequence of having undertaken the exploration 
and evaluation.  (IFRIC 1 also applies.) 

 Commentary 

This is likely to be a change to current practice where such costs are 
expensed when paid or accrued on a “unit of production” basis. 

2.3 Measurement after initial recognition 

 Apply either: 

 cost model; or 
 revaluation model. 

2.3.1 Cost model  

 Exploration and evaluation assets are depreciated when available for use.  For example, a 
licence may be amortised on a straight-line or unit of production basis. 

2.3.2 Revaluation model  

 The revaluation model must be applied consistently according to the 
classification of assets: 

 tangible (IAS 16 revaluation model); 
 intangible (IAS 38 revaluation model). 

 Commentary 

The distinction is important.  Remember that there must be an active market 
to revalue an intangible asset. 

Activity 1 
 

Suggest three reasons why it is unlikely that an entity would apply a revaluation 
model to exploration and evaluation assets. 

 

Solution 

(1) 

 

(2) 

 

(3) 
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2.4 Changes in accounting policy 

 A change is permitted if it makes the financial statements  : 

 more relevant and no less reliable; or 
 more reliable and no less relevant. 

 Commentary 

Under IFRS 6, an entity can change its accounting policy “for the better”, without 
achieving full compliance with IAS 8 criteria.  So, for example, an entity that currently 
capitalises exploration and evaluation expenditure can change to expense all such 
costs.  However, an entity should not change to a capitalisation model from an 
expense model (because expensing these costs provides more reliable information and 
is more consistent with “The Framework” definitions). 

 Any change must be accounted for in accordance with IAS 8, i.e. 
retrospective application (unless this is impracticable). 

 Commentary 

Retrospective application may be impracticable where there is a lack of 
information on previously “pooled” costs. 

2.5 Classification 

 Exploration and evaluation assets should be presented as tangible or intangible, according 
to their nature.  Tangible assets are not defined by IFRS but are mostly identifiable 
property, plant and equipment (e.g. drilling equipment, pipelines, storage containers, etc). 

 Commentary 

This may be a change from current practice where, for example, all such assets are 
classified as intangible 

 The consumption of tangible assets (e.g. drilling rigs) may be included in 
developing an intangible asset (e.g. an exploratory well). 

 Commentary 

However, the use of a tangible asset to develop an intangible asset does not 
change the classification of that asset (from tangible to intangible). 

 Once technical feasibility and commercial viability have been demonstrated, 
exploration and evaluation assets must cease to be classified as such. 

 Exploration and evaluation assets must be tested for impairment and any loss 
recognised as an expense, before reclassification. 

 Commentary 

Assessment is required even if there are no impairment indicators.  However, 
impairment at this stage is likely to be rare if the decision to move to the 
construction phase has been taken. 
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3 Impairment 

3.1 When to test 

 As well as testing on reclassification, exploration and evaluation assets must be 
assessed for impairment when facts and circumstances suggest that carrying 
value exceeds recoverable amount. 

 Impairment indicators  include: 

 expiry of exploration rights without expectation renewal; 
 lack of budget for substantive expenditure; 
 planned discontinuance due to lack of commercially viable quantities; 
 other data indicating that the carrying value is unlikely to be recovered in full. 

 Commentary 

Apart from expiry of rights these indicators are all based on management information 
and decisions that are capable of being monitored.  The list is not exhaustive.  Other 
external indicators might include a fall in commodity price or changes in tax or other 
regulations (e.g. the introduction of environmental legislation). 

 Impairment is measured, presented and any loss disclosed in accordance with 
IAS 36, except for the level of impairment testing (see below). 

 There is no requirement to test for impairment at the end of every reporting period. 

3.2 How to test 

 An entity must have a policy for allocating exploration and evaluation assets 
to one or more cash-generating units (CGUs). 

 Commentary 

Where possible assets should be tested separately, otherwise by consideration of a CGU.  
Aggregation of CGUs is permitted, however the level of aggregation must be specified. 

 A CGU (or group of CGUs) cannot be larger than an operating segment as 
determined by IFRS 8 “Operating Segments”. 

 Commentary 

So if an entity reports separately its off-shore and on-shore activities (because they 
have different risks and returns) they cannot be combined for impairment tests under 
IFRS (even though this may be permitted under a national GAAP). 

 Impairment is most likely to be assessed on value in use. (Cash flow projections in the 
industry are usually longer  than five-year budgets approved by management (IAS 36).) 

 Commentary 

Only if value in use is less than carrying value is it then necessary to consider 
fair value less costs to sell. 
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3.3 Impairment loss   

 This must be recognised as an expense in accordance with IAS 36. 

 Commentary 

Impairment losses cannot be kept in a pool of expenses that is written off over 
a period of time to smooth profits. 

4 Disclosure 

4.1 Information 

 An entity must disclose information that explains the amounts recognised in the financial 
statements arising from the exploration for and evaluation of mineral resources. 

 To comply with this an entity discloses: 

 Accounting policies for: 

 exploration and evaluation expenditure; and 
 recognition of exploration and evaluation assets. 

 Amounts of assets, liabilities, income and expenses, and operating 
and investing cash flows arising from exploration and evaluation. 

 As exploration and evaluation assets are required to be treated as a separate 
class, information required by IAS 16 (and/or IAS 38) is also disclosed. 

Illustration 1 

Exploration, evaluation and development expenditure (extract)

In line with IFRS 6 ‘Exploration for and Evaluation of Mineral Resources’, exploration and evaluation 
expenditure has been capitalised as an intangible asset in respect of each area of interest. This 
expenditure includes: 

• Acquisition of rights to explore; 

• Topographical, geological, geochemical and geophysical studies; 

• Exploratory drilling; 

• Trenching; 

• Sampling; and 

• Activities in relation to evaluating the technical feasibility  
  and commercial viability of extracting a mineral resource. 

Capitalisation of exploration and evaluation expenditure commences on the acquisition of a right to 
explore a specific area or evaluate a mineral resource, either by means of the acquisition of an exploration 
licence or an option to a mineral right and ceases either on the acquisition of a mining lease or mineral 
production right in respect of that specific area or mineral resource or the making of a decision by 
management of the Group as to the technical feasibility or economic viability of conducting mining 
operations in that specific area or extracting the mineral resource being evaluated.  

2012 ANNUAL REPORT CHURCHILL MINING PLC     
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Key points summary 

  IFRS 6 applies only to exploration and evaluation expenditures incurred: 

 after legal rights to explore have been obtained; 
 before technical feasibility/commercial viability are demonstrated. 

 Accounting policies can be changed if financial statements will be more relevant 
to users and no less reliable (or vice versa). 

 Assets are assessed for impairment when facts and circumstances suggest that 
impairment may arise. 

 A cash-generating unit to which an asset is allocated cannot be larger than an 
operating segment (IFRS 8). 

 Disclosure is required to explain the amounts recognised. 

 

 

Focus 

You should now be able to: 

 describe the method of accounting specified by the IASB for the exploration 
for and evaluation of mineral resources. 

 

Activity solution 

Solution 1 – Revaluation model 

Solution 

(1) Many local GAAPs do not permit the revaluation of assets. 

(2) The revaluation model has to be applied to all assets in the same class.  This 
will be particularly difficult as the “class” of exploration and evaluation 
assets will not be made up of homogeneous items. 

(3) The lack of market values will make it difficult to determine fair value. 

(4) Alternative approaches to determining fair value will be difficult to apply.  
For example, an income approach is unlikely to be reliable as cash flows will 
be highly uncertain. 

(5) The time and cost that would be involved (annually). 
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Overview 

Objectives   

 To define provisions, contingent liabilities and contingent assets. 

 To explain the accounting rules for the recognition and measurement of provisions. 

 To explain the disclosures for contingencies. 
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DOUBLE ENTRY 
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RECOGNITION 
 Provisions 
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COSTS 

 IAS 37 guidance 
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SESSION 17 – IAS 37 PROVISIONS, CONTINGENT LIABILITIES AND CONTINGENT ASSETS  

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 1702 

1 Introduction 

1.1 Background 

 Before IAS 37 there were no international accounting standards governing the 
definition, recognition, measurement, use and presentation of “provisions”. 

 “Provisions” were created with a debit to expense and credit to the statement of 
financial position.  Such credits could increase liabilities (e.g. a provision for repairs 
and renewals) or decrease assets (e.g. a “provision for bad and doubtful debts). 

 Because of the lack of prescription in this area provisions could be made, not made, or 
“unmade” to suit management’s needs based largely on intent.  Provisions were created in a 
“good” year and later released to “smooth” profits.  These “big bath” or “rainy day” 
provisions were so called because they could be used for any and every purpose. 

 Commentary 

Provisions were often made for one purpose and used for another. 
 

Illustration 1 
 

In 1999 an investor considered an investment in one of two comparable companies: 

Company A  Company B 

 1996 1997 1998   1996 1997 1998 

 $000 $000 $000   $000 $000 $000 

Results  2,500 3,200 3,700  Results  6,500 1,100 7,500 

 

The higher profits in 1998 in Company B look more attractive but a risk averse 
investor would be influenced by the possible repetition of poor performance in 1997.  
The trend of rising profits in Company A gives an impression of quality earnings that 
may contribute to supporting a higher share price. 

Suppose now that, instead of publishing its results as above, Company B decided, in 
1996, to restructure its operations and provide for potential costs of $3m and, in 1997, 
decided that restructuring was no longer necessary.  Its result would be reported as: 

 1996 1997 1998 

 $000 $000 $000 

Original  6,500 1,100 7,500 

Provision  (3,000)   

Release of provision   3,000  

Revised results 3,500 4,100 7,500 

 
Now company B shows the investor the steadily increasing profits he is looking for. 
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 Although the usual objective of a “creative accountant” is to find accounting 
policies and treatments that maximise reported profit and reduce reported 
liabilities, the initial effect of using provisions creatively achieves the opposite. 

 Diverse approaches to the recognition and measurement of provisions were found in the 
absence of regulation.  This reduced the comparability of financial statements and 
affected, in particular, earnings per share, as a stock market indicator. 

Illustration 2 
 

On closure of its surface mines, a mining company reinstated the soil excavated and 
restores the surface with topsoil replacement and landscaping.  In the absence of an 
accounting standard the company could: 

(i)  ignore the costs until the mine is closed; 

(ii) make some disclosure about the likelihood of future costs for restoration; 

(iii) accrue the expected costs of restoration annually over the expected 
productive life of the mine; 

(iv) provide for the expected costs in full (at some point). 

The most commonly used and accepted accounting practice was (ii) on the grounds that 
it was consistent with the concepts of accruals and prudence. 

 

 
 As well as creating credit balances (purporting to be liabilities), provisions were widely 

used to reduce the carrying amount of assets (inventory, receivables, non-current assets).  
This also needed to be addressed when developing a standard on provisions.   

 Defining a provision as a liability (in accordance with The Framework) made a further 
standard necessary to prescribe the accounting treatment for the loss in value 
(“impairment”) of assets that was not otherwise dealt with.   

 Commentary 

IAS 36 “Impairment of Assets” was issued simultaneously with IAS 37.   

1.2 Objective 

 To ensure that appropriate recognition criteria and measurement bases are applied to: 

 provisions; 
 contingent assets; and 
 contingent liabilities. 

 Sufficient information is disclosed in the notes to the financial statements in 
respect of each of these items. 
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1.3 Scope 

 The rules apply to all provisions and contingencies except for those covered 
by more specific requirements in other IFRSs, for example: 

 IFRS 3 Business Combinations; 
 IAS 11 Construction Contracts; 
 IAS 19 Employee Benefits; 
 IAS 12 Income Taxes; and 
 IAS 17 Leases. 

 The standard addresses only provisions that are liabilities (i.e. not “provisions” 
for depreciation, doubtful debts, etc). 

 Commentary 

Such “provisions” which write-down the carrying amounts of assets are “allowances”. 

 The standard applies to provisions for restructuring (including discontinued operations). 

 Commentary 

When a restructuring meets the definition of a discontinued operation, additional 
disclosures may be required in accordance with IFRS 5 “Non-current Assets 
Held For Sale and Discontinued Operations”. 

1.4 Terminology 

 Provisions are liabilities of uncertain timing or amount. 

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

 An obligating event is an event that creates a legal or constructive obligation that results 
in an entity having no realistic alternative to settling that obligation. 

 
Commentary 

This is a key concept in the IAS 37 approach to the recognition of provisions. 

 A legal obligation is an obligation that derives from: 

 a contract; 
 legislation; or 
 other operation of law (e.g. in a court of law). 
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 A constructive obligation is an obligation that derives from an entities actions where: 

 the entity has indicated to other parties that it will accept certain 
responsibilities by: 

 an established pattern of past practice; or 
 published policies; or 
 a sufficiently specific current statement; and 

 as a result of the above the entity has created a valid expectation on the 
part of those other parties that it will discharge those responsibilities. 

 Commentary 

The definitions of legal and constructive obligations reinforce the strict interpretation 
which IAS 37 now requires in order for an entity to recognise a provision. 

 A contingent liability is 

 A possible obligation that arises from past events and whose existence will 
be confirmed only on the occurrence or non-occurrence of one or more 
uncertain future events that are not wholly within the control of the entity; or 

 A present obligation that arises from past events but is not recognised because: 

 an outflow of economic benefits is not probable; or 
 the obligation cannot be measured with sufficient reliability. 

 
Commentary 

IAS 37 stresses that an entity will be unable to measure an obligation with 
sufficient reliability only on very rare occasions. 

 A contingent asset is a possible asset that arises from past events and whose existence 
will be confirmed only on the occurrence or non-occurrence of one or more uncertain 
future events not wholly within the control of the entity. 

 An onerous contract is one in which the unavoidable costs of meeting the obligations 
exceed the economic benefits expected to be received from it. 

 A restructuring is a programme that is planned and controlled by management, and 
materially changes either: 

 the scope of a business undertaken by an entity; or 
 the manner in which that business is conducted. 
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1.5 Relationship between provisions and contingent liabilities 

 In a general sense all provisions are contingent because they are uncertain in 
timing or amount. 

 IAS 37 distinguishes between the two by using the term “contingent” for 
assets and liabilities that are not recognised because their existence will be 
confirmed only on the occurrence or non-occurrence of one or more uncertain 
future events not wholly within the control of the entity. 

 The standard distinguishes between: 

 Provisions – because they are present obligations; and 

 Contingent liabilities – which are not recognised because they are either: 

 possible obligations; or 
 present obligations, which cannot be measured with sufficient reliability. 

 Commentary 

The introduction of IAS 37 no longer allows provisions to be set up for future 
events and hence helps stop the abuse of provisions in “creative accounting” 
for the “smoothing” of reported profits. 

2 Recognition 

2.1 Provisions 

 A provision must be recognised when certain conditions have been met.  
Those conditions are met when: 

 an entity has a present legal or constructive obligation to transfer 
economic benefits as a result of past events; and 

 it is probable that an outflow of resources embodying economic 
benefits will be required to settle the obligation; and 

 a reliable estimate of the obligation can be made. 

 If these conditions are not met a provision should not be recognised.  (The 
liability is then disclosed as a contingent liability.) 

 
Commentary 

IAS 37 specifically notes that it does not deal with the classification of the 
debit balance, which arises on the recognition of a provision.  It goes on to 
say that it “neither prohibits nor requires capitalisation of the costs 
recognised when a provision is made”.  (IFRIC Interpretation 1 provides 
guidance on how to account for the effect of changes in the measurement of 
existing decommissioning, restoration and similar liabilities – however, this 
is not examinable.) 
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Illustration 3  
 

Provisions 

Provisions are recognised when the Group has a present legal or constructive 
obligation as a result of past events, and it is probable that the Group will be 
required to settle that obligation. Provisions are measured at management’s 
best estimate of the expenditure required to settle the obligation at the reporting 
date, and are discounted to present value where the effect is material. 

Annual report 2012  

 

 

2.2 Recognition issues 

2.2.1 Present obligation   

 A present obligation exists when the entity has no realistic alternative but to make 
the transfer of economic benefits because of a past event, (the “obligating event”). 

Illustration 4 – Warranties   
 

A manufacturer gives warranties at the time of sale to purchasers of its product.  Under 
the terms of the contract for sale the manufacturer undertakes to make good, by repair 
or replacement, manufacturing defects that become apparent within three years from 
the date of sale.  Based on past experience, it is probable (i.e. more likely than not) that 
there will be some claims under the warranties. 

Present obligation – Yes, the sale of the product with a warranty gives rise to a legal 
obligation. 

Probable settlement – Yes, for the warranties as a whole. 

Conclusion – A provision is recognised for the best estimate of the costs of making 
good under the warranty products sold before the end of the reporting period.  
(Measurement is considered later.) 

 

 

 Commentary 

Unless otherwise stated, the Illustrations in this session assume that a reliable estimate can be 
made.  So, for these warranties, all three of the recognition criteria have been met and 
therefore a provision is recognised in the financial statements.  The estimate of the provision is 
based on past experience and on evidence from events occurring after the reporting period. 

 
 A provision should be made only if the liability exists independent of the 

entities future actions.  The mere intention or necessity to undertake 
expenditure related to the future is not sufficient to give rise to an obligation. 

 If the entity retains discretion to avoid making any expenditure, a liability 
does not exist and no provision is recognised. 
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 The mere existence of environmental contamination (e.g. even if caused by 
the entity’s activities) does not in itself give rise to an obligation because the 
entity could choose not to clean it up. 

 A board decision alone is not sufficient for the recognition of a provision 
because the board could reverse the decision. 

 If a decision was made that commits an entity to future expenditure no 
provision need be recognised as long as the board have a realistic alternative.   

 In rare cases it is not clear whether there is a present obligation.  In these cases a 
past event should be deemed to give rise to a present obligation when it is more 
likely than not that a present obligation exists at the end of the reporting period. 

 
Commentary 

Clearly this is a matter for judgement after taking into account all available evidence. 

Illustration 5 

Nine people die after a banquet in July 2011, possibly as a result of food poisoning.  
Legal proceedings are started seeking damages from the catering company which 
disputes liability.  Up to the date of approval of the financial statements for the year to 
31 December 2011, the caterer’s lawyers advise that it is probable that the caterers will 
not be found liable.  However, when preparing the financial statements for the year 
ended 31 December 2012, the lawyers advise that, owing to the development of the 
case, it is probable that the caterers will be found liable. 

At 31 December 2011 

Present obligation – No, on the basis of the evidence available when the financial 
statements were approved, there is no obligation as a result of past events. 

Conclusion – No provision is recognised.  The matter is disclosed as a contingent 
liability unless the probability of any settlement is regarded as remote. 

At 31 December 2012 

Present obligation  – Yes, on the basis of the evidence available, there is a present 
obligation. 

Probable settlement – Yes 

Conclusion – A provision is recognised for the best estimate of the amount needed to 
settle the present obligation. 

 

 Commentary 

Year ended 31 December 2011: Based on the advice of experts, there was not considered 
to be a present obligation as the chances of the entity being successfully sued was unlikely.  
The first recognition criterion was not met, so no provision could be made 

Year ended 31 December 2012: New evidence has come to light which resulted in the 
experts advising that it is likely that the entity will be found liable.  Now all three criteria 
have been met and a provision must be recognised in the financial statements. 
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2.2.2 Past event   

 A past event that leads to a present obligation is called an obligating event. 

 An obligating event exists when the entity has no realistic alternative but to 
make the transfer of economic benefits.  This may be due to: 

 legal obligations; or 
 constructive obligations. 

 Commentary 

An example of a constructive obligation is a retail store that habitually refunds purchases 
made by dissatisfied customers even though it is under no legal obligation to do so, but 
could not change its policy without incurring unacceptable damage to its reputation. 

 

Illustration 6 – Contaminated land – constructive obligation 
 

A conglomerate which extracts nickel causes contamination and operates in a country 
where there is no environmental legislation.  However, the conglomerate has a widely 
published environmental policy in which it undertakes to clean up all contamination 
that it causes.  The conglomerate has a record of honouring this published policy. 

Present obligation – Yes, the contamination of the land gives rise to a constructive 
obligation because the conduct of the conglomerate has created a valid expectation, on 
the part of those affected by it, that the contamination will be cleaned up. 

Probable settlement – Yes 

Conclusion – A provision is recognised for the best estimate of the clean-up costs. 

 

 
 Provisions are not made for general business risks since they do not give rise 

to obligations that exist at the end of the reporting period. 

 It is not necessary to know the identity of the party to whom the obligation is 
owed in order for an obligation to exist. 

2.2.3 Reliable estimate of the obligation 

 A reasonable estimate can always be made where an entity can determine a 
reasonable range of possible outcomes.   

 Only in extremely rare cases will it be genuinely impossible to make any 
quantification of the obligation and therefore impossible to provide for it.  (In 
these circumstances disclosure of the matter would be necessary.) 
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2.3 Contingent assets and liabilities 

 These should not be recognised.  They are dependent on the occurrence or non- 
occurrence of an uncertain future event not wholly within the control of the entity.   

 
Commentary 

It follows that they are not obligations which exists at the end of the reporting period. 

 Contingent liabilities will be disclosed unless the possibility of an outflow of 
economic benefits is remote.  Most contingent assets will not be disclosed. 

 There is an exception to non-recognition of contingent liabilities. IFRS 3 
Business Combinations requires a subsidiary’s contingent liabilities, that are 
present obligations, to be recognised and measured at fair value as part of the 
acquisition process (see Session 24). 

3 Measurement 

3.1 General rules 

 The amount provided should be the best estimate at the end of the reporting period of 
the expenditure required to settle the obligation.  The amount is often expressed as: 

 the amount which could be spent to settle the obligation immediately; or  
 to pay to a third party to assume it. 

 The best estimate may derive from the judgement of management supplemented by: 

 experience of similar transactions; and 
 evidence provided from experts (in some cases). 

 An entity should take account of the uncertainty surrounding the transaction.  
This may involve: 

 an expected value calculation in situations where there is a large 
population (e.g. determining the size of warranty provisions); 

 the use of the most likely outcome in situations where a single obligation 
is being measured (as long as there is no evidence to indicate that the 
liability will be materially higher or lower than this amount). 

 Factors to be taken into account when deciding on the size of the obligation 
include: 

 the time value of money (the amount provided should be the present 
value of the expected cash flows using a pre-tax discount rate); 

 evidence in respect of expected future events, for example: 

 change in legislation; 
 improvements in technology; 

 prudence. 
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Worked example 1 
 

Alfa sells goods with a warranty under which customers are covered for the cost of 
repairing any manufacturing defects discovered within the first 12 months after 
purchase.  If minor defects were detected in all products sold, repair costs of $100,000 
would result.  If major defects were detected in all products sold, repair costs of 
$400,000 would result.  Alfa’s past experience and future expectations indicate that, for 
the coming year, of the goods sold: 

75% will have no defects; 
20% will have minor defects; and  
5% will have major defects. 

Required: 

Calculated the amount to be provided in the financial statements in respect of the 
warranty claims. 

 

 

Worked solution 1 

The expected value of the cost of repairs is: 

(75% × 0) + (20% × 100,000) + (5% ×  400,000) = $40,000 

 Commentary 

An entity should assess the probability of the outflow for the warranty obligations as a whole. 

Activity 1 
 

Jallopy, a car manufacturer, makes and sells vehicles with warranty contracts that 
provide for the replacement or repair of manufacturing defects discovered within the 
first year after manufacture.  It estimates that 5% of vehicles sold will require a minor 
repair, costing $50 per vehicle;  10% of vehicles sold will require an average repair 
costing $80 per vehicle; 3% will require a major repair costing $140 per vehicle.  The 
remaining vehicles are not expected to require any warranty repairs.  

During the last year, 140,000 vehicles were sold under warranty. 

Required: 

Calculated the amount to be provided in the financial statements in respect of the 
warranty claims. 
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Proforma solution 

Expected number of vehicles Repair cost Expected cost 
 

 

 

   
________

 
 
   –––––––– 

Worked example 2 
 

Beeta has an obligation to restore the seabed for the damage it has caused in the past.  
It has $1 million cash to pay on 31 December 2014 relating to this liability.  Beeta’s 
management consider that 15% is an appropriate discount rate.  The time value of 
money is considered to be material. 

Required: 

Calculate the amount to be provided at 31 December 2012 for the costs of 
restoring the seabed. 

 

 

Worked solution 2 

The present value of the provision is 
15.115.1

million 1


  =  $756,144 

3.2 Specific points 

 Reimbursement – If some (or all) of the expected outflow is expected to be reimbursed 
from a third party, the reimbursement should be recognised only when it is virtually 
certain that the reimbursement will be received if the entity settles the obligation.   

 The expense in respect of the provision may be presented net of the 
amount recognised for a reimbursement. 

 The reimbursement should be treated as a separate asset and must not 
exceed the provision in terms of its value. 

 Gains from the expected disposal should not be taken into account when 
measuring a provision. 

 The provision should be measured as a pre-tax amount. 
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Activity 2 
 

Cee has an obligation to restore environmental damage in the area surrounding its 
factory.  Expert advice indicates that the restoration will be carried out in two distinct 
phases; the first phase requiring expenditure of $2 million to remove the contaminated 
soil from the area and the second phase, commencing three years later, to replant the 
area with suitable trees and vegetation.  The estimated cost of replanting is $3.5 
million.  Cee uses a cost of capital (before taxation) of 10% and the expenditure, when 
incurred, will attract tax relief at the company’s marginal tax rate of 30%.  Cee has not 
recognised any provision for such costs in the past and today’s date is 31 December 
2012.  The first phase of the clean up will commence in a few months time and will be 
completed on 31 December 2013 when the first payment of $2 million will be made.  
Phase 2 costs will be paid three years later. 

Required: 

Calculate the amount to be provided at 31 December 2012 for the restoration 
costs. 

 

 

Solution 

Year Cash flow 10% discount Present 
  factor value 

 

 

   
_______

 
Provision required at 31 December 2012   
   –––––––– 
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4 Double entry 

4.1 IAS 37 guidance 

 IAS 37 gives detailed guidance on the recognition and measurement of provisions but 
it does not give guidance on the treatment of the debit entries on initial recognition 
(nor on the other side of the entry on subsequent measurement). 

 
Commentary 

The debit entry arising on initial recognition of a provision may be an expense or 
an asset depending on circumstance.  In order for the transaction to be treated as 
an asset it would have to give rise to future economic benefits. 

4.2 Changes in provisions 

 If the provision was originally measured as a present value its carrying 
amount will increase with the passage of time as the discount unwinds. 

 Commentary 

The increase is treated as a borrowing cost. 

 IAS 37 requires that provisions are reviewed at the end of each reporting period and 
adjusted to reflect current best estimates.  If it is no longer probable that an outflow of 
resources embodying economic benefits will be required to settle the obligation, the 
provision should be reversed. 

 Commentary 

A provision can be used only for expenditures that relate to the matter for which 
the provision was initially recognised. 
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Worked example 3 – Provision accounting 

Dee becomes subject to an obligating event on 1 January 2012. 

Dee is committed to expenditure of $10m in 10 years time as a result of this event. 

An appropriate discount factor is 8%. 

1 January 2012   
Initial measurement of the provision   
 

$10m  
)08.01(

1
10

 =   4,631,935 
  

 Dr Expense 
  Cr Provision 

4,631,935 
 4,631,935 

 

   
31 December 2012   
Measurement of the provision   
 

$10m  
)08.01(

1
9

 =   5,002,490 
  

Presented as follows:  
$ 

 

Balance brought forward 4,631,935  
Borrowing cost (unwinding of the discount) (8%  
4,631,935) 

370,555  

Carried forward 5,002,490  

   
Provision 
 Dr Expense 
  Cr Provision 

 
370,555 
 370,555 

 

   
31 December 2013   
Measurement of the provision   
 

$10m  
)08.01(

1
8

 =   5,402,689 
  

Presented as follows: $  
Balance brought forward 5,002,490  
Borrowing cost (unwinding of the discount)  
(8%  5,002,490) 

 
400,199 

 

Carried forward 5,402,689  

   
Provision 
 Dr Expense 
  Cr Provision 

 
400,199 
 400,199 
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5 Decommissioning costs 

5.1 Background   

 In certain industries (extractive industries, nuclear power) expenditure has to be 
incurred to remove facilities and restore the production area to its original condition. 

 Such costs are described as decommissioning costs or removal and restoration costs. 

5.2 Recognition 

 A provision for these costs should be recognised as soon as an obligating event occurs.  
This might be at the start of the contract. 

 A provision may represent delayed expenditure that is necessary to achieve access to 
future economic benefits.  If this is the case then it should be capitalised as an asset. 

Illustration 7 

Eta-oil operates an offshore oilfield where its licensing agreement requires it to remove 
the oil rig at the end of production and restore the seabed.  Ninety percent of the 
eventual costs relate to the removal of the oil rig and restoration of damage caused by 
building it, and ten per cent arise through the extraction of oil.  At the end of the 
reporting period, the rig has been constructed but no oil has been extracted. 

Present obligation – Yes.  The construction of the oil rig creates a legal obligation 
under the terms of the licence to remove the rig and restore the seabed and is thus an 
obligating event.  At the end of the reporting period, however, there is no obligation to 
rectify the damage that will be caused by extraction of the oil.   

Probable settlement – Yes 

Conclusion – A provision is recognised for the best estimate of 90% of the eventual 
costs that relate to the removal of the oil rig and restoration of damage caused by 
building it.  These costs are included as part of the cost of the oil rig.  The 10% that 
arise through the extraction of oil are recognised as a liability when the oil is extracted.   

 

 
Commentary 

Note that IAS 16 specifically includes “the estimated cost of dismantling and 
removing an asset and restoring the site, to the extent that it is recognised as 
a provision under IAS 37” as a component of cost. 
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5.3 Measurement 
 

Worked example 4 – Provision accounting with capitalization of 
the debit as part of the cost of an asset  

Flite purchased an asset on 1 January 2012. 

Flite is committed to expenditure of $10m in 10 years’ time in respect of this 
asset.  The obligation satisfies the recognition criteria in IAS 37. 

An appropriate discount factor is 8% 

1 January 2012   
Initial measurement of the provision   
 

$10m  
)08.01(

1
10

 =   4,631,935 
  

 Dr Asset 
    Cr Provision 

4,631,935 
 4,631,935 

 

   
31 December 2012   
Measurement of the provision   
 

$10m  
)08.01(

1
9

 =   5,002,490 
  

Presented as follows:  
$ 

 

Balance brought forward 4,631,935  
Borrowing cost (8%  4,631,935) 370,555  

Carried forward 5,002,490  

      
      
   Profit or 

loss 
  

Provision 
Dr Expense 
   Cr Provision 

 
370,555 
 370,555 

  
370,555 

 

  

      
Asset 
Dr Expense 
  Cr Accumulated depreciation 

 
463,193 
 463,193 

  
463,193 

  

 4,631,935  1/10   833,748   
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Worked example 4 continued 

31 December 2013   
Measurement of the provision   
 

$10m  
)08.01(

1
8

 =   5,402,689 
  

Presented as follows:  
$ 

 

Balance brought forward 5,002,490  
Borrowing cost (8%  5,002,490) 400,199  

Carried forward 5,402,689  

      
      
   Profit or 

loss 
  

Provision 
Dr Expense 
   Cr Provision 

 
400,199 
 400,199 

  
400,199 

 

  

      
Asset 
Dr Depreciation expense 
   Cr Accumulated depreciation 

 
463,193 
 463,193 

  
463,193 

  

     
863,392 

  

      
      
 

 
Commentary 

Accounting for changes in accounting estimates associated with existing decommissioning 
(and similar) costs (e.g. the timing of the future expense, its amount, the appropriate 
discount factor) is prescribed by IFRIC Interpretation 1 and is not examinable. 
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6 Application of rules to specific circumstances 

6.1 Future operating losses 

 Provisions should not be recognised for future operating losses because: 

 they do not arise out of a past event; 
 they are not unavoidable. 

 An expectation of future losses is an indication that the assets of the entity may 
be impaired.  Assets should be tested for impairment according to IAS 36. 

 Commentary 

However, to the extent that a loss is not avoidable because it amounts to an 
onerous contract, provision should be made (see next). 

6.2 Onerous contracts 

 If an entity has a contract that is onerous the present obligation under that 
contract should be recognised as a provision. 

Illustration 8 – Onerous contract 
 

A charity is administered from offices that it has leased under an operating lease.  
During December 2012 it relocates its administration to new building.  The lease on the 
old offices continues for the next three years and cannot be cancelled.  The old offices 
cannot be sub-let or otherwise assigned to another user. 

Present obligation  – Yes, signing the lease contract gave rise to a legal obligation. 

Probable settlement –  When the lease becomes onerous, a transfer of economic 
benefit is probable.  (Until the lease becomes onerous, the charity accounts for the lease 
under IAS 17 Leases). 

Conclusion – A provision is recognised for the best estimate of unavoidable lease 
payments. 

 

 

 Commentary 

A lump sum provision is required for the entire remaining lease payments, 
discounted appropriately.  
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6.3 Specific application – Restructuring 

6.3.1 Examples 

 Sale or termination of a line of business. 

 Closure of business locations in a region. 

 Relocation from one region to another. 

 Changes in management structure. 

 Fundamental reorganisations that have a material effect on the nature and 
focus of the entities operations. 

6.3.2 Recognition criteria 

 A provision for a liability to restructure can only be recognised when the general 
recognition criteria are met.  These are applied as follows. 

 A constructive obligation to restructure arises only when an entity has a detailed 
formal plan for the restructuring identifying as a minimum: 

 the business or part of a business concerned; 

 the principal locations affected; 

 the location, function, and approximate number of employees who 
will be compensated for terminating their services; 

 the expenditures that will be undertaken; and 

 when the plan will be implemented. 

 
Commentary 

If there is a long delay before the plan will be implemented then it is unlikely that the 
plan will raise a valid expectation that the entity is committed to the restructuring. 

 has raised a valid expectation that it will carry out the restructuring by starting 
to implement the plan or by announcing its main features to those effected by it. 

 A management decision to restructure does not give rise to constructive 
obligation unless the entity has, before the end of the reporting period: 

 started to implement the restructuring plan (e.g. by the sale of assets); or 
 announced the main features of the plan to those affected in a manner which is 

sufficient to raise a valid expectation in them that the restructuring will occur. 

 No obligation arises for the sale of an operation until there is a binding sales agreement. 

 Provisions for restructuring should include only those expenditures that are both: 

 necessarily entailed by a restructuring; and 
 not associated with the ongoing activities of the entity. 
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Illustration 9 – Closure of a division – no implementation before the end 
of the reporting period  

On 9 December 2012 the board of Geode decided to close down its overseas division.  
This decision was not communicated to any of those affected and no other steps were 
taken to implement the decision before the end of the reporting period (31 December 
2012). 

Present obligation  – No, there has been no obligating event. 

Conclusion – No provision is recognised. 

 

 

Illustration 10 – Closure of a division – communication/implementation 
before the end of the reporting period  

On 9 December 2012 the board of Holme decided to close down one of its overseas 
centres.  On 22 December 2012 a detailed plan for closing down the centre was agreed 
by the board: letters were sent to customers advising them to seek an alternative source 
of supply and redundancy notices were sent to the centre’s staff. 

Present obligation  – Yes, the obligating event is the communication of the decision to 
the customers and employees on 22 December.  There is a constructive obligation from 
that date because it creates a valid expectation that the centre will be closed. 

Probable settlement – Yes 

Conclusion – A provision is recognised at 31 December 2012 for the best estimate of 
costs of closing the centre. 

 

 

 Commentary 

No obligation arises for the closure of a division until there is a detailed plan for 
closure.  For this to happen, a commitment to the closure must have been made 
and have been communicated to those who this decision will affect.  After this point 
the decision cannot be reversed and the closure will go ahead. 

The assets of the operation must be reviewed for impairment, under IAS 36. 

7 Provisions for repairs and maintenance 

 
Commentary   

Some assets require, in addition to routine maintenance, substantial 
expenditure every few years for major refits or refurbishment and the 
replacement of major components.  IAS 16 Property, Plant and Equipment, 
gives guidance on allocating expenditure on an asset to its component parts 
where these components have different useful lives or provide benefits in a 
different pattern. 
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7.1 Refurbishment costs – No legislative requirement 

Illustration 11 

A lime kiln has a lining that needs to be replaced every ten years for technical reasons.  
At the end of the reporting period, the lining has been used for seven years. 

Present obligation – There is no present obligation.  

Conclusion – No provision is recognised. 

 

 
Commentary 

The replacement of the lime kiln lining is a future event which needs consideration, but 
there is no past event which results in a present obligation.  The cost of replacing the 
lining can be avoided by the entity’s future actions (e.g. deciding not to continue to 
operate the kiln).  In this case, the first recognition criterion is not met and therefore no 
provision can be recognised. 

 

IAS 16 offers an alternative treatment to entities with this kind of problem, (see Session 8, 
section 4.3).  In this Illustration the cost of the lining is capitalised separately from the cost 
of the furnace and then depreciated over ten years.  This results in the cost of the lining 
being spread over its useful economic life rather the costs being charged to profit or loss in 
a single accounting period.  This applies the matching concept in a way which meets the 
IASB’s “Framework” recognition criteria (as the costs have already been incurred). 

7.2 Refurbishment costs – Legislative requirement 

Illustration 12   

A national rail network is required by law to overhaul its locomotives once every four 
years. 

Present obligation – There is no present obligation 

Conclusion – No provision is recognised. 

 

 
Commentary 

The costs of overhauls are not recognised as a provision for the same reasons as the cost 
of replacing the lining is not recognised as a provision in the previous illustration.  Even 
a legal requirement to overhaul does not make the costs of overhaul a liability, because 
no obligation exists to overhaul the asset independently of the entity’s future actions – the 
entity could avoid the future expenditure by its future actions, for example by selling the 
locomotives. 

Instead of a provision being recognised, the depreciation of the asset takes account of the 
future incidence of maintenance costs, i.e. an amount equivalent to the expected 
maintenance costs is depreciated over four years. 
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8 Disclosures 

8.1 For each class of provision 

 The carrying amount at the beginning and end of the period with movements 
by type including: 

 additional provisions in the period including increases to existing provisions; 
 amounts used; 
 amounts reversed; 
 increase during the period of any discounted amount arising due to 

the passage of time or change in rate. 

 A brief description of the nature of the obligation and expected timing of the expenditure. 

 An indication of the nature of the uncertainties about the amount or timing of the outflows; 

 The amount of any expected reimbursement with details of asset recognition. 

 

Illustration 13 
 

26. Other provisions (extracts) 
Changes in the various provision categories in 2011 were as follows: 

  
 
 

Taxes 

Environ-
mental 
protec-

tion 
Restruc-

turing 

Trade-
related 

commit-
ments 

Litiga 

tions 

Personnel 
commit-

ments 

 
 

Miscella-
neous  

 
 
 

Total 

 € million € million € million € million € million € million € million € million 

December 31, 2010 903 281 129 1,028 907 1,729 371 5,348 

Changes in scope  
of consolidation 

 
2 

 
– – – – (1) 

 
(29) 

 
(28) 

Additions 553 54 357 1,051 540 1,328 164 4,047 

Utilization (359) (33) (57) (829) (731) (1,077) (162) (3,248) 

Reversal (97) (16) (11) (58) (56) (67) (43) (348) 

Interest cost – 4 – – – 23 – 27 

Exchange differences – (3) 12 25 27 11 (3) 69 

December 31, 2011 1,002 287 430 1,217 687 1,946 298 5,867 

 
 

Notes to the Consolidated Financial Statements of the Bayer Group 2011 
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8.2 Contingent liabilities 

 For each class of contingent liability, unless the contingency is remote, disclose: 

 a brief description of the nature of the contingency; and where practicable; 
 the uncertainties expected to affect the ultimate outcome of the contingency; and 
 an estimate of the potential financial effect; and 
 the possibility of any reimbursement. 

Illustration 14 
 

The company is being sued in the USA for damages of $5 
million in respect of the sale of allegedly faulty goods.  
The directors do not expect to lose the case and therefore 
no provision has been recognised, for these costs, in the 
financial statements. 

 

 

8.3 Contingent assets 

 For each class of contingent asset, when the inflow of economic benefits is 
probable, disclose: 

 a brief description of the nature of the contingency; and where practicable; 
 an estimate of the potential financial effect. 

8.4 Prejudicial information 

 In extremely rare cases, disclosure of some or all of the information required 
above might seriously prejudice the position of the entity in its negotiations 
with other parties in respect of the matter for which the provision is made.  In 
such cases the information need not be disclosed, but entities should: 

 recognise a provision; 
 explain the general nature of the provision; and  
 explain the fact, and reason why, that information has not been disclosed. 
 

Illustration 15 
 

Litigation is in progress against the company relating to a dispute with a competitor who 
alleges that the company has infringed patents and is seeking damages of 70 million.  The 
information usually required by IAS 37 Provisions, Contingent Liabilities and Contingent Assets is 
not disclosed on the grounds that it can be expected to prejudice seriously the outcome of 
the litigation.  The directors are of the opinion that the claim can be successfully resisted 
by the company. 
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Key points summary 
 

 A provision can be recognised only when there is a liability. 

 An entity must recognise a provision if, and only if:  

 a present obligation has arisen as a result of a past event; 
 payment is probable (“more likely than not”); and  
 the amount can be estimated reliably.  

 An obligating event creates a legal or constructive obligation that results in no 
realistic alternative but to settle the obligation.  

 A constructive obligation arises if past practice creates a valid expectation.  

 A possible obligation is disclosed but not accrued.  

 A provision is measured at a best estimate of the expenditure required (using pre-
tax discount rate) :  

 for a one-off event – the most likely amount.; 
 for repeated events – at the expected value; 

 In measuring a provision changes in legislation are taken into account only if 
virtually certain to be enacted.  

 A restructuring may includes sale, termination, closure or reorganisation. 

 Sale of operation: must have a binding agreement. 
 Closure or reorganisation: Requires a publicly announced formal plan.  
 Future operating losses: Cannot be provided for.  
 Restructuring on an acquisition: Requires an obligation at acquisition. 

 Restructuring provisions can include only directly related expenses (must exclude 
ongoing costs). 

 The debit entry for a provision is usually an expense but may be part of the cost of 
an asset. 

 A provision can only be used for the purpose for which it was recognised. 

 If it is no longer probable that an outflow of resources will be required to settle the 
obligation, the provision should be reversed.   

 Contingent liabilities are not recognised but disclosed (unless “remote”). 

 Contingent assets cannot be recognised only disclosed (when probable). 
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Focus 

You should now be able to: 

 explain why an accounting standard on provisions is necessary – give examples of 
previous abuses in this area; 

 define provisions, legal and constructive obligations, past events and the transfer of 
economic benefits; 

 state when provisions may and may not be made, and how they should be accounted for; 

 explain how provisions should be measured; 

 define contingent assets and liabilities – give examples and describe their accounting 
treatment; 

 identify and account for: 

 onerous contracts; 
 environmental and similar provisions; 

 
 discuss the validity of making provisions for future repairs or renewals. 
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Activity solutions 

Solution 1 – Expected value calculation 

Expected number of vehicles Repair cost Expected cost 

5% × 140,000 = 7,000 50 350,000 
10% × 140,000 = 14,000 80 1,120,000 
3% × 140,000 = 4,200 140 588,000 

   
________

 
   2,058,000 
   –––––––– 

 

 Commentary 

An expected value is a “long-run” average so would not be suitable for 
single obligations – where a most likely outcome should be determined. 

Solution 2 – Present value 

Year Cash flow 10% discount Present 
  factor value 

2013 2,000,000 0.909 1,818,000 
2016 3,500,000 0.683 2,390,500 

   
________

 
Provision required at 31 December 2012  4,208,500 
   –––––––– 
 

 Commentary 

The provision is calculated using the pre-tax costs and a pre-tax cost of 
capital.  The fact that the eventual payment will attract tax relief will be 
reflected in the recognition of a deferred tax asset for the deductible 
temporary difference (assuming that the recognition criteria for deferred tax 
assets are met). 
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Overview 

Objectives  

 To prescribe the accounting treatment in respect of employment and post-
employment benefit costs and the disclosures that should be made. 
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1 Employee benefits 

1.1 Key problem 

 Companies remunerate their staff by means of a wide range of benefits.  
These include wages and salaries, retirement benefits.  

 Cost to employer needs to be matched with benefits derived from employees’ services. 

1.2 Objective 

 The objective of IAS 19 is to prescribe the accounting and disclosure for 
employee benefits. 

 An entity must recognise: 

 a liability when an employee has provided service in exchange for 
employee benefits to be paid in the future; and 

 an expense when the entity consumes the economic benefit arising from 
service provided by an employee in exchange for employee benefits. 

 
Commentary 

Accounting for retirement benefit costs causes particular problems because 
payments made by a company into a pension plan fluctuate significantly from 
one year to the next.  However, accounting is relatively straightforward 
where pension plans are “unfunded” (i.e. financed by provisions). 

1.3 Scope 

 IAS 19 applies to all employee benefits except share-based payments (to which IFRS 2 
applies). 

 Employee benefits include:   

 short-term employee benefits (e.g. wages, salaries and social 
security contributions, paid annual leave and paid sick leave etc); 

 post-employment benefits (e.g. pensions, other retirement benefits, post-
employment life insurance and post-employment medical care); 

 other long-term employee benefits (e.g. service awards); and 

 termination benefits. 

 The standard does not deal with reporting by employee benefit plans. 

 Commentary 

And IAS 26 is outside the scope of the Diploma syllabus. 
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1.4 Terminology 

 Employee benefits – all forms of consideration given in exchange for service 
rendered by employees or for the termination of employment. 

 Commentary 

Including permanent health insurance, maternity/paternity leave, mobile phones, etc. 

 Short-term employee benefits – those which are expected to be settled within twelve 
months after the end of the period in which the employees render the related service 
(other than termination benefits). 

 Termination benefits are provided in exchange for a termination of employment.  
This may result from the entity’s decision to terminate employment before the 
normal retirement date or an employee’s decision to accept the benefits in exchange 
for the termination (e.g. voluntary redundancy). 

 Post-employment benefits – those which are payable after the completion of 
employment (other than termination benefits). 

 Other long-term employee benefits are all employee benefits other than short-
term employee benefits, post-employment benefits and termination benefits. 

 Multi-employer plans are defined contribution or defined benefit plans (other 
than state plans) that:  

 pool the assets contributed by various entities that are not under 
common control; and  

 use those assets to provide benefits to employees of more than one entity. 

 Commentary 

Contribution and benefit levels are determined without regard to the identity 
of the entity that employs the employees concerned.  Multi-employer benefit 
schemes are excluded from the syllabus. 

1.5 Short-term benefits 

1.5.1 Types   

 The following are examples if expected to be settled wholly within twelve months 
after the end of the period in which the employees render the related service: 

 wages, salaries and social security contributions; 
 paid absences (e.g. annual leave and sick leave); 
 profit sharing and bonuses; and 
 non-monetary benefits (e.g. medical care, housing, cars and free or 

subsidised goods or services) for current employees. 
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1.5.2 Accounting for short-term employee benefits 

 When an employee has rendered service to an entity during an accounting 
period, the entity should recognise the amount of short-term employee 
benefits expected to be paid in exchange for that service as: 

 a liability (accrued expense), after deducting any amount already paid; and 
 an expense (unless another IAS requires or permits the inclusion of 

the benefits in the cost of an asset). 

 
Commentary 

Tthe entity must account for the expense on an accruals basis. 

1.6 Long-term benefits 

1.6.1 Types 

 Long-term paid absences (e.g. for “sabbatical” leave). 
 “Jubilee” awards (e.g. for long service). 
 Long-term disability benefits. 
 Participation in profit sharing and other bonus schemes. 
 Deferred remuneration. 

1.6.2 Recognition and measurement 

 In principle this is similar to accounting for post-retirement benefits (see next 
section) in that a deficit or surplus may arise. 

 If a benefit depends on length of service, it should be recognised when the 
service is rendered.   

 If a benefit is fixed irrespective of the length of service it is recognised when 
an obligating event arises. 

Illustration 1 
 

A company provides senior executives with long-term disability benefits.  The amount 
of benefit depends on the length of service.  The company’s obligation arises when the 
service is rendered.  This is measured based on the probability that payment will be 
made and the length of time for which payment is expected to be made. 

The same company provides all other employees with disability benefits regardless of 
length of service.  The expected cost of those benefits is recognised only when an event 
occurs that causes a long-term disability. 

 

 

1.7 Termination benefits 

 Commentary 

This term does not cover any benefits if the employee terminates their 
employment other than in response to an offer of termination. 
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1.7.1 Types 

 Typically lump sum payments. 

 Enhanced post-employment benefits (e.g. pensions). 

 Salary to the end of a notice period during which the employee renders no 
service (e.g. “gardening leave”).  

1.7.2 Recognition and measurement 

 A liability and expense is recognized: 

 when the entity cannot withdraw the offer of benefits (e.g. because 
it is accepted by the employee); or  

 on recognizing a restructuring (under IAS 37) involving termination 
payments, if earlier. 

 A termination benefit to be settled wholly within 12 month after the end of 
the reporting period is treated as for a short-term benefit. 

 Otherwise it is treated as for a long-term benefit (i.e. with re-measurement at 
the end of each reporting period). 

2 Post-employment benefits 

2.1 Arrangements 

 Arrangements whereby an entity provides post-employment benefits are post-
employment benefit plans.   

 An entity may or may not establish a separate entity to receive contributions and to 
pay benefits, though it is convenient to think of the plan as a separate entity. 

   

THE ENTITY 

Transfer of 
cash (funding) 

 

THE PLAN 
 

   

     Payment of post 
retirement benefits 

 

    EMPLOYEE  

 Post-employment benefit plans are classified as either defined contribution plans or 
defined benefit plans, according to the economic substance of the plan. 
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2.2 Classification 

 Post-employment benefit plans are arrangements under which an entity provides 
post-employment benefits for one or more employees. 

 Commentary 

Arrangements may be formal or informal. 

 Defined contribution plans are those under which an entity: 

 pays fixed contributions into a separate entity (a plan); and 

 has no legal or constructive obligation to pay further contributions if the 
plan does not have sufficient assets to meet benefits for service in the 
current and prior periods. 

 Commentary 

It is the employee who is exposed to the risk of losses. 

 Defined benefit plans are those other than defined contribution plans. 

 Commentary 

The risk of further obligations is to the employer.  Defined benefit plans are 
managed by fiduciaries (i.e. trustees) and underwritten by the sponsoring employer. 

3 Defined contribution plans 

3.1 Introduction   

 The entity must make a contribution into a separate fund.  If there is no such 
contribution an arrangement is classified as a defined benefit plan. 

 The entity’s obligation is limited to the amount that it agrees to contribute to the plan. 

 Thus, the amount of the post-employment benefits received by the employee 
is determined by the amount of contributions paid to the plan, together with 
investment returns arising from the contributions. 

 In consequence any risks with regard to the size of the pension paid fall on the employee. 

 Accounting for defined contribution plans is straightforward because the reporting entity’s 
obligation for each period is determined by the amounts to be contributed for that period. 

3.2 Recognition and measurement 

 The accruals concept is applied, i.e. 

 charge contributions payable in respect of period to the statement of 
comprehensive income; and 

 reflect any outstanding or prepaid contributions in the statement of 
financial position. 
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 An expense will be recognised for the contribution, unless another standard 
allows that it be included in the cost of an asset. 

 Commentary 

Where employee cost are included in the cost of goods manufactured the 
contribution will be included in inventory cost. 

3.3 Disclosure 

 An entity should disclose the amount recognised as an expense for defined 
contribution plans. 

4 Defined benefit plans 

4.1 Definitions  

4.1.1 Relating to net defined benefit liability (asset) 

 The net defined benefit liability (asset) is the deficit (or surplus) adjusted for 
any effect of limiting a net defined benefit asset to the “asset ceiling”. 

 The asset ceiling is the present value of available refunds from the plan or 
reductions in future contributions to the plan. 

 The deficit (or surplus) is: 

 the present value of the defined benefit obligation; less 
 the fair value of plan assets (if any). 

 The present value of a defined benefit obligation is the present value, without 
deducting any plan assets, of expected future payments required to settle the 
obligation resulting from employee service in the current and prior periods. 

 Plan assets comprise: 

 assets held by a long-term employee benefit plan; and 
 qualifying insurance policies. 

 Commentary 

In brief, such assets are held by a separate legal entity and are not available 
to the reporting entity’s own creditors (even in bankruptcy). 

4.1.2 Relating to defined benefit cost 

 Current service cost is the increase in the present value of the defined benefit 
obligation resulting from employee service in the current period. 

 Past service cost is the change in the present value of a defined benefit obligation for 
employee service in prior periods resulting from a plan amendment or curtailment. 

 Commentary 

Total service cost is the sum of current and past service cost and any settlement gain or loss. 
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 Net interest on the net defined liability (asset) (see later) is the change during 
a period in the net defined liability (asset) that arises from the passage of time 
(i.e. because the benefits are one period closer to settlement). 

 Commentary 

This will be referred to as “net interest” throughout the remainder of this session. 

 Remeasurements of the net defined liability (asset) include: 

 actuarial gains and losses; 
 the return on plan assets (excluding “net interest”); and 
 any change in the effect of the asset ceiling (excluding “net interest”). 

 Actuarial gains and losses are changes in the present value of the defined 
benefit obligation resulting from: 

 experience adjustments (i.e. arising from differences between previous 
actuarial assumptions and what actually occurs); and 

 changes in actuarial assumptions. 

 Return on plan assets includes interest, dividends, gains, etc net of losses, 
management fees and taxes (if any). 

4.2 Role of an actuary   

 The entity’s obligation is to provide the agreed benefits to current employees.  There is a 
risk that the plan will be insufficient to pay the agreed pension to the employee (and 
therefore the entity) will have to provide for any shortfall (e.g. where an employee is 
guaranteed a specified return). 

 The entity will set cash aside which is then invested to earn a return and this will then grow, 
hopefully, to enable the entity to meet its future obligations. 

 The estimation of the amount to set aside is very difficult.  Usually companies will use the 
services of an actuary (an expert in post-retirement benefits).  The actuary performs 
calculations using estimates (“actuarial assumptions”) of all the variables which will affect 
the growth of assets and liabilities.  These include financial assumptions and demographic 
assumptions: 

 required post-retirement benefit; 
 rate of return on the stock market; 
 interest (discount) rate; 
 benefit levels and future salaries; 
 inflation rate; 
 rate of leavers (i.e. employee turnover); 
 probability of death in service (mortality) 
 dependants of employees who are eligible for benefits. 

 The actuary then advises how much  needs to set aside, the “current service cost” in order to 
meet the obligation.  This is usually stated as a percentage of salary and is usually paid to 
the plan on a monthly basis. 
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 The actuary does not guarantee his estimates.  This means that the value of the plan assets 
and liabilities at the end of each reporting period will be different to that forecast at the last 
actuarial valuation.  IAS 19 prescribes how to account for such differences. 

Illustration 2 – Actuarial calculations 
 

 Assets Liabilities Surplus 

 $   $   $   
Balance at beginning 962 (758) 204 
Contributions 25 – 25 
Improvements to benefits – (12) (12) 
Actual less expected return on assets * 480 – 480 
Changes in assumptions underlying  
   present value * – (146) (146) 
Experience losses * – (58) (58) 
Expected return on assets 73 – 73 
Interest on liabilities – (53) (53) 
Benefits paid (52) 52 – 
Current service cost – (34) (34) 
 _______ _______ _______ 

Balance at end 1,488 (1,009) 479 
 _______ _______ _______ 

 

 

 Commentary 

The above would be done by an actuary.  Components of actuarial gains/losses 
include the asterisked (*) items (i.e. actual less expected return on assets, changes 
in assumptions and experience losses).  “Experience losses” would include, for 
example, the decline in value of the plans securities.  The current service cost 
would be given to you in an examination question. 

4.3 Accounting principles 

 An entity makes payments to a plan (a separate legal entity).  This cash is 
invested and used to pay retirement benefits when they fall due for payment.  
The plan is an entity with assets and liabilities (to the pensioners). 

 At the end of each reporting period the assets and liabilities are valued and 
the entity recognises the net liability (or, more rarely, the net asset) in the 
statement of financial position. 

 
Commentary 

This seems a little strange at first.  The entity is recognising a net liability of a separate 
legal entity.  But remember that the ultimate obligation to the employees is owed by the 
entity.  The plan is merely a vehicle which allows the entity to meet this obligation.  In 
substance the assets and liabilities of the plan are a special area of the entity’s own 
statement of financial position even though they are held by a separate entity. 
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Illustration 3 

The following information relates to the assets and liabilities of the retirement benefit 
plan of entity X.  (This is not a summary of X’s statement of financial position but that 
of the plan.) 

 2012  2013  

 $m  $m  
Fair value of plan assets 100  110  

Present value of plan obligations (120)  (135)  

Net liability of the plan (20)  (25)  
     
The basic rule (simplified) is that:  

In 2012 X must recognise a liability of $20m    

In 2013 X must recognise a liability of $25m    
     
If X had made a payment of $1m to the plan in 2013 the full journal would be: 

 Dr Profit or loss  6 

  Cr Liability (25 – 20)  5 
  Cr Cash    1 
 

 

4.4 Recognition and measurement 

 Accounting for a defined benefit plan involves the determination of: 

(a) the deficit or surplus (using the services of an actuary, as above); 

(b) the amount of the net defined benefit liability (asset) being (a) as 
adjusted for any effect of the asset ceiling (see later); 

(c) the amount to be recognised in profit or loss; 

(d) the remeasurements of the net defined benefit liability (asset) to be 
recognised in other comprehensive income. 

 Commentary 

IAS 19 (amended 2012) now prescribes only one method of accounting for a net 
defined benefit liability (or asset) and any actuarial gains or losses. 

4.4.1 Statement of financial position 

 The net defined benefit liability (asset) is recognised in the statement of 
financial position.  In Illustration 3 this is $25 million at the end of 2013. 

 If the net amount is an asset, the amount to be recognised is limited to the lower of: 

 the surplus in the plan; and 
 the asset ceiling (see earlier definition). 
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4.4.2 Profit or loss 

 The following costs are included in profit or loss (unless another standard 
requires them to be included in the cost of an asset): 

 service cost (both current and past); 
 any gains or losses on settlement; 
 “net interest” (see earlier definition). 

 Past service cost (i.e. the change in the present value of the defined benefit 
liability caused by an amendment to the plan or a curtailment) is recognised 
as an expense at the earlier of: 

 the date when the plan amendment or curtailment occurs; and 
 the date when the entity recognises any related restructuring costs 

(in accordance with IAS 37) or termination benefits. 

 Commentary 

An amendment is when benefits payable are changed and a curtailment is when 
the number of employees covered by a plan is significantly reduced.  

4.4.3 Other comprehensive income 

 Remeasurements of the net defined liability (asset) recognised in other 
comprehensive income include: 

 actuarial gains and losses;  
 the return on plan assets (excluding amounts included in net interest); and 
 any change in the effect of the asset ceiling (excluding amounts included 

in net interest).  

4.4.4 Fair value of plan assets 

 In a funded scheme the trustees invest contributions into various assets (e.g. 
property, shares, debt assets and cash). 

 IFRS 13 applies to the measurement of the fair value of the plan assets.  If no 
market price is available fair value should be estimated (e.g. by discounting 
expected future cash flows). 

 The fair value of the plan assets is deducted from the defined benefit liability 
to identify the net deficit or surplus. 

 Plan assets exclude: 

 unpaid contributions due from the entity; and 
 non-transferable financial instruments issued by the entity and held 

by the fund. 

 Commentary 

One of the issues of the Enron accounting disaster was that its pension fund 
included Enron equity shares as an asset.  This helped “prop up” Enron’s share 
price. 
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Illustration 4 

Amicable has a defined benefit plan and a 31 December financial year end.  The table 
below provides information about the plan.  No contributions were made to the plan or 
benefits paid in 2012. 

  1 January 2012  31 December 2012 
Present value of defined benefit obligation  $80 $120 
Fair value of plan assets  $60 $70 
Net defined benefit liability  $20 $50 
 
Service cost  $20 
Discount rate (high quality corporate bond yield)  3% 
Expected rate of return on plan assets  5% 

 
Statement of financial position at 31 December 2012 

Net defined benefit liability  50 
 

Statement of profit or loss and comprehensive income in 2012  

Service cost  20  
Net interest (W1) 0.6 
  ______ 
Profit or loss  20.6 
Other comprehensive income: 
 Remeasurements (W2) 9.4 
  ______ 
Total comprehensive income 30 
  ______ 

WORKINGS 

(1) 3% × $20 net defined benefit liability at 1 January 2012 (i.e. $60 – $80). 

(2) Actuarial loss on defined benefit liability: 

 Opening liability 80 
 Current service cost 20 
 Interest ($80 × 30%) 2.4 
 Actuarial loss  17.6 to balance 
  _____ 
 Closing liability 120 
  _____ 
Actual return on plan assets: 
 Opening asset 60 
 Actual return on plan asset 10 to balance 
  ____ 
 Closing asset 70 
  ____ 

Net interest on opening plan asset is $1.8 ($60 × 3%) and so increase in plan 
assets due to remeasurement is $8.2 ($10 – $1.8). 

Net remeasurement is $9.4 ($17.6 - $8.2). 
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 Commentary 

Remember that the plan assets and liabilities are not included in the reporting entity’s 
books.  Therefore entries will need to be made to record the movement in the net 
defined benefit liability (asset) and account for any contribution which can be 
summarised as follows: 

Dr Profit or loss 20.6 
Dr Other comprehensive income 9.4 

Cr Cash (contribution)  –  
Cr Net defined benefit liability (50 – 20)  30 

Activity 1 
 

Daktari provides a defined benefit pension scheme for its employees.  The following 
information relates to the balances on the fund’s assets and liabilities at the beginning 
and end of the year and the year ending 31 December 2012: 

 1 Jan 31 Dec 
Present value of benefit obligation 1,270 1,450 
Fair value of plan assets 1,025 1,130 

Service cost for year 70 
Contributions to the plan 100 
Benefits paid –   
Discount rate 3% 
Expected return on fund assets 5% 
 

Required: 

(a) Identify the balance to be included in Daktari’s statement of financial 
position at 31 December 2012. 

(b) Calculate the amounts to be included in the statement of comprehensive 
income for the year ended 31 December 2012. 

(c) Present a journal summarising the accounting entries.  

 

 

Solution 

(a) Statement of financial position 

Net defined liability 
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(b) Statement of comprehensive income 

Service cost 

Net interest (W1) 

  ––––– 
Profit or loss  

Other comprehensive income: 

 Remeasurements (W2) 

  ––––– 

Total comprehensive income 
  ––––– 

WORKINGS 

(1)  

(2) Remeasurements: 

Actuarial gain or loss on defined benefit liability: 

 Opening liability 

 Current service cost  

 Interest on opening liability  

 Actuarial loss 
  ––––– 

 Closing liability  
  ––––– 
 
Actual return on plan assets: 

 Opening asset  

 Cash contribution  

 Actual return  
  ––––– 

 Closing asset  
  ––––– 

 (c) Journal entries 
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5 Other guidance 

5.1 Actuarial valuation method 

 An entity should use the “projected unit credit” method to determine:   

 the present value of its defined benefit obligations; 
 the related current service cost; and 
 past service cost (where applicable). 

 Under this method each period of service gives rise to an additional unit of benefit 
entitlement and measures each unit separately to build up the final obligation. 

 The method requires an entity to attribute benefit to: 

 the current period (to determine current service cost); and 
 current and prior periods (to determine the present value of defined 

benefit obligations). 

Illustration 5 

4. Basic principles, methods and critical accounting estimates 
(extract) 
 
Provisions for pensions and other post-employment benefits (extract) 
The present value of provisions for defined benefit plans and the resulting expense are 
calculated in accordance with IAS 19 (Employee Benefits) by the projected unit credit method. 
The future benefit obligations are valued by actuarial methods on the basis of specific 
assumptions regarding beneficiary structure and the economic environment. These relate 
mainly to the discount rate, the expected return on plan assets, the rate of future compensation 
increases, variations in health care costs, and attrition and mortality rates. 

 
Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 

5.2 Discount rate 

 The discount rate should be determined by reference to market yields on high 
quality corporate bonds at the end of the reporting period (i.e. “AAA-rated”). 

 Commentary 

In countries where there is no “deep” market in such bonds, the market 
yields on government bonds should be used. 
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5.3 Regularity 

 Valuations should be carried out with sufficient regularity that the amounts 
recognised in the financial statements do not differ materially from the 
amounts that would be determined at the end of the reporting period. 

 An entity is encouraged, but not required, to use a qualified actuary in the 
measurement of all material post-employment benefit obligations. 

5.4 Asset ceiling   

 IAS 19 sets an “asset ceiling” on how much of a surplus in a defined benefit 
plan can be recognised. 

 This ceiling is the present value (discounted at the rate in 5.2 above) of future 
economic benefits available in the form of: 

 a reduction in future contributions; or 
 cash refund. 

 Commentary 

The standard is in effect applying a degree of prudence by setting a limit on 
the amount of the asset that can be recognised. 

 The asset may arise in circumstances where a plan has been overfunded.   

5.5 Settlements and curtailments  

 A settlement of a plan eliminates all further obligations (both legal and 
constructive) for all or part of the benefits provided under a defined benefit 
plan.   

 Commentary 

For example, on a transfer of employment a one-off payment may be made to 
members of the plan in return for the cancellation of any future obligations. 

 A curtailment is a significant reduction in the number of employees covered 
by the plan (e.g. on closure of a factory).  A curtailment may result in 
settlement (e.g. where a plan ceases to exist). 
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6 Presentation and disclosure 

6.1 Presentation 

 An asset relating to one plan should be offset against a liability relating to 
another when, and only when, the entity:  

 has a legal right of offset (i.e. to use a surplus in one plan to settle 
obligations in another); and 

 intends to settle the obligations on a net basis or realise the surplus 
and settle the obligation simultaneously. 

6.2 Disclosure 

 The characteristics of the defined benefit plan and any risks associated with 
them.  For example: 

 the nature of the benefits (e.g. final salary); 
 the regulatory framework in which it is operates; 
 responsibilities of the trustees; 
 primary classes of investment (e.g. in property); 
 amendments, curtailments and settlements. 

 Explanations of the figures included in the financial statements including a 
reconciliation of the opening and closing net defined liability (asset), showing 
separate reconciliations for plan assets, the present value of the obligation and 
the effect of the asset ceiling (if any).   

 Commentary 

Reconciling items will include, for example, all the items in profit or loss or other 
comprehensive income, contribution, payments and effects of exchange rates. 

 A description of how the defined benefit plan may affect the timing and 
uncertainty of the entity’s future cash flows. 

 Factors to consider in meeting the disclosure requirements include: 

 the level of detail necessary; 
 the emphasis that should be placed on each requirement; 
 the level of aggregation or disaggregation; 
 whether users need additional information to evaluate the 

qualitative information disclosed. 
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Illustration 6 

25. Provisions for pensions and other post-employment benefits (extract) 
 
The unfunded and funded defined benefit obligations developed as follows: 

   

Pension 
obligations 

Total 
Other post-employment 

benefit obligations 

 € million  2010 2011 2010 2011 

 Defined benefit obligation as of January 1 15,110 16,833 821 866 

 Divestitures/changes in scope of consolidation (2) (23) – – 

 Current service cost 193 229 33 57 

 Interest cost 850 831 57 45 

 Employee contributions 39 38 – – 

 Past service cost 2 (26) – – 

 Plan settlements (2) – – – 

 Net actuarial (gain) loss 1,169 1,218 (48) 52 

 Benefits paid (809) (859) (62) (57) 

 Plan curtailments 2 (5) 2 1 

 Exchange differences 281 96 63 14 

 Defined benefit obligation as of December 31 16,833 18,332 866 978 

      

 Fair value of plan assets as of January 1 9,229 10,147 304 339 

 Divestitures/changes in scope of consolidation – (16) – – 

 Expected return on plan assets 553 544 26 24 

 Net actuarial gain (loss) 139 38 15 (9) 

 Plan settlements (2) – – – 

 Employer contributions 786 1,205 32 30 

 Employee contributions 39 38 – – 

 Benefits paid (809) (859) (62) (57) 

 Exchange differences 212 94 24 9 

 Fair value plan assets as of December 31 10,147 11,191 339 336 

      

 Funded status as of December 31 (6,686) (7,141) (527) (642) 

 Unrecognized past service cost 2 5 (3) (4) 

 Asset limitation due to uncertainty of obtaining 
future benefits 

(15) (16) – – 

 Net recognized liability as of December 31 (6,699) (7,152) (530) (646) 
    

 Amounts recognized in the statement of 
financial position 

    

 Benefit plan assets in excess of obligation 76 72 – – 

 Provisions for pensions and other post-
employment benefits (6,775) (7,224) 

 
(530) 

 
(646) 

 Net recognized liability as of December 31 (6,699) (7,152) (530) (646)  

Notes to the Consolidated Financial Statements of the Bayer Group 2011
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 Commentary 

 Although the above disclosures are based on IAS 19 before the 2011 
amendments they are indicative of what is required. 

 
 

Key points summary 

 For short-term employee benefits, the undiscounted benefits expected to be paid 
in a period should be recognised in that period.  

 Expected costs of profit-sharing and bonuses should be recognised when there is a 
legal or constructive obligation to make payments. 

 The accounting treatment for a post-employment benefit plan depends on whether 
it is a defined contribution or a defined benefit plan. 

 Defined contribution: entity has no obligation beyond fixed contributions.  
Expense is contributions payable in exchange for service rendered by employees 
during the period.  (Discounted if  they are not expected to be wholly settled 
within 12 months.) 

 Defined benefit:  all other plans.  Net defined benefit liability (asset) is the deficit 
or surplus (as adjusted for the asset ceiling). 

 The deficit or surplus is: 

(i) the present value of the defined benefit obligation (using projected unit 
credit method); less 

(iv) the fair value of plan assets (if any).  

 Actuarial gains and losses are recognised in full in the period in which they occur 
in other comprehensive income. 

 Also included in other comprehensive are returns on plan assets. 

 The amount recognised in profit or loss includes:  

 service cost (current and past); 
 net interest on the net defined benefit liability (asset); 
 settlement gain or loss. 
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Focus 

You should now be able to: 

 describe the nature of defined contribution, multi-employers and defined benefits schemes; 

 explain the recognition and measurement of defined benefit schemes; 

 account for defined benefit plans including the amounts shown in the financial statements (and 
notes to the accounts). 

 Commentary 

Note that it is accounting for multi-employer benefit schemes that is excluded 
from the syllabus. 

Activity solution 

Solution 1 

(a) Statement of financial position 

Closing net defined liability (1,450 – 1,130) 320 
 

(b) Statement of comprehensive income 

Service cost 70 
Net interest (W1) 7 
  ––––– 
Profit or loss  77 
Other comprehensive income: 
 Remeasurements (W2) 98 
  ––––– 
Total comprehensive income 175 
  ––––– 
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WORKINGS 

(1) 3% × 245 opening net defined benefit liability (i.e. 1,270 – 1,025). 

(2) Remeasurements: 

Actuarial gain or loss on defined benefit liability: 
 Opening liability 1,270 
 Current service cost 70 
 Interest on opening liability (1,270 × 3%) 38 
 Actuarial loss 72
 to balance 
  ––––– 
 Closing liability 1,450 
  ––––– 
 
Actual return on plan assets: 
 Opening asset 1,025 
 Cash contribution 100 
 Actual return 5
 to balance 
  ––––– 
 Closing asset 1,130 
  ––––– 
 
Net interest on opening plan asset is 31 (1,025 × 3%) and so decrease in plan 
assets due to remeasurement is 26 (5 – 31). 
 
Net remeasurement is 98 (72 loss on liability + 26 loss on return). 
 

(c) Journal entries 

Dr Profit or loss 77 
Dr Other comprehensive income 98 

Cr Cash (contribution)  100 
Cr Net defined benefit liability (W)  75 
 

WORKING 

Opening net liability (1,270 – 1,025) 245 
Closing net liability (as (a)) 320 
  ––––– 
Increase in liability 75 
  ––––– 
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Overview

Objective 

 To explain how to account for the granting of shares and share options to 
executives, employees and other parties.   

 

 

SHARE-BASED 
PAYMENTS 

DISCLOSURES 

RECOGNITION 
AND 

MEASUREMENT 

TERMINOLOGY 

 Need for a standard 
 Key issues 
 Objective of IFRS 2 
 Scope 
 

 Initial recognition 
 Fair value 
 Equity-settled transactions 
 Granting of equity instruments 
 Indirect measurement 
 Valuation technique 
 Cash-settled transactions 
 Share appreciation rights 

 Purpose 
 Nature and extent of schemes in place 
 How fair value was determined 
 Effect of expenses arising 

 Share-based payment arrangement 
 Types of transactions 

DEFERRED 
TAXATION 

 Issue  
 Accounting 
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1 Share-based payments 

1.1 Need for a standard   

 Share plans and share option plans have become a common feature of remuneration 
packages for directors, senior executives and other employees in many countries. 

 Commentary 

Shares and share options may also be used to pay suppliers (e.g. for 
professional services). 

 IFRS 2 “Share-based Payments” fills a gap in accounting for the recognition 
and measurement of such transactions under IFRS. 

 Commentary 

IAS 19 “Employee Benefits” originally prescribed certain disclosures relating to share-
based payments but did not seek to address the recognition and measurement issues.  
However, IAS 19 (amended 2011) now “scopes out” all share-based payments. 

1.2 Key issues 

 Recognition:  When to recognise the charge for share-based payments? 

 Commentary 

Recognition must reflect accrual accounting in keeping with “The Framework”. 

 Measurement   How much expense to recognise? 

 Commentary 

IFRS 2 limits the measurement possibilities.  In principle share-based payment transactions 
are accounted for to reflect the “value” of goods or services received.  However, the 
measurement method depends on the type of transactions and who it is made with. 

1.3 Objective of IFRS 2 

 To specify the financial reporting of share-based payment transactions. 

 In particular, to show the effects of such transactions (including associated 
expenses) on profit or loss and financial position. 

 Commentary 

In summary, IFRS 2 requires the recognition of all share-based payment 
transactions measured at fair value. 
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1.4 Scope 

 All share-based payment transactions.  Transactions may be: 

 settled in cash, other assets, or equity instruments of the entity; and 
 with employees or other parties. 

 IFRS 2 applies regardless of whether or not the entity can identify 
specifically some or all of the goods or services received. 

 There are no exceptions, other than for transactions to which more specific 
standards apply, for example: 

 shares issued as consideration in a business combination (IFRS 3 
“Business Combinations”; and 

 certain contract transactions falling within IAS 32 “Financial Instruments: 
Presentation” or IAS 39 “Financial Instruments: Recognition and Measurement”. 

 Commentary 

There are no exceptions for employee share purchase plans. 

2 Terminology 

2.1 Share-based payment arrangement 

 An agreement between an entity (or another group entity or a shareholder of a 
group entity) and another party (including an employee) which entitles the 
other party to receive: 

 equity instruments (including shares or share options) of the entity 
(or another group entity); or  

 cash (or other assets) for amounts based on the price (or value) of 
equity instruments of the entity (or another group entity), 

Provided any specified vesting conditions are met.   

 Commentary 

“Vest” means to become an entitlement.  A party’s right to shares of an entity 
may be free or at a pre-arranged exercise price. 

 Share-based payment transaction:  A transaction in a share based payment 
arrangement in which the entity: 

 receives goods or services from a supplier (including an employee); or 
 incurs an obligation (to the supplier) when another group entity 

receives those goods or services. 

 Commentary 

As many entities mostly receive services (e.g. from their executives and employees) 
references to “goods or services” are simplified to “services” in this session. 
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 Equity instrument:  A contract that gives a residual interest in the assets of an 
entity after deducting all of its liabilities. 

 Commentary 

Liabilities being as defined in “The Framework”. 

 Share option:  A contract that gives the holder the right, but not the obligation, to 
subscribe to shares at a fixed (or determinable) price for a specified period of time. 

 Vesting conditions:  The conditions that must be satisfied for a person to be entitled to 
receive cash, other assets or equity instruments under a share-based payment arrangement. 

 Commentary 

Examples of vesting conditions include completion of a service period and 
meeting performance targets (e.g. an increase in revenue over a period of time). 

2.2 Types of transactions 

 There are three types of share-based payment transactions: 

 equity-settled share-based payment transactions; 
 cash-settled share-based payment transactions; and 
 share-based payment transactions with cash alternatives. 

 Commentary 

Share-based payment transactions with cash alternatives are outside the 
scope of the syllabus and will not therefore be referred to again. 

2.2.1 Equity-settled 

 The entity receives services: 

 as consideration for its own equity instruments; or 
 has no obligation to settle the transaction with the supplier. 

2.2.2 Cash-settled 

 The entity acquires services by incurring liabilities for amounts that are based on 
the price (or value) of equity instruments of the entity or another group entity. 

3 Recognition and Measurement 

3.1 Initial recognition 

 Normal recognition rules apply  to the goods or services received: 

Dr Expense (e.g. purchases, labour) 

 Commentary 

Or debit an asset account. 
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 If settlement by equity settled share-based payment then increase equity: 

Cr Equity 

 If settlement by cash settled share-based payment then recognise a liability: 

Cr Trade (or other) payables 

3.2 Fair value measurement 

 Goods or services are measured at fair value. 

 Commentary 

That is, the amount for which an asset could be exchanged, a liability settled, or an equity 
instrument granted, between knowledgeable, willing parties in an arm’s length transaction.  
The IFRS 13 definition of fair value does not apply as IFRS 2 is “scoped out”. 

3.3 Equity-settled transactions   

 The fair value of the services received (and the corresponding increase in 
equity) is measured either:   

 directly, at the fair value of the services received; or 
 indirectly, by reference to the fair value of the equity instruments granted. 

 Direct measurement is at the date the entity receives the services (or obtains the goods). 

 Indirect measurement, as a surrogate, is at the grant date. 

 Commentary 

The grant date is the date when the parties to the arrangement have a shared 
understanding of its terms and conditions.  The right to cash, other assets, or equity 
instruments is conferred at grant date (provided any vesting conditions).  If an agreement 
is subject to approval (e.g. by shareholders), grant date when that approval is obtained. 

3.3.1 Employee’s remuneration  

 Direct measurement of services received for particular components of an 
employee’s remuneration package (e.g. cash, shares and other employee 
benefits) may not be possible. 

 Also, it may not be possible to measure the fair value of a total remuneration 
package, without measuring directly the fair value of the equity instruments 
granted. 

 Commentary 

Measurement will be further complicated where equity instruments are 
granted as part of a bonus arrangement (e.g. a loyalty bonus to stay with the 
entity) rather than as a part of basic remuneration. 
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 Granting equity instruments is paying additional remuneration to obtain additional 
benefits.  Estimating the fair value of the additional benefits is likely to be more 
difficult than measuring the fair value of the equity instruments granted.  

3.3.2 Transactions with others 

 For transactions with parties other than employees, there is a rebuttable presumption 
that the fair value of the goods or services received can be estimated reliably. 

 That fair value is measured at the date the goods are obtained or the supplier 
renders the service. 

 Commentary 

In rare cases, if the presumption is rebutted, measurement will be indirect, at 
the date the entity obtains the goods or service (rather than at the grant date). 

3.3.3 Unidentifiable goods or services  

 If the identifiable consideration received (if any) appears to be less than the fair value 
of the equity instruments granted or liability incurred, this suggests that other 
consideration (i.e. unidentifiable services) has been (or will be) received. 

 Any unidentifiable services are measured on the grant date as the difference between 
the fair values of the share-based payment and the identifiable services. 

3.4 Granting of equity instruments   

3.4.1 Without vesting conditions   

 When equity instruments granted vest immediately, employees (executives or other 
suppliers) are not required to complete a specified period of service before becoming 
unconditionally entitled to those equity instruments. 

 Unless there is evidence to the contrary, the entity presumes that services rendered by 
the employee have been received.  So, on grant date the entity recognises: 

 the services received in full; and 
 a corresponding increase in equity. 

 Commentary 

Recognition is immediate when equity instruments are granted for past performance. 

3.4.2 With vesting conditions   

 If the equity instruments granted do not vest until a specified period of 
service has been completed, it is presumed that the services to be rendered as 
consideration will be received over the future vesting period. 

 Services must then be accounted for as they are rendered by the employee 
during the vesting period, with a corresponding increase in equity. 
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Illustration 1 

An employee is granted share options conditional upon completing three years of 
service. 

The entity presumes that the services to be rendered by the employee as consideration 
for the share options will be received in the future, over that three-year vesting period. 

 

 

Illustration 2 

An employee is granted share options conditional upon: 

 the achievement of a performance condition; and 
 remaining in the entity’s employ until that performance condition is satisfied. 

Thus the length of the vesting period varies depending on when that performance 
condition is satisfied.  The entity therefore presumes that the services to be rendered for 
the share options will be received over an expected vesting period. 

 

 
3.4.3 Expected vesting period   

 The expected vesting period at grant date is estimated based on the most 
likely outcome of the performance condition. 

 A performance condition may be a market condition (i.e. a condition upon 
which the exercise price, vesting or exercisability of an equity instrument is 
related to the market price of the entity’s equity instruments). 

 Commentary 

For example, achieving a specified share price. 

 If the performance condition is a market condition, the estimate of length of 
vesting period must be consistent with the assumptions used in estimating the 
fair value of the options granted. 

 Commentary 

Such an estimated length of vesting period is not subsequently revised. 

 If the performance condition is not a market condition, the entity revises its 
estimate of the length of the vesting period, if necessary. 

 Commentary 

If subsequent information indicates that the length of the vesting period 
differs from previous estimates. 
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Worked example 1 
 

Omega grants 120 share options to each of its 460 employees.  Each grant is 
conditional on the employee working for Omega over the next three years.  Omega has 
estimated that the fair value of each share option is $12. 

Omega estimates that 25% of employees will leave during the three-year period and so 
forfeit their rights to the share options. 

Everything turns out exactly as expected. 

Required: 

Calculate the amounts to be recognised for services received as consideration for 
the share options during the vesting period. 

 

 

 Commentary 

Estimates of leavers could be made on the basis of a weighted average probability 
applied to a historic pattern of leavers as adjusted for expected changes in that pattern. 

Worked solution 1 

Year  Calculation  Remuneration Cumulative 
  expense for remuneration 
  period expense 
  $    $    

1  55,200 options × 75% × $12 × 1/3 years 165,600  165,600 

2  (55,200 options × 75% × $12 × 2/3 years) 
 – $165,600 165,600  331,200 

3  (55,200 options × 75% × $12 × 3/3 years) 
 – $331,200 165,600 496,800 

 

Activity 1 
 

As for Worked Example 1 except that everything does not turn out as expected. 

Year 1:  25 employees leave.  Omega revises its estimate of total leavers over the three-
year period from 25% (115 employees) to 20% (92 employees). 

Year 2:  Another 22 employees leave.  Omega revises its estimate of total leavers over 
the three-year period from 20% to 15% (69 employees). 

Year 3:  A further 13 employees leave. 

Required: 

Calculate the amounts to be recognised for services received as consideration for 
the share options during the vesting period. 
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Proforma solution 

Year  Calculation  Remuneration Cumulative 
  expense for remuneration 
  period expense 
  $    $    

1   

2   

3   

 

Worked example 2 
 

On 1 January 2011, Kappa granted 1,000 options to an executive, conditional on his 
remaining in Kappa’s employment for three years.  The exercise price is $35, but falls 
to $25 if earnings increase by 12% on average over the three-year period. 

On grant date the estimated fair value of an option is: 

 $12 for an exercise price of $25; 
 $9 if the exercise price is $35. 

2011 earnings increase by 14%.  This increase is expected over the next two years, 
giving expected exercise price of $25. 

2012 earnings increase by 13%.  The earnings target is still expected to be achieved. 

2013 earnings increase by only 7%.  The earnings target is not achieved. 

On 31 December 2013 the executive completes three years’ service.  Rights to the 
1,000 options are now vested at an exercise price of $35. 

Required: 

Calculate the remuneration expense arising from the share options over the three 
year period. 

 

 

 Commentary 

The exercise price is the price at which the executive can buy the shares 
under the option contract. 
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Worked solution 2 

Year  Calculation  Remuneration expense 
  Period Cumulative 
   $    $    

1  1,000 options × $12 × 1/3 years 4,000  4,000 

2  (1,000 options × $12 × 2/3 years) – $4,000 4,000  8,000 

3  (1,000 options × $9) – $8,000 1,000  9,000 

 

 Commentary 

The performance condition is not a market condition.  As the condition was 
not actually met in year three the exercise price will become $35 resulting in 
the fair value of the option at grant date being $9. 

3.5 Indirect measurement 

 Fair value of equity instruments granted is based on: 

 market prices, if available; otherwise 
 a valuation technique. 

 Commentary 

The measurement date is the grant date for employees and other providing 
similar services.  For transactions with parties other than employees it is the 
date the goods are received (or the services rendered). 

 Vesting conditions other than market conditions are not taken into account 
when estimating fair value. 

 Commentary 

Instead, they are reflected in the estimate of the likely outcome of these conditions (i.e. 
the number of instruments expected to vest.  Market conditions are taken into account. 

 Services received measured at the grant date fair value of equity instruments granted is 
the minimum amount recognised (unless the instruments do not vest due to forfeit). 

 Commentary 

This is irrespective of any modifications to the terms and conditions on which 
the equity instruments were granted, including cancellations and settlement. 

3.6 Valuation technique   

 It is highly unlikely that market prices will be available for employee share options 
because the grant terms and conditions do not apply to options that are actively traded. 

 Where similar traded options do not exist the fair value of options granted is 
estimated by applying an options pricing model.   
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 Commentary 

IFRS 2 suggests possible option-pricing models (e.g. “Black-Scholes-Merton”) 
but does not prescribe their use. 

 As a minimum, an option-pricing model should reflect: 

 Exercise price of option; 
 Life of option; 
 Current price of underlying; 
 Expected volatility of share price; 
 Expected dividends; 
 Risk free interest rate over life of option. 

 

 Commentary 

Option-pricing models are outside the scope of ACCA’s Diploma in International 
Financial Reporting Standards.  If relevant, the fair value of an option will be given. 

3.7 Cash-settled transactions   

 For cash-settled transactions, the goods or services acquired and the liability 
incurred are measured at the fair value of the liability. 

 The liability is remeasured to fair value at the end of each reporting period, with 
any changes in value recognised in profit or loss, until it is settled. 

 Commentary 

In contrast with equity-settled where there is no remeasurement. 

 Where either the entity or the supplier may choose whether the entity settles 
the transaction in cash or by issuing equity instruments, it is accounted for as: 

 cash-settled if the entity has a liability to settle in cash; or 
 equity-settled if no such liability has been incurred. 

3.8 Share appreciation rights   

 A common example of a cash-settled share-based payment transaction is that 
of share appreciation rights.   

 These are granted to employees and give the employee an entitlement to a 
future cash payment based on the increase in the entity’s share price from a 
determined level and for a specific period of time. 

 The right means that the entity will be required to make a cash payment and will 
therefore be required to recognise a liability based upon its estimated value. 

 As the transaction is cash-settled the liability will be re-measured each 
reporting date with any change in value being taken to profit or loss. 

 When the rights are exercised the difference between the liability and the 
cash payment will also be expensed to profit or loss. 
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Worked example 3 
 

On 1 January 2010 Pepco granted 60 share appreciation rights to each of its 200 
employees, on condition that the employees work for Pepco until 31 December 2011. 

During 2010 12 employees leave and Pepco estimates that a further 15 will leave 
during 2011. 

During 2011 a further 14 employees leave. 

Employees exercise their rights as follows: 
  Number of employees 
31 December 2011 61 
31 December 2012 77 
31 December 2013 36 

The fair value of the rights at the year ends in which Pepco has a liability and the 
intrinsic value of the rights are: 

 Fair Intrinsic 
 value value 
 $ $ 
2010  16.20 – 
2011  18.10 15.70 
2012  20.50 19.80 
2013  – 22.00 
 

Required: 

For each of the four years calculate: 

(a) the liability to be included in the statement of financial position; and 
(b) the expense to be recognised in profit or loss. 

 

 

 Commentary 

The fair value of the share appreciation rights would be identified from using an option 
pricing model.  The intrinsic value is the cash value of the rights at a specific point in 
time.  Both these values would be provided in an examination question. 
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Worked solution 3 

Year  Calculation  Liability Expense 
   $    $    

2010  (200 – 27) × 60 × $16.20 × 1/2 years 84,078  84,078 

2011 Not yet exercised ((200 – 26 – 61) × 60 × $18.10) 122,718 38,640 

 Exercised (61 × 60 × $15.70)  57,462 

    –––––– 
    96,102 

    –––––– 
2012 Not yet exercised 

 ((200 – 26 – 61 – 77) × 60 × $20.50) 44,280 (78,348) 

 Exercised (77 × 60 × $19.80)  91,476 

    –––––– 
    13,128 

    –––––– 
 
2013   – (44,280) 

 Exercised (36 × 60 × $22.00)  47,520 

    –––––– 
    3,240 

    –––––– 

 Commentary 

The liability is de-recognised at 31 December 2013 as the exercise period of 
the rights has now lapsed.  All SARS in this example were exercised. 

4 Deferred Taxation  

 Commentary 

This section should be left until the study of deferred tax (Session 20) has been completed. 

4.1 Issue  

 In many jurisdictions the legislation allows for the recovery of tax for the 
share option expense. 

 In many cases the amount of benefit will be based upon the intrinsic value of 
the share and will only be available once the options have been exercised. 

 The intrinsic value of a share option is the difference between the exercise 
price of the option and the market price of the share. 

 The timing difference and difference in value will give rise a deductible 
temporary difference in the financial statements leading to the recognition of 
a deferred tax asset in the statement of financial position, provided the IAS 12 
Income Taxes recognition requirements are met. 
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4.2 Accounting  

 The tax expense within the profit or loss will be credited with the double 
entry to the recognition of the deferred tax asset. 

 The amount that can be credited within profit or loss is set as a maximum, 
being the cumulative share option expense × tax rate.  Any additional benefit 
will be credited through other comprehensive income. 

Worked example 4 
 

On 1 January 2012, Robinson granted 10,000 share options to an employee vesting two 
years later on 31 December 2013.  The fair value of each option measured at the grant 
date was $4. 

Tax legislation in the country in which the entity operates allows a tax deduction of the 
intrinsic value of the options on when they are exercised.  The intrinsic value of the 
share options was $2.20 at December 2012 and $4.40 at 31 December 2013, at which 
point the options were exercised. 

Assume a tax rate of 30%. 

Required: 

Show the deferred tax accounting treatment of the share options in the financial 
statements for the years ending 31 December 2012 and 31 December 2013. 

 

 

Worked solution 4 

Deferred tax asset 
   31 December 31 December 
   2012 2013 
   $ $ 

Carrying amount of share-based payment expense 0 0 
Less: Tax base of share-based payment expense 
 (10,000 × $2.2 × ½)  (11,000) 
 (10,000 × $4.40)  (44,000) 

  ––––––– ––––––– 
Temporary difference (11,000) (44,000) 

  ––––––– ––––––– 
Deferred tax asset @ 30%  3,300 13,200 

  ––––––– ––––––– 

Credit entries 

Deferred tax 31 Dec 2012 

Profit or loss 3,300 
Other comprehensive income 0 
 
Deferred tax 31 Dec 2013 

Profit or loss (13,200 – 3,300 – (W) 1,200) 8,700 
Other comprehensive income (W) 1,200 
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The maximum benefit that can be credited to profit or loss is the cumulative expense charged 
against profits of $40,000 (10,000 options × $4) by the tax rate of 30% which is $12,000.  Any 
benefit above the $12,000 must be credited to other comprehensive income. 

On exercise 

On exercise, the deferred tax asset is replaced by a current tax one.  The double entry is: 

Dr Profit or loss (deferred tax expense) 12,000 
Dr Other comprehensive income 1,200 
Cr      Deferred tax asset  13,200 
 
Dr Current tax asset 13,200 
Cr      Profit or loss  12,000 
Cr      Other comprehensive income  1,200 
 

WORKING 

Accounting expense recognized  (10,000 × $4 × ½ 20,000 
 (10,000 × $4)  40,000 
Tax deduction   (10,000 × $2.20 × ½) (11,000) 
 (10,000 × $4.40)  (44,000)  

   ––––––– ––––––– 
Excess temporary difference   0 (4,000) 

  ––––––– ––––––– 
Excess deferred tax asset to equity @ 30% 0 1,200 

  ––––––– ––––––– 
 

5 Disclosures 

5.1 Purpose 

 To enable users of financial statements to understand: 

 the nature and extent of share-based payment arrangements that 
existed during the period; 

 how the fair value of the goods or services received, or the fair value of 
the equity instruments granted, during the period was determined; and 

 the effect of expenses arising from share-based payment 
transactions on the entity’s profit or loss and financial position. 

 Commentary 

If the following disclosures do not satisfy these principles an entity is required to 
disclose such additional information as is necessary to satisfy them. 
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5.2 Nature and extent of schemes in place 

 Commentary 

The following are minimum disclosure requirements. 

 A description of each type of scheme that existed at any time during the 
period. 

 The number and weighted average exercise prices of share options. 

 For share options exercised during the period, the weighted average share 
price at the date of exercise. 

 Commentary 

If options were exercised on a regular basis throughout the period, the 
weighted average share price during the period may be disclosed instead. 

 For share options outstanding at the end of the period, the range of exercise 
prices and weighted average remaining contractual life. 

 Commentary 

A wide range of exercise prices should be sub-divided meaningfully for 
assessing the number and timing of additional shares that may be issued and 
the cash that may be received in future. 

5.3 How fair value was determined 

5.3.1 Share options 

 The weighted average fair value of share options granted during the period at 
the measurement date and information on how that fair value was measured. 

5.3.2 Other equity instruments 

 The number and weighted average fair value of other equity instruments at 
the measurement date, and information on how that fair value was measured. 

5.3.3 Modifications 

 For schemes that were modified during the period: 

 an explanation of the modifications; 
 the incremental fair value granted (as a result of the modifications); and 
 information on how the incremental fair value granted was measured. 

5.3.4 Direct measurement 

 Where the fair value of goods or services received during the period has been 
measured directly, disclose how that fair value was determined (e.g. whether 
at a market price). 
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5.4 Effect of expenses arising 

 The total expense recognised for the period where the goods or services 
received did not qualify for recognition as assets. 

 Separate disclosure of that portion of the total expense that arises from 
equity-settled transactions. 

 For liabilities arising from cash-based transactions: 

 the total carrying amount at the end of the period; and 
 any vested share appreciation rights. 

 Commentary 

That is where another party’s right to cash or other assets has vested by the 
end of the period. 

 

Key points summary 
 

 In a share-based payment transaction an entity acquires goods or services for its 
equity instruments or by incurring liabilities based on the price of the entity’s 
shares or other equity instruments. 

 Accounting treatment depends on whether settlement is equity and/or cash.  

 Issuing shares (or rights to shares) increases equity.  This is an expense unless 
goods or services meet asset recognition criteria. 

 Expense is recognised as the goods or services are consumed.  

 Fully vested shares (or rights) are presumed to relate to past service and must be 
expensed immediately (at the grant-date fair value). 

 The fair value of share-based payments with a vesting period is expensed over the 
vesting period.  

 

 Goods or services received for equity instruments are measured at their fair value 
when received (otherwise fair value of the equity instruments). 

 Transactions with employees, etc are measured at the fair value of the equity 
instruments granted. 

 Fair value of equity instruments is estimated at the grant date.   (Use a model if no 
market value.)  Vesting conditions other than market conditions are ignored in 
estimating fair value.  
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Focus 

You should now be able to: 

 understand the term “share-based payment”; 

 discuss the key issue that measurement of the transaction should be based on fair value; 

 explain the difference between: 

 cash-settled share-based payment transactions; and 
 equity-settled share-based payment transactions 

 understand the principles applied to measuring both cash and equity-settled 
share-based payment transactions 

 compute the amounts that need to be recorded in the financial statements 
when an entity carries out a transaction where the payment is share based. 

 

Activity solution 

Solution 1 – Description 

Year  Calculation  Remuneration Cumulative 
  expense for remuneration 
  period expense 
  $    $ 

1  55,200 options × 80% × $12 × 1/3 years  176,640  176,640 

2  (55,200 options × 85% × $12 × 2/3 years) 
  – $176,640  198,720  375,360 

3  (48,000 options × $12) – 375,360 200,640  576,000 

 

 Commentary 

A total of 60 employees (25 + 22 + 13) forfeited their rights to the share options 
during the three-year period.  Therefore a total of 48,000 share options (400 
employees × 120 options per employee) vested at the end of year 3. 
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Overview 

Objective 

 To describe the rules for recognition and measurement of taxation. 
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1 Introduction 

1.1 Objective 

 The main objective of this Standard is to determine the accounting treatment 
for taxes. 

 The main issues addressed in IAS 12 is the accounting for the current and 
future tax consequences of: 

 the future recovery (or settlement) of the carrying amount of assets 
(or liabilities) in an entity’s statement of financial position ; and 

 transactions and other events of the current period in an entity’s 
financial statements. 

1.2 Scope 

 IAS 12 Income Taxes must be applied in accounting for all income taxes. 

 Income taxes include: 

 Domestic taxes on taxable profits, 
 Foreign taxes on taxable profits, and 
 Withholding taxes payable on distributions. 

 Commentary 

Most of IAS 12 concerns accounting for deferred taxation. 

1.3 Terminology 

 Accounting profit is profit or loss for a period before deducting tax expense. 

 Tax profit (tax loss) is the profit (loss) for a period on which income taxes are 
payable (recoverable). 

 Commentary 

As determined in accordance with the rules established by the taxation authorities. 

 Tax expense (tax income) is the aggregate amount included in the 
determination of profit or loss for the period for current and deferred tax. 

 Current tax is the amount of income taxes payable (recoverable) in respect of 
taxable profit (tax loss) for a period. 

 Deferred tax liabilities are the amounts of income taxes payable in future 
periods in respect of taxable temporary differences. 
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 Deferred tax assets are the amounts of income taxes recoverable in future 
periods in respect of: 

 deductible temporary differences; 
 the carry forward of unused tax losses; and 
 the carry forward of unused tax credits. 

 The tax base of an asset or liability is the amount attributed to that asset or 
liability for tax purposes. 

 
Commentary 

For an asset it is the amount that will be deductible for tax purposes against 
any taxable economic benefit that will flow to an entity when it recovers the 
carrying amount of the asset. 

For a liability it is its carrying amount, less any amount that will be 
deductible for tax purposes in respect of that liability in future periods. 

 Temporary differences are differences between the carrying amount of an 
asset or liability in the statement of financial position and its tax base. 

 
Commentary 

 Temporary differences may be either 

 Debit balances in the financial statements compared to the tax 
computations.  These will lead to deferred tax credit balances.  
These are known as “taxable temporary differences”. 

 Credit balances in the financial statements compared to the tax 
computations.  These will lead to deferred tax debit balances.  
These are known as “deductible temporary differences”. 

As a rule, if the carrying value of an asset is greater than its tax base the 
resulting taxable temporary difference gives rise to a deferred tax liability. 

 

2 Current tax   

 Commentary 

The recognition of current tax liabilities and assets is quite straightforward. 

 The tax payable to (or receivable from) the tax authorities in the 
jurisdiction(s) in which an entity operates is accounted for according to the 
basic principles of accounting for liabilities and assets. 

 Current tax (for current and prior periods) should, to the extent unpaid, be 
recognised as a liability. 

 If the amount already paid in respect of current and prior periods exceeds the 
amount due for those periods, the excess should be recognised 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. 
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3 Deferred taxation – an introduction 

3.1 The underlying problem 

 In most jurisdictions accounting profit and taxable profit differ, meaning that 
the tax charge may bear little relation to profits in a period. 

 Differences arise due to the fact that tax authorities follow rules that differ 
from IFRS rules in arriving at taxable profit. 

 Transactions, which are recognised in the accounts in a particular period, may 
have their tax effect deferred until a later period. 

Illustration 1 

Most non-current assets are depreciated. 

Most tax systems allow companies to deduct the cost of purchasing non-current assets 
from their profit for tax purposes according to provisions specified in tax legislation.  If 
such “tax depreciation” differs from the accounting depreciation then the asset will be 
written down by the tax authority and by the entity but by different amounts. 

Thus the tax effect of the transaction (which is based on the tax laws) will arise in a 
different period to the accounting effect. 

 It is convenient to envisage two separate sets of accounts: 

 one set constructed following IFRS rules; and 
 a second set following the tax rules of the jurisdiction in which the 

entity operates (the “tax computations”). 

 
Commentary 

Of course there is not really a full set of tax accounts but there could be.  Tax 
files in reality merely note those areas of difference between the two systems. 

 The differences between the two sets of rules will result in different numbers 
in the financial statements and in the tax computations.  These differences 
may be viewed from the perspective of: 

 the statement of financial position (“balance sheet liability 
method”); or 

 impact on profit or loss (“income statement liability method”). 

 Commentary 

In theory it makes no difference which approach is adopted – but in keeping with 
“The Framework”, IAS 12 takes a “balance sheet approach” (i.e. performance is 
viewed as a change in net assets from one period to the next and this change is 
explained through the statement of comprehensive income or the statement of 
changes in equity). 
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 The current tax charge for the period will be based on the tax authority’s view 
of the profit, not the accounting view.  This will mean that the relationship 
between the accounting “profit before tax” and the tax charge will be 
distorted.  It will not be the tax rate applied to the accounting profit figure but 
the tax rate applied to a tax computation figure. 

3.2 The concept illustrated 

Worked example 1 
 

X Inc bought a non-current asset on 1 January 2011 for $9,000.  This asset is to be 
depreciated on a straight line basis over three years.  Accounting depreciation is not 
allowed as a taxable deduction in the jurisdiction in which the company operates.  
Instead tax allowable depreciation (capital allowances), under the tax regime in the 
country of operation is available as follows. 

 
 2011  $4,000 
 2012  $3,000 
 2013  $2,000 
 

Required: 

Accounting profit for each of the years 2011 to 2013 is budgeted to be $20,000 
(before accounting for depreciation) and income tax is to be charged at 30%. 

 

Worked solution 1 

Differences arising 

      Difference in the  

  Carrying 
amount 

 Tax base  Statement 
of 

financial 
position  

 Profit or 
loss 

 Cost at 1 January 2011 9,000  9,000     

 Charge for the year (3,000)  (4,000)    (1,000) 

 Cost at 31 December 2011 6,000  5,000  1,000   

 Charge for the year (3,000)  (3,000)     

 Cost at 31 December 2012 3,000  2,000  1,000   

 Charge for the year (3,000)  (2,000)    1,000 

 Cost at 31 December 2013        
 
 At the end of each reporting period the deferred tax liability might be 

identified from the perspective of financial position or profit or loss. 

 Commentary 

The difference in the statement of financial position is the sum of the 
differences that have gone through profit or loss.  A difference “originates” 
in 2011, is carried forward in 2012 and “reverses” in 2013. 
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 From the perspective of the statement of financial position the deferred 
taxation balance is identified as that which is required in the statement of 
financial position whereas the profit or loss approach identifies the deferred 
tax that arises during the period. 

 IAS 12 takes the first approach called “valuation adjustment approach” to full 
provisioning. 

Analysis 

 The financial position approach calculates the liability (or more rarely the 
asset) that an entity would need to set up in its statement of financial position. 

  Carrying 
amount 

Tax base Differences in financial 
position (the “temporary 

difference”) 

Tax @ 
30% 

 31 December 2011 6,000 5,000 1,000 300 

 31 December 2012 3,000 2,000 1,000 300 

 31 December 2013     

 Application of the tax rate to the difference in financial position will give 
the deferred tax balance that should be recognised in the statement of 
financial position. 

 In 2011 the entity will recognise a deferred tax liability of $300 in its 
statement of financial position.  This will be released to profit or loss in later 
years. 

 The $300 is a liability that exists at the end of the reporting period which will 
be paid in the future. 

 
Commentary 

In years to come (i.e. looking forward from the end of 2011) the company will earn 
profits against which it will charge $6,000 depreciation but will only be allowed 
$5,000 capital allowances.  Therefore taxable profit will be $1,000 bigger than 
accounting profit in the future.  This means that the current tax charge in the future 
will be $300 (30% × $1,000) bigger than would be expected from looking at the 
financial statements.  This is because of events that have occurred and been 
recognised at the end of the reporting period.  This satisfies the definition and 
recognition criteria for a liability as at that date. 

 The charge to profit or loss is found by looking at the movement on the liability: 

Liability required Profit or loss entry 

2011 300 Dr 300 

2012 300 NIL 

2013 NIL Cr 300 

 In summary, the process involves a comparison of the accounting balance to the tax 
authority’s version of the same transaction and applying the tax rate to the difference. 
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Statement of financial position – extracts 

  2011  2012  2013 
  $  $  $ 

 Deferred taxation provision 300  300   

Statement of comprehensive income – extracts 

  2011  2012  2013 
  $  $  $ 

 Profit before tax 17,000  17,000  17,000 

 Income tax @ 30% (W) 4,800  5,100  5,400 

 Deferred tax   300      (300) 

  (5,100)  (5,100)  (5,100) 

 Profit after tax 11,900  11,900  11,900 
 
 Accounting for the tax on the differences through profit or loss restores the 

relationship that should exist between the accounting profit and the tax 
charge.  It does this by taking a debit or a credit to the statement of 
comprehensive income.  This then interacts with the current tax expense to 
give an overall figure that is the accounting profit multiplied by the tax rate. 

 As can be seen from this example, the effect of creating a liability in 2011 
and then releasing it in 2013 is that profit after tax ($11,900 for all three 
years) is not distorted by temporary differences.  A user of the financial 
statements now has better information about the relationship between profit 
before tax and profit after tax.   

 Accruals and provisions for taxation will impact on earnings per share, net 
assets per share and gearing. 

WORKING Calculations of tax for the periods 

  2011  2012  2013 
  $  $  $ 

 Accounting profit (after 
depreciation) 

 
17,000 

  
17,000 

  
17,000 

 Add back depreciation   3,000    3,000    3,000 

 Deduct capital allowances   (4,000)    (3,000)    (2,000) 

    (1,000)    1,000 

 Taxable profit 16,000  17,000  18,000 

 Tax @ 30%   4,800    5,100    5,400 
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3.3 Tax bases 

 The tax base of an asset or liability is defined as the amount attributed to that 
asset or liability for tax purposes. 

Illustration 2 

An entity buys a machine at a cost of $1,000.  Tax depreciation will be allowed on the 
total cost of this machine at a rate of 20% per annum on a reducing balance basis.  At 
the end of the first year this asset will have a tax base of $800 ($1,000 – (20% of 
1,000)). 

At the end of the second year this asset will have a tax base of $640 ($800 – (20% of 
$800)). 

These amounts both represent the future deductible tax expenses. 

 

Illustration 3 

Development expenditure of $200 has been capitalized in accordance with IAS 38 
Intangible Assets.  The local tax rules deduct all research and development as they are 
incurred.  At the year end the development asset has a tax base of $nil.  This is because 
there is no future benefit to the entity for tax purposes – the entity has deducted these 
costs in the current income tax. 

 

Illustration 4 

Shares with a cost of $50 were acquired during the year and are treated as at fair value 
through other comprehensive income financial assets.  At the end of the reporting 
period they are included in the statement of financial position at their market value of 
$75.  The tax authorities only tax the profit on the shares when they are sold.  
Therefore, at the end of the reporting period the tax base of the shares is $50. 

 

 Commentary 

Accounting for available-for-sale financial assets is dealt with in the next session. 
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Illustration 5 

An item of property, plant and equipment is acquired under a lease.  The asset has a 
fair value of $200, a lease term of 5 years, annual payments of $50 in arrears, and a 
rate implicit in the lease of 8%.  For accounting purposes the lease qualifies under 
IAS 17 Leases as a finance lease.  However, for tax purposes, the lease is classified as 
an operating lease and lease rentals are deductible for tax purposes when they fall due.   

The following entries have been made in the financial statements: 

Dr  Property, plant and equipment 200 
 Cr  Lease liability  200 

Being the recognition of the asset and the liability. 

Dr  Profit or loss – depreciation 40 
 Cr  Property, plant and equipment  40 

Being straight line depreciation of the asset over its lease term. 

NOTE: The asset has a carrying amount of $160. 

Dr  Profit or loss– interest 16 
 Cr  Lease liability  16 

Being interest at 8% of $200. 

Dr  Lease liability 50 
  Cr  Cash  50 

Being the annual repayment. 

NOTE: the liability has a carrying amount of $166 ($200 + $16 – $50) at the end of the 
reporting period.  The tax base of the liability is nil because the tax authority does not 
recogise it.   

The lessor will obtain the tax allowances for the asset – the lessee can only deduct the 
lease rentals.  Therefore the tax base of the asset will be nil. 

There is a net deductible timing difference of $6 ($160 – $166). 

 

 Commentary 

If the annual repayment was made after the reporting period (i.e. the liability at 
the end of the reporting period was $216) the tax base of the liability would be 
$50 if the tax authority allows the expense when it is accrued but $nil if the 
lease rental were allowed only when paid. 

Illustration 6 

A provision of $50 for restructuring is recognised in accordance with IAS 37 
Provisions, Contingent Liabilities and Contingent Assets.  The local tax rules deduct 
restructuring costs ONLY when the costs are actually incurred.  The tax base of the 
provision is nil. 
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Illustration 7 

A statement of financial position shows an interest accrual of $25. 

If the tax laws deduct interest on a cash basis then the tax base of this item will be nil. 

However, if the tax laws deduct interest on an accruals basis then the tax base of this 
item will be $25. 

 

3.4 Temporary differences 

3.4.1 Definition 

 Temporary differences are differences between the carrying amount of an 
asset or liability in the statement of financial position and its tax base.  
Temporary differences may be either: 

 Debit balances in the financial statements compared to the tax 
computations.  These will lead to deferred tax credit balances.  
These are known as “taxable temporary differences”. 

 Credit balances in the financial statements compared to the tax 
computations.  These will lead to deferred tax debit balances.  
These are known as “deductible temporary differences”. 

 Commentary 

This section considers the temporary differences – the amount of the deferred 
tax liability/asset is covered later. 

3.4.2 Situations where temporary differences may arise 

 When income or expense is included in accounting profit in one period but 
included in the taxable profit in a different period.  For example: 

 situations where the accounting depreciation does not equal tax 
allowable depreciation; and 

 items which are taxed on a cash basis but which will be accounted 
for on an accruals basis. 

 

Illustration 8 

A statement of financial position shows interest receivable of $10,000.  No cash has yet 
been received and interest is taxed on a cash basis.  The interest receivable has a tax 
base of nil.  Deferred tax will be provided on the temporary difference of $10,000. 

 

 
 Finance leases recognised in accordance with the provisions of IAS 17 but 

which fall to be treated as operating leases under local tax legislation. 

 Revaluation of assets where the tax authorities do not amend the tax base 
when the asset is revalued. 
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 The tax base of an item differs from its initial carrying amounts.  For example 
when an entity receives a non-taxable government grant relating to assets. 

 Cost of a business combination where the net assets are recognised at their 
fair values but the tax authorities do not allow adjustment. 

3.4.3 Taxable temporary differences 

 These will normally result in deferred tax liabilities (unless excluded – see later). 

Illustration 9  

An entity buys a machine at a cost of $1,000.  Tax depreciation will be allowed on the 
total cost of this machine at a rate of 20% per annum on a reducing balance basis.  For 
accounting purposes this asset is being depreciated straight line over six years. 

At the end of the first year the asset will have: 

 a carrying amount of $833 ($1,000 – (1,000 ÷ 6)) 

 a tax base of $800 ($1,000 – (20% of 1,000)).  This means that in the future 
the entity will be able to deduct tax depreciation of $800. 

Therefore there is a temporary difference of $33 ($833 – $800).  This difference is 
taxable – there is a debit in the statement of financial position when compared with the 
tax authority’s perspective. 

 

 Commentary 

Another way to consider this is that the future benefits included in the statement 
of financial position for this asset are $833 but the tax authorities will only 
allow the deduction of $800 depreciation in the future.  So there is net taxable 
income of $33 based on what has been included in the statement of financial 
position to date. 

The entity would have deducted $200 for depreciation when calculating this 
year’s current income tax. 

 

Illustration 10 – Illustration 4 revisited 

At the end of the reporting period the temporary difference is $25 (75 – 50).  This is a 
taxable temporary difference.  For tax purposes, only $50 can be deducted against an 
item carried in the statement of financial position at $75 – so there is a net taxable 
position. 

3.4.4 Deductible temporary differences 

 These will normally result in deferred tax assets (unless excluded – see later).   
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Illustration 11  

An entity buys a machine at a cost of $1,000.  Tax depreciation will be allowed on the 
total cost of this machine at a rate of 20% per annum on a reducing balance basis.  For 
accounting purposes this asset is being depreciated straight line over FOUR years. 

At the end of the first year the asset will have: 

 a carrying amount of $750 ($1,000 – (1,000 ÷ 4)); 

 a tax base of $800 ($1,000 – (20% of 1,000)).  This means that in the future 
the entity will be able to deduct tax depreciation of $800. 

Therefore there is a temporary difference of $(50) ($750 – $800).  This difference is 
deductible – there is a credit in the statement of financial position when compared with 
the tax authority’s perspective. 

 

 Commentary 

Another way to consider this is that the future benefits included in the statement 
of financial position for this asset are $750 but the tax authority will allow the 
deduction of $800 depreciation in the future.  So there is a net tax deductible 
expense of $50 based on what has been included in the statement of financial 
position to date. 

Again the entity would have deducted $200 for depreciation when calculating 
this year’s current income tax. 

 

Illustration 12 

A provision of $50 for restructuring recognized in accordance with IAS 37 Provisions, 
Contingent Liabilities and Contingent Assets.  The local tax rules deduct restructuring 
costs only when the costs are actually incurred.  The tax base of the provision is nil. 

There is a deductible temporary difference of $50.  There is a credit in the statement of 
financial position compared to the tax authority’s perspective.   

 

 Commentary 

The tax authorities will not allow the deduction of any costs until they have actually 
been incurred so they are not recognized as a provision in the “tax books”. 

3.4.5 Exclusion of non-taxable items 

 Unfortunately the definition of temporary difference captures other items that 
should not result in deferred taxation accounting.  For example accruals for 
items which are not taxed or do not attract tax relief. 

 IAS 12 includes provisions to exclude such items.  The wording of one such 
provision is as follows: 
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“If those economic benefits will not be taxable, the tax base of the asset is 
equal to its carrying amount.” 

 The wording seems a little strange but the effect is to exclude such items 
from the deferred taxation calculations. 

 

Illustration 13 

Entity X provided a loan of $250,000 to Entity Y.  At 31 December 2012 Entity Y’s 
accounts show a loan creditor of $200,000.  The repayment of the loan has no tax 
consequences.  Therefore the loan creditor has a tax base of $200,000. 
No temporary taxable difference arises. 

 

 

4 Recognition of deferred tax liabilities 

4.1 The rule 

 A deferred tax liability should be recognised for all taxable temporary 
differences, unless the deferred tax liability arises from:  

 the initial recognition of goodwill; or 

 the initial recognition of an asset or liability in a transaction which: 

 is not a business combination; and 
 at the time of the transaction, affects neither accounting 

profit nor taxable profit. 

4.2 Discussion 

4.2.1 “all taxable temporary differences” 

 IAS 12 requires recognition of a deferred tax liability for all taxable 
temporary difference unless they are excluded by the paragraph above. 

 
Commentary 

The definition of temporary differences includes all differences between 
accounting rules and tax rules, not just the temporary ones! IAS 12 contains 
other provisions to correct this anomaly and excludes items where the tax 
effect is not deferred, but rather, is permanent in nature. 

4.2.2 “initial recognition ---- not a business combination” 

 If the initial recognition is a business combination deferred tax may arise (see later). 

4.2.3 “affects neither accounting profit nor loss” 

 No deferred tax liability would be recognised if the item will not affect 
profits – it is irrelevant for tax purposes, as no tax will arise on this item. 
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Illustration 14 

An asset is acquired at a cost of $300.  The entity intends to use the asset throughout its 
useful life of 3 years and then scrap the asset (i.e. at a residual value of nil). 
Depreciation is not tax deductible, but any economic benefits flowing from the asset 
are taxable.  No tax will be charged/credited on the difference between the cost and the 
proceeds on the disposal of the asset. 

The asset has a tax base of zero on initial recognition – no depreciation is deductible 
but the economic benefits that flow are taxable so the asset is not a non-taxable item. 

A deferred tax liability on the difference of $300 is not recognised, as no tax will be 
paid on that difference. 

 

 

 
Commentary 

The rule here is an application of the idea that if an item is not taxable it 
should be excluded from the calculations. 

5 Recognition of deferred tax assets 

5.1 The rule 

 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 the initial recognition of an asset or liability in a 
transaction which:  

 is not a business combination; and  

 at the time of transaction, affects neither accounting profit nor 
taxable profit (tax loss). 

 A deferred tax asset will also be recognised for the carry forward of tax losses 
and tax credits to the extent that it is probable that future taxable profits will 
be available against which these losses and credits can be used. 

 The carrying amount of a deferred tax asset should be reviewed at the 
end of each reporting period.  The carrying value of a deferred tax asset 
should be reduced to the extent that it is no longer probable that 
sufficient taxable profit will be available to utilise the asset. 
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5.2 Discussion 

5.2.1 General issues 

 Most of the comments made about deferred tax liabilities also apply to deferred tax assets. 

 Major difference between the recognition of deferred tax assets and liabilities is in 
the use of the phrase “to the extent that it is probable that taxable profit will be 
available against which the deductible temporary difference can be utilised”. 

 
Commentary 

IAS 12 therefore has a different standard for the recognition of deferred tax assets than it 
does for deferred tax liabilities.  In short, liabilities will always be provided in full (subject 
to the specified exemptions) but assets may not be provided in full or, in some cases at all. 

This is an application of the concept of prudence. 

 An asset should only be recognised when the entity expects to receive a benefit 
from its existence.  The existence of deferred tax liability (to the same jurisdiction) 
is strong evidence that the asset will be recoverable. 

5.2.2 “initial recognition of an asset or liability in a transaction that  
 affects neither accounting nor tax profit” 

 This is the same rule as for deferred tax liabilities. 

Illustration 15 

An asset is acquired at a cost of $300.  The entity also receives a non-taxable 
government grant of $50. 

On initial recognition the carrying amount of the asset may be $250 (or an asset of 
$300 and deferred income of $50). 

The tax base on initial recognition is $300 (or the tax base of the asset is $300 and the 
tax base of the deferred income is nil). 

This gives a temporary difference of $50.  But a deferred tax asset should not be 
recognised as no tax benefit will be received.   

 

 
5.2.3 Tax losses and credits 

 A deferred tax asset will be recognised only if the credits or losses can be used. 

Illustration 16 

An entity has losses carried forward of $100.  These losses can be carried forward and 
offset against future current tax liabilities for the next three years only.   

If it is probable that the entity will make sufficient taxable profits in the next three 
years then it would recognise the deferred tax asset on these losses. 

However, if it is not probable that the entity will make profits then it will not recognise 
a deferred tax asset on these losses. 
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6 Measurement issues 

6.1 Rates 

 The tax rate that should be used is the rate that is expected to apply to 
the period when the asset is realised or the liability is settled, based on 
tax rates that have been enacted by the end of the reporting period. 

Worked example 2 

The following information relates to Boniek  as at 31 December 2012: 

 Note Carrying 
value 

 Tax  
base 

  

Non-current assets     $  $   
Plant and equipment  200,000  175,000   
      
Receivables      
Trade receivables 1 50,000     
Interest receivable  1,000     
      
Payables      
Fine   10,000     
Interest payable  2,000     

Note 1 

The trade receivables balance in the accounts is made up of the following amounts: 

     $     
Balances 55,000     
Doubtful debt provision (5,000) 

––––––
    

 50,000     
 ––––––     

Further information: 

1. The deferred tax balance as at 1 January 2012 was $1,200. 

2. Interest is taxed on a cash basis. 

3. Allowances for doubtful debts are not deductible for tax purposes.  Amounts 
in respect of receivables are only deductible on application of a court order to 
a specific amount. 

4. Fines are not tax deductible. 

5. The tax rate is 30% for 2012.  The government has not announced the tax 
rate for 2013 but it is expected to rise to 31% 

Required: 

Calculate the deferred tax provision which is required at 31 December 2012 and 
the charge to profit or loss for the period. 
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Worked solution 2 
 
 

Carrying 
value 

 Tax  
base 

 Temporary 
difference 

Non-current assets $  $   
Plant and equipment 200,000  175,000 25,000
   
Receivables   
Trade receivables 50,000  55,000 (5,000)
Interest receivable 1,000       1,000
   
Payables   
Fine  10,000  10,000         
Interest payable 2,000     (2,000)
 
     Temporary 

differences 
Deferred 

tax @ 
30% 

Deferred tax liabilities     26,000 7,800
Deferred tax assets     (7,000) (2,100) 

–––––
      5,700 

–––––
 
  Deferred 

tax @ 
30% 

  $ 
Deferred tax as at 1 January 2012  1,200 
Profit or loss Balancing figure 4,500 

––––– 
Deferred tax as at 31 December 2012  5,700 

––––– 

 
Commentary 

The temporary difference is taxed at the current enacted rate of 30%.  Even 
though the government is expected to increase the rate to 31% next year, this 
has not yet been enacted and so cannot be pre-empted. 
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Worked example 3 

The following information relates to Tomaszewski  at 31 December 2012: 

  Carrying 
value 

 Tax base  

  $  $  
Non-current assets  460,000  320,000  
Tax losses  90,000    

Further information: 

1. Tax rates (enacted by the 2011 year end) 

 2012  2013  2014  2015 
 36%  34%  32%  31% 

2. The loss above is the tax loss incurred in 2012.  The company is very 
confident about the trading prospects in 2013. 

3. The temporary difference in respect of non-current assets is expected to grow 
each year until beyond 2015. 

4. Losses may be carried forward for offset, one third into each of the next three 
years 

Required: 

Calculate the deferred tax provision that is required at 31 December 2012. 

 

Worked solution 3 
     Temporary 

difference 
     $ 
Non-current assets (460,000  320,000)     140,000
Losses     (90,000)
     
Deferred tax liability (31% × 140,000)     43,400
Deferred tax asset     
   Reversal in 2013 (30,000 × 34%)     (10,200)
   Reversal in 2014 (30,000 × 32%)     (9,600)
   Reversal in 2015 (30,000 × 31%)     (9,300) 

–––––––
Deferred tax     14,300 

–––––––
 The tax rate used should reflect the tax consequences of the manner in which the 

entity expects to recover or settle the carrying amount of its assets and liabilities. 

Illustration 17 

Entity X has an asset with a carrying amount of $5,000 and a tax base of $3,000.  A tax 
rate of 25% would apply if the asset was sold and a tax rate of 33% would apply to 
other income. 

The entity would recognize a deferred tax liability of $500 ($2,000 @ 25%) if it 
expects to sell the asset without further use and a deferred tax liability of $660 ($2,000 
@33%) if it expects to retain the asset and recover its carrying value through use. 
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6.2 Change in tax rates 

 Companies are required to disclose the amount of deferred taxation in the tax 
expense that relates to change in the tax rates. 

Worked example 4 

  Carrying 
value 

 Tax base  

  $  $  
Non-current assets  460,000  320,000  
Accrued interest:      
 Receivable  18,000    
 Payable  (15,000)    

The balance on the deferred tax account on 1 January 2013 was $10,000.  This was 
calculated at a tax rate of 30%.  During 2013 the government announced an unexpected 
increase in the level of corporate income tax up to 35%. 

Required: 

Set out the note showing the movement on the deferred tax account showing the 
charge to profit or loss and clearly identify that part of the charge that is due to an 
increase in the rate of taxation. 

 

Worked solution 4 
  Deferred 

tax 
  $ 
Deferred tax as at 1 January 2013  10,000
Profit or loss  rate change  1,667 

––––––
Opening balance restated (10,000 × 35/30 ) 11,667
Profit or loss   origination of 
temporary differences 

 
(Balancing figure) 

 
38,383 

––––––
Deferred tax as at 31 December 2013 (W) 50,050 

––––––
 

WORKING  Carrying 
value 

 Tax base Temporary 
difference 

  $  $  
Non-current assets  460,000  320,000 140,000 
Accrued interest:      
 Receivable  18,000   18,000 
 Payable  (15,000)   (15,000) 
      
Deferred tax liability (35% × 158,000)     55,300 
Deferred tax asset (35% × 15,000)       (5,250) 

–––––– 
Deferred tax at 35%     50,050 

–––––– 
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6.3 Accounting for the movement on the deferred tax balance 

 Deferred tax is recognised as tax income or expense and included in the profit or 
loss for the period, except to the extent that the tax arises from: 

 A transaction or event which is recognised, in the same or a 
different period, directly in equity or within other comprehensive 
income; or 

 A business combination that is an acquisition. 

 Deferred tax should be recognised outside profit or loss (i.e. charged or credited to 
other comprehensive income or directly to equity) if the tax relates to items that are 
recognised outside profit or loss, in the same or different period. 

 Commentary 

Revaluation of an asset does not (normally) change its tax base.  The revaluation 
will be credited to other comprehensive income and the related deferred tax 
debited to other comprehensive income. 

Worked example 5 

  Carrying 
value 

 Tax base  

  $  $     
At 1 January 2012  1,000 800  
Depreciation  (100) 

–––––
(150) 

–––––
 

31 December 2012  900 
–––––

650 
–––––

 

At the year end the company revalued the asset to $1,250.  The tax base is not affected 
by this revaluation. 

 

  Carrying 
value 

 Tax base Temporary 
difference 

  $  $  
  1,250  650 600 
Deferred tax at 30%     180 

Required: 

Assuming that the only temporary difference that the company has relates to this 
asset construct a note showing the movement on the deferred taxation and 
identify the charge to profit or loss in respect of deferred taxation for the year 
ended 31 December 2012. 

 

 

Worked solution 5  Deferred 
tax @ 30% 

  $ 
Deferred tax as at 1 January 2012 (1,000  800) × 30%   60 
Other comprehensive income 30% × (1,250  900) 105 
Profit or loss Balancing figure (or as (150  100) × 30%)   15 

––– 
Deferred tax as at 31 December 2012  180 

––– 
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6.4 Summary of approach 

 Set out the carrying amounts of every asset and liability. 

 Calculate the tax base for each asset and liability. 

 Commentary 

Any specific tax rules will be stated in an examination question. 

 Calculate the temporary difference by deducting the tax base from the 
carrying amount using the following proforma: 

 Asset/Liability Carrying  Tax Temporary 
   Amount  Base Difference 
       $            $       $ 
 
 Calculate the deferred tax liability and asset: 

 Deferred tax liabilities:  sum all positive temporary differences and 
apply the tax rate. 

 Deferred tax asset:  sum all negative temporary differences and 
apply the tax rate. 

 Calculate the net deferred tax liability or asset by summing the deferred tax 
liability and deferred tax asset. 

 Commentary 

This will be the asset or liability carried in the statement of financial position. 
If it is not appropriate to offset the asset and liability they should be shown 
separately. 

 Calculate any amount to be recognised outside of profit or loss – by 
multiplying the amount taken to other comprehensive income or directly to 
equity by the tax rate. 

 Deduct the opening deferred tax liability or asset to give the profit or loss 
charge/credit. 

 Where there has been a change in the tax rate it is necessary to calculate the 
effect of this change on the opening deferred tax provision.  Follow the same 
procedures as above, calculating the required closing deferred tax liability or 
asset and the charge/credit to profit or loss.  

 The charge/credit to profit or loss is then analysed into the amount 
that relates to the change in the tax rate and the amount that relates 
to the temporary differences. 

 The amount that relates to the change in tax rate will equal the 
amount of the temporary difference in the previous period × the 
change in the tax rate. 
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Activity 1 
 

Gorgon Inc operates in country where the tax regime is as follows: 

 Transactions are only deductible for tax purposes when they are “booked” 
(i.e. double entered into statutory accounting records).  This means that there 
is often little difference between accounting profit under local GAAP and the 
taxable profit.  However, it is common practice for large companies to 
maintain a parallel set of records and accounts for reporting according to 
IFRS rules.  These are notably different to the rules in the domestic tax code 
and as a result the accounting profit under IFRS can be very different from 
the taxable profit. 

 The tax code allows for the general application of the accounting principles 
of prudence and accruals, but states the following: 

 tax allowable depreciation is computed according to rules set out in 
the tax  code; 

 allowances for trade receivables are only deductible under very 
strict and limited circumstances; 

 interest is taxable/allowable on a cash basis. 

 The government operates a system of incentive through the tax system 
known as “investment relief”.  Under this system a company is able to claim 
a proportion of the costs of “qualifying” non-current assets, as being 
deductible, in excess of the normal depreciation rates which would result 
from adoption of IFRSs. 

 The tax rate is 30%. 
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Activity 1 continued 
 

The following balances and information are relevant as at 31 December 2012: 

  Carrying Tax Notes 
  value base 
Non-current assets $    $     
Assets subject to investment relief 63,000  1 
Land  200,000  2 
Plant and equipment 100,000 90,000 3 
     
Receivables   
  
Trade receivables 73,000  4 
Interest receivable 1,000   
     
Payables   
  
Fine   10,000   
Interest payable 3,300  
   

Note 1 
This asset cost the company $70,000 at the start of the year.  It is being depreciated on 
a 10% straight line basis for accounting purposes.  The company’s tax advisers have 
said that the company can claim $42,000 as a taxable expense in this year’s tax 
computation. 
Note 2 
The land has been revalued during the year in accordance with IAS 16 Property, Plant 
and Equipment.  It originally cost $150,000.  Land is not subject to depreciation under 
IFRS nor under local tax rules. 
Note 3 
The balances in respect of plant and equipment are after allowing for accounting 
depreciation of $12,000 and tax allowable depreciation of $10,000 respectively. 
Note 4 
The trade receivables balance in the accounts is made up of the following amounts: 

  $ 
Balances 80,000 
Allowance (7,000)

  ______ 
  73,000

  ______ 
Note 5 
The balance on the deferred taxation account on 1 January 2012 was $3,600. 
Note 6 
The applicable tax rate is 30%. 

Required: 

(i) Identify the tax base of each item listed and then identify the temporary 
difference. 

(ii) Calculate the deferred tax provision required at 31 December 2012 and 
the charge to profit or loss in respect of deferred taxation for the year. 
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Proforma solution  

       
 Carrying 

value 
 Tax  

base 
 (i) 

Temporary 
difference 

 

Non current assets $  $    

Assets subject to investment relief       

Land       

Plant and equipment       
       
Receivables:       

Trade receivables       

Interest receivable       
       
Payables       

Fine        
Interest payable      

–––––––– 
 

      
–––––––– 

 

 

     (i) 
Temporary 
differences 

(ii) Deferred 
tax @ 30% 

Deferred tax liabilities       

Deferred tax assets       
–––––––– 

       
–––––––– 

       

       

       
 

  (ii) Deferred 
tax @ 30% 

  $ 

Deferred tax as at 1 January 2012  3,600 

To other comprehensive income   

Profit or loss   
–––––––– 

Deferred tax as at 31 December 2012   
–––––––– 
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7 Business combinations 

 Commentary 

This section should be left until the study of business combinations in the 
sessions that follow has been completed. 

7.1 Introduction  

7.1.1 Background 

 Acquisition accounting, equity accounting and proportionate consolidation share certain 
features in common which are relevant to an understanding of the deferred taxation 
consequences of employing these techniques. 

 Each involves the replacement of cost with a share of net assets and goodwill arising on 
acquisition, the subsequent impairment of the goodwill and the crediting of post-
acquisition growth in equity balances to the equivalent equity balances of the group. 

7.1.2 Sources of temporary differences 

 The calculation of goodwill requires a fair valuation exercise.  This exercise may 
change the carrying amounts of assets and liabilities but not their tax bases.  The 
resulting deferred tax amounts will affect the value of goodwill but IAS 12 prohibits the 
recognition of the deferred tax arising. 

 Retained earnings of subsidiaries (similarly branches, associates and joint 
arrangements) are included in consolidated retained earnings, but income taxes will be 
payable if the profits are distributed to the reporting parent.   

 Furthermore, IFRS 10 Consolidated Financial Statements requires the elimination of 
unrealised profits/losses resulting from intra-group transactions.  This generates 
temporary differences. 

7.2 Temporary differences arising on calculation of goodwill 

 The cost of the acquisition is allocated to the identifiable assets and liabilities 
acquired by reference to their fair values at the date of the exchange transaction. 

 Temporary differences arise when the tax bases of the identifiable assets and liabilities 
acquired are not affected by the business combination or are affected differently.   

 Deferred tax must be recognised in respect of the temporary differences.  This will 
affect the share of net assets and thus the goodwill (one of the identifiable liabilities 
of the subsidiary is the deferred tax balance). 

 The goodwill itself is also a temporary difference but IAS 12 prohibits the 
recognition of deferred tax on this item. 
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Illustration 18 

Parent paid $600 for 100% of Subsidiary on 1 January 2012.  Subsidiary had not 
accounted for deferred taxation up to the date of its acquisition.  The tax rate is 40%.  
The following information is relevant in respect of Subsidiary: 

 Fair value at the 
date of 

acquisition 

 Tax base  Temporary 
differences 

Property plant and equipment 270    155    115  
Accounts receivable  210    210    –  
Inventory  174    124    50  
Retirement benefit obligations (30)    –    (30)  
Accounts payable  (120)    (120)    –  

  504        135  
Goodwill arising    $      
Cost of investment    600      
Fair value of net assets acquired         
 Per Subsidiary’s statement of  
    financial position  

504        

 Deferred tax liability arising in the 
fair valuation exercise (40% × 135) 

 
(54) 

  
(450) 

     

Goodwill     150      
           

 

7.3 Inter-company transactions 

 IFRS 10 requires that unrealised profits and losses arising on inter company trading must be 
eliminated on consolidation.  Such adjustments may give rise to temporary differences.  In 
many tax jurisdictions it is the individual members of the group that are the taxable entities.  
As far as the tax authorities are concerned the tax base of an asset purchased from another 
member of the group will be the cost that the buying company has paid for it.  Also the 
selling company will be taxed on the sale of an asset even if it is still held within the group. 

 Commentary 

Deferred tax is provided for at the buyer’s tax rate. 
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Illustration 19 

S has sold inventory to Parent for $700.  The inventory cost Subsidiary $600 
originally.  Subsidiary has therefore made a profit of $100 on the transaction.  
Subsidiary will be liable to tax on this amount at say 30%.  Thus Subsidiary will 
reflect a profit of $100 and a tax expense of $30 in its own financial statements. 

If Parent has not sold the inventory at the year-end it will include it in its closing 
inventory figure at a cost (to itself) of $700. 

On consolidation the unrealised profit must be removed by 

Dr Profit or loss $100 
   Cr Inventory (asset)  $100 

In the consolidated financial statements the inventory will be measured at $600 (700- 
100) but its tax base is still $700.  There is a deductible temporary difference of $100. 

This requires the recognition of a deferred tax asset of $30 (30% × 100). 

The other side of the entry to set this up will be a credit to profit or loss.  This will 
remove the effect of the tax on the transaction.  (However if Parent operated in a 
different tax environment s and was taxed at 40% the deferred tax asset would be $40 
(40% × 100). 

 

8 Presentation and disclosure 

8.1 Deferred taxation – presentation 

 Tax assets and tax liabilities should be presented separately from other 
assets and liabilities in the statement of financial position. 

 Deferred tax assets and liabilities should be distinguished from current 
tax assets and liabilities. 

 Commentary 

When an entity makes a distinction between current and non-current assets 
and liabilities in its financial statements, it should not classify deferred tax 
assets (liabilities) as current assets (liabilities). 

 An entity should offset current tax assets and current tax liabilities if, 
and only if, the entity: 

 has a legally enforceable right to set off the recognised amounts; and 

 intends either to settle on a net basis, or to realise the asset and 
settle the liability simultaneously. 
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 An entity should offset deferred tax assets and deferred tax liabilities if, and 
only if: 

 the entity has a legally enforceable right to set off current tax assets 
against current tax liabilities; and 

 the deferred tax assets and the deferred tax liabilities relate to 
income taxes levied by the same taxation authority on either: 

 the same taxable entity; or 
 different taxable entities which intend to settle current taxes on a net basis 

(or to realise the assets and settle the liabilities simultaneously). 
 

 The tax expense (income) related to profit/loss from ordinary activities 
should be presented in the statement of comprehensive income. 

8.2 Deferred taxation  separate disclosure 

 The major components of tax expense/(income), including: 

 Current tax expense/(income); 
 Adjustments in respect of a prior period; 
 Deferred tax expense/(income); 
 Deferred tax expense/(income) arising due to a change in tax rates; 
 Deferred tax consequence of a change in accounting policy or a 

correction of a fundamental error.   

Illustration 20 

4. Basic principles, methods and critical accounting estimates (extract) 

Income taxes (extract) 
In compliance with IAS 12 (Income Taxes), deferred taxes are recognized for temporary differences 
between the carrying amounts of assets and liabilities in the statement of financial position prepared 
according to IFRS and their tax bases. Deferred taxes are also recognized for consolidation measures 
and for tax loss carryforwards and tax credits that are likely to be usable. 
 
Deferred tax assets relating to deductible temporary differences, tax credits and tax loss carryforwards 
are recognized where it is suffi ciently probable that taxable income will be available in the future to 
enable them to be used. Deferred tax liabilities are recognized on temporary differences taxable in the 
future. Deferred taxes are calculated at the rates which – on the basis of the statutory regulations in 
force, or already enacted in relation to future periods, as of the closing date – are expected to apply in 
the individual countries at the time of realization. Deferred tax assets and deferred tax liabilities are 
offset if they relate to income taxes levied by the same taxation authority. 

 

Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 
 The aggregate current and deferred tax relating to items that are charged or 

credited to equity. 

 An explanation of the relationship between tax expense (income) and 
accounting profit in the form of a numerical reconciliation either between: 
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 tax expense (income) and the product of accounting profit multiplied 
by the applicable tax rate(s) disclosing also the basis on which the 
applicable tax rate(s) is (are) computed; and/or 

 the average effective tax rate and the applicable tax rate, disclosing 
also the basis on which the applicable tax rate is computed. 

 An explanation of changes in the applicable tax rate(s) compared to the 
previous accounting period. 

 The amount (and expiry date, if any) of deductible temporary differences, 
unused tax losses, and unused tax credits for which no deferred tax asset is 
recognised in the statement of financial position. 

Illustration 21 

14.  Income taxes (extract) 
The reconciliation of expected to reported income tax expense and of the expected to the  
effective tax rate for the Group was as follows: 

  2010 2011  

 € million % € million %  

 Expected income tax expense and expected tax rate 443 25.7 998 29.7  
       

 Reduction in taxes due to tax-free income      

    Income related to the operating business (41) (2.4) (100) (3.0)  

    Income from affiliated companies and divestiture 
   proceeds (10) (0.6) 

 
(16) 

 
(0.5) 

 

       

 First-time recognition of previously unrecognized 

deferred tax assets on tax loss carryforwards (27) (1.6) 
 

(9) 
 

(0.3) 
 

 Use of tax loss carryforwards on which deferred tax assets 
were not previously recognized (13) (0.8) 

 
(1) 

 
– 

 

       

 Increase in taxes due to non-tax-deductible expenses      

    Expenses related to the operating business 82 4.8 111 3.3  

    Write-downs of investments in affiliated companies 1 0.1 16 0.5  

       

 New tax loss carryforwards unlikely to be usable 43 2.5 36 1.1  
 Existing tax loss carryforwards on which deferred tax 

assets were previously recognized but which are unlikely 
to be usable 4 0.2 

 
 

39 

 
 

1.2 

 

       
 Tax income (–) and expenses (+) relating to other periods 3 0.2 (74) (2.2)  

 Tax effects of changes in tax rates (2) (0.1) (23) (0.7)  

 Other tax effects (72) (4.1) (86) (2.6)  

       

 Actual income tax expense and effective tax rate 411 23.9 891 26.5  
 

Notes to the Consolidated Financial Statements of the Bayer Group 2011
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 The aggregate amount of temporary differences associated with investments 
in subsidiaries, branches, associates and joint arrangements. 

 For each type of temporary difference, and each type of unused tax 
losses and unused tax credits: 

 the amount of deferred tax assets and liabilities recognised in the 
statement of financial position for each period presented; 

 the amount of the deferred tax income or expense recognised in 
profit or loss, if this is not apparent from the changes in the 
amounts recognised in the statement of financial position. 

 In respect of discontinued operations, the tax expense relating to: 

 the gain or loss on discontinuance; and 

 the profit or loss from the ordinary activities of the discontinued 
operation for the period, together with the corresponding amounts 
for each prior period presented. 

 An entity should disclose the amount of a deferred tax asset and the 
nature of the evidence supporting its recognition, when: 

 the utilisation of the deferred tax asset is dependent on future 
taxable profits in excess of the profits arising from the reversal of 
existing taxable temporary differences; and 

 the entity has suffered a loss in either the current or preceding 
period in the tax jurisdiction to which the deferred tax asset relates. 

Focus 

You should now be able to: 

 account for current tax liabilities and assets in accordance with international 
accounting standards; 

 explain the effect of taxable temporary differences on accounting and taxable profit; 

 outline the principles of accounting for deferred tax; 

 identify and account for the IASB requirements relating to deferred tax assets and 
liabilities; 

 calculate and record deferred tax amounts in the financial statements. 
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Key points summary 

 Current tax (for current and prior periods) is a liability to the extent that it has not 
yet been settled, and an asset to the extent that amounts paid exceed the amount 
due.  

  The benefit of a tax loss which can be carried back to recover current tax of a 
prior period should be recognised as an asset. 

  Current tax assets and liabilities are measured using the rates/laws that have been 
enacted or substantively enacted by the reporting date. 

 Deferred tax liabilities should be recognised for all taxable temporary 
differences.  Exceptions are liabilities arising from initial recognition of: 

(i) goodwill;  
(ii) an asset/liability in a transaction which is not a business combination and 

does not affect accounting or taxable profit. 

 A deferred tax asset should be recognised for deductible temporary differences to 
the extent that it is probable that taxable profit will be available against which they 
can be utilised.  Exception as (ii) above.  

 A deferred tax asset is recognised for unused tax losses/credits carried forward to 
the extent that sufficient future taxable profits are probable. 

 Deferred tax assets and liabilities are measured at tax rates expected to apply 
(enacted or substantively enacted by the end of the reporting period). 

 Deferred tax assets and liabilities are not discounted. 

 Current and deferred tax is recognised in profit or loss except to the extent that the 
tax arises from: 

 transactions recognised in other comprehensive income or directly in equity; 

 a business combination. 

 Current tax assets and liabilities should only be offset if there is a legal right to 
offset and intention to settle on a net basis.  Similarly for deferred tax where 
levied by the same tax authority. 
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Activity solution 

Solution 1 

 Carrying 
value 

 Tax  
base 

 (i) 
Temporary 
difference 

 

Non current assets $  $    

Assets subject to investment relief 63,000  28,000  35,000  

Land 200,000  150,000  50,000  

Plant and equipment 100,000  90,000  10,000  
       
Receivables:       

Trade receivables 73,000  80,000  (7,000)  

Interest receivable 1,000    1,000  
       
Payables       

Fine  (10,000)  (10,000)    
Interest payable (3,300)    (3,300) 

––––––– 
 

     85,700 
––––––– 

 

 

 

 
 

     (i) 
Temporary 
differences 

(ii) Deferred 
tax @ 30% 

Deferred tax liabilities     96,000 28,800 
Deferred tax assets     (10,300) (3,090) 

––––––– 
      25,710 
      ––––––– 
 

  (ii) Deferred 
tax @ 30% 

  $ 

Deferred tax as at 1 January 2012  3,600 

To other comprehensive income 30% × 50,000 15,000 
Profit or loss Balancing figure  7,110 

––––––– 
Deferred tax as at 31 December 2012  25,710 

––––––– 
 

 
 

 



    SESSION 21 – FINANCIAL INSTRUMENTS     

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 2101 

Overview 

Objective  

 To explain the rules on measurement, recognition, presentation and disclosure  
of financial instruments.   

 
 
 

TERMINOLOGY 

PRESENTATION 
(IAS 32) 

RECOGNITION 

 IAS 32: Presentation  
 IAS 39: Recognition and Measurement 
 IFRS 7: Disclosure  
 IFRS 9: Assets 

 Liabilities and equity 
 Own equity instruments 
 Offset 
 Interest, dividends, losses/gains 
 Compound instruments 
 Contingent settlement provisions 
 Treasury shares 

 Initial 
 Examples 
 

APPLICATION 
AND SCOPE 

 IAS 32 
 IAS 39 
 

BACKGROUND 
 Traditional accounting 
 Financial instruments 
 History of development 
 Key areas 

DISCLOSURE 
(IFRS 7) 

DERECOGNITION 

 Financial asset 
 Financial liability 

 Rules 
 Assets and liabilities 
 Gains and losses 
 Hedge accounting 
 Fair value 
 Nature and extent of risks 
 Illustrative notes – Nokia 

FINANCIAL 
ASSETS (IFRS 9) 

 Initial recognition 
 Subsequent measurement 
 Categories 
 Embedded derivatives 
 Reclassification 
 Impairment  

HEDGING 
 Terminology 
 Hedging instruments 
 Hedged items 
 Hedge accounting 

IAS 32 & IFRS 7  

FINANCIAL 
LIABLITIES (IFRS 9) 

 Classification 
 Initial  

recognition 
 Subsequent 

 measurement 
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1 Background 

1.1 Traditional accounting 

 Traditional accounting practices are based on serving the needs of manufacturing 
companies.  Accounting for such entities is concerned with accruing costs to be 
matched with revenues.  A key concept in such a process is revenue and cost 
recognition. 

 The global market for financial instruments has expended rapidly over the last twenty 
years, not only in the sheer volume of such instruments but also in their complexity.  
Entities have moved from using “traditional” instruments (e.g. cash, trade receivables, 
long-term debt and investments) to highly sophisticated risk management strategies 
based around derivatives and complex combinations of instruments. 

 The traditional cost-based concepts are not adequate to deal with the recognition and 
measurement of financial assets and liabilities.  Specifically: 

 Traditional accounting bases recognition on the transfer of risks and 
rewards.  It does not deal with transactions that divide up the risks 
and rewards associated with a particular asset (or liability) and 
allocate them to different parties. 

 Some financial instruments have little or no initial cost (e.g. 
options) and are not adequately accounted for (if at all) under 
traditional historical cost-based accounting systems. 

 
Commentary 

If a transaction has no cost it cannot be accounted for; there is no DR and CR. 
Further the historical cost of financial assets and liabilities has little relevance to 
risk management activities. 

1.2 Financial instruments  

 A financial instrument is any contract that gives rise to both a financial asset 
of one entity and a financial liability or equity instrument of another entity.  

 Instruments include:   

 primary instruments (e.g. receivables, payables and equity securities); and 
 derivative instruments (e.g. financial options, futures and forwards, 

interest rate swaps and currency swaps). 

1.3 History of development 

 IAS 32 “Financial Instruments: Disclosure and Presentation” was first issued in 1995. 

 IAS 39 “Financial Instruments: Recognition and Measurement” was first issued in 1998. 

 IFRS 7 “Financial Instruments: Disclosure” was issued in 2005 to replace IAS 30: 
“Disclosures for Banks” and the disclosure requirements of IAS 32.  IAS 32 now 
only deals with presentation issues. 
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 Commentary 

The time lag, between the initial issue of IAS 32 and IAS 39, reflects the complexity of the 
recognition and measurement issues.  The first exposure draft on financial instruments had 
sought to address disclosure, presentation, recognition and measurement in one standard. 

Subsequent revisions reflect the “learning process” of dealing with financial instruments 
and new issues that have been raised since the standards were first issued. 

 IFRS 9 Financial Instruments was issued in 2009.  It deals with the recognition and 
measurement of financial assets and replaces corresponding sections of IAS 39.   

 IFRS 9 was revised in 2010 to include the recognition and measurement issues 
relating to financial liabilities.   

 Completion of IASB’s work program for IFRS 9 was originally planned for June 2011 
with an effective date of 2013.   

 Commentary 

Financial assets and financial liabilities are accounted for in accordance with IFRS 9 
to the extent that this standard was in issue as at 30 September 2011.  For other 
elements deemed as examinable (according to the study guide) IAS 39 is relevant. 

1.4 Key areas 

 Ever since IAS 32 was first issued in the 1990s the IASB (formerly IASC) has 
been trying to ensure that the accounting profession has a manageable standard on 
accounting for financial instruments.  The main areas on which the IASB has 
sought consensus include: 

 What instruments should be recognised? 
 Once recognised what value should be assigned to an instrument? 
 How should hedging transactions be accounted for? 

 The IASB has not obtained consensus for the adoption of IFRS 9.  The first 
part of the standard was issued in 2009 but as at November 2012 the final and 
full version of the standard has still to be completed.  The European Union is 
unwilling to adopt IFRS 9 until the standard has been completed.  

 Commentary 

Companies under EU jurisdiction cannot therefore apply IFRS 9 whereas companies 
outside of the EU can apply it as it currently stands.  This hinders comparison of 
financial statements prepared under IFRS in EU and non-EU jurisdictions. 

 The IASB is struggling to complete the project on IFRS 9.  It has still to issue sections on 
impairment of assets and hedging (which is being split into macro and micro hedging). 

 One of the reasons why it is taking so long to finish the project is that the IASB is 
finding it difficult to reach consensus with FASB, with whom it is working, on the 
final aspects of the standard.  These bodies seem to have opposing opinions on 
how and when to recognise an impairment loss.  

 Inability to reach a consensus means that the new standard is not going to be 
effective until 1 January 2015, at the earliest; this is two years later than the 
originally planned effective date. 
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2 Application and scope 

2.1 IAS 32 Financial Instruments:  Presentation 

2.1.1 Application  

 Classification of financial instruments between: 

 financial assets; 
 financial liabilities; and 
 equity instruments. 

 Presentation and offset of financial instruments and the related interest, 
dividends, losses and gains. 

2.1.2 Scope 

 IAS 32 should be applied in presenting information about all types of 
financial instruments, both recognised and unrecognised, except for financial 
instruments that are dealt with by other standards.  These include: 

 interests in subsidiaries, associates, and joint arrangements 
accounted for under IFRS 10 and IAS 28 respectively; 

 contracts for contingent consideration in a business combination 
under IFRS 3 (only applies to the acquirer); 

 employers’ rights and obligations under employee benefit plans (IAS 19 applies); 

 financial instruments, contracts and obligations under share-based payment 
transactions to which IFRS 2 applies (unless relating to treasury shares). 

2.2 IAS 39 Financial Instruments: Recognition and Measurement 

2.2.1 Application  

 Impairment of financial assets. 
 Definition of hedge accounting. 
 Criteria and rules for hedge accounting. 

2.2.2 Scope  

 IAS 39 should be applied to the recognition and measurement of all financial 
instruments except for financial instruments that are dealt with by other 
standards (e.g. IFRS 10, IAS 28, IAS 17, IAS 19, IFRS 2 and IFRS 3).  

2.3 IFRS 7 Financial Instruments:  Disclosure 

2.3.1 Application  

 IFRS 7 applies to the disclosure of: 

 factors affecting the amount, timing and certainty of cash flows; 
 the use of financial instruments and the business purpose they serve; and 
 the associated risks and management’s policies for controlling those risks. 
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2.3.2 Scope 

 IFRS 7 should be applied in disclosing information about all types of financial 
instruments, both recognised and unrecognised, except for financial instruments that 
are dealt with by other standards (e.g. IFRS 10, IAS 28, IFRS 3, IAS 19 and IFRS 2). 

2.4 IFRS 9 Financial Instruments 

 IFRS 9 applies to all financial assets and financial liabilities within the scope 
of IAS 39. 

 Commentary 

In practice an entity may still use IAS 39 in its entirety as IFRS 9 will not be 
compulsory until 1 January 2015 at the earliest. 

3 Terminology 

3.1 From IAS 32 

 A financial asset is any asset that is:  

 cash;  

 a contractual right to receive cash or another financial asset from 
another entity;  

 a contractual right to exchange financial instruments with another 
entity under conditions that are potentially favourable;  

 an equity instrument of another entity; or 

 certain contracts that will (or may) be settled in the entity’s own equity 
instruments. 

 

 
Commentary 

For this purpose an entity’s own equity instruments do not include instruments that are 
themselves contracts for the future receipt or delivery of the entity’s equity instruments. 

 A financial liability is any liability that is a contractual obligation:  

 to deliver cash or another financial asset to another entity;  

 to exchange financial instruments with another entity under 
conditions that are potentially unfavourable; or 

 certain contracts that will (or may) be settled in the entity’s own 
equity instruments. 
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Commentary 

Physical assets (e.g. prepayments), liabilities that are not contractual in 
nature (e.g. taxes), operating leases, and contractual rights and obligations 
relating to non-financial assets that are not settled in the same manner as a 
financial instrument are not financial instruments. 

Preferred shares that provide for mandatory redemption by the issuer, or that 
give the holder the right to redeem the share, meet the definition of liabilities 
and are classified as such even though, legally, they may be equity. 

 An equity instrument is any contract that evidences a residual interest in the 
assets of an entity after deducting all of its liabilities. 

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

3.2 From IAS 39 

3.2.1 Derivatives  

 A derivative is a financial instrument: 

 whose value changes in response to the change in a specified 
interest rate, financial instrument price, commodity price, foreign 
exchange rate, index of prices or rates, credit rating or credit index, 
or other variable (sometimes called the “underlying”);  

 that requires little or no initial net investment relative to other 
types of contracts that would be expected to have a similar response 
to changes in market conditions; and 

 that is settled at a future date. 

3.2.2 Recognition and measurement 

 Amortised cost  of a financial asset or financial liability is: 

 the amount at which it was measured at initial recognition; 
  minus 

 principal repayments; 
  plus or minus 

 the cumulative amortisation of any difference between that initial 
amount and the maturity amount; and 
  minus 

 any write-down (directly or through the use of an allowance 
account) for impairment or irrecoverability. 

 The effective interest method is a method of calculating the amortised cost of 
a financial asset or a financial liability, using the effective interest rate and of 
allocating the interest. 
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 The effective interest rate is the rate that exactly discounts estimated future 
cash payments or receipts over the expected useful life of the financial 
instrument to the net carrying amount of the financial asset (or financial 
liability).  The computation includes all cash flows (e.g. fees, transaction 
costs, premiums or discounts) between the parties to the contract.   

 
Commentary 

The effective interest rate is sometimes called the “level yield-to-maturity” and is 
the internal rate of return of the financial asset (or liability) for that period. 

 Transaction costs are incremental costs that are directly attributable to the 
acquisition, issue or disposal of a financial asset (or financial liability). 

 

 
Commentary 

An incremental cost is one that would not have been incurred if the entity had not 
acquired, issued or disposed of the financial instrument (e.g. fees and commissions 
paid to agents).  Transaction costs do not include debt premiums or discounts, 
financing costs or internal administrative or holding costs. 

 

Illustration 1 – Amortised cost using the effective interest rate method 

A company issues a $100,000 zero coupon bond redeemable in 5 years at $150,000.   

The internal rate of return (the yield) on these flows is 8.45%.  This should be used to 
allocate the expense. 

Period Opening balance Interest @ 
8.45% 

Closing 
balance 

 

1 100,000  8,450 108,450  

2 108,450  9,164 117,614  

3 117,614  9,938 127,552  

4 127,552 10,778 138,330  

5 138,330 11,689 150,019  

   This should be 150,000.  
The difference of 19 is 
due to rounding 

    
 

 Commentary 

Definitions relating to hedging are given later in this session. 
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4 Presentation (IAS 32) 

4.1 Liabilities and equity 

 On issue, financial instruments should be classified as liabilities or equity in 
accordance with the substance of the contractual arrangement on initial recognition. 

 Some financial instruments may take the legal form of equity, but are in 
substance liabilities.   

 An equity instrument is any contract that evidences a residual interest in the 
assets of an entity after deducting all of its liabilities. 

Illustration 2 – Preference shares  

Redeemable preference shares are not classified as equity under IAS 32 as there is a 
contractual obligation to transfer financial assets (e.g. cash) to the holder of the shares.  
They are therefore a financial liability. 

If such shares are redeemable at the option of the issuer, they would not meet the 
definition of a financial liability as there is no present obligation to transfer a financial 
asset to the holder of the shares.  When the issuer becomes obliged to redeem the 
shares, they become a financial liability and will then be transferred out of equity. 

For non-redeemable preference shares, the substance of the contract needs to be 
examined.  For example, if distributions to the holders of the instrument are at the 
discretion of the issuer, the shares are equity instruments.  

 

 

4.2 Settlement in own equity instruments 

 A contract is not an equity instrument solely because it may result in the 
receipt or delivery of the entity’s own equity instruments.   

 A financial liability will arise when:   

 there is a contractual obligation to deliver cash or another financial 
asset, to exchange financial assets or financial liabilities, under 
conditions that are potentially unfavourable to the issuer; 

 there is a non-derivative contract to deliver, or be required to 
deliver, a variable number of own equity instruments; 

 there is a derivative that will or may be settled other than by issuing 
a fixed number of own equity instruments. 

 An equity instrument will arise when: 

 there is a non-derivative contract to deliver, or be required to 
deliver a fixed number of own equity instruments; 

 there is a derivative that will or may be settled by issuing a fixed 
number of own equity instruments.  
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Illustration 3 – Settlement in the entity’s own equity instruments 

(a) A company enters into a contract to deliver 1,000 of its own ordinary shares 
to a third party in settlement of an obligation.   

 As the number of shares is fixed in the contract to meet the obligation, it is an 
equity instrument.  There is no obligation to transfer cash, another financial 
asset or an equivalent value. 

(b) The same company enters into another contract that requires it to settle a 
contractual obligation using its own shares in an amount that equals the 
contractual obligation. 

 In this case the number of shares to be issued will vary depending on, for 
example, the market price of the shares at the date of the contract or 
settlement.  If the contract was agreed at a different date, a different number 
of shares may be issued.  Although cash will not be paid, the equivalent 
value in shares will be transferred.  The contract is a financial liability. 

(c) Company G has an option contract to buy gold.  If exercised, it will be 
settled, on a net basis, in the company’s shares based on the share price at the 
date of settlement.   

 As the company will deliver as many shares (i.e. variable) as are equal to the 
value of the option contract, the contract is a financial asset or a financial 
liability.   

 This will be so even if the amount to be paid was fixed or based on the value 
of the gold at the date of exercising the option.  In both cases the number of 
shares issued would be variable. 

 

 

4.3 Offset  

 Financial assets and liabilities must be offset where the entity: 

 has a legal right of offset; and 

 intends to settle on a net basis or to realise the asset and settle the 
liability simultaneously. 

 Commentary 

Offset might be of trade receivables and payables, or of accounts in debit and 
credit at a bank. 
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4.4 Interest, dividends, losses and gains  

 Interest, dividends, losses and gains relating to a financial instrument (or a component) 
that is classified as a liability, are recognised in profit or loss as income or expense.   

 Dividends on preferred shares classified as a financial liability are accounted 
for as expenses, rather than as distributions of profit.   

 Distributions to holders of equity instruments should be debited directly to equity.  
Dividends are presented in the statement of changes in equity, not in profit or loss. 

 Gains or losses on refinancing or redemption of a financial instrument are classified 
as income/expense or equity according to the classification of the instrument. 

 Transaction costs relating to the issue of a compound financial instrument are allocated  
to the liability and equity components in proportion to the allocation of proceeds. 

 
Commentary 

Basically, such items follow the classification of the underlying component. 

4.5 Compound instruments 

4.5.1  Presentation 

 Financial instruments that contain both a liability and an equity element are 
classified into separate component parts. 

 As an example, convertible bonds are primary financial liabilities of the issuer which 
grant an option to the holder to convert them into equity instruments in the future.  
Such bonds consist of: 

 the obligation to repay the bonds, which should be presented as a liability; and 
 the option to convert, which should be presented in equity. 

 Commentary 

The economic effect of issuing such an instrument is substantially the same as 
issuing simultaneously a debt instrument with an early settlement provision 
and warrants to purchase ordinary shares. 

4.5.2  Carrying amounts 

 The equity component is the residual amount after deduction of the more easily 
measurable debt component from the value of the instrument as a whole. 

 
Commentary 

The liability is measured by discounting the stream of future payments at the  
prevailing market rate for a similar liability without the associated equity component. 
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Worked example 1 

An entity issues 2,000 convertible, $1,000 bonds at par on 1 January 2013. 

Interest is payable annually in arrears at a nominal interest rate of 6%. 

The prevailing market rate of interest at the date of issue of the bond was 9%. 

The bond is redeemable 31 December 2015. 

Required:  

Calculate the values at which the bond will be included in the financial statements 
at initial recognition, and the value of the liability at 31 December 2013. 

 

Worked solution 1 

 $ 

Present value of the principle repayable in 3 years’ time  

$2,000,000 × 0.772 (3 year, 9% discount factor) 1,544,000
Present value of the interest stream 
$120,000 × 2.531 (3 year, cumulative, 9% discount factor) 303,720 

_____________

Total liability component 1,847,720
Equity component (taken as a balancing figure) 152,280 

_____________

Proceeds of the issue 2,000,000 
_____________

 $ 
Liability at 1 January 2013 1,847,720 
Interest @ 9% on initial liability 166,295 
Cash paid  (120,000) 
  _____________ 

Liability at 31 December 2013 1,894,015 
  _____________ 
 

 Commentary 

A simple discount factor is 
r

1
 where r is the discount rate.   

A cumulative discount factor is the sum of simple discount factors. 

On 31 December 2015 the value of the liability will be $2,000,000, the redemption amount. 
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Activity 1 
 

On 1 April 2012 Deltoid issued a $3 million 6% convertible loan note at par.  The loan 
note is redeemable at a premium of 10% on 31 March 2016 or it may be converted 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 without 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 in the statement of 
financial position. 

The present value of $1 receivable at the end of each year, based on discount rates of 
6% and 10% can be taken as: 

  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 
 

Required:  

Calculate the values at which the bond will be included in the financial statements 
of the entity at 31 March 2013. 

 

Solution  

 

               $ 

Present value of the principle repayable in 4 years’ time  

  

Present value of the interest stream  
  

_____________ 
Total liability component  

Equity component (taken as a balancing figure)  
_____________ 

Proceeds of the issue  
_____________ 

 
 $ 
Liability at 1 April 2012  

Interest @ 10% on initial liability  

Cash paid   

  _____________ 

Liability at 31 March 2013  

  _____________ 
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4.6 Treasury shares  

 Own equity instruments acquired by an entity, (“treasury shares”) are 
deducted from equity.  

 No gain or loss is recognised in profit or loss on the purchase, sale, issue or 
cancellation of treasury shares.  

 Treasury shares may be acquired and held by the entity or by other members 
of the consolidated group.  

 Consideration paid or received is recognised directly in equity. 

 The amount of treasury shares held is disclosed separately either in the 
statement of financial position or in the notes, in accordance with IAS 1.  

 Commentary 

If treasury shares are acquired from related parties IAS 24 applies. 

5 Recognition 

5.1 Initial recognition 

 An entity recognises a financial asset (or liability) in its statement of financial position 
when, and only when, it becomes a party to the contractual provisions of the instrument. 

 When an entity first recognises a financial asset it must be classified as either: 

 fair value through profit or loss; 
 fair value through other comprehensive income; or  
 amortised cost. 

 
Commentary 

As a consequence of this rule, an entity must recognise all of its contractual rights or 
obligations under derivatives in its statement of financial position as assets or liabilities.     

5.2 Examples 

 A forward contract (i.e. a commitment to purchase or sell a specified financial instrument 
or commodity on a future date at a specified price) is recognised as an asset or liability on 
the commitment date, not the closing date on which the exchange actually takes place.  

 Financial options are recognised as assets or liabilities when the holder or writer becomes 
a party to the contract.  

 Planned future transactions, no matter how likely, are not assets and liabilities of an 
entity since the entity, as of the financial reporting date, has not become a party to a 
contract requiring future receipt or delivery of assets arising out of the future transactions.  
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6 Financial assets (IFRS 9) 

6.1 Initial recognition  

 IFRS 9 is the examinable document for financial assets. 

 On initial recognition a financial asset is measured at fair value. 

 For any asset that is not measured at fair value through profit or loss the initial value will 
include transaction costs that are directly attributable to its acquisition. 

6.2 Subsequent measurement 

 Subsequent measurement is dependent on the entity’s business model at 
either: 

 fair value; or  
 amortised cost. 

6.3 Categories of financial assets  

6.3.1 Amortised cost  

 A financial asset is measured at amortised cost if the following conditions are met: 

 the asset is held in a business model whose objective is to hold 
assets in order to collect their contractual cash flows; and 

 the contractual terms of the asset give rise to cash flows that are 
solely payments of principal and interest on the principal. 

 On initial recognition an asset may be designated at fair value through profit 
or loss if it will eliminate or significantly reduce an accounting mismatch. 

 Commentary 

An accounting mismatch occurs when a gain or loss on an item is included in 
one place (e.g. profit or loss) and a gain or loss on a linked item is included 
elsewhere (e.g. other comprehensive income). 

 This means that all debt instrument assets, unless designated at fair value 
through profit or loss, are measured at amortised cost. 

 Any gain or loss on derecognition, impairment or reclassification is recognised in 
profit or loss along with any investment income generated by the asset. 

6.3.2 Fair value through profit or loss  

 All other financial assets are subsequently measured at fair value. 

 Any changes in fair value are recognised in profit or loss as well as any profit 
or loss on derecognition. 
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6.3.3 Fair value through other comprehensive income 

 On initial recognition of an investment in equity instruments of another entity 
that is not held for trading an entity may elect to present changes in fair value 
through other comprehensive income. 

 This election is irrecoverable (i.e. permanent) and so cannot be changed at a 
later date. 

 All changes in fair value are recognised in other comprehensive income.  On disposal 
of the asset any cumulative gain or loss is not reclassified through profit or loss. 

 Commentary 

This is in contrast to the cumulative gain or loss on an available for sale asset 
which is reclassified through profit or loss on disposal under IAS 39. 

 Any dividends received from the equity investment are included in profit or loss. 

6.3.4 Financial asset summary 

Is the entire financial  
asset a stand-alone 

derivative? 

Is the entire financial 
asset an equity 

investment? 

Is the financial asset held 
for the collection of its 
contractual cash flows? 

Yes 

Are the contractual cash 
flows solely payments of 

principal and interest 
thereon? 

No 

Fair value through profit 
or loss 

Has the entity invoked  
the fair value option to 
reduce an accounting 

measurement mismatch? 

Is the equity investment 
held for trading? 

Has the entity irrevocably 
designated the investment 

as at fair value through 
other comprehensive 

income? 

Fair value through other 
comprehensive income* 

Amortised cost 

No 

No 

Yes 

Yes 

Yes 

No 

*** 

Yes ** 

Yes 

No Yes 

No 

No 

*  Dividend income that represents a return on investment is presented in profit or loss. 
**  Hedge accounting provisions (IAS 39) still apply to derivatives designated in effective hedge relationships. 
***  Reclassification is required only when an entity changes its business model for managing financial assets. 
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6.4 Embedded derivatives 

 An embedded derivative is a component of a combined instrument that includes a non-
derivative host contract. 

 The effect will be that some of the cash flows of the combined instrument will vary in a 
manner that is similar to that of a stand-alone derivative. 

 A derivative that is attached to a financial instrument but can be transferred separately 
from that instrument (e.g. a warrant) is not an embedded derivative, but a separate 
financial instrument. 

 If the instrument contains a host contract that is a financial instrument (within the scope 
of IFRS 9) then the whole contract is accounted for in accordance with IFRS 9, it does 
not need to be separated. 

 Commentary 

A purchased convertible instrument would be an embedded derivative that is 
not separated because the host instrument (the debt asset) falls within the 
scope of IFRS 9. 
 

 

If the host contract is not a financial instrument the embedded contract is accounted for 
separately. 

Illustration 4 – Embedded derivative 

A company with $ as its functional currency buys raw materials for use in production 
from a UK company that has £ as its functional currency.  The transaction is 
denominated in €, not the functional currency of either party to the transaction, and so 
an embedded derivative has been included in the purchase contract. 

There are now two elements to the contract: 

(1) Contract to buy/sell goods; and 
(2) Movement on the $/€ and £/€ exchange rates. 

 

6.5 Reclassification 

 If an entity changes its business model then all affected financial assets must 
be reclassified. 

 Reclassification applies prospectively.  Any previous gains or losses or 
interest are not restated. 

 If an asset is reclassified and measured at fair value, the fair value is determined at 
the reclassification date.  Any difference between the previous carrying value and 
fair value is included in profit or loss. 

 If an asset is reclassified and measured at amortised cost, the fair value at the 
reclassification date becomes the asset’s new carrying amount. 
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6.6 Impairment  

 At the end of the reporting period, an entity  assesses whether any objective 
evidence that any financial asset measured at amortised cost has become 
impaired. 

 Financial assets designated at fair value are not tested for impairment as they 
are measured at fair value and changes in fair value are immediately 
recognised.  Any impairment is therefore taken account of through the 
measurement process. 

 Commentary 

Impairment only arises if an event after initial recognition affects the future 
estimated cash flows arising from it. 

 Such objective evidence may include: 

 significant financial difficulty of the issuer; 
 non-payment of interest or principal; 
 the lender granting concessions to the borrower; 
 it becoming probable that the borrower will enter bankruptcy; 
 the disappearance of an active market for a particular financial asset. 

6.6.1 Financial assets carried at amortised cost  

 Any impairment is measured as the difference between the carrying value of 
the asset and the present value of future cash flows discounted at the original 
effective interest rate. 

 Commentary 

The carrying amount of the asset will be reduced either directly or by use of 
an “allowance” for irrecoverable debts account. 

 The impairment loss can be reversed through profit or loss in subsequent 
periods if circumstances change and the loss can be recovered. 

Worked example 2 
 

On 1 January 2010 Soprano made a loan of $20,000, repayable in 4 years, to Joey.  The 
loan has an interest rate of 8%, this also being the effective rate of interest.  Interest has 
been paid on the due dates up to 31 December 2012. 

On 31 December 2012, Joey is declared bankrupt and the administrators issue a 
statement that creditors of Joey can expect to receive 40% of outstanding balances on 
31 December 2013.  The market rate of interest fell during 2012 to 6%. 

Required:  

(a) Calculate the value of the receivable at 31 December 2012. 

(b) Give the journal entry for the receipt of cash on 31 December 2013, 
assuming that 40% of outstanding balances are paid. 
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Worked solution 2 

(a) Value of receivable 
 $ 

Present value of receivable at 31 Dec 2012  

   $20,000 × 40% × 1/1.08 7,407

(b) Journal entry 

The loan will be impaired to the value of $7,407 and an impairment loss of $12,593 will be expensed to 
profit or loss in 2012. 

 Dr Cash 8,000 
    Cr Receivable  7,407 
    Cr Interest income  593 
 

 Commentary 

The present value calculation is based on the effective interest rate of the original instrument 
and does not reflect the changes in interest rate since the instrument was issued. 

7 Financial liabilities (IFRS 9) 

 Commentary 

IFRS 9 is the examinable document for the recognition, measurement and 
derecognition of financial liabilities. 

7.1 Classification 

7.1.1 General rule 

 All financial liabilities are classified as “subsequently measured at amortised 
cost” (using the effective interest method). 

7.1.2 Exceptions 

 Exceptions to the general rule include: 

 financial liabilities at fair value through profit or loss (e.g. 
derivatives); 

 financial guarantee contracts; 
 commitments to provide a loan at a below-market interest rate. 

 Commentary 

The designation of a financial liability at fair value through profit or loss on 
initial recognition is irrevocable. 
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7.2 Initial recognition 

 A financial liability is recognised only when an entity becomes a party to the 
contractual provisions of the instrument. 

 The liability, if classified at amortised cost, is initially recognised at fair value 
less any directly attributable transaction costs. 

 If classified at fair value through profit or loss any relevant transaction costs 
are charged immediately to profit or loss. 

7.3 Subsequent measurement 

 Most financial liabilities are subsequently measured at amortised cost using 
the effective interest rate method (see Illustration 1). 

 Groups of financial liabilities that are not measured at amortised cost include: 

 those at fair value through profit or loss (including derivatives) – 
measured at fair value; and 

 commitments to provide a loan at below-market interest rate – 
measured at the higher of the amount determined under IAS 37 and 
the initial amount recognised less any cumulative amortisation. 

8 Derecognition 

8.1 Financial assets  

8.1.1 Basic derecognition criteria  

 An entity should derecognise a financial asset (or a part of it) when, and only when: 

 the contractual rights to the cash flows from the financial asset expire; or 
 it transfers the financial asset and the transfer qualifies for derecognition. 

 

 Commentary 

In many cases derecognition of a financial asset is straight forward – if there are no longer 
any contractual rights, the asset is derecognised.  If contractual rights remain, IAS 39 
requires three further steps to be considered, i.e. transfer, risks and rewards, control. 

8.1.2 Transfer of a financial asset 

 An entity transfers a financial asset if, and only if, it either: 

 gives the contractual rights to receive the cash flows to a third party; or 
 retains the contractual rights to receive the cash flows, but assumes 

a contractual obligation to pay the cash to a third party. 
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8.1.3 Transfer of risks and rewards of ownership 

 When the entity establishes that a transfer has taken place, it must then 
consider risks and rewards of ownership. 

 If substantially all the risks and rewards of ownership of the financial asset 
have been transferred, the financial asset is derecognised. 

 However, if the entity neither transfers nor retains substantially all the risks and 
rewards of ownership, the entity determines whether it has retained control. 

8.1.4 Control 

 If control has not been retained, the financial asset is derecognised. 

 If the third party is able to use the asset as if it owned it (e.g. sell the asset without 
attaching conditions such as a repurchase option) the entity has not retained control. 

 In all other cases, the entity has retained control. 

Illustration 5 – Control 

(a) As part of a contract, Enigma is required to transfer to Brevity a financial 
asset comprising 5,000 shares in a listed entity.  Under the terms of the 
contract, Brevity is required to return the same number of shares to Enigma 
on demand. 

 As the shares are listed and are therefore freely traded in an active market, 
Brevity can sell the shares when received and repurchase 5,000 shares when 
required to return them to Enigma.   

 Enigma should derecognise the shares when transferred to Brevity as it has 
lost control. 

(b) The same situation, except that the “shares” transferred are rare collector’s 
items of shares issued by a Russian railroad entity in the late 1800s. 

 In this situation, the shares are not freely available on an active market and if 
sold, could not be re-purchased (without attaching a repurchase option).  
Control has not been passed and the financial asset would not be 
derecognised. 

 

 
 Where a financial asset is transferred to another entity but control has not been  

lost, the transferor accounts for the transaction as a collateralised borrowing.  

 If control passes the asset may be treated as sold. 

  Dr Cash 
  Cr Disposals 

 If control does not pass then the asset has not been sold but rather it has 
been used as collateral (security) for borrowing. 

  Dr Cash 
  Cr Loan 
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8.1.5 Profit or loss on derecognition  

 On derecognition, the gain or loss included in profit or loss for the period is 
the difference between: 

 the carrying amount of an asset (or portion of an asset) transferred 
to another party; and  

 the  consideration received, adjusted for any new asset received (or 
new liability assumed) 

8.2 Financial liabilities 

 An entity removes a financial liability from its statement of financial position 
when, and only when, it is extinguished (i.e. when the obligation specified in 
the contract is discharged, cancelled, or expires). 

 This condition is met when either: 

 the debtor discharges the liability by paying the creditor, normally 
with cash, other financial assets, goods, or services; or 

 the debtor is legally released from primary responsibility for the 
liability (or part thereof) either by process of law or by the creditor. 

 Commentary 

The fact that the debtor may have given a guarantee does not necessarily 
mean that this condition is not met. 

 If the liability is re-negotiated with the original lender on substantially different 
contractual terms, the original liability is derecognised and a new liability recognised. 

 The difference between: 

 the carrying amount of a liability (or portion) extinguished or transferred 
to another party (including related unamortised costs); and 

 the amount paid for it (including any non-cash assets transferred or 
liabilities assumed), 

should be included in profit or loss for the period.   
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9 Hedging  

9.1 Terminology 

 Hedging, for accounting purposes, means designating one or more hedging 
instruments so that their change in fair value is an offset, in whole or in part, 
to the change in fair value or cash flows of a hedged item.   

 A hedged item is an asset, liability, firm commitment, or highly probable 
forecast transaction that: 

 exposes the entity to the risk of changes in fair value or changes in 
future cash flows; and 

 is designated as being hedged. 

 A hedging instrument is a designated derivative (or, in limited circumstances, 
another financial asset or liability) whose fair value or cash flows are expected 
to offset changes in the fair value or cash flows of a designated hedged item.   

 Hedge effectiveness is the degree to which changes in the fair value or cash flows 
of the hedge item that are attributable to a hedged risk are offset by changes in the 
fair value or cash flows of the hedging instrument. 

9.2 Hedging instruments 

 All derivatives (except written options, since the writer has accepted risk rather than 
reducing risk) may be designated as hedging instruments. 

 Commentary 

To “write” is to sell an option.  The investor who sells is called the writer. 

 Non-derivative financial instruments (e.g. foreign currency loans) may only 
be designated as a hedging instrument to hedge a foreign currency risk. 

9.3 Hedged items  

 A hedged item can be: 

 a recognised asset or liability; 
 an unrecognised firm commitment; or 
 a highly probable forecast transaction. 

 The hedged item can be:  

 a single asset, liability, firm commitment, or forecasted transaction; or  
 a group of assets, liabilities, firm commitments, or forecasted 

transactions with similar risk characteristics.   

 
Commentary 

For hedge accounting purposes (see next) only items involving a party external to the 
reporting entity can be designated as hedged items.  Hedge accounting is not applied to 
transactions between entities or segments in the same group (neither in consolidated 
financial statements nor separate financial statements). 
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9.4 Hedge accounting 

9.4.1 Background 

 Hedge accounting recognises symmetrically the offsetting effects on profit or 
loss of changes in the fair values of the hedging instrument and the related 
item being hedged. 

 
Commentary 

The hedge accounting rules do not relate to the offset of any asset and liability. 

9.4.2 Hedging relationships – three types 

(1) Fair value hedge: a hedge of the exposure to changes in the fair value of a recognised 
asset (or liability or an identified portion of such an asset or liability) that: 

 is attributable to a particular risk; and 
 will 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 associated with a recognised asset or 
liability (e.g. all or some future interest payments on variable rate debt) or 
a highly probable forecast transaction (e.g. an anticipated purchase or 
sale); and 

 will affect reported profit or loss. 

(3) Hedge of a net investment in a foreign operation as defined in IAS 21. 

 Commentary 

These are accounted for similarly to cash flow hedge. 

9.4.3 Conditions for hedge accounting 

 A hedging relationship qualifies for hedge accounting if, and only if, ALL of 
the following conditions are met: 

 at the inception of the hedge there is detailed formal documentation 
of the hedging relationship and the entity’s risk management 
objective and strategy for undertaking the hedge;   

 the hedge is expected to be highly effective (between 80% and 125%) 
in hedging the risk and this effectiveness can be reliably measured; 

 for cash flow hedges, a forecasted transaction (that is the subject of 
the hedge) must: 

 be highly probable; and 
 present an exposure to variations in cash flows that could 

ultimately affect reported profit or loss;  

 the hedge was assessed on an ongoing basis and determined actually to 
have been highly effective throughout the financial reporting period.   



SESSION 21 – FINANCIAL INSTRUMENTS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 2124 

9.4.4 Fair value hedges  

 The gain or loss from remeasuring the hedging instrument at fair value should 
be recognised immediately in profit or loss. 

 The gain or loss on the hedged item attributable to the hedged risk should 
adjust the carrying amount of the hedged item and be recognised immediately 
in profit or loss. 

Illustration 6 – Fair value hedge 
 

Romeo owns inventories of 5,000 tons of timber which it purchased three months ago 
for $50,000.  Management is concerned that the price of timber might fall, which 
would have an effect on the selling price of the products that will use the timber.  It has 
therefore entered into a futures contract to sell the timber at an agreed price of $60,000 
on 31 March 2013. 

At 31 December 2012, Romeo’s year end, the fair value of the timber has fallen to 
$48,000 and the futures price for delivery on 31 March 2013 is now $58,000.  
Management has designated the timber as a hedged item and the futures contract as s 
hedging instrument and the hedge is deemed to be effective. 

If hedge accounting is not used then the futures contract will be recognised as a 
derivative asset at a value of $2,000 (60,000 – 58,000) and the inventory will still be 
measured at cost of $50,000.  The accounting entries would be: 

Dr Derivative asset $2,000 
   Cr Profit or loss  $2,000 
 

The gain on the futures contract is recognised immediately in profit or loss but no loss 
would be recognised on the value of inventory, causing a mis-match. 

If hedge accounting is used then the futures contract will still be recognised as a 
derivative asset of $2,000 but the value of inventory will now be measured at fair value 
of $48,000, so matching the gain and loss in the profit or loss in the same period.  The 
accounting entries would be: 

Dr Derivative asset $2,000 
   Cr Profit or loss  $2,000 
 
Dr Profit or loss $2,000 
   Cr Inventory  $2,000 
 

This time both the gain and the loss affect profit or loss in the same period; hedge 
accounting has facilitated matching the upside with the downside. 
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9.4.5  Cash flow hedges 

 The portion of the gain or loss on the hedging instrument that is determined to be 
an effective hedge is recognised in other comprehensive income. 

 The ineffective portion should be reported immediately in profit or loss if the 
hedging instrument is a derivative. 

 
Commentary 

There is no guidance on how effectiveness and ineffectiveness should be 
measured.  That is up to the entity to decide.  The methodology must be 
explained in the formal hedge documentation.  The methodologies can be 
quite complicated in practice. 

Illustration 7 – Cash flow hedge 
 

Romeo has items of inventory whose selling price is based upon the fair value of their 
commodity content.  Romeo is concerned that the fair value of the commodity will fall 
and so reduce the cash flow on the sale of the inventory.  The company enters into a 
forward contract to sell the inventory at a fixed price in the future.  The forecast sale of 
inventory is the designated hedge item and the forward contract is designated as the 
hedging instrument.  The hedge is effective and qualifies as a cash flow hedge. 

If the fair value of the commodity falls by $600 then the fair value of the forward 
contract will increase by $600, assuming a perfect hedge, and create a derivative asset. 

The accounting entries, if hedge accounting is not used would be; 

Dr Derivative asset $600 
   Cr Profit or loss  $600 
 

The sale proceeds will be $600 lower (or more) when the inventory is sold, presumed 
to be in the following period in this illustration.  Therefore there is a mis-match in 
profit. 

The accounting entries, if hedge accounting is used would be; 

Dr Derivative asset 600 
   Cr Other comprehensive income (then equity)  600 
 

The $600 gain, which was included as other comprehensive income, will be 
reclassified through profit or loss when the cash flow impact of the inventory affects 
profit or loss (i.e. when the inventory is sold).  Using hedge accounting has allowed the 
gain to be matched with the loss. 

 

 

 
Commentary 

An amendment to IAS 39 clarifies that, in respect of forecast transactions, gains 
or losses should be reclassified from equity to profit or loss in the period in 
which the hedged forecast cash flow affects profit or loss. 
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Activity 2 
 

On 30 September X contracted to buy a plane for 1 million Swiss Francs (CHF).  The 
spot rate on this date was 2.5 CHF = $1. 

Being concerned about possible changes in the rate X enters into a forward exchange 
contract, on the same date, to buy SwFr/sell $ at a rate of 2.5 CHF = $1. 

At the reporting date, 31 December, the spot rate was 2.4 CHF = $1. 

The plane was purchased on 31 March when the spot rate was 2.3 CHF = $1. 

Required: 

Show the accounting entries to reflect these transactions, including the cash flow 
hedge. 

 

 
Solution 

Forward  Reserve 
     

     

     
     
     
 

     
Cash  Plane – Asset 

 

 

     
     
     
     

     

     
 
9.4.6 Hedges of a net investment  

 These are accounted for similarly to cash flow hedges: 

 the effective hedge is recognised in other comprehensive income; 
 the ineffective portion is recognised in profit or loss. 

 Hedging instruments may be held by any entity or entities within the group.  
This includes a foreign operation that itself is being hedged. 
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10 Disclosure (IFRS 7) 

10.1 Rules 

 The purpose of disclosure is to: 

 enhance understanding of the significance of financial instruments 
to an entity’s financial position, performance and cash flows; 

 assist in assessing the factors affecting the amount, timing and certainty 
of future cash flows associated with those instruments; and   

 provide information to assist users of financial statements in 
assessing the extent of related risks. 

 Information sufficient to allow reconciliation to the line items in the 
statement of financial position must be provided. 

 The information disclosed should facilitate users evaluating the significance 
of financial instruments on an entity’s financial position and performance. 

10.2 Assets and liabilities 

Categories of financial assets and liabilities 

 Carrying amounts must be analysed into the following categories: 

 financial assets at fair value through profit or loss, showing separately: 

– those designated on initial recognition; and 
– those that must be measured at fair value; 

 
 financial liabilities at fair value through profit or loss, showing separately: 

– those designated on initial recognition; and 
– those that meet the definition of held for trading; 

 
 financial assets measured at amortised cost; 

 financial liabilities measured at amortised cost; 

 financial assets measured at fair value through other comprehensive income. 

 Disclosure may be in the statement of financial position or in the notes. 

Financial assets and liabilities at fair value through profit or loss 

 If a financial asset is measured at fair value that would otherwise have been 
measured at amortised cost, detailed disclosures about credit risk must be made. 

 Commentary 

Such detail is beyond the scope of the syllabus. 

 If a financial liability is designated at fair value through profit or loss, 
changes in fair value attributable to changes in credit risk must be disclosed. 
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Financial assets at fair value through other comprehensive income 

 Disclose includes: 

 which investments have been so designated; 
 the reason for presenting them in this way; 
 the fair value of each investment at the end of the period; 
 dividends recognised in the period; 
 any transfers of cumulative gain or loss within equity components 

during the period and the reason for the transfer. 

 For disposals, disclosure includes; 

 the reason for the disposal; 
 the fair value of the instrument at the disposal date; 
 any cumulative gain or loss on disposal. 

Reclassification of financial assets 

 Disclosures for reclassifications in the current or previous period include: 

 the date of reclassification; 

 an explanation of the change in business model leading to the reclassification 
and a qualitative description of the effect on the entity’s financial statements; 

 the amounts reclassified into and out of each category. 

 Where an asset has been reclassified to amortised cost since the last reporting 
date disclosure includes: 

 the asset’s fair value at the end of the reporting period; 

 the fair value gain or loss that would have been recognised in profit or loss if 
the asset had not been reclassified. 

 For subsequent reporting periods where assets have been reclassified to be 
measured at amortised cost disclosure includes: 

 the effective interest rate on the date of reclassification; 
 the interest income or expense recognised. 

Derecognition 

 For transfers of financial assets that do not meet the derecognition criteria, 
disclosure includes: 

 the nature of the assets; 

 any risks and rewards to which the entity is still exposed; 

 the carrying amount of the asset and any associated liability that 
remains wholly or partially recognised; and 

 for those assets that are partially derecognised, the carrying amount 
of the original asset. 
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Collateral disclosures 

 The carrying amount of financial assets pledged as collateral for liabilities. 

 The terms and conditions of the pledge. 

Allowances for credit losses 

 Where the impairment of financial assets is recorded in a separate account 
(rather than against the asset) a reconciliation of the movements on the 
account must be disclosed. 

 Commentary 

For example, an allowance for irrecoverable debts. 

10.3 Gains and losses 

 The following items of income, expense, gains or losses should be disclosed 
(in the statement of comprehensive income or in the notes): 

 net gains or losses on: 

– financial assets or liabilities at fair value through profit or loss; 
 

 Commentary 

Analysed between items initially designated and those held for trading. 

– financial assets and liabilities measured at amortised cost; 
– financial assets at fair value through other comprehensive income; 

 total interest income and expense on financial assets measured at 
amortised cost and liabilities not at fair value through profit or loss; 

 interest income on impaired financial assets; 

 amount of impairment loss for each class of financial asset. 

10.4 Hedge accounting   

 For each category of hedge:  

 a description of each type of hedge; 

 a description of the designated hedging instruments and their fair 
values at the end of the reporting period; and 

 the nature of the risks being hedged. 

 Commentary 

Additional IFRS 7 disclosures for cash flow hedges are not examinable. 
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 The following require separate disclosure: 

 gains and losses on fair value hedges (on the hedging instrument; 
and the hedged item); 

 the ineffectiveness included in profit or loss for cash flow hedges 
and hedges of net investments in foreign operations. 

10.5 Fair value 

 Subject to certain exceptions, the fair value of each class of financial asset 
and liability must be disclosed, to allow comparison with the instruments 
carrying value. 

 Disclosure includes: 

 methods used and assumptions made in arriving at fair value; 

 whether fair values have been derived using published price 
quotations in active markets or are estimations. 

10.6 Nature and extent of risks 

 An entity discloses information about the nature and extent of risks arising 
from financial instruments. 

 Credit risk, liquidity risk and market risk should be disclosed as a minimum. 

10.6.1 Qualitative disclosures 

 For each type of risk: 

 the exposure to risk and how it arises: 

 management’s objectives, policies and processes for managing the 
risk and methods used to measure the risk; and 

 any changes in the above since the previous period. 

10.6.2 Quantitative disclosures 

 For each type of risk: 

 summary quantitative data about exposure to risk at the reporting date; 
 any concentrations of risk. 

 Commentary 

This should be based on information provided internally to key management 
personnel.  If the data at the reporting date is unrepresentative of an entity’s 
normal exposure further disclosure of a representative nature is required. 
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Key points summary 
 

 Accounting for financial instruments is covered by IAS 32, IAS 39, IFRS 7 and 
IFRS 9. 

 Instruments must be distinguished between equity and liabilities.  Convertible 
instruments that are a mix of equity and liability must be split; the liability is the 
present value of future cash flows and the equity element the balancing figure. 

 Financial assets are either measured at fair value or amortised cost. 

 Any changes in fair value of a financial asset are taken to profit or loss or other 
comprehensive income (according to initial classification). 

 Financial assets and liabilities at amortised cost are measured using the 
instruments effective interest rate based on market rates. 

 Financial assets at amortised cost are tested for impairment if there is objective 
evidence that impairment has occurred. 

 Hedging is the minimisation of risk attached to financial instruments. 

 Hedged items may be matched with hedging instruments and changes in value 
offset against each other. 

 Disclosure requirements are very extensive and related mostly to related risks. 

 

 

Focus 

You should now be able to: 

 account for: 

 debt instruments; 
 equity instruments; 
 the allocation of the finance cost; and 
 fixed interest rate and convertible bonds; 

 discuss the definition, classification and measurement issues relating to a 
financial instrument; 

 explain the measurement requirements for financial instruments including the use 
of current values, hedging and the treatment of gains and losses; 

 describe the nature of the presentation requirements relating to financial instruments; 

 discuss the key areas where consensus is required on the accounting 
treatment of financial instruments. 
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Activity solutions 

Solution 1 

 $ 

Present value of the principle repayable in 4 years’ time  

$3,000,000 × 1.10 × 0.68 (4 year, 10% discount factor) 2,244,000

Present value of the interest stream 
$180,000 × 3.17 (4 year, cumulative, 10% discount factor) 570,600 

_____________

Total liability component 2,814,600
Equity component (taken as a balancing figure) 185,400 

_____________

Proceeds of the issue 3,000,000 
_____________

 
 $ 
Liability at 1 April 2012 2,814,600 
Interest @ 10% on initial liability 281,460 
Cash paid  (180,000) 
  _____________ 

Liability at 31 March 2013 2,916,060 
  _____________ 

 

 Commentary 

On 31 March 2016 the value of the liability will be approximately $3,300,000, the 
redemption amount.  The interest rate used in the example is not exact; there is a 
rounding difference (as may be the case in an examination question). 
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Solution 2  

 Note Forward  Reserve 
30 September (1)      

31 December (2) 16,667 16,667 

31 March  (3) 18,116 18,116 
 (5)  34,783  
 (6)  34,783  

    

    

       
  Cash  Plane – Asset 

30 September   

31 December   

31 March  (4)  434,783 434,783

 (5) 34,783 
 (6)  34,783

Bal c/f   400,000

   434,783 434,783

Bal b/f     400,000  
 

Notes 

(1) The spot rate (2.5) is the same as the forward so the fair value of the of forward is zero. 

(2) The fair value of forward is the difference between the spot and contracted rate, $16,667  
((1 million ÷ 2.4) – (1 million ÷ 2.5)).  This is a gain (because the exchange contract gives 
more CHF to the $ than the spot rate). 

(3) When the asset is purchased the value of the forward is $34,783 ((1 million ÷2.3) – (1 
million ÷ 2.5)). There is an increase of $18,116 on the gain already accounted for. 

(4) The purchase of the plane is recorded at the spot rate (1 million ÷ 2.3). 

(5) The actual cash flow is reduced by the value of the forward. 

(6) This “basis adjustment” recognises that the asset’s real cost was actually $400,000. 
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Overview 

Objectives 

 To describe the provisions of IAS 27 Separate Financial Statements.   

 To describe the provisions of IFRS 10 Consolidated Financial Statements.   

 To list the disclosure requirements of IFRS 12Disclosure of Interests in Other Entities.   

 

 

DISCLOSURE 
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1 Introduction 

1.1 Terminology 

 A business combination – a transaction or other event in which the acquirer obtains 
control of one or more businesses.  

 Commentary 

Transactions sometimes referred to as “true mergers” or “mergers of equals” are 
also business combinations as that term is used in this standard. 

 Acquisition date – the date on the acquirer obtains control of the acquiree. 

 Control – control over an investee arises when an investor is exposed, or has 
rights, to variable returns from its involvement with the investee and has the 
ability to affect those returns through its power over the investee.   

 A subsidiary – an entity that is controlled by another entity (known as the parent). 

 A parent – an entity that controls one or more entities. 

 A group – a parent and its subsidiaries. 

 Separate financial statements – are those presented by a parent (or an investor with 
joint control of, or significant influence over, an investee) in which the investments 
are accounted for at cost or in accordance with IFRS 9 Financial Instruments. 

 Consolidated financial statements – are the financial statements of a group in which 
elements and cash flows of the parent and its subsidiaries are presented as those of 
a single economic entity. 

 Non-controlling interest – the equity in a subsidiary not attributable, directly or 
indirectly, to a parent. 

 Goodwill – an asset which represents the future economic benefits arising from 
other assets acquired in a business combination that are not individually identified 
and separately recognised. 

1.2 Separate financial statements  (IAS 27) 

 IAS 27 Separate Financial Statements” defines this term.    

 Separate financial statements are those presented in addition to:  

 consolidated financial statements; or 
 financial statements in which investments (in associates or joint 

ventures) are accounted for using the equity method (see Session 26). 



SESSION 22 – REGULATORY FRAMEWORK 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 2203 

 In a separate financial statements, investments in subsidiaries (also associates and 
joint ventures) are carried at: 

 cost; or 
 fair value in accordance with IFRS 9. 

 Commentary 

If an investment is classified as held for sale then it is accounted for under IFRS 5” 
Non-current Assets Held for Sale and Discontinued Operations” (see Session 30). 

 Any dividends received from the investment are included in profit or loss when the 
investor’s right to receive the dividend is established (i.e. when they are declared). 

1.3 Truth and fairness   

 Group accounts aim to give a true and fair view to the owners of a parent of what 
their investments represents (i.e. control and ownership of the net assets of 
subsidiary companies). 

 Rules are needed to ensure that the consolidation includes all entities controlled by 
the parent – the definition of subsidiaries attempts to do this (see next section). 

2 Parent and control  

2.1 Inclusion in consolidated financial statements  

A parent which issues consolidated financial statements must consolidate all subsidiaries, foreign 
and domestic, other than those excluded for the reasons specified in IFRS 10 (see later). 

 Control exists when the definition of control of an investee is met. 

 Commentary 

It is the substance of the ability to control which drives the definition rather than 
legal ownership of shares. 

 If on acquisition a subsidiary meets the criteria to be classified as held for sale, in 
accordance with IFRS 5, it is accounted for at fair value less costs to sell. 

 Commentary 

If a large group of subsidiaries are acquired, the parent may intend to dispose of unwanted 
subsidiaries.  These may fall within the definition of held for sale. 
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2.2 Power  

 In many situations power is obtained by holding more than 50% of the voting rights 
in an investee (subsidiary).  However, power can also arise through contractual 
arrangements, without holding a majority of voting rights. 

 For example, when there is power: 

 over more than half of the voting rights by virtue of an agreement with 
other investors; 

 to govern the financial and operating policies of the entity under a statute 
or an agreement; 

 to appoint or remove key management personnel (e.g. directors); or 

 to cast the majority of votes at meetings of the board of directors or 
equivalent governing body. 

 When assessing whether control exists, the existence and effect of currently exercisable 
potential ordinary shares (i.e. options or convertibles) should be considered. 

Illustration 1 

Entity A holds 40% of the voting right in entity B.  It also holds share options which if 
it were to exercise them would take its share-holding in entity B to 80%. 

Ignoring any other issues, it would be probable that entity A had control over entity B 
through both its current share-holding and its potential future shares.  Entity B should 
be recognised as a subsidiary of entity A. 

 

 

Illustration 2 

4. Basic principles, methods and critical accounting estimates
(extract) 

Consolidation 
Subsidiaries are companies over which Bayer AG is able to exercise control – generally because 
Bayer AG directly or indirectly has a majority of the voting rights, which in turn usually derives 
from an ownership interest of more than 50%. Special purpose entities (SPEs) in which the Bayer 
Group holds 50% or less of the voting rights or shares are consolidated if the Bayer Group can 
derive the greater part of the economic benefi t from the entity and / or bears the greater part of 
the risk. Inclusion of an entity’s accounts in the consolidated fi nancial statements begins when 
the Bayer Group starts to exercise control over the entity and ceases when it is no longer able to 
do so.  

Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 
 

 Commentary 

This disclosure was made based on the previous definition of control.  For most entities 
the new definition will not affect what was previously, and is now, a subsidiary. 
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Activity 1 
 

Identify the entities to be included in the group as defined by IFRS 10, in each of the 
following situations: 

(a) 

A A holds 10% of the shares in C and controls C 
it through a contract with C’s owners 

(b) 

 A  

  60%  

 B  

  45% The holders of another 30% of the 
equity in C have a contract under 
which they vote according to B’s 

direction 

 C  

(c) 

 A  

    
60%     60% 

B   D 

      
      

 30% C 30%  
  

 

(d) 

Shareholders in common  

 100%      100%  

A    B  
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2.3 Variable returns  

 An investor is exposed to variable returns from the investee when there is potential 
for variable performance by the investee. 

 That is, the returns, dividends and profits, from the investee will depend on the 
performance of the subsidiary.  There will be no fixed right to a specific return.  

 Clearly there is a relationship between power and returns.  To have control, the 
investor must have the ability to use its power to affect the returns from the investee. 

 Commentary 

So an investor with decision-making rights must determine if it is acting as a 
principal or an agent.  It will only have control if acting as a principal.  An agent 
would need powers delegated to it by a controlling body. 

2.4 Exclusions and exemptions (IFRS 10) 

 A subsidiary that has been acquired exclusively with the intention to resell it is not 
consolidated provided that it meets the IFRS 5 criteria of a disposal group on acquisition.  
In this case it is carried at fair value less costs to sell and disclosed separately. 

 Previously, and still in some countries, grounds for excluding individual subsidiaries from 
consolidation have included: 

 long-term restrictions over the parent’s rights to control a subsidiary; 
 a subsidiary having sufficiently different activities from the parent; 
 temporary control of a subsidiary; 
 subsidiaries being immaterial (separately or in aggregate); 
 disproportionate expense or undue time and effort in obtaining information 

required. 

 Clearly management might want to exclude any subsidiary which reflects poorly on the 
economic performance and financial position of the group (e.g. a loss-making subsidiary).  
The IASB was gradually removed all exclusions.   

 Under IFRS 10 there are no exclusions from consolidation of individual subsidiaries which 
meet the control criteria.   

2.5 Transition from IAS 27 to IFRS 10 

 As a result of the issue of IFRS 10 some companies might be consolidated that were not 
consolidated under IAS 27. 

 IFRS 10 clarifies that assets, liabilities and non-controlling interest should be measured as if 
IFRS 3 had been applied at the date when the investor gained control in accordance with the 
requirements of IFRS 10. 

 The prior period would be adjusted to reflect this change in classification. 

 If the date of control, under IFRS 10, was prior to the preceding period any difference 
between carrying values of assets, liabilities and non-controlling interest would be 
recognised directly in equity.  
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2.6 Acquisition method  (IFRS 3) 

 IFRS 3 Business Combinations requires that all business combinations are 
accounted for using the acquisition method of accounting.  

 This involves: 

 identifying an acquirer; 

 determining the acquisition date; 

 recognising and measuring the identifiable assets acquired, the liabilities 
assumed and any non-controlling interest in the acquiree; and 

 recognising and measuring goodwill or a gain from a “bargain purchase”. 

Illustration 3 

6.2 Business combinations and other acquisitions (extract) 
Acquisitions are accounted for by the purchase method, the results of the acquired businesses therefore 
being included in the consolidated fi nancial statements as from the respective dates of acquisition. The 
purchase prices of acquired companies domiciled outside the eurozone were translated at the exchange 
rates in effect at the respective dates of acquisition. 

 
Notes to the Consolidated Financial Statements of the Bayer Group 2011 

 

 

 

3 Sundry provisions of IFRS 10 

3.1 Results of intra-group trading   

 Intra-group balances and intra-group transactions and resulting unrealised profits 
should be eliminated in full.  

3.2 Accounting year ends 

3.2.1 Co-terminous year ends 

 The financial statements of the parent and its subsidiaries used in the preparation of the 
consolidated financial statements are usually drawn up to the same date. 

3.2.2 Different reporting dates 

 Either the subsidiary must prepare special statements as at the same date as the group. 

 Or, if it is impracticable to do this, financial statements drawn up to a different end 
of a reporting period may be used if: 

 the difference is no greater than three months; and 

 adjustments are made for the effects of significant transactions or events that 
occur between those dates and the date of the parent’s financial statements. 
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3.3 Accounting policies  

 Consolidated financial statements must be prepared using uniform accounting 
policies for similar transactions and events. 

 Commentary 

Adjustments on consolidation will be needed if there are material differences in accounting 
policies used in the preparation of financial statements being consolidated (see Session 24). 

3.4 Date of acquisition or disposal 

 The results of operations of a subsidiary are included in the consolidated financial 
statements as from the date the parent gains control of the subsidiary. 

 
Commentary 

The date of acquisition and the date of disposal are based on when control passes not 
necessarily the legal date of acquisition or date of disposal. 

 The results of operations of a subsidiary disposed of are included in the 
consolidated statement of comprehensive income until the date of disposal, 
which is the date on which the parent ceases to have control of the subsidiary.  

3.5 Non-controlling interests  

 Non-controlling interest (i.e. equity in a subsidiary that is not attributable to a 
parent) is presented as a separate line item in the statement of financial position 
within equity.  (See next session for more details.) 

4 Exemption from preparing group accounts 

4.1 Rule 

 A parent need not present consolidated financial statements if: 

 it is a wholly-owned or partially-owned subsidiary; 

  Commentary 

As long as the other shareholders have no objection to this. 

 the parent’s debt or equity instruments are not traded on a public market; 

 the parent has not filed its financial statements with a recognised stock market; 

 the ultimate (or an intermediate) parent presents consolidated financial 
statements in accordance with IFRSs. 

 Commentary 

National rules may specify exemptions subject to conditions being met.  For example, 
under the UK Companies Act 2006, a parent that is subject to the “small company’s 
regime” is not obliged to prepare group accounts. 
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4.2 Rationale 

 Users of the financial statements of a parent are usually concerned with, and need to be 
informed about, the financial position, results of operations and changes in financial 
position of the group as a whole. 

 This need is served by consolidated financial statements, which present financial 
information about the group as that of a single entity without regard for the legal 
boundaries of the separate legal entities. 

 A parent that is wholly owned by another entity may not always present consolidated 
financial statements since such statements may not be required by its parent and the needs 
of other users may be best served by the consolidated financial statements of its parent.  

5 Disclosure 

5.1 IFRS 12 disclosures 

 IFRS 12 Disclosure of Interests in Other Entities requires disclosure in respect of 
all subsidiaries, associates and joint arrangements (see also Session 26) that enable 
users to evaluate: 

 the nature of, and risks associated with, its interests; and 
 the effects of those interests on its financial position, financial 

performance and cash flows. 

 Requirements encompass:  

 significant judgement and assumptions made in determining control; 
 interests in subsidiaries; 
 non-controlling interest; 
 the nature and extent of significant restrictions; 
 the nature of associated risks; 
 the consequences of changes in ownership interest, including loss of control. 

 An entity should state, for example, that although it holds less than 50% of voting 
rights it nevertheless controls it through other factors (described).  Also whether it 
is acting as agent or principal. 

 Information about interests in subsidiaries should: 

 name each subsidiary and its place of business; 
 specify, with reasons, if reporting dates are different; 
 enable users to understand the structure of the group and the non-

controlling interest’s share in activities and cash flows. 

 Disclosures about non-controlling interests include: 

 the proportion of ownership and voting rights held; 
 any profit or loss allocated to then during the period; and 
 accumulated non-controlling interest at the beginning and end of the period.  

 Significant restrictions over the use of assets or settlement of liabilities may be 
statutory, contractual or regulatory.  Guarantees, covenants, etc which may restrict 
dividends or loan repayments should also be disclosed. 
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 Associated risks include contractual arrangements to provide financial support. 

 The effect on equity attributable to owners of the parent should be presented as a 
schedule for changes in ownership that do not result in a loss of control.  When control is 
lost the gain or loss is disclosed (and the line item(s) in which it is recognised). 

Illustration 4 
 

Group accounting 

Subsidiaries (extract) 

The financial results of subsidiaries (including special purpose entities, at this stage limited to 
the share trusts) are fully consolidated from the date on which control is transferred to the 
Group and are no longer consolidated from the date that control ceases. 

The acquisition method of accounting is used to account for the acquisition of subsidiaries by 
the Group. The cost of an acquisition is measured as the fair value of the assets given, equity 
instruments issued and liabilities incurred or assumed at the date of exchange. Identifiable 
assets acquired and liabilities and contingent liabilities assumed in a business combination are 
measured initially at their fair values at the acquisition date, irrespective of the extent of any 
non-controlling interest. The excess of the cost of acquisition over the fair value of the Group’s 
share of the identifiable net assets acquired is recorded as goodwill. If the cost of the 
acquisition is less than the fair value of the net assets of the subsidiary acquired, the difference 
is recognised directly in the statement of comprehensive income.  

Investments in subsidiaries are accounted for at cost less any accumulated impairment losses 
in the separate Annual Financial Statements of Aspen Pharmacare Holdings Ltd.  None of the 
investments in subsidiaries are listed. 

When the end date of the reporting period of the parent is different to that of the subsidiary, the 
subsidiary prepares, for consolidation purposes, additional Annual Financial Statements as of 
the same date as the Annual Financial Statements of the parent. 

Accounting policies of subsidiaries have been changed where necessary to ensure 
consistency with the policies adopted by the Group. 

Annual Financial Statements 2012   
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Key points summary 
 

 In the financial statements of a separate entity investments are accounted for at cost or in 
accordance with IFRS 9. 

 Group accounts should truthfully reflect the assets and liabilities under the control of the 
parent. 

 Control exists if an investor has the ability to exercise power to control variable returns 
from the investee. 

 Control can be achieved through voting rights or other power (e.g. of the board of 
directors). 

 A parent which is part of a larger group may be excluded from presenting group 
accounts. 

 Group accounts are prepared using the acquisition method. 

 Intra-group balances, transactions and unrealised profits are eliminated on consolidation. 

 Accounting policies within the group must be uniform. 

 

 
 

Focus 

You should now be able to: 

 explain the concept of a group and the purpose of preparing consolidated financial 
statements; 

 explain and apply the definition of subsidiary companies; 

 identify the circumstances and reasoning when subsidiaries should be excluded 
from consolidated financial statements; 

 explain the need for using co-terminous year-ends and uniform accounting policies when 
preparing consolidated financial statements and describe how it is achieved in practice. 
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Activity solution 

Solution 1 – Entities in the group 

(a)  Even though A only holds 10% of the equity in C it is highly likely that C will be a 
subsidiary due to the fact that A has contractual arrangements with the owner’s of C to 
control the entity. 

(b) A is the parent of B.  A is also the parent of C as it has control of 75% of the 
voting rights of C.   

(c) A is the parent of B and D.  A may therefore appear to control C through a 60% 
indirect shareholding.  In which case A would be the parent.  However, A 
effectively owns only a 36% interest in C.  The substance of this relationship 
would therefore require scrutiny. 

(d) There is no group in this situation as A and B fall within the ownership of 
shareholders in common which are scoped out of consolidated accounts.  A and B 
however may be related parties and would have to make necessary disclosures in 
accordance with IAS 24 (see later session).  
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Overview 

Objectives   

 To explain the need for group accounts. 

 To introduce basic principles of acquisition accounting. 
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1 The issue 

1.1 Background 

 Many companies carry on part of their business through the ownership of other 
companies which they control. Such companies are known as subsidiaries. 

 Controlling interests in subsidiaries generally appear at cost in the statement of financial 
position of the investing company.  Such interests may result in the control of assets of a very 
different value to the cost of investment. 

 Separate financial statements of the parent cannot provide the shareholders of the parent with 
a true and fair view of what their investment actually represents. 

 
Commentary 

The substance of the relationship is not reflected in the accounts. 

Illustration 1 

 Parent Subsidiary 
 $    $    
Investment in 80% of Subsidiary 100 
 
Other net assets  900 1,800 
 –––––– ––––––  
 1,000 1,800 
 –––––– ––––––  
 The investment of $100 in Parent’s accounts is, in substance, the cost of 

owning assets of 80% of $1,800 in Subsidiary (i.e. $1,440). 

 Parent’s shareholders cannot see this from looking at the accounts. 

 The solution is to prepare group accounts to reflect the substance of 
the investment. 

 The type of group accounts required by IFRS is called consolidated 
financial statements. 

 

 

1.2 Rule 

A company with a subsidiary on the last day of its reporting period (i.e. a parent must 
prepare consolidated financial statements in addition to its own individual accounts. 

 In practice a parent usually will prepare (and publish): 

 its own statement of financial position with relevant notes; and 

 a consolidated statement of financial position, statement of comprehensive 
income, and statement of cash flows, all with relevant notes. 
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2 Conceptual background 

2.1 Substance 

 Consolidation involves the replacement of cost of investment in the parent’s 
accounts by “what it actually represents” namely: 

 Parent’s share of the net assets of the subsidiary as at the end of the 
reporting period; 

AND 

any remaining element of the goodwill which the parent paid for at the 
date of acquistion. 

 In addition to this, the reserves of the parent must be credited with the parent’s 
share of the subsidiary’s post-acquisition reserves (representing the portion of 
profit or loss accruing to the parent since acquisition). 

 
Commentary 

The remainder of this session will build up to an understanding of this. 

2.2 Goodwill  

 Goodwill is the difference between the value of the business taken as a whole and 
the fair value of its separate net assets. 

 
Commentary 

The idea is that when a company buys an interest in another it will pay a price that 
reflects both the assets it buys and the goodwill. 

It can be calculated as: 

Fair value of consideration  X 
Fair value of non-controlling interest X 
Less: Fair value of net assets at acquisition (X) 
 ––– 
Goodwill at acquisition X 
 ––– 
 

 The fair value of consideration is the cost of the investment which will be shown in 
the financial statements of the parent as “Investment in subsidiary”.  Goodwill is 
dealt with in greater depth in the next session for the time being it is sufficient to 
consider the relationship above.   
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Illustration 2 

 Parent’s own 
accounts 
COST 

Group accounts 
 

NET ASSETS + GOODWILL 

 

At the date of 
acquisition 

1,000 800 + 200  

  The accounts will continue to balance after 
the consolidation.  Cost 1,000 has been 

replaced with 800 + 200 

 

At the reporting date 1,000 1,200 + 200  

  Now the accounts will not balance;  
1,000 has been replaced with 1,200 + 200 = 

1,400 

 

The 400 increase in the subsidiary’s net assets is attributable to 
profitable trading since the acquisition.  This must be reflected in 

the consolidated reserves for the group accounts to balance. 

 

 

 Commentary 

Any impairment of the goodwill over its life would reduce the 200. 

3 Overview of the technique 

 The approach may be broadly represented as follows: 

 
 

INDIVIDUAL COMPANY ACCOUNTS 
 

     
   Parent Subsidiary Consolidated statement 
     of financial position  
 
Net assets  X X   X 
   __  __      __ 

    +  + CONSOLIDATION  
Issued capital  X  X  ADJUSTMENTS =  X 
Reserves   X  X      X 
   __  __      __ 

   X  X      X 
   __  __      __ 
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3.1 Individual company accounts 

 There is no such thing as “a separate set of consolidated accounts”; the group does not 
maintain a double entry accounting system. 

 The individual members of the group maintain their own financial statements and at the 
period end, after year-end adjustments, the individual accounts of the members of the 
group are combined together to form the basis of the consolidated financial statements. 

 The financial statements of the individual companies should be finalised in accordance 
with IFRS before the consolidation adjustments are made. 

3.2 Consolidation adjustments 

 

Major 
adjustments 

Inter-company 
adjustments 

 Two  
types 

Those that “drive” the 
double entry: 

*Goodwill 
*Non-controlling interests 
*Consolidated reserves 

* Inter company balances 
* Unrealised profit 
* Inventory 
* Non-current asset transfers 

 

4 Consolidated statement of financial position 

4.1 Basic principles  

 Commentary 

This section builds to an understanding of consolidation through a series of 
examples which will increase in complexity.  In each case it is assumed that any 
individual company adjustments have already been made. 
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Worked example 1 

 As at 31 December 2012  
 Parent  Subsidiary  

Non-current assets:      
Tangible assets 2,000 500   
Investment in Subsidiary 1,000    
Net current assets 2,000 

–––––––
500 

––––––– 
  

 5,000 1,000   
 ––––––– –––––––   
Issued capital 500 1,000   
Retained earnings 4,500 

–––––––
 

––––––– 
  

 5,000 1,000   
 ––––––– –––––––   
    
Further information: 
Parent bought 100% of Subsidiary on 31 December 2012. 
 
Features to note: 
The issued capital of the group is the issued capital of Parent.  This is always the case. 
 
The cost of investment is to disappear.  It is “replaced”. 
 
The assets and liabilities of the group are simply a line-by-line cross cast of those of 
Parent and Subsidiary.  Parent controls 100% of Subsidiary’s net assets.  This is always 
the case. 
 

 

 

Worked solution 1 

    Consolidated statement 
    of financial position  
    $ 
Non-current assets:   
Tangible assets (2,000 + 500)  2,500 

      Cost of investment has disappeared 
Net current assets (2,000 + 500)  2,500 
    ––––– 
    5,000 
    ––––– 
 
Issued capital   500    Issued capital of Parent 
 
Retained earnings   4,500 
    ––––– 
    5,000 
    ––––– 
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WORKINGS 

(1) Subsidiary’s net assets 
        End of reporting  Acquisition 
     period 
     $     $    
Issued capital    1,000  1,000 
Retained earnings    –     –    
     ———  ——— 
     1,000  1,000 

  
   ———  ——— 

(2) Goodwill 
       $ 
Cost       1,000 
Non-controlling interest     –     
Less:Net assets      (1,000) 
       ——— 
       –     

  
     ——— 

 
(3) Retained earnings 
       $    
Parent (as given)      4,500 
Share of Subsidiary       – 

       ——— 
       4,500 

       ——— 

 This is the simplest of examples. 

 Parent owns 100% of Subsidiary (so there is no non-controlling interest). 
 Consolidation is at the date of acquisition. 
 Cost = 100% of net assets (i.e.  there is no goodwill) 

 

 
Commentary 

The session will now proceed to relax these simplifications to build towards a 
realistic example.  

4.2 Goodwill  

 An asset that represents the future economic benefits that arise from other assets acquired in a 
business combination that are not individually identified and separately recognised. 

 It is the excess of the cost (i.e. fair value) of an acquisition over the acquirer’s interest in the 
fair value of the identifiable net assets and liabilities acquired at the date of the exchange 
transaction. 

 Once recognised, goodwill must be tested annually for impairment and any fall in value 
will be recognised as an expense in the consolidated profit or loss. 

 
Commentary 

There is a lot more to the subject of goodwill (see next session). 
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Worked example 2 

 At 31 December 2012  
 Parent  Subsidiary  
 $ $   
Non-current assets    
Tangible assets 1,000 800   
Investment in Subsidiary 1,200    
Net current assets 400 

––––––
200 

–––––– 
  

 2,600 1,000   
 –––––– ––––––   
Issued capital 100 900   
Retained earnings 2,500 

––––––
100 

–––––– 
  

 2,600 1,000   
 –––––– ––––––   
Further information: 
1. Parent bought 100% of Subsidiary on the 31 December 2012. 
2. Subsidiary’s reserves are $100 at the date of acquisition. 
 
Features to note: 
1. to 3. As before. 
 
4. Part of the cost is goodwill.  This must be separately identified as a debit (in this 

case) to help replace the cost of investment. 
 
5. Parent’s share of the post-acquisition profits of Subsidiary is included in the 

consolidated retained earnings.  In this case it is zero. 

 

 

Worked solution 2 

    Consolidated statement 
    of financial position   
    $ 
Non-current assets:   
Goodwill (W2)   200 
Tangible assets   1,800 
 
Net current assets   600 
    ––––– 
    2,600 
    ––––– 
 
Issued capital   100 
 
Retained earnings (W3)  2,500 
    ––––– 
    2,600 
    ––––– 
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WORKINGS 

(1) Subsidiary’s net assets 
         End of reporting  Acquisition 
     period 
     $     $    
Issued capital    900  900 
Retained earnings    100  100 
     ———  ——— 
     1,000  1,000 

  
   ———  ——— 

 
(2) Goodwill 
       $ 
Cost       1,200 
Non-controlling interest     – 
Less: Net assets acquired (W1)     (1,000) 
       ——— 
       200 

  
     ——— 

 
(3) Retained earnings 
       $    
Parent (as given)      2,500 
 
Share of Subsidiary (W1) 
 100% × (100 – 100)     – 

       ——— 
       2,500 

       ——— 
 

4.3 Post-acquisition growth in reserves 

 In the period after acquisition (post acquisition) the subsidiary will either make 
profits or losses. 

 The group will include its share of those post-acquisition profits or losses in the 
consolidated retained earnings. 

 It is therefore necessary to identify the profits or losses of the subsidiary in the post–
acquisition period.  This can be achieved using the net assets schedule. 
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Worked example 3 

 At 31 December 2012  
 Parent  Subsidiary  
 $ $   
Non-current assets    
Tangible assets 1,400 1,000   
Investment in Subsidiary 1,200    
Net current assets    700 

––––––
600 

–––––– 
  

 3,300 1,600   
 –––––– ––––––   
Issued capital 100 900   
Retained earnings 3,200 

––––––
700 

–––––– 
  

 3,300 1,600   
 –––––– ––––––   
Further information: 
1. Parent bought 100% of Subsidiary two years ago. 
2. Subsidiary’s reserves were $100 at the date of acquisition. 
3. Goodwill has been impaired by $80 since the date of acquisition. 
 
Features: 
1. to 3. As before. 

4 As before, part of the cost is goodwill.  This must be separately identified as an 
asset to help replace the cost of investment. 

5 Parent’s share of the post-acquisition profits of Subsidiary is included in the 
consolidated retained earnings.  

 

 

 

Worked solution 3 

    Consolidated statement 
    of financial position  
    $ 
Non-current assets:   
Goodwill (W2)   120 
Tangible assets   2,400 
 
Net current assets   1,300 
    –––––– 
    3,820 
    –––––– 
 
Issued capital   100 
Retained earnings (W3)  3,720 
    –––––– 
    3,820 
    –––––– 
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WORKING 

(1) Subsidiary’s net assets 
         End of reporting  Acquisition 
     period 
     $     $    
Issued capital    900  900 
Retained earnings    700  100 
     ––––––  –––––– 
     1,600  1,000 
     ––––––  –––––– 
 (2) Goodwill 
     $ 
Cost     1,200 
Non-controlling interest   – 
Less:Net assets (100% × 1,000)   (1,000) 
     ——— 
       200 

  
   ——— 

 Impaired      80 
 As an asset     120 
 
(3) Retained earnings 
       $    
Parent (as given)      3,200 
 
Share of Subsidiary (W1) 100% (700 – 100)     600 
 
Goodwill written off (W2)        (80) 
       ––––– 
       3,720 
       ––––– 

4.4 Non-controlling interest 

 Non-controlling interest represents the proportion of the subsidiary’s net assets that 
are not owned by the parent. 

 IFRS 3 allows for the non-controlling interest to be valued in one of two ways at 
the date of acquisition: 

 at the proportionate share of the subsidiary’s identifiable net assets (see 
Worked example 4); or 

 at fair value (see Worked example 5). 

 The difference between the two methods is that if non-controlling interest is valued at fair 
value then that value will include the non-controlling interest’s share of goodwill. 

 The increase in value of non-controlling interest is debited to the value of goodwill. 

 Commentary 

This issue will be looked at in more detail in the next session. 
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Worked example 4 

 Parent  Subsidiary  
      $       $   
Non-current assets      
Tangible assets 1,000 600   
    
Investment in Subsidiary 1,200 –   
    
Net current assets 500 

––––––
600 

–––––– 
  

 2,700 1,200   
 –––––– ––––––   
Issued capital 100 50   
    
Retained earnings 2,600 

––––––
1,150 

–––––– 
  

 2,700 1,200   
 –––––– ––––––   
Further information: 
 
1. Parent bought 80% of Subsidiary two years ago. 
2. Subsidiary’s reserves were $150 at the date of acquisition. 
3. Goodwill has been impaired by $200 since the date of acquisition. 
4. Non-controlling interest is valued at the proportionate share of the subsidiary’s 

identifiable net assets; it is not credited with its share of goodwill. 
 
Features: 
 
1. and 2. As before. 
 
3. As before, the assets and liabilities of the group are simply a cross cast of 

those of Parent and Subsidiary.  Parent’s share of Subsidiary’s net assets is 
100% on a line by line basis. 
 
That part that does not belong to the parent is called “non-controlling 
interest”.  It is shown as a credit balance, within equity, in the statement of 
financial position. 

 
4. As before, only this time goodwill is impaired by $200. 
 
5. As before, Parent’s share of the post-acquisition profits of Subsidiary is 

included in the consolidated retained earnings.  
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Worked solution 4 
    Consolidated statement 
    of financial position  
    $ 
Non-current assets:   
   Goodwill (W2)   840 
   Tangible assets   1,600 
Net current assets   1,100 
    –––––– 
    3,540 
    –––––– 
Equity attributable to owners of ther parent 
   Issued capital   100 
   Retained earnings (W4)  3,200 
    –––––– 
    3,300 
Non-controlling interest (W3)  240 
    –––––– 
    3,540 
    –––––– 
WORKINGS 

(1) Subsidiary’s net assets 
    End of reporting  Acquisition 
     period 
     $     $    
Issued capital    50  50 
Retained earnings    1,150  150 
     ––––––  –––––– 
     1,200  200 
     ––––––  –––––– 
 (2) Goodwill      $ 
Cost       1,200 
Non-controlling interest (200 × 20%)    40 
Less:Net assets (100%)        (200) 
       ——— 
       1,040 

  
     ——— 

To retained earnings (via statement of comprehensive income) 200 
Asset in the statement of financial position  840 
 
(3) Non-controlling interest 
       $ 
Share of net assets (20% × 1,200 (W1))  240 

     —— 
(4) Retained earnings   $    

Parent (as given)    2,600 
Share of subsidiary  80% × (1,150 – 150) (W1)    800 
Goodwill impairment   (200) 

     —— 
     3,200 

     —— 
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Worked example 5 
 

 Parent Subsidiary 
       $         $    
Non-current assets   
Tangible assets 1,000 600 
Investment in Subsidiary 1,200 – 
Net current assets 500 600 
  –––––– –––––– 
  2,700 1,200 
  –––––– –––––– 
Issued capital 100 50 
Retained earnings 2,600 1,150 
  –––––– –––––– 
  2,700 1,200 
  –––––– –––––– 

Further information: 

1. Parent bought 80% of Subsidiary two years ago. 
2. Subsidiary’s reserves were $150 at the date of acquisition. 
3. Goodwill has been impaired by $200 since date of acquisition. 
4. Non-controlling interest is valued at fair value on acquisition; it is credited 

with its share of goodwill.  The market price of a share in the subsidiary at 
the date of acquisition was $29.60 
 

Features: 
 
1. and 2. As before. 
 
3. As before, the assets and liabilities of the group are simply a cross cast of 

those of Parent and Subsidiary.  Parent’s share of Subsidiary’s net assets is 
100% on a line by line basis. 
That part that does not belong to the parent is called “non-controlling 
interest”.  It is shown as a credit balance, within equity, in the statement of 
financial position.  This example measures non-controlling interest at fair 
value and so includes its share of goodwill.  Fair value, in this example, is 
calculated using the market price of the subsidiary’s share and applying it to 
the number of shares owned by non-controlling interest. 

 
4. As before, only this time goodwill is impaired by $200.  The impairment of 

goodwill is shared between the parent and non-controlling interest in the 
proportion of their shareholdings (i.e. 80%:20%). 

 
5. Under this method non-controlling interest is valued based on the fair value 

on acquisition, plus its share of any post-acquisition profits, less its share of 
goodwill written off. 

 
6. As before, Parent’s share of the post-acquisition profits of Subsidiary is 

included in consolidated retained earnings. 
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Worked solution 5 

    Consolidated statement 
    of financial position 
    $ 
Non-current assets:   
   Goodwill (W2)   1,096 
   Tangible assets   1,600 
Net current assets   1,100 
    –––––– 
    3,796 
    –––––– 
Issued capital   100 
Retained earnings (W4)  3,240 
Non-controlling interest (W3)  456 
    –––––– 
    3,796 
    –––––– 
WORKINGS 

(1) Subsidiary’s net assets 
    Reporting date  Acquisition 
     $     $    
Issued capital    50  50 
Retained earnings    1,150  150 
     ––––––  –––––– 
     1,200  200 
     ––––––  –––––– 
 (2) Goodwill 
   $    
Cost   1,200 
Add: Fair value of non-controlling interest (10 shares × $29.60)  296 
Less: Net assets on acquisition (100%)   (200) 
   –––––– 
   1,296 
   –––––– 
Impaired    200 
Goodwill recognised   1,096 
 
Of the goodwill impaired, 80% is debited to consolidated retained earnings and 20% is 
debited to non-controlling interest. 
 
(3) Non-controlling interest 
     $ 
Fair value on acquisition (W2)   296 
Add: Share of post-acquisition profits (1,000 × 20%)   200 
Less: Share of goodwill impaired (200 × 20%)   (40) 
   ––––– 
   456 
   ––––– 
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(4) Retained earnings   $    

Parent (as given)    2,600 

Share of Subsidiary  
 80% × (1,150 – 150) (W1)     800 

Goodwill impairment (200 × 80%)    (160) 
     ––––– 
     3,240 
     ––––– 
 

4.5 Exam technique 

 If a question states that non-controlling interest is to be valued at its proportionate 
share of the identifiable net assets then use the workings method from Worked 
example 4. 

 If non-controlling interest is to be valued at fair value on acquisition then use the 
workings method from Worked example 5. 

 Both methods of calculating goodwill need to be understood.  The method in 
Worked example 4 will be needed when considering equity accounting for an 
associate (see later session). 

4.6 Other accounting models 
 

 
Commentary 

The statements that follow relate to the net asset position of the subsidiary used in  
Worked example 4. 

 Parent now owns only 80% of Subsidiary’s shares. 

 It must consolidate 80% of 1,200 (i.e. 960). 

 This is achieved in two stages: 

(1) 100% of Subsidiary’s net assets are consolidated on a line by line basis 
(as before); and  

(2) a credit balance representing that part of Subsidiary’s net assets not 
owned is put into the accounts. 

 Thus the balances included in the consolidated financial statements are: 

Assets and liabilities 1,200 
(600 in non-current assets/600 in net current assets.) 
 
Component of equity 
Non-controlling interest (20% × 1,200) 240 
  _____ 

Overall effect 960 
  _____ 
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 Another accounting model which would achieve a replacement more easily is equity 
accounting.  Under this method cost of $1,200 is replaced by $960 as a single figure. 

 The reason for the “two-stage” method being used for subsidiaries is that it provides more 
information to users, as it gives information about control and ownership. 

 However, equity accounting is used in prescribed circumstances: 

 for associates; and 
 joint arrangements that are joint ventures (see Session 26). 

 

5 Complications 

5.1 Mid-year acquisitions 

 A parent may not acquire a subsidiary at the start or end of a year.  If a subsidiary 
is acquired mid-year, it is necessary to calculate the net assets at date of 
acquisition. 

 Commentary 

The subsidiary’s profit after tax is assumed to accrue evenly over time unless 
indicated to the contrary. 

 

Worked example 6 

Parent acquired 80% of Subsidiary on 31 May 2012 for $20,000. 

Subsidiary’s net assets at 31 December 2011 were: 

  $    
Issued capital 1,000 
Retained earnings 15,000 
  –––––– 
  16,000 
  –––––– 

During the year to 31 December 2012, Subsidiary made a profit after tax of $600.  
Non-controlling interest is valued at the proportionate share of the identifiable net 
assets on acquisition. 

Required: 
 
(a) Calculate Subsidiary’s net assets at acquisition. 

(b) Calculate goodwill on acquisition. 

(c) Show the profits from Subsidiary to be included in the consolidated 
retained earnings. 
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Worked solution 6 

(a) Net assets of Subsidiary at acquisition 
 

  $    $    
Issued capital   1,000 
Retained earnings: 
   At 31 December 2011 15,000 
   1 January – 31 May 2012 (600 × 5/12) 250 15,250 
  –––––– –––––– 
   16,250 
   –––––– 

(b) Goodwill on acquisition 
   $    
Cost of investment   20,000 
Less: Share of net assets acquired 
 80% × 16,250 (W1)  (13,000) 
   –––––– 
   (7,000) 
   –––––– 

(c) Profit from Subsidiary included in consolidation retained earnings reserve 

Share of post-acquisition reserve of Subsidiary 
 80% (15,600 – 15,250)  280 
   –––––– 

 

6 Adjustments 

6.1 Inter-company balances 

 Consolidation represents the position and performance of a group of companies as 
if they were a single entity. 

 If the group companies trade with each other (as is likely) a receivable in one set of 
accounts will be balanced out by a payable in another.  When statements of 
financial position are consolidated these amounts are cancelled out against each 
other. 

 Inter-company (also called intra-group) balances are typically recorded in ledger 
accounts described as “Current accounts” and included in receivables/payables  in 
each individual company’s statement of financial position.  For the individual 
entity it is correct that the balances represent amounts that will be received by/paid 
to the separate entities. 

 When statements of financial position are consolidated inter-company balances 
must be eliminated. 
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Illustration 3 

Parent owns 80% of Subsidiary.  Parent sells goods to Subsidiary.  At the end of the 
reporting period the accounts of the two entities include the following inter-company 
balances. 

 

 Parent  Subsidiary  
Receivables    
 Amount receivable

   from Subsidiary 
 

1,000 
  

Payables 
   

 Amount payable  
   to Parent 

 1,000  

    
Usually the assets and the liabilities of the group are a straightforward summation of the 
individual items in the accounts of the parent and its subsidiaries.  If these include of inter-
company balances the financial statements of the group would show cash owed from and 
to itself.  This would clearly be misleading.  

To avoid this, the inter-company amounts are cancelled on consolidation: 

 Parent  Subsidiary Adjustments on 
consolidation 

Consolidated 
statement of 

financial position  
Receivables   Dr Cr  
 Amount receivable

   from Subsidiary 
 

1,000 
  

 
 

1,000
 
 

Payables 
     

 Amount payable 
   to Parent 

 1,000 1,000   

 
 

 Commentary 

All inter-company amounts in the statement of financial position (loans, 
receivables and payables) and the statement of comprehensive income (income and 
expenses) are cancelled on consolidation.  The “direction” of sale (Parent to 
Subsidiary or vice versa) is irrelevant. 

 Commentary 

At the end of the reporting period inter-company trading may result in a group 
company owning inventory which it purchased from another group company.  This is a 
separate issue. 
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6.2 Unrealised profit 

 Inter-company balances are cancelled on consolidation.  The main reason for these 
arising is inter-company (or intra-group) trading. 

 Commentary 

Another example is inter-company transfers of non-current assets (see later). 

 If a member of a group sells inventory to another member of the group and that inventory is 
still held by the buying company at the end of the reporting period: 

 The company that made the sale will show profit in its own accounts.  This is 
correct from the individual company’s viewpoint.  However, this profit will not have 
been realised from the group’s perspective. 

 The company that made the purchase will record the inventory at cost to itself.  This 
is also correct from the individual company view.  However, consolidation of this 
value will result in the inclusion in the financial statements of an amount which is 
not at cost to the group. 

Key point 
 

 “… resulting unrealised profits shall be eliminated in full.”  
 IFRS 10 Consolidated Financial Statements 

 

 
 This implies that the unrealised profit is eliminated from the inventory value.  However, the 

Standard does not rule on the other side of the entry.   

Two possibilities 

(1) The entire unrealised profit adjustment is “suffered” by the parent’s shareholders: 

 Reduce the inventory value in the consolidated statement of financial 
position and profit or loss. 

 Treat the adjustment as a consolidation adjustment. 

 Commentary 

The reduction of closing inventory in the consolidated statement of comprehensive 
income would reduce the profit for the year and hence the retained earnings figure 
in the statement of financial position. 

 The direction of the sale is irrelevant. 
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(2) Share the adjustment between the parent’s shareholders and the non-controlling interest: 

 Reduce the inventory value in the consolidated statement of financial 
position and statement of comprehensive income and give the non-
controlling interest its share. 

 This is easily achieved by making an adjustment in the books of the 
group company that made the sale to the other group company (i.e. seller 
adjustment), as a consolidation adjustment. 

 The direction of sale is now important. 

6.3 Inventory  

 One group company may sell inventory to another at a profit. 

 In the consolidated statement of financial position inventories must be at 
lower of cost and net realisable value to the group. 

 If inventory is still held by the group at the end of the reporting period, 
the profit made by the selling company must be eliminated to the extent 
that it has not yet been realised by the group. 

 Applying the single entity concept, the group has bought and is holding 
inventory. 

 There are two ways in which the unrealised profit can be eliminated from the 
consolidated financial statements: 

 as a parent adjustment against group totals after consolidation of the 
subsidiaries’ financial statements (see Worked examples 7 & 8); or 

 as a seller adjustment before consolidation (see Worked examples 9 & 
10). 

6.3.1 Parent adjustment 

 Adjustments are made to: 

 consolidated inventory in the statement of financial position; and 

 consolidated closing inventory in the statement of comprehensive 
income (and therefore retained earnings). 

Worked example 7 

Parent owns 80% of Subsidiary.  During the current accounting period, Parent 
transferred goods to Subsidiary for $4,000, which gave Parent a profit of $1,000.  
These goods were included in Subsidiary’s inventory at the end of the reporting period. 
 
Required: 
 
Calculate the adjustment in the consolidated statement of financial position. 
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Worked solution 7 

Dr    Retained earnings    $1,000 

       Cr     Inventory     $1,000 
 

Worked example 8 

Parent owns 80% of Subsidiary.  During the current accounting period, Subsidiary 
sold goods to Parent for $18,000 which gave Subsidiary a profit of $6,000.  At the end 
of the reporting period, half of these goods are included in Parent’s inventory. 
 
At the end of the reporting period, Parent’s accounts showed retained profits of 
$100,000, and Subsidiary’s accounts showed net assets of $75,000, including retained 
profits of $65,000.  Subsidiary had retained profits of $20,000 at acquisition. 
 
Required: 
 
Show the adjustment to eliminate unrealised profits in the consolidation 
workings for Parent. 

 

 

Worked solution 8 

Dr    Retained earnings (1/2 × 6,000)   $3,000 

       Cr     Inventory     $3,000 
 
WORKINGS 

(1) Subsidiary’s net assets 
    End of the reportingAcquisition 
     period 
     $     $    
Issued capital    10,000  10,000 
Retained earnings    65,000  20,000 
     ———  ——— 
     75,000  30,000 

  
   ———  ——— 

(2) Non-controlling interest 
 
Share of net assets (20% × 75,000)  $15,000 

     ——— 
(3) Retained earnings 
     $    
Parent (as given)    100,000 
Share of Subsidiary  
     80% × (65,000 – 20,000) (W1)  36,000 
Unrealised profit    (3,000) 

     ——— 
     133,000 

     ——— 
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6.3.2 Seller adjustment 

 Adjustments from seller perspective: 

 Inventory in the statement of financial position; 
 Closing inventory in the statement of comprehensive income. 

Worked example 9 

As for Worked example 7. 
 
Required: 
 
Calculate the adjustment in the consolidated statement of financial position. 

 

Worked solution 9 

Dr    Retained earnings    $1,000 

       Cr     Inventory     $1,000 
 

Worked example 10 

Parent owns 80% of Subsidiary.  During the current accounting period, Subsidiary 
sold goods to Parent for $18,000 which gave Subsidiary a profit of $6,000.  At the end 
of the reporting period, half of these goods are included in Parent’s inventory. 
 
At the end of the reporting period, Parent’s accounts showed retained profits of 
$100,000, and Subsidiary’s accounts showed net assets of $75,000, including retained 
profits of $65,000.  Subsidiary had retained profits of $20,000 at acquisition. 
 
Required: 
 
Show the adjustment to eliminate unrealised profits in the consolidation 
workings. 

 

 

Worked solution 10 

Dr    Retained earnings (1/2 × 6,000)   $3,000 

       Cr     Inventory     $3,000 
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WORKING 

(1) Subsidiary’s net assets 
     Reporting  Acquisition 
     date  date 
      
     $     $    
Issued capital    10,000  10,000 
Retained earnings 
 Per the question 65,000    20,000 
 Unrealised profit (3,000)  62,000 
   ——— 
     ———  ——— 
     72,000  30,000 

  
   ———  ——— 

 
(2) Non-controlling interest 
 
Share of net assets (including the unrealised profit)  
 (20% × 72,000)   $14,400 

     ———— 
 
(3) Retained earnings 
     $    
Parent (as given)    100,000 
 
Share of Subsidiary (including the unrealised profit)  
 80% × (62,000 – 20,000)  33,600 

     ——— 
     133,600 

     ——— 

 Commentary 

Retained earnings has increased and non-controlling interest decreased by $600. 

In this example the subsidiary has sold the goods and the adjustment is made in 
the subsidiary’s net asset schedule working. 

If the parent had sold the goods then the adjustment would be made in the 
consolidated retained earnings working. 

From this point on the adjustment for unrealised profit should be made against 
the profits of the selling company as has been required in every exam question to 
date.  The examples above show the impact that the adjustment can have if it is 
always treated as an adjustment against the parent as opposed to adjusting the 
seller’s accounts. 
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6.4 Non-current asset transfers 

 In accordance with the single entity concept the group accounts should reflect the 
non-current assets at the amount at which they would have been stated had the 
transfer not been made. 

 On an intra-group transfer a profit/loss may have been recognised by the selling 
company.  This must be eliminated on consolidation.   

 The buying company will include the asset at its cost (which is different to the cost 
to the group) and depreciate it.  The expense for the year will be different to what 
it would have been if no transfer had occurred. 

 Summary of adjustments needed: 

 eliminate profit; and 
 adjust the depreciation charge. 

 Commentary 

Once made, the two adjustments will re-establish cost to the group. 

 The unrealised profit will be in the accounts of the selling company and the 
depreciation adjustment will be made in the accounts of the buying company. 

Approach 

 Construct a working, which shows the figures in the accounts (“with transfer”), 
and what would have been in the accounts if no transfer had been made (“without 
transfer”). 

Worked example 11 
 

Parent owns 80% of Subsidiary.  Parent transferred an asset to Subsidiary at a value 
of $15,000 on 1 January 2012.  The original cost to Parent was $20,000 and the 
accumulated depreciation at the date of transfer was $8,000.  The asset had a useful 
life of 5 years when originally acquired, with a residual value of zero.  The useful life 
at the date of transfer remains at 3 years.  Full allowance is made for depreciation in 
the year of purchase and none in the year of sale. 
 
Required: 
 
Calculate the adjustment for the consolidated statement of financial position at 31 
December 2012. 
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Worked solution 11 

   With Without 
   transfer transfer Adjustment 
   $ $ $ 

Cost   15,000 20,000 

Accumulated depreciation 
   (15,000/3 years)  (5,000) *(12,000) 
   –––––– –––––– 
   10,000 8,000 2,000 
   –––––– –––––– 
Charge for the year  5,000 4,000 1,000 
   –––––– –––––– 
Profit on disposal 
   Proceeds 15,000 
   Carrying amount   
 (20,000 – 8,000) (12,000)  
   –––––– 
  3,000 – 3,000 
 
 Dr  Parent profit or loss – profit on disposal 3,000 
   Cr  Non-current assets   3,000 
and 
 Dr  Non-current assets  1,000 
   Cr  Subsidiary profit or loss – depreciation  1,000 
 
* Accumulated depreciation of $12,000 is calculated as 3 years @ 20% per annum based on 
the original cost of $20,000. 

6.5 Dividends 

6.5.1 Dividends payable 

 If the draft statements of financial position of group companies have not yet 
recognised dividends declared before the year-end adjustments will need to be 
made before consolidation.  Adjustments, in the individual company financial 
statements are as follows: 

 In the books of  the company declaring the dividend: 

Dr  Retained earnings (in statement of changes in equity) X 
   Cr  Current liabilities – dividends payable  X 

 
 with dividend payable. 


 If a subsidiary is declaring a dividend, the parent is due its share.  This dividend now represents 
“reserves-in-transit”.  The parent must record its dividend receivable: 

Dr  Dividend receivable X 
   Cr  Profit or loss        X 

  
 with its share of the dividend receivable from the subsidiary. 
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 The dividend receivable and liability are inter-company balances and must be eliminated. 

 Liabilities in the consolidated statement of financial position will include: 

 the parent’s dividends payable; and 
 the non-controlling interest’s share of the subsidiary’s dividends payable. 

6.5.2 Partially recorded dividends 

 Commentary 

It will not always be necessary to record all the entries shown above as some may have 
already been recorded according to  the information given in a question. 

 Read the question carefully for directions.  For example: 

 If it states “the company has declared a dividend at the year end but has not yet 
recorded it”, no entries have yet been made. 

 If liabilities for dividends payable are shown in a statement of financial position, 
there is no need to record dividends in the paying company’s books. 

 If it states that the parent “does not record dividends until received”, the parent’s 
financial statements must be adjusted for any dividends receivable. 

6.5.3 Dividends paid out of pre-acquisition profits  

 Any dividends that are paid out of a subsidiary’s pre-acquisition profits are 
included in the parent’s profit or loss, they are not credited to cost of investment. 
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Activity 1 
 

The summarised statements of financial position of Close and Steele as at 31 December 
2012 were as follows: 

 Close Steele 
  $    $    
Assets 
Non-current assets 
 Tangible assets 84,000 58,200 
 Investments 80,000 –     
Current assets 
 Current account – Close –     3,200 
 Cash at bank 10,000 3,000 
 Investments –     2,500 
 Trade receivables 62,700 21,100 
 Inventory 18,000 12,000 
  ———– ———– 
  254,700 100,000 
  ———– ———– 
Equity and liabilities 
Trade payables 35,000 11,000 
Current account – Steele 2,700 –     
Called up share capital ($1 ordinary shares) 120,000 60,000 
Share premium account 18,000 –     
Revaluation surplus on 1 January 2012 23,000 16,000 
Retained earnings on 1 January 2012 40,000 8,000 
Profit for 2012 16,000 5,000 
  ———– ———– 
  254,700 100,000 
  ———– ———– 
The following information is relevant. 

(1) On 31 December 2011, Close acquired 48,000 shares in Steele for $80,000 
cash. 

(2) The inventory of Close includes $4,000 goods from Steele invoiced to Close 
at cost plus 25%. 

(3) A payment for $500 by Close to Steele, sent before 31 December 2012, was 
not received by Steele until January 2013. 

(4) Goodwill has been impaired by $7,800 since the acquisition took place. 

(5) Non-controlling interest is valued at the proportionate share of the 
subsidiary’s identifiable net assets; it is not credited with its share of 
goodwill. 

Required: 

Prepare the consolidated statement of financial position of Close and its 
subsidiary Steele as at 31 December 2012.   

1 
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Key points summary 
 

 The cost of an investment in a subsidiary does not reflect the true substance of the 
transaction. 

 Consolidation replaces the equity of the subsidiary with the cost of the investment, 
creating goodwill as a balancing amount. 

 100% of the net assets of the subsidiary are added to the net assets of the parent. 

 Any holding of less than 100% is reflected in the calculation of non-controlling interest.  
This can be valued at either: 

 fair value; or  
 a proportion of the fair value of the identifiable net assets. 

 The difference between these two valuations affects the amount of goodwill identified. 

 Post-acquisition profits of the subsidiary are shared between the parent and non-
controlling interest. 

 Goodwill is tested annually for impairment and any loss allocated to retained earnings 
and non-controlling interest (depending on the method used to value it). 

 All inter-company balances are eliminated on consolidation. 

 Unrealised profit is deducted from the profits of the selling company, and inventory. 

 

 
 

Focus 

You should now be able to: 

 prepare a consolidated statement of financial position for a simple group dealing with pre and 
post-acquisition profits, non-controlling interests and goodwill; 

 explain why intra-group transactions should be eliminated on consolidation; 

 report the effects of intra-group trading and other transactions including: 

 unrealised profits in inventory and non-current assets; 
 dividends; and 
 intra-group loans. 
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Activity solution 

Consolidated statement of financial position as at 31 December 2012 

        $ $ 
Assets 
Non-current assets 
 Tangible assets         142,200 

 Goodwill (12,800 – 7,800)       5,000 

Current assets 
 Cash at bank and in hand       13,500 
 Investments         2,500 
 Receivables         83,800 
 Inventory         29,200 
        ———– 
         129,000 
         ———– 
         276,200 
         ———– 
Equity and liabilities 
Capital and reserves 
 Called up share capital – $1 ordinary shares, fully paid   120,000 
 Share premium account       18,000 
 Revaluation surplus        23,000 
 Retained earnings (W5)       51,560 
        ———– 
         212,560 
Non-controlling interest (W4)       17,640 
         ———– 
         230,200 
 
Current liabilities        46,000 
         ———– 
         276,200 
         ———– 
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WORKINGS 

(1) Group structure 

 

 Close 

Steele 

80% 

 
 
(2) Net assets of Steele 
     End of the Acquisition
 Post- 
     reporting period  acquisition 
      $ $ $ 

 Share capital    60,000 60,000 –     
 Revaluation surplus    16,000 16,000 –     
 Retained earnings – Per question (8,000 + 5,000) 13,000 8,000 5,000 
 Provision for unrealised profit   (800)  (800) 
      ——— ——— ——— 
      88,200 84,000 4,200 
      ——— ——— ——— 
 
(3) Goodwill 
         $ 

 Cost of shares       80,000 
 Non-controlling interest (20%  84,000 (W2))     16,800 
 Less Net assets acquired      (84,000) 
         ——— 
 Goodwill        12,800 
         ——— 
 
(4) Non-controlling interest 
 
 Share of net assets (20%  88,200 (W2))     17,640 
         ——— 
 
(5) Retained earnings 
         $ 
 Close (40,000 + 16,000)      56,000 
 Steele  (80%  4,200 (W2))      3,360 
 Goodwill impaired       (7,800) 
         ——— 
         51,560 
         ——— 
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Overview 

Objectives 

 To explain the accounting adjustments which must be made before consolidation can 
proceed. 

 

ACCOUNTING FOR 
THE FAIR VALUE 

ADJUSTMENT 

ADJUSTMENTS 

GOODWILL 
GROUP ACCOUNTING 

POLICY 
ADJUSTMENTS 

ACCOUNTING 
FOR GOODWILL 

 Goodwill
 Bargain purchases  
 Initial accounting determined 

provisionally 
 Impairment of goodwill 

 Definition 
 Cost of  acquisition 
 Recognition 
 Measurement 
 Exception 
 Measuring fair values 

 Exam question complication
 Accounting for fair value 

 IFRS 10 
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1 Adjustments 

 Consolidation problems are usually tackled in two stages: 

Stage 1 Process any individual company adjustments. 
Stage 2 Do the consolidation. 

 Stage 2 was introduced in the previous session. 

 Commentary 

With the exception of one or two further complications which for the most part are outside the 
scope of the Diploma syllabus this is all there is to the technique of consolidation. 

 This session examines the adjustments which are necessary before consolidation can 
proceed.  Once these adjustments are processed consolidations are rarely more complex 
than the examples in the previous session. 

2 Group accounting policy adjustments 

2.1 IFRS 10 

 IFR 10 requires that a subsidiary’s financial statements be drawn up using the same accounting 
policies as the parent.  If this is not the case those accounts may have to be restated in line with 
the group policy.   

 Such a requirement is rare in practice because a situation that required it would 
generally be contrary to the concept of control which determines whether an investee 
should be accounted for as a subsidiary. 

 It might be necessary: 

 in the case of a mid-year acquisition – where the parent has not yet 
imposed its policies on the subsidiary; or 

 where the subsidiary is foreign and following local GAAP. 

3 Goodwill  

3.1 Definition  

 IFRS 3 defines goodwill as “an asset representing the future economic benefits arising from other 
assets acquired in a business combination that are not individually identified and separately 
recognised”.   

 It is the difference between: 

 the cost of the acquisition plus the value of non-controlling interest; and 

 the fair value of the identifiable assets acquired and liabilities assumed 
(including contingent liabilities) as at the date of the exchange transaction. 

 As a result of revisions to IFRS 3 in 2008, the non-controlling interest’s share of goodwill may 
be recognised as part of the acquisition process.  The option to measure non-controlling interest 
is allowed on a transaction-by-transaction basis. 
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 IFRS 3 now specifies the goodwill calculation as follows: 
 $ 
 Acquisition date fair value of the consideration transferred X 

 Amount of any non-controlling interest in the entity acquired X 

Less:  Acquisition date amounts of identifiable assets acquired  
   and liabilities assumed measured in accordance with IFRS 3 (X) 

  ____ 

 Goodwill X 
  ____ 

 
Commentary 

For exam purposes the examiner will indicate how non-controlling interest, and therefore  
goodwill, is to be measured.  Whichever method is indicated goodwill should be measured 
using the method above. 

 

Illustration 1 
 

Parent acquires 80% of Subsidiary for $120,000.  The fair value of the non-controlling 
interest’s share in subsidiary is $28,000, whilst the value of non-controlling interest 
based upon the proportionate share of identifiable net assets acquired would give a 
value of $25,000.  The fair value of the subsidiary’s net assets on acquisition has been 
measured as $125,000. 

Goodwill can be calculated as either:    (a) (b) 

  $    $    
Cost of investment 120,000 120,000 
Non-controlling interest 28,000 25,000 
  ––––––– ––––––– 
  148,000 145,000 
Fair value of net assets acquired (125,000) (125,000) 
  ––––––– ––––––– 
Goodwill  23,000 20,000 
  ––––––– ––––––– 
 

If non-controlling interest is valued at fair value (a), then the value of goodwill and 
non-controlling interest will be higher to the extent of the non-controlling interest’s 
share of the fair value of the subsidiary. 

 

 
 If the subsidiary has not reflected fair values in its accounts, this must be done before 

consolidating. 

 
Commentary 

There are several issues to address: 

 What is included in cost of acquisition? 
 The meaning of the term “identifiability”. 
 The calculation of fair value. 
 Accounting for the revaluation in the accounts of the subsidiary. 
 Accounting for the goodwill arising on consolidation. 
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3.2 Cost of acquisition – Fair value of purchase consideration 

 An acquisition is accounted for at its fair value.  Fair value is:   

 the amount of cash or cash equivalents paid; and 
 the fair value of any other purchase consideration given. 

 The purchase consideration must faithfully represent the fair value of all elements of the 
consideration paid in order to identify the value of goodwill paid to acquire the subsidiary. 

 Any costs directly associated with the acquisition of the subsidiary are expensed 
through profit or loss as a period costs. 

 Commentary 

This is a change from the previous version of IFRS 3 which required directly 
attributable costs to be included in the cost of investment.  As a result of this change, 
the amount of goodwill recognised will be smaller. 

3.2.1 Deferred consideration   

 The cost of the acquisition is the present value of the consideration, taking into 
account any premium or discount likely to be incurred in settlement (and not the 
nominal value of the payable). 

Worked example 1 

Parent acquired 60% of Subsidiary on 1 January 2012 for $100,000 cash payable 
immediately and $121,000 after two years.  The fair value of Subsidiary’s net assets 
at acquisition amounted to $300,000.  Parent’s cost of capital is 10%.  The deferred 
consideration was completely ignored when preparing group accounts as at 31 
December 2012. 
 
Non-controlling interest is not credited with goodwill. 

Required: 
 
Calculate the goodwill arising on acquisition and show how the deferred 
consideration should be accounted for in Parent’s consolidated financial 
statements. 

 

 

Worked solution 1 

Cost of investment in Subsidiary at acquisition:  $100,000 + $121,000/1.21 = $200,000 

Goodwill $000 
Cost 200 
Non-controlling interest (40%  300,000) 120 
Less: Net assets acquired   (300) 
  ––––– 
 20 
  ––––– 
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Deferred consideration 

Double entry at 1 January: 

Dr Cost of Investment in Subsidiary $100,000 
 Cr  Deferred consideration  $100,000 

On 31 December, due to unwinding of discount, the deferred consideration will equal 
$121,000/1.1 = 110,000 
 

Dr Group retained earnings $10,000 
 Cr  Deferred consideration  $10,000 

In the consolidated statement of financial position, the cost of investment in Subsidiary will be 
replaced by the goodwill of $20,000; the deferred consideration will equal $110,000.  

3.2.2 Contingent consideration   

 When a business combination agreement provides for an adjustment to the cost, contingent 
on future events, the acquirer includes the acquisition date fair value of the contingent 
consideration in the calculation of the consideration paid. 

 If the contingent settlement is to be in cash, then a liability will be recognised.  If 
settlement is to be through the issue of further equity instruments, then the credit entry 
will be to equity. 

 Any non-measurement period changes to the contingent consideration recognised will 
be accounted for in accordance with the relevant IFRS and will not impact upon the 
original calculation of goodwill. 

3.3 Recognition  

3.3.1 Introduction 

 The identifiable assets and liabilities acquired are recognised separately as at the date of 
acquisition (and therefore feature in the calculation of goodwill). 

 This may mean that some assets, especially intangible assets, will be recognised in the 
consolidated statement of financial position that were not recognised in the subsidiary’s 
single entity statement of financial position. 

 Any future costs that the acquirer expects to incur in respect of plans to restructure the 
subsidiary must not be recognised as a provision at the acquisition date.  They will be 
treated as a post-acquisition cost.  

 
Commentary 

Such liabilities are not liabilities of the acquiree at the date of acquisition.  Therefore they 
are not relevant in allocating the cost of acquisition.   

Historically companies recognised large provisions on acquisition, which had the effect of 
reducing net assets and thereby increasing goodwill.  Goodwill was then charged against 
profits (through amortisation) over a much longer period than through immediate recognition 
as an expense.  IFRS 3 and IAS 37 have virtually eliminated these so called “big bath” 
provisions. 
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3.3.2 Contingent liabilities of the acquiree   

 IAS 37 Provisions, Contingent Liabilities and Contingent Assets does not require contingent 
liabilities to be recognised in the financial statements. 

 However, if a contingent liability of the subsidiary has arisen due to a present obligation that 
has not been recognised (because an outflow of economic benefits is not probable) IFRS 3 
requires this present obligation to be recognised in the consolidated financial statements as 
long as its fair value can be measured reliably. 

 This will mean that some contingent liabilities will be recognised in the consolidated 
statement of financial position that were not recognised in the single entity’s statement of 
financial position. 

3.4 Measurement 

 All assets and liabilities of the subsidiary that are recognised in the consolidated statement of 
financial position are measured at their acquisition date fair values. 

 This reflects the amount that would have been paid to acquire the individual assets and 
liabilities at the acquisition date and correctly identify the value of goodwill acquired. 

 The non-controlling interest of the subsidiary is measured at either: 

 fair value; or 
 the non-controlling interest’s proportionate share of the subsidiary’s 

identifiable net assets.  

 Commentary 

The choice can be made for each acquisition, so a company does not have to be consistent in its 
measurement of non-controlling interests relating to separate acquisitions. 

In examination questions 

 The examiner will state how the non-controlling interest is to be measured. 

 If the question states that non-controlling interest is valued at “fair value on 
acquisition”, then this value may be given or it may be necessary to calculate it (i.e. as 
the market price of the subsidiary’s shares multiplied by the number of shares owned 
by non-controlling shareholders). 

 If non-controlling interest is valued at fair value, at the reporting date the non-
controlling interest will be measured in the following way: 

 Fair value of non-controlling interest on acquisition; 
plus 

 Non-controlling interest’s share of subsidiary’s post acquisition profits; 
less 

 Goodwill impaired in respect of the non-controlling interest’s shareholding. 
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3.5 Exceptions to recognition and measurement principles 

3.5.1 Exceptions to both recognition and measurement principles 

 Deferred taxes are recognised and measured in accordance with IAS 12. 

 Employee benefits are recognised and measured in accordance with IAS 19. 

 Any indemnification assets (e.g. a guarantee given by the seller against a future event or 
contingency) are recognised and measured using the same principles of recognition and 
measurement as for the item that is being indemnified. 

3.5.2 Exceptions to measurement principles 

 A reacquired right (i.e. a right to use an asset of the parent granted previously to the 
subsidiary) is recognised as an intangible asset and measured according to the 
remaining contractual term of the related contract. 

 
Commentary 

For example, a right to use the trade name of the parent under a franchise agreement, or the right to 
use the parent’s technology under a technology licensing agreement. 

 Any share based payment awards of the subsidiary that are to be replaced with share based 
payment awards of the parent are measured in accordance with IFRS 2. 

 Any non-current assets classed as held for sale are measured in accordance with IFRS 5. 

3.6 Measuring fair values   

3.6.1 IFRS 13 “Fair Value Measurement”  

 Marketable securities  –  quoted price in an active market.  (IFRS 13) 

 Land and buildings and other non-financial assets –fair value considers the economic 
benefits of: 

 the highest and best use; and 
 selling to another market participant that would make the highest and best 

use of the asset.   

 

 Commentary 

“Highest and best use” takes account of physical characteristics (e.g. location of property), 
any legal restrictions (e.g. on planning permission) and financial feasibility.  It is considered 
from a market perspective even if the entity intends a different use. 

 Some intangible assets – fair value may be measured using an income approach.  
IFRS 13 specifies but does not explain the multi-period excess earnings method 
(“MPEEM”). 

 Commentary 

The key principle of this methodology is that the intangible asset (e.g. a customer list or licence) 
does not generate cash flows “in a vacuum” but is supported by other assets. 
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3.6.2 Other IFRSs 

 Long-term loans and receivables – at the present values of the amounts to be paid or received, 
discounted at using a prevailing market interest rate (IFRS 9). 

 Commentary 

Discounting is not required for short-term monetary assets and liabilities when the 
difference between the nominal amount of the receivable and the discounted amount is not 
material. 

 Inventories  (IAS 2): 

 finished goods and merchandise at selling price less: 

 costs of disposal; and 
 a reasonable profit allowance for the acquirer’s selling effort 

(based on profit for similar items); 

 work in progress at selling price of finished goods less: 

 costs to complete; 
 costs of disposal; and 
 a reasonable profit allowance for the completing and selling effort (based on 

profit for similar finished goods; and 

 raw materials at current replacement costs. 

4 Accounting for the fair value adjustment 

4.1 Exam question complication 

The fair value adjustment will not normally have been reflected in the financial statements of the subsidiary 
at the date of acquisition.   

 If the subsidiary has not reflected fair values in its accounts, this must be done before 
consolidating. 

 This is not a revaluation exercise under IAS 16 but a fair value exercise in accordance 
with IFRS 3. 

 An increase from carrying value to fair value of an asset will have the impact of reducing the 
value of goodwill as value has now been attached to an identifiable asset. A decrease will have 
the impact of increasing the amount of goodwill. 

 At the acquisition date identify the difference between fair value and carrying value of the 
asset, or liability, and include this difference in the schedule of net assets. 

 Then consider the impact of this fair value difference in the post-acquisition period. 

 In summary, all assets and liabilities, be they monetary or non-monetary, should be 
valued at fair value on acquisition and any changes to that value in the post-
acquisition period will be adjusted against retained earnings. 
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Depreciating assets 

 Allow for any additional (or reduced) depreciation based upon the fair value 
difference and then show the reporting date figure as a balancing item. 

Illustration 2 
 

On acquisition of a subsidiary the carrying value of its buildings was $25 million and 
their fair value $30 million.  The buildings had a remaining useful life at the date of 
acquisition of 20 years.  Two years have passed since the acquisition took place. 

The fair value difference on the acquisition date is $5 million. 

The post-acquisition adjustment for depreciation is $500,000 ($5 million × 2/20 years) 

The fair value difference remaining at the reporting date is $4.5 million. 

  Reporting Acquisition Post- 
  date date acquisition 
  4.5 5 (0.5) 

  

 
Non-depreciating assets 

 Since there will be no depreciation in the post-acquisition period the fair value difference at 
the reporting date will be the same as at the acquisition date. 

Illustration 3 
 

As for Illustration 2 with an asset of land (rather than buildings). 

The fair value difference remaining at the reporting date is $5 million. 

  Reporting Acquisition Post- 
  date date acquisition 
  5 5 0 

  

 
Inventory 

 If the inventory has been sold there will be no fair value difference remaining at the reporting date 
and so the post-acquisition amount will be the balancing figure.  

 If the inventory has not been sold then the fair value difference will be the same at the 
reporting date as it was on acquisition. 

Illustration 4 
 

As for Illustration 2 with an asset of inventory that has now been sold.  The fair value 
difference remaining at the reporting date is $0. 

  Reporting Acquisition Post- 
  date date acquisition 
  0 5 (5) 
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Contingent liabilities  

 Again, any change in the fair value of the contingent liability between the reporting date and 
the acquisition date is a post-acquisition adjustment to net asset. 

4.2 Accounting for fair value 

 Commentary 

IFRS 3 refers to this as “allocation of the cost of acquisition”. 

 IFRS 3 requires the entire fair value difference to be reflected in the consolidated group 
accounts.  The non-controlling interest’s balance will reflect its share of the adjusted value. 

 
Commentary 

The non-controlling interest’s shares in both the fair value difference and any 
consequential depreciation adjustment. 
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Worked example 2 

Parent acquires 60% of Subsidiary on 31 December 2010 for $80,000.  The carrying 
amount of Subsidiary’s net assets on this date is as follows: 

       $    
 Land and buildings (market value $30,000)   20,000 
 Goodwill arising on the acquisition of a sole trader  5,000 
 Sundry net assets (at fair value)    80,000 

       ——–— 
       105,000 

       ——–— 
 
 Issued capital     10,000 
 Retained earnings     95,000 

       ——–— 
       105,000 

       ——–— 

Subsidiary’s statement of financial position as at 31 December 2012 included the 
following: 

       $    
 Land and buildings at cost    20,000 

       ——–— 
 Goodwill arising on the acquisition of a 
   sole trader (unimpaired amount)    3,000 
       ——–— 
 Issued capital     10,000 
 Retained earnings     120,000 

       ——–— 
       130,000 

       ——–— 

Non-controlling interest is valued at its proportionate share of the identifiable net 
assets; it is not credited with its share of goodwill. 

Required: 
 
Show what would be included in the group accounts in respect of Parent’s 
interest in Subsidiary as at 31 December 2012.  (Ignore impairment of 
consolidated goodwill.) 
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Worked solution 2 

WORKINGS 
 
Net assets summary 
    At consolidation  At acquisition 
  $ $  $ 
Issued capital  10,000  10,000 
 
Retained earnings 
  As per the question 120,000  95,000 
  goodwill     (3,000) 117,000   (5,000) 90,000 
  ––––––– ––––––– ––––––– 
   127,000 
Fair value adjustments 10,000   10,000 
   –––––––   ––––––– 

Net assets  137,000   110,000 
   –––––––   ––––––– 

 
Goodwill   $ 
 Cost  80,000 
 Non-controlling interest 
   40%  110,000  (44,000) 
 Less: Net assets acquired (110,000) 
   ––––––– 
   14,000 
   ––––––– 

 
Non-controlling interest 
 40%  137,000  $54,800 
   ––––––– 
 
Included in consolidated retained earnings 
 
 60% (117,000 – 90,000) $16,200 
   ––––––– 
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Activity 1 
 

    As at 31 December 2012 
    Parent Subsidiary 
    $ $ 
Non-current assets:   
Tangibles   1,800 1,000 
Cost of investment in Subsidiary  1,000 
Current assets   400 300 
    –––––– –––––– 
    3,200 1,300 
    –––––– –––––– 
 

Issued capital   100 100 
Retained earnings   2,900 1,000 
Current liabilities   200 200 
    –––––– –––––– 
    3,200 1,300 
    –––––– –––––– 
Further information: 
Parent bought 80% of Subsidiary on the 31 December 2010. 

At the date of acquisition Subsidiary’s retained earnings stood at $600 and the fair 
value of its net assets were $1,000.  The revaluation was due to an asset that had a 
remaining useful economic life of 10 years as at the date of acquisition. 

Goodwill has been impaired by $40 since acquisition.  Non-controlling interest is to be 
valued at its proportionate share of the identifiable net assets. 

 
Required: 

Prepare the consolidated statement of financial position of Parent as at 31 
December 2012. 

 
Proforma solution 

     $ 
Non-current assets:   
Goodwill 

Tangibles 

Current assets 

     _____ 
 
     _____ 

Issued capital 

Retained earnings 

Non-controlling interest 

Current liabilities  

     _____ 
 
     _____ 
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5 Accounting for goodwill 

5.1 Goodwill 

 Goodwill reflects the future economic benefits arising from assets that are not capable 
of being identified individually or recognised separately. 

 It is initially measured at cost, being the excess of the cost of the acquisition over the 
acquirer’s interest in the fair value of the identifiable assets and liabilities acquired as at 
the date of the acquisition.  It is recognised as an asset. 

 Subsequent to initial recognition goodwill is carried at cost less any accumulated 
impairment losses. 

 Goodwill is tested annually for impairment; any loss is expensed to profit or loss. If non-
controlling interest is valued at fair value then its value will be reduced to the extent of the 
impairment loss relating to its percentage shareholding. 

5.2 Bargain purchases 

 If on initial measurement the fair value of the acquiree’s net assets exceeds the cost of 
acquisition , then the acquirer reassesses: 

 the value of net assets acquired; 
 that all relevant assets and liabilities have been identified; and  
 that the cost of the combination has been correctly measured. 

 If there still remains an excess after the reassessment then that excess is recognised immediately 
in profit or loss.  This excess (gain) could have arisen due to: 

 future costs not being reflected in the acquisition process; 

 measurement of items not at fair value, if required by another standard, such 
as deferred tax being undiscounted; 

 bargain purchase. 

 
Commentary 

At the time of writing the ACCA’s Study Guide still refers to this excess as “negative 
goodwill” – a term that is no longer used in IFRS 3. 

5.3 Initial accounting determined provisionally 

5.3.1 Provisional accounting 

 If accurate figures cannot be assigned to elements of the business combination then 
provisional values are assigned to those elements at the date of acquisition. 

 Any new information that becomes available, relating to acquisition date assets and liabilities, 
is retrospectively adjusted against the initial provisional amounts recognised as long as the 
information is known within the “measurement period”. 
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5.3.2 Measurement period  

 The measurement period is the period after the acquisition date during which the 
parent may adjust the provisional amounts recognised in respect of the acquisition of a 
subsidiary. 

 The measurement period cannot exceed one year after the acquisition date. 

5.3.3 Subsequent adjustments 

 Any other adjustments are treated in accordance with IAS 8 Accounting Policies, 
Changes in Accounting Estimates and Errors. 

 An error in acquisition values is treated retrospectively. 
 A change in estimate is treated prospectively. 

 

Illustration 5 
 

Parent acquires 80% of Subsidiary for $60,000.  The subsidiary’s net assets at date of 
acquisition were $62,500. At the end of the first year goodwill has been impaired by 
$1,000. Non-controlling interest is not credited with goodwill. 

In the year following acquisition, but within 12 months of the acquisition date, it was 
identified that the value of land was $2,500 greater than that recognised on acquisition. 
The value of goodwill at the end of year 2 was valued at $7,400. 

Year 1: $ 

Cost of investment 60,000 
Non-controlling interest (62,500 × 20%) 12,500 
Less :Net assets on acquisition (62,500)   ______ 

Goodwill 10,000   ______ 

Goodwill charge to profit or loss 1,000 
 

Year 2: $ 

Cost of investment 60,000 
Non-controlling interest (65,000 × 20%) 13,000 
 
Less: Net assets on acquisition 65,000   ______ 

Goodwill on acquisition 8,000 
Goodwill at year end 7,400   ______ 

Goodwill charge to profit or loss 600   ______ 

Journal 
 
Dr Land 2,500 
Dr Profit or loss (goodwill) 600 
   Cr Goodwill (9,000 – 7,400)  1,600 
   Cr Non-controlling interest (2,500 × 20%) 500 
   Cr Opening retained earnings   1,000 
(prior year charge for goodwill reversed) 
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5.4 Impairment of goodwill  

5.4.1 General 

 Goodwill on acquisition must be allocated to a cash generating unit (CGU) that benefits from 
the acquisition.  A CGU need not necessarily be a unit of the subsidiary acquired; it could be a 
unit of the parent or another subsidiary in the group. 

 The unit must be at least that of an operating segment (as defined under IFRS 8 Operating 
Segments), that is, a distinguishable component. 

 Each CGU must be tested annually for impairment.  The test must be carried out at the 
same time each year, but does not have to be carried out at the year end. 

5.4.2 Partially-owned subsidiary 

 Any goodwill in a partially-owned subsidiary, where the amount of the non-controlling 
interest’s share of goodwill has not been recognised, must be grossed up to include the non-
controlling interest’s share of goodwill for the purposes of the impairment test. 

 Any impairment is firstly allocated against this grossed up goodwill figure. 

 Any impairment in excess of this grossed up goodwill is then allocated against the 
remaining assets of the CGU on a pro-rata basis. 

Worked example 3 
 

Parent acquires 75% of Subsidiary.  The carrying value of the subsidiary’s net assets on 
30 June 2013 was $1,800, this included $300 of goodwill.  The recoverable amount of 
the subsidiary on the same day was $1,640. 

 

 

Worked solution 3 

  $    
Goodwill grossed up (300 × 100/75) 400 
Other net assets 1,500 
  ________ 

  1,900 
Recoverable amount 1,640 
  ________ 
Impairment 260 
  ________ 

 
Of this amount 75% ($195) will be allocated against the goodwill recognised in the group 
financial statements, leaving goodwill included in the consolidated statement of financial 
position of $105.  The carrying value of the subsidiary’s net assets, including goodwill, will 
now be $1,605. 
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6 Consolidated statement of financial position 
workings 

(1) Establish group structure. W1 
 
(2) Process individual company adjustments: 
 

 do the double entry on the face of the question (as far as possible). 

(3) Net assets summary:  W2 
 

 one for each subsidiary; 

 the aim is to show the net assets’ position at two points in time. 

    At reporting  At 
     date  acquisition 
Issued capital  X  X 
 
Retained earnings 
 per Q  X  X 
Adjustments (X)  (X) 
  ______  ______ 

   X  X 
 

Fair value  
  reserve   X  X 

   
______

  
______

 
   X  X 
   ______  ______ 
 
NON-CONTROLLING  
INTEREST    GOODWILL 
   
   % Net asset at end of the reporting period OR  Cost   X 
  Fair value on acquisition    + NCI   X 
  + % post-acquisition profit   – Net assets at 
– % goodwill impaired      acquisition  (X) 
     _____ 
         X 
CONSOLIDATED RETAINED EARNINGS    _____ 
 

  All of Parent 
       per Q X 
     Adjustments (X) 
  _____ 
  X      x% 
  Subsidiary share of post- 
      acquisition profits 
  Goodwill adjustment (X) 
  _____ 

  X
 

  _____ 

  



SESSION 24 – FURTHER ADJUSTMENTS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 2418 

Key points summary 
 

 Goodwill is the difference between the fair value of the consideration given and the fair 
value of the net assets acquired. 

 Purchase consideration is valued at fair value; any transactions costs are expensed to 
profit or loss when incurred. 

 Deferred consideration is calculated as the present value of the future cash flows; the 
unwinding of the discount is charged to profit or loss. 

 Contingent consideration is valued at fair value and credited to equity (if settled in 
shares) or to liabilities (if settled in cash_. Any post-acquisition change in fair value is 
only accounted for if settlement is in cash, and taken to profit or loss. 

 The subsidiary’s net assets are valued at fair value on acquisition; any fair value 
difference is reflected in the net asset working schedule. 

 Goodwill is tested annually for impairment.  Any fall in value is shared between parent 
and non-controlling interest. 

 Goodwill impairment can never be reversed. 

 Where non-controlling interest is not credited with its share of goodwill the goodwill is 
grossed up for the impairment test. 

 A bargain purchase is credited immediately to profit and loss. 

 An entity has 12 months from the acquisition date to measure the subsidiary’s net assets 
at the acquisition date.  Any change to provisional values is accounted for 
retrospectively. 

 

 

Focus 

You should now be able to:  

 explain why it is necessary for both the consideration paid for a subsidiary and the 
subsidiary’s identifiable assets and liabilities to be accounted for at their fair values 
when preparing consolidated financial statements; 

 prepare consolidated financial statements dealing with fair value adjustments 
(including their effect on goodwill) in respect of: 

 depreciating and non-depreciating non-current assets; 
 inventory; 
 monetary liabilities; and 
 assets and liabilities (including contingencies) not included in the 

subsidiary’s own statement of financial position;  

 identify the circumstances in which an acquirer’s interest exceeds cost, and the 
subsequent accounting treatment of the excess. 
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Activity solution 

Solution 1 
   As at 31 December 2012 
     $ 
Non-current assets:   
Goodwill     160 
Tangibles (1,800 + (1,000 + 300  [2/10 × 300]))  3,040 
Current assets (400 + 300)   700 
     –––––– 
     3,900 
     –––––– 
 
Issued capital    100 
Retained earnings    3,132 
Non-controlling interest  268 
Current liabilities (200 + 200)   400 
     –––––– 
     3,900 
     –––––– 
 

WORKINGS  

(1) Net assets summary 
 
    At consolidation  At acquisition 
  $ $  $ 
Issued capital  100  100 
 
Retained earnings 
  As given 1,000   600 
  Extra depreciation (60) 940 
  ______ 

Fair value adjustments  300  300 
   ______   ______ 

Net assets  1,340   1,000 
   ______   ______ 

 
(2) Goodwill 
   $ 
 Cost  1,000 
 Non-controlling interest 
   20%  1,000  200 
 Less: Net assets acquired (1,000)    ______ 

   200 
   ______ 

 Statement of financial position  160 
 Profit or loss  40 
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(3) Non-controlling interest 

 20%  1,340  $268 
    –––––– 
 
(4) Consolidated retained earnings 
 
   $ 
 Parent  2,900 
 
 Share of Subsidiary 
 80% (940 – 600)  272 
 
 Goodwill  (40) 
    –––––– 
    3,132 
    –––––– 
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Overview 

Objectives   

 To explain the accounting treatment of subsidiaries in consolidated statements of 
comprehensive income.  
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NON-CONTROLLING 
INTEREST 
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results 
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 Recognition 
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1 Group income 

1.1 Income generation 

 The statement of comprehensive income shows the income generated by 
resources (= net assets in the statement of financial position ): 

 The parent’s own statement of comprehensive income includes dividend income 
from its subsidiary.   

 The consolidated statement of comprehensive income shows the income 
generated by the group’s resources (= net assets shown in the consolidated 
statement of financial position). 

 The consolidated statement of comprehensive income is prepared on a basis consistent 
with that used in the preparation of the consolidated statement of financial position. 

1.2 Control and ownership  

Consolidated statement of comprehensive income  

     $ 
Revenue     X 
[Parent + Subsidiary (100%) – intercompany items] 
      
     —— 

Profit after tax (CONTROL)   X
 

     ——
 

OWNERSHIP 
Owners (“equity holders) of the parent  X 
Non-controlling interest  
( % × subsidiary’s profit after tax)   X 
     —— 
Profit for the period    X 
     —— 

 Commentary 

This reflects the profit or loss section of the statement of comprehensive income; any other 
gains or losses for the period will be included in other comprehensive income.  This session 
focuses on the profit or loss component of the statement of comprehensive income. 

 The profit or loss shows the income generated from net assets under parent’s control. 

 On consolidation, dividends from subsidiary are replaced by parent’s share of subsidiary’s 
income and expenses (100%) line-by-line, as far as profit after tax. 

 Reflect ownership by identifying the non-controlling interest’s share of subsidiary’s profit 
after tax of the group profit after tax in profit or loss, leaving profit attributable to owners of 
the parent. 

 Eliminate effects of transactions between group members (single entity concept). 

 
Commentary 

For example, for interest paid by subsidiary to parent, cancel interest payable in subsidiary’s 
profit or loss against interest receivable in parent’s profit or loss. 
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2 Inter-company transactions and unrealised profit 

2.1 Dividends 

 Dividends from a subsidiary to its parent are inter-company items. 

 Therefore, the parent’s dividend income from the subsidiary needs to be 
eliminated against the subsidiary’s dividends paid and proposed. 

 Commentary 

This “leaves” the non-controlling interest’s share of the subsidiary’s dividends. 

 Non-controlling interest in subsidiary in profit or loss is calculated on profit 
after tax (before dividends) and therefore includes the non-controlling 
interest’s share of the subsidiary’s dividends and retained profits. 

 Commentary 

In short, simply ignore dividends from the subsidiary on consolidation. 

 Dividend income in profit or loss will be dividends received from non-group 
companies whilst dividends paid/payable of the parent only will be included in 
the statement of changes in equity. 

2.2 Inter-company items  

2.2.1 Trading 

 Inter-company trading will be included in the revenue of one group company 
and in the purchases of another.  Such inter-company items must be cancelled 
out on consolidation (single entity concept) by taking the following steps: 

 add parent and subsidiary revenue and cost of sales; 
 deduct value of inter-company sales from revenue and cost of sales. 

 
Commentary 

This adjustment has no effect on profit and hence will have no effect on the 
non-controlling interest’s share of profit. 

2.2.2 Unrealised profits on trading  

 If any items sold by one group company to another are included in inventory (i.e. have not 
been sold outside the group by the year end), their value must be adjusted to the lower of cost 
and net realisable value to group. 

 The adjustment will be made as a consolidation adjustment either against the profits of 
the selling company or the profits of the parent, irrespective of the “direction” of sale. 

 
Commentary 

Worked example 1 below looks at the impact of making the adjustment always against the 
parent or always against the selling company.  The example is provided for comparison 
purposes; after this example all adjustments for unrealised profits will be made against 
the selling company unless the question states otherwise. 
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 Steps to set up an allowance for unrealised profit: 

 Calculate the amount of inventory remaining at the year end. 
 Calculate the inter-company profit included in it. 
 Make an allowance against the inventory to reduce it to cost to the 

group (or net realisable value if lower). 

Worked example 1 

Whale owns 75% of Porpoise.  The trading account for each company for the year 
ended 31 March 2013 is as follows: 

     Whale   Porpoise  
     $  $ 
Revenue     120,000  70,000 
Cost of sales    (80,000)  (50,000) 
     ———–  ——— 
Gross profit    40,000  20,000 
     ———–  ——— 

During the year Porpoise made sales to Whale amounting to $30,000.  $15,000 of these 
sales were in inventory at the year end.  Profit made on the year-end inventory items 
amounted to $2,000.   

Required: 
 
Calculate group revenue, cost of sales and gross profit. 

 

 

Worked solution 1 

Parent adjustment 

     Whale Porpoise Adjustment Consolidated 
     $    $    $    $    
Revenue     120,000 70,000 (30,000) 160,000 
Cost of sales – per question   (80,000) (50,000) 30,000 
       – Unrealised profit     (2,000) (102,000) 
     ———– ——— ——— ———– 
Gross profit    40,000 20,000 (2,000) 58,000 
     ———– ——— ——— ———– 
 
Non-controlling interest (25% × 20,000)     (5,000) 
        ———– 
 
Seller adjustment 

     Whale Porpoise Adjustment Consolidated 
     $    $    $    $    
Revenue     120,000 70,000 (30,000) 160,000 
Cost of sales – per question   (80,000) (50,000) 30,000 
       – unrealised profit    (2,000)  (102,000) 
     ———– ——— ——— ——— 
Gross profit    40,000 18,000  58,000 
     ———– ——— ——— ——— 
 
Non-controlling interest (25% × 18,000)     (4,500) 
        ——— 
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 Commentary 

This example considers the different impact that the adjustment could have on the 
calculation of non-controlling interest.  From this point on all adjustments should be 
made against the selling entity’s profits unless the question states otherwise. 

 Any unrealised profit in opening inventory will be deducted from cost of sales of the 
original selling company, thereby reversing the originating adjustment made against 
the previous year’s closing inventory. 

 Commentary 

The adjustment for unrealised profit is merely a timing adjustment.  The period of recognition 
of profit by the group is moved to a later period than that recognised by the single entity. 

2.2.3 Unrealised profit in opening inventory  

 Last year’s closing inventory will become this year’s opening inventory, and so any 
adjustments made in the previous year in terms of the unrealised profit will be reversed in 
the current year, on the presumption that the inventory has been sold on in the current period. 

 Therefore any unrealised profit in the opening inventory will be deducted from the costs 
of the original selling company, thereby increasing the profits for the current year. 

 All we are doing with unrealised profit is shifting the period in which the profit is 
recognised, delaying the recognition of the profit by the group until the goods have 
been sold outside of the group. 

 This adjustment only ever impacts on the gross profit calculation, never the 
statement of financial position. 

Illustration 1 

In year 1 Parent sells goods to Subsidiary for $100, the cost of these goods was $80.  
At the end of the year the goods are still held by the subsidiary. 

In year 2 the Subsidiary sells the goods on for $110: 

  P S Group 
Year 1 Profit $20  0 
 
Year 2 Profit  $10 $30 
 

The profit recognised by the Parent and Subsidiary over the two years is $30 and the 
group also recognises profit of $30.  The adjustment for unrealised profit merely 
changes the period of recognition of profit; in this example moving, by one year, the 
recognition of the initial $20 profit. 
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2.2.4 Non-current asset transfers  

 The consolidated statement of comprehensive income should include depreciation of 
non-current assets based on cost to group and exclude profit or loss on non-current 
asset transfers between group members.  This is consistent with treatment in the 
consolidated statement of financial position. 

 Eliminate profit or loss on transfer and adjust depreciation in full (control). 
 These adjustments are made in full against the consolidated figures. 

Worked example 2 

Parent owns 80% of subsidiary.  Parent transferred a non-current asset to subsidiary 
on 1 January 2012 at a value of $15,000.  The asset originally cost Parent $20,000 
and depreciation to the date of transfer was $8,000.  The asset had a useful life of 5 
years when originally acquired, with a residual value of zero.  The useful life at the 
date of transfer remains at 3 years. A full year’s depreciation charge is made in the 
year of acquisition and none in the year of disposal.  Total depreciation for 2012 was 
$700,000 for parent and $500,000 for subsidiary. 
 
Required: 
 
Show the adjustments required for the above transaction in the consolidated 
statement of comprehensive income for the year ended 31 December 2012. 

 

Worked solution 2 – As a selling company adjustment 

     Parent Subsidiary Adjustment Consolidated 
     $ $ $  
Per question   700,000 500,000  1,200,000 
Asset unrealised profit  
     [15,000 – (20,000 – 8,000)] 3,000   3,000 
Depreciation adjustment 
     (15,000/3 years) – 4,000  (1,000)  (1,000) 
        ————– 
         1,202,000 
        ————– 
        

This depreciation adjustment would be part of the profit after 
tax of subsidiary and would therefore be shared with the 

non-controlling interest. 
 

2.2.5 Interest and other charges  

 Where a group company lends money to another group company the loan asset is 
cancelled against the loan liability in the consolidated accounts. 

 Where the loan carries interest payments there will be interest income in one company 
and interest expense in the other, this interest will also need to be eliminated. 
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Illustration 2 
 

Parent has made an 8% $100,000 loan to its subsidiary.  The Parent’s single entity 
accounts include interest income of $8,000.  The Subsidiary’s single entity accounts 
show interest expense of $8,000.  These two figures will be cancelled against each 
other in the consolidated accounts and no interest income or interest expense will be 
recognised. 

 

 
 Many companies also make a form of management charge against other group 

companies, normally from the parent to the subsidiary.  The parent will reflect other 
income in its profit or loss whilst the subsidiary will include the charge as part of its 
operating expenses.  On consolidation these inter-company charges must also be 
cancelled against each other. 

3 Non-controlling interest 

3.1 Recognition  

 The non-controlling interest’s share of subsidiary’s profit after tax must be 
shown, leaving group profit remaining. 

3.2 Treatment of goodwill 

 IFRS 3 rules that goodwill arising on acquisition must be capitalised and tested 
annually for impairment.  Any impairment is recognised as an expense and charged to 
profit or loss in the period. 

 If non-controlling interest is valued at fair value (i.e. credited with its share of 
goodwill) any impairment loss relating to goodwill must be allocated between the 
parent and non-controlling interest in the proportion of their respective share 
ownerships. 

 Any excess of the fair value of the assets and liabilities acquired over the cost of the 
acquisition is credited to profit or loss immediately. 
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Activity 1 
 

Pathfinder owns 75% of Sultan .  Statements of comprehensive income for the two 
companies for the year ending 30 September 2012 are as follows: 

     Pathfinder Sultan 
     $ $ 
Revenue                      100,000  50,000 
Cost of sales    (60,000)  (30,000) 
     ———  ——— 
Gross profit    40,000  20,000 
Expenses                      (20,000)  (10,000) 
     ———  ——— 
Profit for the period    20,000  10,000 
     ———  ——— 

During the year, Pathfinder sold goods to Sultan for $20,000, at a gross profit margin 
of 40%.  Half of the goods remained in inventory at the year end.  Non-controlling 
interest is valued at fair value and goodwill is to be impaired by $2,000 for the 
current year. 
 
Required: 
 
Prepare the consolidated statement of comprehensive income of Pathfinder for 
the year ended 30 September 2012. 

 

 

Proforma solution  

Consolidated statement of comprehensive income for the year ended 30 September 2012 

            $ 
 Revenue       

 Cost of sales      

       ——— 
 Gross profit      

 Expenses       

       ——— 
 Profit       

       ——— 
 Attributable to: 

 Owners of the parent      

 Non-controlling interest (W3)     

       ——— 
 
       ——— 
 
  



SESSION 25 – CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 2509 

WORKINGS 
 
(1) Group structure 

  
 
 
 
 
 
 
(2) Consolidation schedule 
 

 Pathfinder Sultan Adjustment Consolidated 
         $  $     $   $     
Revenue 

Cost of sales 

Expenses  

     ——— 
Profit 

     ——— 
 

(3) Non-controlling interest 
      $ 
  

     –—— 
 
(4) Unrealised profit 
 
     % $ 
 Selling price    

 Cost    

     —— ———               $ 

 Gross profit    

     —— ———          –—— 
 

4 Mid-year acquisitions 

4.1 Inclusion of subsidiary’s results  

 Group accounts only include a subsidiary’s results from the date of acquisition 
(i.e. when control is gained).  If subsidiary is acquired during a year: 

 Consolidate subsidiary from date of acquisition; 

 Identify net assets at date of acquisition for goodwill (as for 
consolidated statement of financial position ); 

 Assume revenue and expenses accrue evenly over the year (unless 
contrary is indicated).  Therefore time-apportion totals for revenue 
and costs, then deduct inter-company items. 
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Worked example 3 

Parent acquired 75% of subsidiary on 1 April 2012.  Extracts from the companies’ 
statements of comprehensive income for the year ended 31 December 2012 are: 

     Parent  Subsidiary 
     $     $    
Revenue     100,000  75,000 
Cost of sales    (70,000)  (60,000) 
     ———

  
——— 

Gross profit    30,000  15,000 
     ———

  
——— 

Since acquisition, parent has made sales to subsidiary of $15,000.  None of these 
goods remain in inventory at the year end. 
 
Required: 
 
Calculate revenue, cost of sales and gross profit for the group for the year 
ending 31 December 2012. 

 

Worked solution 3 

Consolidated statement of comprehensive income 

      9/12  
     Parent    Subsidiary Adjustment Consolidated 
     $ $ $ $ 

Revenue     100,000 56,250 (15,000) 141,250 
Cost of sales    (70,000) (45,000) 15,000 (100,000) 
     ——— ——— ——— ——— 
Gross profit    30,000 11,250 –     41,250 
     ——— ——— ——— ——— 
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5 Consolidated statement of changes in equity 

5.1 IAS 1  

 IAS 1 requires a statement of changes in equity to be included in a set of financial 
statements, whether they are from a single entity perspective or that of a group. 

 The statement will reconcile how the equity position has changed during the period.  
The consolidated statement will look at the movements from the point of the group, 
but will include a reconciliation in respect the movement of the non-controlling 
interest’s share of group equity.  The statement may include some of the following: 

 Opening balances; 
 Cumulative effect of changes in accounting policy and prior period errors; 
 Profit for the year; 
 Ordinary dividends (only in respect of parent company); 
 Issue of shares; 
 Equity component of convertible bond; 
 Deferred tax implications (if any) to above items. 

 

Illustration 3 

Consolidated statement of changes in equity 
for the year ended 31 March 2010 
 
 Issued  

cap ital  
€  

Distributable
reserve

€ 

Treasury 
shares

€ 

Retained
earnings

€ 

 
Tota l 

€ 

Balance at 1 April 2008 2,500,000 236,646,430 – (69,908,357) 169,238,073 

Comprehensive income      

Total comprehensive loss   
for the year attributable to   
equity holders of the Company 

 
 

– – – (200,248,991) 

 
 

(200,248,991) 

Other comprehensive income      

Acquisition of treasury shares – – (3,074,889) – (3,074,889) 

Share-based payment – (637,389) 3,074,889 – 2,437,500 

Balance at 31 March 2009 2,500,000 236,009,041 – (270,157,348) (31,648,307) 

 Issued  
capital 

€ 

Distributable
reserve

€ 

Treasury  
shares

€ 

Retained
earni ngs

€ 

 
Total 

€ 

Balance at 1 April 2009 2,500,000 236,009,041 – (270,157,348) (31,648,307) 

Comprehensive income      

Total comprehensive loss   
for the year ended 
31 March 2010 

 
 

– – – (32,630,149) 

 
 

(32,630,149) 

Balance at 31 March 2010 2,500,000 236,009,041 – (302,787,497) (64,278,456) 

 
Develica Deutschland Limited 

ANNUAL REPORT AND ACCOUNTS 2010 
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Worked example 4 

The draft accounts of two companies at 31 March 2013 were as follows: 

Statements of financial position 
     Hamble Group  Jemima 
     $  $ 
Investment in Jemima at cost   3,440  –     
Sundry assets    36,450  6,500 
     ———  ——— 
     39,890  6,500 
     ———  ——— 
Share capital ($1 ordinary shares)  20,000  3,000 
Retained earnings    19,890  3,500 
     ———  ——— 
     39,890  6,500 
     ———  ——— 
Statements of comprehensive income  
     Hamble Group  Jemima 
     $  $ 
Profit before tax    12,950  3,800 
Tax     (5,400)  (2,150) 
     ———  ——— 
Profit after tax    7,550  1,650 
Retained earnings b/d   12,340  1,850 
     ———  ——— 
Retained earnings c/f   19,890  3,500 
     ———  ——— 
 
Hamble and Jemima are both incorporated entities. 

Hamble had acquired 90% of Jemima, on 1 April 2011, when the reserves of Jemima 
were $700.  Goodwill of $110 arose on the acquisition.  This had been impaired by $22 
in each year since the acquisition occurred.  

 
Required: 
 
Prepare extracts from the Hamble Group statement of financial position, 
statement of comprehensive income and statement of changes in equity. 

 

 

Worked solution 4 

(1) Consolidated retained earnings 1 April 2012 

     $ 

 Hamble Group   12,340 
 Jemima  90% (1,850 – 700)  1,035 
 Less  Goodwill    (22) 
     ——— 
     13,353 
     ——— 
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(2) Consolidated retained earnings 31 March 2013 

     $ 

 Hamble Group   19,890 
 Jemima  90% (3,500 – 700)  2,520 
 Less  Goodwill (22 × 2)  (44) 
     ——— 
     22,366 
     ——— 
 

Consolidated statement of financial position as at 31 March 2013 

       $ 

Goodwill (110 – 44)       66 
Sundry assets (36,450 + 6,500)      42,950 
         ——— 
        43,016 
         ——— 
 

Share capital       20,000 
Retained earnings       22,366 
Non-controlling interest (6,500 × 10%)     650 
         ——— 
        43,016 
         ——— 
 

Consolidated statement of comprehensive income for the year ended  
31 March 2013 

     Hamble Jemima Consolidated 
     $    $    $    
Profit before taxation   12,950 3,800 16,750 
Goodwill       (22) 
Taxation     (5,400) (2,150) (7,550) 
     ——— ——— ——— 
Profit after taxation    7,550 1,650 9,178 
       ——— 
Attributable to: 
Non-controlling interest (1,650 × 10%)     165 
Owners of the parent       9,013 
       ——— 
        9,178 
       ——— 
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Consolidated statement of changes in equity for year ended 31 March 2013 

  Share Retained Total Non-controlling Total 
  capital earnings  interest Equity 
  $    $    $    $    $    
At 1 April 2012 20,000 13,353 33,353 485 33,838 
Profit for year  9,013 9,013 165 9,178 
  ——— ——— ——— ——— ——— 
At 31 March 2013 20,000 22,366 42,366 650 43,016 
  ——— ——— ——— ——— ——— 
 

 
Commentary 

Opening non-controlling interest is calculated as 10% of the share capital and the 
retained earnings at 1 April 2012 (3,000 + 1,850). 

 

Key points summary 
 

 The profit or loss of the parent as a single entity will reflect the dividends received from 
its subsidiary, whereas the consolidated profit or loss will reflect the parent’s share of 
the subsidiary’s profit (or loss). 

 Consolidated profit or loss will include 100% of the subsidiary’s profits with the non-
controlling interest’s share shown as an allocation of the profit after tax. 

 The same principles are followed for items of other comprehensive income. 

 All inter-company revenue (and expenses) are cancelled on consolidation. 

 Unrealised profit in closing inventory is added to the costs of the selling company.  
Unrealised profit in opening inventory is deducted from the costs of the original selling 
company. 

 Consolidated profit or loss must reflect any adjustments for depreciation in respect of 
fair value differences or inter-company sales treated as non-current assets by the buyer. 

 Goodwill impairment for the year is shown as: 

 a subsidiary expense if non-controlling interest is valued at fair value; and  

 an expense against the parent under the alternative model. 

 If the subsidiary is acquired part way through the year only the post-acquisition period 
income and expenses of the subsidiary are consolidated. 

 Only dividends of the parent are reflected in the movement in retained earnings. 
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Focus 

You should be able to:  

 prepare a consolidated statement of profit or loss and other comprehensive income and 
statement of changes in equity for a simple group, including where an acquisition 
occurs during the year and where there is a non-controlling interest; 

 report the effects of intra-group trading and other transactions including 

 unrealised profits in inventory and non-current assets; and 
 intra-group interest and other intra-group charges. 

 
 

Activity solution 

Solution 1 

Consolidated statement of comprehensive income for the year ended 30 September 2012 

         $    
 Revenue     130,000 
 Cost of sales    (74,000) 
      ——— 
 Gross profit    56,000 
 Expenses     (32,000) 
      ——— 
 Profit     24,000 
      ——— 

Attributable to: 
 Owners of the parent (balance)   22,000 
 Non-controlling interest (W3)   2,000 
      ——— 
      24,000 
      ——— 

WORKINGS 

(a) (1) Group structure 

  

 

 

Pathfinder 
 
 
                       75%  
 
 
  Sultan  
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(2) Consolidation schedule 
 Pathfinder Sultan Adjustment Consolidated 
  $    $    $    $    
Revenue  100,000 50,000 (20,000) 130,000 
 
Cost of sales – per question  (60,000) (30,000) 20,000 
  – unrealised profit (W4)   (4,000) (74,000) 
Expenses  (20,000) (10,000)  (30,000) 
Goodwill impairment  (2,000)  (2,000) 
     ——— 
Profit     24,000 
     ——— 

(3) Non-controlling interest 

      $ 
 Sultan 8,000 (W2) × 25% =   2,000 
     –—— 

 Commentary 

If the non-controlling interest was valued at its proportionate share of the identifiable 
net assets the goodwill impairment would be shown against the adjustment column 
and non-controlling interest would have been calculated at 25% of 10,000. 

(4) Unrealised profit 

     % $ 
 Selling price   100 20,000 
 Cost    (60) (12,000) 
     —— ———               $ 
 Gross profit   40 8,000 × ½ =  4,000 
     —— ———     –—— 

(5) Revenue 

      $ 
 Pathfinder     100,000 
 Sultan     50,000 
 Inter-company sales    (20,000) 

   ——— 
   130,000 

   ——— 

(6) Gross profit 

      $ 
 Pathfinder     40,000 
 Sultan     20,000 
 Unrealised profit    (4,000) 

   ——— 
 Profit     56,000 

   ——— 
 
Therefore cost of sales could be taken as a balancing figure of 74,000. 
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Overview 

Objectives  

 To explain the accounting treatment for associates and joint ventures.    

 

 

BACKGROUND 

JOINT 
OPERATIONS 

(IFRS 11) 

ASSOCIATES AND 
JOINT VENTURES 

ADJUSTMENTS 

DISCLOSURE 
(IFRS 12) 

 Scope 
 Information 

 Relationship 
 Accounting 

 Relationship to a group 
 Basic rule 
 Equity accounting 
 Treatment in a consolidated 

statement of financial position 
 Treatment in a consolidated 

statement of comprehensive 
income 

 Recognition of losses 
 Accounting policies and year ends 
 Impairment 
 Exemptions to equity accounting 
 

 Equity accounting 
 Related standards 
 Terminology 
 Significant influence 
 Separate financial statements  

INTER-COMPANY 
ITEMS 

 Inter-company trading 
 Dividends 
 Unrealised profit 
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1 Background 

1.1 Equity accounting  

 Where one company has a controlling investment in another company, a parent-subsidiary 
relationship is formed and accounted for as a group.  Companies may also have substantial 
investments in other entities without actually having control.  Thus, a parent-subsidiary 
relationship does not exist between the two. 

 An investing company that can exert significant influence over the financial and operating 
policies of the investee company will have an active interest in its net assets and results. 

 The nature of the relationship differs from that of a simple investment, i.e. it is not 
a passive interest. 

 
Commentary 

Including the investment at cost in the company's accounts would not fairly present 
the investing interest. 

 So that the investing entity (which may be a single company or a group) fairly reflects 
the nature of the interest in its accounts, the entity’s interest in the net assets and results 
of the company, the associate, needs to be reflected in the entity’s accounts.  This is 
achieved through the use of equity accounting. 

 A different relationship exists where an entity shares control with one or more other 
entities.  This shared or joint control, does not give any one party dominant or significant 
influence.  All parties sharing control must agree how the shared entity is to be run. 

 Joint ventures are also accounted for using the equity method. 

 Commentary 

IAS 31 “Interests in Joint Ventures” permitted the use of proportionate consolidation as 
an alternative.  However, this choice has been removed as IAS 31 has been withdrawn 
on the introduction of IFRS 11 “Joint Arrangements”. 

1.2 Related standards 

1.2.1 IAS 28 “Investments in Associates and Joint Ventures” 

 IAS 28 prescribes the accounting for investments in associates and the 
application of the equity method also for joint ventures.  

 It explains when significant influence exists and the procedures used in applying the 
equity method (many of which are similar to consolidation procedures). 
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1.2.2 IFRS 11 “Joint Arrangements”  

 IFRS 11 sets out the principles for financial reporting of interests in 
arrangements that are controlled jointly (i.e. “joint arrangements”). 

 A joint arrangement is contractual and classified as either: 

 a joint operation; or  
 a joint venture. 

 This classification depends on the rights and obligations of the parties to the arrangement: 

 if the parties have rights to assets and obligations for liabilities it is 
a joint operation, to which IFRS 11 applies; 

 if the parties have rights to the net assets of the arrangement it is a 
joint venture, to which IAS 28 applies. 

1.2.3 IFRS 12 “Disclosure of Interests in Other Entities”  

 IFRS 12 requires the disclose of information to enable users to evaluate: 

 the nature of, and risks associated with, interests in other entities; and 
 the effects of those interests on the financial statements. 

 It requires disclosures of investments in subsidiaries, associates and joint arrangements. 

1.3 Terminology 

 An associate is an entity over which an investor has significant influence. 

 Significant influence is the power to participate in the financial and operating policy 
decisions of the investee but is not control or joint control over those policies. 

 Control is the power to govern the financial and operating policies of an 
entity so as to obtain benefits from its activities. 

 The equity method is a method of accounting whereby the investment is initially 
recognised at cost and adjusted thereafter for the post acquisition change in the 
investor’s share of net assets of the investee.  The investor’s profit or loss 
includes its share of the profit or loss of the investee.  The same applies to other 
comprehensive income. 

 A joint arrangement is an arrangement under which two (or more) parties 
have joint control. 

 Joint control is the contractually agreed sharing of control of an arrangement. 

 Commentary 

It exists only when decisions about the relevant activities require the 
unanimous consent of the parties sharing control. 

 A joint venture is a joint arrangement under which the parties having joint 
control have rights to the net assets of the arrangement. 
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 Commentary 

These parties are “joint venturers”. 

Illustration 1 
 

An entity may commence a business in a foreign country in conjunction with the 
government or other agency in that country, by establishing a separate entity which is 
jointly controlled by the entity and the government or agency. 

 

 

 
Commentary 

A joint venture maintains its own accounting records and prepares and presents 
financial statements (e.g. under IFRS) in the same way as other entities.   

 A joint operation is a joint arrangement under which the parties having joint control 
have rights to the assets, and obligations for the liabilities, of the arrangement. 

 Commentary 

These parties are “joint operators”. 

Illustration 2 
 

Many activities in the oil, gas and mineral extraction industries involve jointly 
controlled assets.  For example, a number of oil production companies may jointly 
control and operate an oil pipeline.  Each venturer uses the pipeline to transport its own 
product in return for which it bears an agreed proportion of the expenses of operating 
the pipeline. 

 

 

Illustration 3 
 

Two or more venturers combine their operations, resources and expertise in order to 
manufacture, market and distribute jointly a particular product, such as an aircraft.   

Different parts of the manufacturing process are carried out by each of the venturers.  
Each venturer bears its own costs and takes a share of the revenue from the sale of the 
aircraft, as determined in the contractual arrangement. 

 

 

1.4 Significant influence 

 The term significant influence means that an investor is involved, or has the right 
to be involved, in the financial and operating policy decisions of the investee. 

 The existence of significant influence by an investor is usually evidenced in 
one or more of the following ways: 

 Representation on the board of directors or equivalent governing body; 
 Participation in policy making processes; 
 Material transactions between the investor and the investee; 
 Interchange of managerial personnel; or 
 Provision of essential technical information. 
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 A holding of 20% or more of the voting rights of the investee indicates significant 
influence, unless it can be demonstrated otherwise. 

 
Commentary 

Conversely, a holding of less than 20% presumes that the holder does not have 
significant influence, unless such influence can be clearly demonstrated (e.g. 
representation on the board). 

 The existence and effect of potential voting rights that are currently exercisable or 
convertible by the investor should be considered.  

 
Commentary 

Such potential voting rights may occur through holding share warrants, 
share call options, debt or equity instruments (or other similar instruments) 
that are convertible into ordinary shares. 

 When significant influence is lost, any remaining shareholding will be remeasured to 
fair value and that value is regarded as its cost on initial measurement thereafter (and 
will be accounted for as a financial asset in accordance with IFRS 9). 

1.5 Separate financial statements (IAS 27) 

 Separate financial statements are those presented in addition to: 

 consolidated financial statements; or 
 financial statements in which investments (in associates or joint 

ventures) are accounted for using the equity method. 

 In the separate financial statements, investments in subsidiary, associates and 
joint ventures are accounted for: 

 under IFRS 5 if classified as held for sale; or 
 at cost or in accordance with IFRS 9. 

 
Commentary 

The emphasis is on the performance of the assets as investments.    
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2 Associates and joint ventures  

 Commentary 

In this section all references to associate apply also to joint ventures. 

2.1 Relationship to a group 

 A group is defined as being a parent and all of its subsidiaries.  An associate is not 
part of a group as it is not a subsidiary (i.e. it is not controlled by the group).   

 As such, the accounting treatment of the associate is different to that of subsidiaries.    

2.2 Basic rule 

 An investment in an associate is accounted for using the equity method. 

 
Commentary 

Associates must be accounted for using the equity method regardless of the fact 
that the investor may not have investments in subsidiaries and does not therefore 
prepare consolidated financial statements. 

Illustration 4 
 

2 – Summary of significant accounting policies 

Associated companies and jointly controlled entities – Companies in which Siemens has the ability to exercise 
significant influence over operating and financial policies (generally through direct or indirect ownership of 20% to 
50% of the voting rights) and jointly controlled entities are recorded in the Consolidated Financial Statements using 
the equity method of accounting and are initially recognized at cost. The following policies equally apply to 
associated companies and jointly controlled entities. Where necessary, adjustments are made to bring the 
accounting policies in line with those of Siemens. The excess of Siemens’ initial investment in associated 
companies over Siemens’ ownership percentage in the underlying net assets of those companies is attributed to 
certain fair value adjustments with the remaining portion recognized as goodwill. Goodwill relating to the 
acquisition of associated companies is included in the carrying amount of the investment and is not amortized but is 
tested for impairment as part of the overall investment in the associated company. 
Siemens’ share of its associated companies’ post-acquisition profits or losses is recognized in the Consolidated 
Statements of Income, and its share of post-acquisition movements in equity that have not been recognized in the 
associates’ profit or loss is recognized directly in equity. The cumulative post-acquisition movements are adjusted 
against the carrying amount of the investment in the associated company. When Siemens’ share of losses in an 
associated company equals or exceeds its interest in the associate, Siemens does not recognize further losses, unless 
it incurs obligations or makes payments on behalf of the associate. The interest in an associate is the carrying 
amount of the investment in the associate together with any long-term interests that, in substance, form part of 
Siemens’ net investment in the associate. Intercompany results arising from transactions between Siemens and its 
associated companies are eliminated to the extent of Siemens’ interest in the associated company. Siemens 
determines at each reporting date whether there is any objective evidence that the investment in the associate is 
impaired. If this is the case, Siemens calculates the amount of impairment as the difference between the recoverable 
amount of the associate and its carrying value. Upon loss of significant influence over the associate, Siemens 
measures and recognises any retaining investment at its fair value. Any difference between the carrying amount of 
the associate upon loss of significant influence and the fair value of the retaining investment and proceeds from 
disposal is recognised in profit or loss. 

 
Notes to Consolidated Financial Statements Annual Report 2011  
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2.3 Equity accounting 

 The investment in an associate is initially recognised at cost. 

 The carrying amount is increased or decreased to recognise the investor’s 
share of the profit or loss of the investee after the date of acquisition.  

 
Commentary 

This is equivalent to taking the investor’s share of the net assets of the 
associate at the date of the financial statements plus goodwill. 

 Distributions received from the associate reduce the carrying amount of the investment.  

 Adjustments to the carrying amount may also be necessary for changes in the 
investor’s proportionate interest in the associate arising from changes in the 
associate’s equity that have not been recognised in the profit or loss.  

 Such changes include those arising from the revaluation of property, plant 
and equipment and from foreign exchange translation differences.   

 
Commentary 

The logical way of recognising these changes in equity would be to show the 
investor’s share of the changes in other comprehensive income. 

 The investor’s share of the current year’s profit or loss of the associate is 
recognised in the investor’s profit or loss.  

 The associate is not consolidated line-by-line.  Instead, the group’s share of the 
associate’s net assets is included in the consolidated statement of financial 
position in one line, and share of profits (after tax) in the consolidated statement 
of comprehensive income in one line. 

2.4 Treatment in a consolidated statement of financial position  

 The methods described below apply equally to the financial statements of a non-
group company that has an investment in an associate as they do to group accounts.   

 In group investments, replace the investment as shown in the individual company 
statement of financial position with: 

 the group’s share of the associate’s net assets at the end of the 
reporting period; plus 

 the goodwill arising on acquisition, less any impairment. 

 
Commentary 

As for business combinations under IFRS 3, IAS 28 does not permit the 
amortisation of goodwill.  

 Do not consolidate line-by-line the associate’s net assets.  The associate is not a 
subsidiary, therefore the net assets are not controlled as they are for a subsidiary. 
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 In group reserves, include the parent’s share of the associate’s post-acquisition 
reserves (the same as for subsidiary). 

 Cancel the investment in associate in the individual company’s books against the 
share of the associate’s net assets and contingent liabilities acquired at fair value.  
The difference is goodwill. 

 
Commentary 

The fair values of the associate’s assets and liabilities must be used in calculating 
goodwill.  Any change in reserves, depreciation charges, etc due to fair value 
revaluations must be taken into account (as they are when dealing with subsidiaries).  

 Where the share of the associate’s net assets acquired at fair value is in excess 
of the cost of investment, the difference is included as income in determining 
the investor’s share of the associate’s profit or loss. 

 To calculate amounts for net assets and post-acquisition reserves, use a 
net assets working for the associate (the same as for the subsidiary). 

 The amount to be shown in the statement of financial position at the end 
of the reporting period will be: 

  $  
 Cost of investment X
 Share of post-acquisition profits of A X 
 Less any impairment loss (X) 

  
___

 
  X 

  
___ 

 

 Commentary 

If the examiner states that there is no impairment of the investment in the 
associate then there is no need to calculate goodwill. 

Worked example 1 
 

Parent acquired, during the current year, a 40% holding in Associate for $18,600.  
Goodwill on acquisition was calculated as $1,000 and there has been no impairment of 
goodwill during the year.  The fair value of Associate’s net assets at the year end is 
$48,000. 
 
Required: 
 
Calculate the investment in Associate to be included in the consolidated statement 
of financial position and state the amount of Associate’s profits to be included in 
the consolidated statement of comprehensive income for the current year. 
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Worked solution 1 

Net assets on acquisition 
   $    
Cost of investment  18,600 
Less:  Goodwill  (1,000) 
   ––––––– 
40% of Associate’s net assets on acquisition  17,600 
Gross up to 100%  × 100/40 
   ––––––– 
   44,000 
   ––––––– 
Investment in Associate 
Cost of investment  18,600 
Plus:  40% of post-acquisition profits (48,000 – 44,000)  1,600 
Less:  Goodwill impaired  (–) 
   ––––––– 
   20,200 
   ––––––– 
OR 
 
40% of Associate’s net asset at year end (48,000 × 40%)  19,200 
Plus:  Goodwill not yet impaired  1,000 
   ––––––– 
   20,200 
   ––––––– 
Income from associate included in consolidated statement of 
comprehensive income. 
40% of post-acquisition profits (48,000 – 44,000)  1,600 
   ––––––– 
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Activity 1 
 

P owns 80% of S and 40% of A.  Statements of financial position of the three 
companies at 31 December 2012 are: 
     P S A 
     $  $  $  
Investment: shares in S   800 –   –   
Investment: shares in A   600 –   –   
Other non-current assets   1,600 800 1,400 
Current assets    2,200 3,300 3,250 
     —–— —–— —–— 
     5,200 4,100 4,650 
     —–— —–— —–— 
Issued capital – $1 ordinary shares  1,000 400 800 
Retained earnings                       4,000 3,400 3,600 
Liabilities    200 300 250 
     —–— —–— —–— 
     5,200 4,100 4,650 
     —–— —–— —–— 

P acquired its shares in S seven years ago when S’s retained earnings were $520 and 
its shares in A on the 1 January 2012 when A’s retained earnings were $400. 

Non-controlling interest is not credited with goodwill, which was fully written off 
prior to 1 January 2012.  There were no indications during the year that the 
investment in A was impaired. 

Required: 
 
Prepare the consolidated statement of financial position at 31 December 2012. 

 

Proforma solution  

P: Consolidated statement of financial position as at 31 December 2012 

      $    
Investment in associate 

Non-current assets 

Current assets  

      
———

 
 

      
———

 
Issued capital 

Retained earnings  

      ——— 

 

Non-controlling interests    

Liabilities 
      ——— 
 
      ——— 
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WORKINGS 
 
(1) Group structure 
 
 
 
 
 
 
(2) Net assets working 

 S     Reporting  Acquisition 
      date 
     $     $    
 Issued capital 

 Retained earnings 

     
———  ———

 
 

     
———  ———

 
 
 A     Reporting  Acquisition 
      date 
     $     $    
 Issued capital 

 Retained earnings 

     
———  ———

 
 

     
———  ———

 
(3) Goodwill 
 
 S       $    
 Cost of investment 

 Non-controlling interest 

 Net assets acquired  

       
———

 
 

       
——— 

 
 A       $    
 Cost of investment 

 Net assets acquired  

       
———

 
 

       
——— 
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(4) Non-controlling interests 
       $    
 S only  
 

       
———

 
 
(5) Retained earnings 
       $    
 P – from question 

 Share of S  

 Share of A  

 Less: Goodwill 

       
———

 
 

       
———

 
(6) Investment in associate 
 
       $    
 Share of net assets 

 Unimpaired goodwill  

       
———

 
 

       
——— 

 

2.5 Treatment in a consolidated statement of 
comprehensive income  

 Treatment is consistent with consolidated statement of financial position and 
applies equally to a non-group company with an associate: 

 Include group share of the associate’s profits after tax in the 
consolidated profit or loss.  This replaces dividend income shown 
in the investing company’s own profit or loss. 

 Do not add in the associate’s revenue and expenses line-by-line as 
this is not a consolidation and the associate is not a subsidiary. 

 Time-apportion the associate’s results if acquired mid-year. 

 
Commentary 

Note that the associate statement of financial position is NOT time 
apportioned as the statement of financial position reflects the net assets at the 
end of the reporting period to be equity accounted.  
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Activity 2 
 

P has owned 80% of S and 40% of A for several years.  Statements of 
comprehensive income for the year ended 31 December 2012 are: 

     P    S    A    
     $    $    $    
Revenue     14,000 12,000 10,000 
Cost of sales    (9,000) (4,000) (3,000)      

—––— —––— —––—
 

Gross profit    5,000 8,000 7,000 
Administrative expenses   (2,000) (6,000) (3,000)      

—––— —––— —––—
 

     3,000 2,000 4,000 
Dividend from associate                 400 –    –        

—––— —––— —––—
 

Profit before taxation    3,400 2,000 4,000 
Income taxes                                      (1,000) (1,200) (2,000)      

—––— —––— —––—
 

Profit after taxation    2,400 800 2,000      
—––— —––— —––—

 

Extract from statement of changes in equity: 
Dividends (paid)    1,000 –    1,000      

—––— —––— —––—
 

Goodwill was fully written off three years ago. 
Required: 

Prepare the consolidated statement of comprehensive income for the year ended 
31 December 2012. 

Proforma solution  
       $    
Revenue 

Cost of sales  

       
———

 
Gross profit 

Administrative expenses   

Income from associate  

       
———

 
Profit before taxation 
Income taxes  

       
———

 
Profit after taxation 

       
——— 

Attributable to: 
Owners of P       

Non-controlling interests       

       ——— 
        

       ——— 
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(1) Group structure 
 

 

 

 

(2) Consolidation schedule 
      40% 
    P  S  A  Adjustment Consolidation 
    $ $ $ $ $ 
 Revenue 
 Cost of sales 
 Administration expenses 
 Income from assocociate 
 Tax  
     ———   
 Profit after tax 
     ———   
 
(3) Non-controlling interests 

 S only 
        ———— 
 

2.6 Recognition of losses 

 If an investor’s share of losses of an associate equals or exceeds its interest in 
the associate, the investor discontinues recognising its share of further losses.  

 The interest in the associate is its value under the equity method plus any 
long-term interest that forms part of the investor’s net investment. 

 
Commentary 

Such interests may include preference shares and long-term receivables or 
loans but do not include trade receivables, trade payables or any long-term 
receivables for which adequate collateral exists, such as secured loans.  

 After the investor’s interest is reduced to zero, additional losses are provided 
for, and a liability is recognised, only to the extent that the investor has incurred 
legal or constructive obligations or made payments on behalf of the associate.  

 If the associate subsequently reports profits, the investor resumes recognising its share of 
those profits only after its share of the profits equals the share of losses not recognised. 

 

 Commentary 

The investment in the associate can be reduced to nil but no further (i.e. the investment in 
associate will not be negative, even if there are post-acquisition losses of the associate). 
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Illustration 5 

A parent company has a 40% associate, which was acquired a number of years ago for 
$1m.  A long-term loan was also made to the associate of $250,000 
 
Since the acquisition the associate has made losses totalling $5m. 
 
The parent’s share of those losses would be $2m. 
 
The parent would only be required to recognise the losses to the extent of the 
investment of $1m plus $250,000, the remaining share of losses ($750,000) would not 
be recognised unless the parent had a present obligation to make good those losses. 
 
If the associate then became profitable, the parent would not be able to recognise those 
profits until its share of unrecognised losses had been eliminated. 

 
 However the investor should continue to recognise losses to the extent of any 

guarantees made to satisfy the obligation of the associate. This may require 
recognition of a provision in accordance with IAS 37. 

 Continuing losses of an associate is objective evidence that financial interests 
in the associate other than those included in the carrying amount may be 
impaired. 

2.7 Accounting policies and year ends 

2.7.1 Accounting policies   

 If an associate uses accounting policies other than those of the investor, 
adjustments must be made to conform the associate’s accounting policies to 
those of the investor in applying the equity method. 

2.7.2 Year ends 

 The most recent available financial statements of the associate are used by the investor.  

 When the ends of the reporting periods of the investor and the associate are 
different, the associate prepares, for the use of the investor, financial 
statements as at the same date as the financial statements of the investor. 

 Commentary 

Unless it is impracticable to do so. 

 When it is not practicable to produce statements as at the same date, adjustments 
must be made for the effects of significant transactions or events that occur 
between that date and the date of the investor’s financial statements.  

 In any case, the difference between the end of the reporting period of the 
associate and that of the investor must not be more than three months. 

 The length of the reporting periods and any difference in the end of the 
reporting periods must be the same from period to period. 
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2.8 Impairment  

 After application of the equity method, including recognising the associate’s losses, 
the investor applies the requirements of IAS 39 to determine whether it is necessary to 
recognise any additional impairment loss. 

 Because goodwill included in the carrying amount of an investment in an associate is 
not separately recognised, it is not tested for impairment separately. 

 The entire carrying amount of the investment is tested for impairment by comparing it 
with its recoverable amount.  

 In determining the value in use of the investment, an entity estimates: 

 its share of the present value of the estimated future cash flows expected to 
be generated by the associate, including the cash flows from the operations of 
the associate and the proceeds on the ultimate disposal of the investment; or 

 the present value of the estimated future cash flows expected to arise from 
dividends to be received from the investment and from its ultimate disposal. 

 
Commentary 

Using appropriate assumptions, both methods give the same result. 

2.9 Exemptions to equity accounting 

 An associate that is classified as held for sale is accounted for under IFRS 5 
“Non-current Assets Held for Sale and Discontinued Operations”. 

 
Commentary 

Under IFRS 5, if an associate is acquired and held with a view to disposal 
within twelve months, it will be measured at the lower of its carrying value 
(e.g. cost) and fair value less costs to sell.  

 If the investor is also a parent company that has elected not to present 
consolidated financial statements the investment in the associate will be 
measured at cost or in accordance with IFRS 9. 

 The investment in the associate will be measured at cost or in accordance with IFRS 9 if 
all of the following apply: 

 the investor is a wholly-owned subsidiary (or partially-owned and other owners 
do not object); and 

 the investor’s debt or equity instruments are not traded in a public market; and 

 the investor does not file its financial statements with a securities regulator; and 

 the ultimate (or any intermediate) parent of the investor produces 
consolidated financial statements available for public use under IFRS. 
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Commentary 

This allows investors who do not have investments in a subsidiary, but only 
have an investment in an associate, to be exempt from the requirement to 
equity account on the same basis as parents under IFRS 10.  

3 Inter-company items 

 Commentary 

The methods described below apply equally to the financial statements of a non-
group company that has an investment in an associate as they do to group accounts.  
All references to associates in this section apply also to joint ventures. 

3.1 Inter-company trading 

 Members of the group can sell to or make purchases from an associate. This 
trading will result in the recognition of receivables and payables in the 
individual company accounts. 

 Do not cancel inter-company balances in the statement of financial position 
and do not adjust sales and cost of sales for trading with associate. 

 In consolidated statement of financial position, show balances with the 
associate separately from other receivables and payables. 

 Commentary 

This is appropriate as the associate is not part of the group.  

3.2 Dividends 

 Consolidated statement of financial position: 

 Ensure dividends payable/receivable are fully accounted for in the 
individual companies’ books. 

 Include receivable in the consolidated statement of financial 
position for dividends due to the group from associates. 

 Do not cancel inter-company balance for dividends. 

 The consolidated statement of comprehensive income does not include dividends 
from an associate.  Parent’s share of the associate’s profit after tax (hence before 
dividends) is included under equity accounting in the income from the associate. 

 
Commentary 

It would be double-counting to include dividend in the consolidated statement 
of comprehensive income as well. 
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3.3 Unrealised profit 

 If a parent sells goods to an associate (“downstream”) and the associate still holds 
them in inventory at the year end, their carrying value will include the profit made 
by parent and recorded in its books.  Hence, profit is included in the inventory value 
in the associate’s net assets (profit is unrealised) and parent’s profit or loss. 

 If an associate sells to its parent (“upstream”), a similar situation arises, with the 
profit being included in associate’s profit or loss and parent’s inventory. 

 To avoid double counting under the equity method, this unrealised profit needs to 
be eliminated. 

 Unrealised profits are eliminated to the extent of the investor’s interest in the associate. 

 However, unrealised losses should not be eliminated if the transaction provides 
evidence of an impairment in value of the asset that has been transferred. 

 

 Commentary 

To eliminate unrealised profit, deduct the profit from associate’s profit before tax 
and retained earnings in the net assets working before equity accounting for 
associate, irrespective of whether sale is from associate to parent or vice versa. 

Worked example 2 
 

Parent has a 40% associate.  
 
Parent sells goods to associate for $150 which originally cost parent $100. The goods 
are still in associate’s inventory at the year end. 
 
Required: 
 
State how the unrealised profit will be dealt with in the consolidated accounts. 

 

 

Worked solution 2 

To eliminate unrealised profit: 

 Deduct $50 from associate’s profit before tax in the statement of 
comprehensive income, thus dealing with the profit or loss impact. 

 Deduct $50 from retained earnings at end of the reporting period in net assets 
working for associate, thus dealing with the impact on financial position. 

Share of net assets and post-acquisition profits included under equity accounting will 
then be $20 (50  40%) lower. 
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 Commentary 

The simple rule to follow is that the unrealised profit will only be Parent’s %, $20 
in this example. 

Double entry for $20 

Dr Consolidated retained earnings 20 
Cr    Investment in associate  20 
 
Be aware that there is more than one way of making the adjustment; this is 
just one of the possible methods. 
 

4 Joint operations (IFRS 11) 

4.1 Relationship  

 A joint operation exists when an entity only has a share in the individual assets or 
liabilities of the joint arrangement (e.g. an oil company sharing control of a pipeline). 

 It is the rights to individual assets and obligations for liabilities that drive the 
relationship (rather than rights to the net asset position). 

4.2 Accounting 

 A joint operator recognises: 

 its assets to include a share of any jointly-held assets; 
 its liabilities, to include a share of any liabilities jointly incurred; 
 its revenue from the sale of its share of any output from the joint operation; 
 its share of any revenue from the sale of the output of the joint operation; and 
 its expenses, to include a share of any jointly-incurred expenses. 

 The accounting for any assets, liabilities, revenue and expenses will be in 
accordance with the relevant standard (e.g. IAS 16 for property). 

 Commentary 

IFRS 11 also applies to an entity that participates in a joint operation but 
does not have joint control, as long as that entity has rights to the assets or 
obligations for the liabilities of the joint operation. 

4.2.1 Sales or contributions of assets to joint operation 

 If a joint operator sells goods to the joint operation at a profit or loss then it 
recognises the profit or loss only to the extent of the other parties’ interests in 
the joint operation. 

Illustration 6 

Entities A, B, C and D each hold a 25% stake in the joint operation of Z.  Entity A sells 
goods to Z making a profit of $1,000.  Entity A recognises only $750 (75%) profit in 
its financial statements. 
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4.2.2 Purchases of assets from a joint operation 

 If a joint operator purchases goods from a joint operation it cannot recognise 
its share of any gains or losses until it resells them to an external party. 

5 Disclosure (IFRS 12)  

5.1 Scope 

 IFRS 12 applies to any entity which has an interest in a subsidiary, associate or 
joint operation.  

 It does not apply to: 

 post-employment benefit plans (IAS 19); 
 separate financial statements (IAS 27); 
 participation in a joint arrangement which does not have joint control; 
 an interest that is accounted for under IFRS 9. 

5.2 Information 

 In relation to interests in joint arrangements and associates, information must 
be disclosed to allows users to evaluate: 

 the nature, extent and financial effects of such interests; 

 the nature and effects of any contractual relationship with other investors having 
joint control or significant influence over associates or joint arrangements; 

 the nature of, and changes in, the risks associated with such interests. 

 Disclosures should include: 

 the name of the joint arrangement or associate; 

 the nature of the relationship; 

 the proportion of ownership; 

 any significant restrictions on the ability of the associate or joint 
venture to transfer funds to the entity; 

 its commitments to joint ventures; 

 its share of unrecognised losses of a joint venture or associate. 
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Key points summary 
 

 Holding 20% or more of the voting power (directly or indirectly) indicates 
significant influence unless it can be clearly demonstrated otherwise. 

 Significant influence is usually evidenced (e.g. board representation).   

 Investments in associates are accounted for in consolidated financial statements 
using the equity method (i.e. initially at cost and subsequently adjusted for share 
of profit or loss).   

 Dividends received reduce carrying amount.  

 On acquisition, any difference between cost and share of net fair value of 
identifiable assets of the associate is accounted for like goodwill. 

 If impairment is indicated, the carrying amount is tested for impairment as a single 
asset (i.e. goodwill is not tested separately). 

 Use of the equity method ceases from the date when significant influence ceases.  
The carrying amount at that date is the new cost. 

 The investor’s share in unrealised profits and losses arising on inter-company 
transactions should be eliminated. 

 On loss of significant influence, any difference between carrying amount and the 
fair value of any retained investment and disposal proceeds is recognised in profit 
or loss. 

 Joint arrangements that are joint ventures are accounted for as for 
associates (IAS 28). 

 Joint arrangements that are joint operations are accounted for in accordance 
with IFRS 11. 

 IFRS 12 prescribes disclosure requirements for associates and joint 
arrangements (as well as subsidiaries). 

 

 

Focus 

You should now be able to: 

 define associates and joint arrangements; 

 prepare consolidated financial statements to include a single subsidiary and 
an associated company or a joint arrangement. 

 Commentary 

Although the learning outcomes of the syllabus specify only joint “ventures” it is 
clear from the examinable documents that joint operations are also examinable. 
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Activity solutions 

Solution 1 

P Consolidated statement of financial position as at 31 December 2012 
 

       $    
Investment in associate    1,880 
Non-current assets (1,600 + 800)    2,400 
Current assets (2,200 + 3,300)     5,500 

       ——— 
       9,780 

       ——— 
Issued capital      1,000 
Retained earnings (W5)     7,520 

       ——— 
       8,520 
Non-controlling interests  (W4)     760 
Liabilities      500 

       ——— 
       9,780 

       ——— 
WORKINGS 
 
(1) Group structure 
 

 

GROUP

P

S

80% 40%

A

 
  



SESSION 26 – ASSOCIATES AND JOINT ARRANGEMENTS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 2623 

(2) Net assets working 
 
 S     Reporting  Acquisition 
      date 
     $     $    
 Issued capital   400  400 
 Retained earnings   3,400  520 

     ——— 
 —— 

     3,800  920 

     ———  —— 
 
 A     Reporting  Acquisition 
      date 
     $     $    
 Issued capital   800  800 
 Retained earnings   3,600  400 

     ———  ——— 
     4,400  1,200 

     ———  ——— 
(3) Goodwill 
 
 S       $    
 
 Cost of investment     800 
 Non-controlling interest (20%  920 (W2))   184 
 Net assets acquired   (920) 

       —— 
       64 
       —— 
 A       $    
 
 Cost of investment     600 
 Net assets acquired (40% × 1,200 (W2))   (480) 

       —— 
       120 
       —— 
   
(4) Non-controlling interests 
       $    
 S only – (20%  3,800)    760 
       —— 
 
(5) Retained earnings 
       $    
 P – from question     4,000 
 Share of S [80%  (3,400 – 520) (W2)]   2,304 
 Share of A [40%  (3,600 – 400) (W2)]   1,280 
 Less   Goodwill impaired (W3 per Activity)   (64) 

       ——— 
       7,520 
       ———
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(6) Investment in associate 
 

  $    
Share of net assets (40% × 4,400) 1,760 
Goodwill      120 

  ——— 
  1,880 

  ——— 
 
Proof 
Cost     600 
Share of post-acquisition profits 1,280 
  ——— 
  1,880 
  ——— 

 

Solution 2 

P Consolidated statement of comprehensive income for the year ending 31 December 2012 
 

          $    
Revenue        26,000 
Cost of sales       (13,000) 

       ——— 
Gross profit      13,000 
Administrative expenses       (8,000) 
Income from associate     800 

       ——— 
Profit before taxation     5,800 
Income taxes      (2,200) 

       ——— 
Profit after taxation      3,600 

       ——— 
 
Attributable to: 
Owners of P      3,440 
Non-controlling interests     160 

       ——— 
       3,600 

       ——— 
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WORKINGS 
 
(1) Group structure 

 

 

 P 
  
  
  
S 

A 

40%

80% 

 
 
 

(2) Consolidation schedule 
      40% 
    P  S  A  Adjustment Consolidation 
    $ $ $ $ $ 
 Revenue   14,000 12,000   26,000 
 Cost of sales  (9,000) (4,000)   (13,000) 
 Administration expenses (2,000) (6,000)   (8,000) 
 Income from associate  
     40% × 2,000    800  800 
 Tax – group  (1,000) (1,200)   (2,200) 
     ———   
 Profit after tax   800 
     ———   
 
 
(3) Non-controlling interests 
 
 S only  20% × 800   $160 
     —— 
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Overview 

Objectives   

 To prescribe translation rules for transactions in a currency different to the 
reporting currency. 

 To prescribe the accounting treatment for exchange differences. 

 

 

 

 

ACCOUNTING 
ISSUES 

FUNCTIONAL AND 
PRESENTATION 

CURRENCY 

INDIVIDUAL 
ENTITIES 

 Introduction 
 Key issues 
 Objectives 
 Terminology 
 

 Accounting treatment – basic 
transactions 

 Exceptions to the basic rules 
 

DISCLOSURE 
 Exchange differences 
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1 Accounting issues 

1.1 Introduction 

 A company may engage in foreign currency operations in two ways: 

 by entering directly into transactions denominated in foreign currencies; 
 by conducting foreign operations through a foreign entity 

(subsidiary, associate or joint arrangement). 

 Resultant transactions and balances must be translated into the functional 
currency of the entity for inclusion in financial statements. 

 Commentary 

The Diploma syllabus only concerns accounting for transactions and balances 
denominated in foreign currencies for individual entities.  Accounting for foreign 
subsidiaries, associates and joint arrangments are excluded from the syllabus. 

1.2 Key issues 

 Which exchange rate should be used for translation of the transaction or balance? 

 How to treat any exchange differences that arise – should they be recognised in: 

 profit or loss; or 
 other comprehensive income (and accumulated in equity)? 

1.3 Objectives 

 To report results which reflect impact of exchange rates on cash flows. 

 To fairly present the results of management’s actions. 

1.4 Terminology 

 Functional currency is the currency of the primary economic environment in which the 
entity operates. 

 Presentation currency is the currency in which the financial statements are presented. 

 Closing rate is the spot exchange rate at the date of the statement of financial position. 

 Foreign currency is a currency other than the functional currency of the entity. 

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

 Monetary items  are money held and assets and liabilities to be received or paid in 
fixed or determinable number of units of currency. 

 Monetary items include trade receivables, cash, trade payables and loans. 
 Non-monetary items comprise non current assets, investments and inventory. 
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2 Functional and presentation currency 

2.1 Functional currency  

 The functional currency of an entity is dictated by the primary economic 
environment in which the entity operates. 

 An entity should consider the following in determining its functional currency: 

 the currency that mainly influences the selling price of goods or 
services (and the currency of the country whose regulations mainly 
determine the selling price of goods and services); 

 the currency that impacts labour, material and other costs of 
providing goods and services. 

 Secondary factors include: 

 the currency in which funds from financing activities are 
generated; and 

 the currency in which monies from operating activities are kept. 

 Other factors to be considered in determining the functional currency of a foreign 
operation and whether that currency is the same as the reporting entity include: 

 whether activities are carried out as an extension of the reporting entity 
or with a significant degree of autonomy by the foreign operation; 

 whether transactions between the reporting entity and foreign operation 
are a high percentage of total transactions; 

 whether cash flows of the foreign operation impact directly on the cash 
flows of the reporting entity and whether cash available for remittance 
to the reporting entity. 

 whether the foreign operation is dependant upon the reporting entity to 
help service current and future debt obligations. 

 If the functional currency is not obvious management must use their judgement in 
identifying the currency that most faithfully represents the economic effects of 
the underlying transactions. 

 Once a functional currency has been identified it should only be changed if there 
is a change to the economic climate in which it was initially identified. 
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2.2 Presentation currency  

 The financial statements of a foreign operation are translated into the 
presentation currency of the parent entity. 

 Assets and liabilities are translated, at the end of each reporting period, at the 
closing exchange rate. 

 Income and expenses are translated using exchange rates when the 
transaction occurred.   

 Commentary 

An average exchange rate that approximates to actual exchange rates may be 
used. 

 Any exchange difference will be included within other comprehensive 
income, and reclassified through profit or loss when the foreign operation is 
disposed of. 

 Commentary 

The non-controlling interests’ share will be included within non-controlling 
interests in the consolidated statement of financial position. 

3 Individual entities 

3.1 Accounting treatment – basic transactions 

3.1.1 Initial recognition 

 A foreign currency transaction is initially recorded in an entity’s functional 
currency using the spot exchange rate on the date of the transaction. 

 Exchange differences arising on settlement of a foreign currency transaction 
in the same reporting period are recognised in profit or loss for the period. 

3.1.2 Subsequent recognition 

 At the end of each reporting period, any foreign currency monetary item is 
re-translated using the closing exchange rate. 

 Exchange differences arising on re-translation of a foreign currency balance 
are recognised in profit or loss for the period. 

 Non-monetary items measured at historical cost are translated at the 
exchange rate at the date of the transaction. 

 Non-monetary items measured at fair value are translated using the 
exchange rate when the fair value was measured. 
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Overview IAS 21 

   Transactions 
during the year 

  

       

 
 Actual rate at date the transaction took place (i.e. historic rate) 

 Or average rate for the period (if no significant fluctuations) 

      

 
Balances at the end of the reporting period 

 Transactions 
settled during the 
reporting period 

       
  

 Monetary items  Non-monetary 
items 

   

         

 Retranslate at the 
date of the 

statement of 
financial position 
using the closing 

rate 

 No retranslation 
(therefore no 

exchange 
difference arises) 

   

        

 Exchange 
differences will 

arise at the end of 
the reporting 

period 

   Exchange 
differences will 
arise during the 
reporting period 

        

 All exchange differences(on settled and unsettled transactions) are 
recognised in profit or loss, other than the exceptions at 3.2 below. 
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Worked example 1 
 

Aston has a financial year end of 31 December 2012.  On 25 October 2012 Aston buys 
goods from a Mexican supplier for Peso 286,000. 

On 16 November 2012 Aston pays the Mexican supplier in full.  The goods remain in 
inventory at 31 December 2012. 

Exchange rates 2012 

25 October   $1:Peso 11.16 
16 November  $1:Peso 10.87 
31 December  $1:Peso 11.02 

Required: 

Show the accounting entries for the transactions in each of the following 
situations: 

(a) on 16 November 2012 Aston pays the Mexican supplier in full; 
(b) the supplier remains unpaid at 31 December 2012. 

 

 

Worked solution 1 – Purchase of goods on credit 

(a) Supplier paid 

   $    $    

25 October  Dr Purchases (W1)  25,627 

  Cr Trade payables   25,627 

16 November Dr Trade payables  25,627 

 Dr Other operating expense  684 

  Cr Cash (W2)   26,311 

The goods will remain in inventory at end of the reporting period at $25,627. 

WORKINGS 

(1)  Peso 286,000 ÷ 11.16 = $25,627 

(2)  Peso 286,000 ÷ 10.87 = $26,311 
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(b) Year-end trade payable 
   $    $    

25 October   Dr Purchases (W1)  25,627 

  Cr Trade payables   25,627 

31 December  Dr Other operating expense  326 

  Cr Trade payables (W2)   326 

The goods will remain in inventory at the end of the reporting period at $25,627. 

WORKING $    

(1) Peso 286,000 ÷ 11.16  25,627 
(2)  Peso 286,000 ÷ 11.02  25,953 
  _________ 

  326 
  _________ 

Worked example 2 
 

Warrior has a reporting period ending 31 December 2012.  On 29 November 2012 
Warrior received a loan from an Australian bank of AUD 1,520,000. 

The proceeds are used to finance in part the purchase of a new office block.  The loan 
remains unsettled at 31 December 2012. 

Exchange rates 2012 

29 November  USD 1 = AUD 1.52 
31 December  USD 1 = AUD 1.66 

Required: 

Show the accounting entries for these transactions. 

 

 

Worked solution 2 – Loan 

   US $000 US $000 

29 November  Dr Cash 1,000 

  Cr Loan   1,000 

31 December  Dr Loan  84 

  Cr Other operating income   84 

WORKINGS 
  US $000 

(1)  AUD 1,520,000 ÷ 1.52 1,000 
(2) AUD 1,520,000 ÷ 1.66 916 
  _________ 

  84 
  _________ 
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3.2 Exceptions to the basic rules 

3.2.1 Net investment in a foreign entity 

 An entity may have a monetary item that is receivable from or payable to a 
foreign operation.   

 Such monetary items, where settlement is neither planned nor likely to occur in 
the foreseeable future, are in substance part of a “net investment in the 
operation”. 

 Commentary 

These items do not include trade receivables and trade payables. 

 Exchange differences on such items are included in profit or loss in the 
separate financial statements of the reporting entity or foreign operation. 

Activity 1 
 

On 30 October Barney, a company with the $ as its functional currency, buys goods 
from Rubble for £60,000.  The contract requires Barney to pay for the goods in 
sterling, in three equal instalments on 30 November, 31 December and 31 January 

Barney’s end of reporting period is 31 December. 

Exchange rates 

30 October $1.90 = £1 
30 November $1.98 = £1 
31 December $2.03 = £1 
31 January $1.95 = £1 
 
Required: 

Prepare the journal entries that would appear in Barney’s books in respect of the 
purchase of the goods and the settlement made. 
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4 Disclosure 

4.1 Exchange differences 

 The amount of exchange differences included in profit or loss for the period. 

Illustration 1 

Foreign currencies  (extract) 
 
Foreign currency transactions are accounted for at the exchange rates prevailing at the date of 
the transactions. Gains and losses resulting from the settlement of such transactions and from 
the translation of monetary assets and liabilities denominated in foreign currencies are 
recognized in the subsidiary’s income statements in the corresponding period. The aggregate 
transaction loss included in other financial income (expense), net in 2011 and 2010 amounts to 
CHF 8 million and CHF 34.1 million, respectively. 

Actelion Annual Report 2011 

 

 

 
 Net exchange differences classified in equity as a separate component of 

equity, and a reconciliation of the amount of such exchange differences at 
the beginning and end of the period. 

 When presentation currency is different to the functional currency, that fact 
must be stated along with the functional currency and the reason for using a 
different reporting currency. 

 Any changes in functional currency, and the reasons for the change. 
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Key points summary 

 The reporting entity:  

 determines its functional currency; 

 translates all foreign currency items into its functional currency; 

 reports the effects of such translation. 

 A foreign currency transaction is initially recorded at the rate of exchange at the 
date of the transaction (averages are permitted if they approximate to actual). 

 At each subsequent reporting date report: 

 monetary amounts at the closing rate; 

 non-monetary items at historical cost at the initial exchange rate; 

 non-monetary items at fair value at the rate when fair value was determined. 

 Exchange differences arising when monetary items are settled or translated at 
different rates are reported in profit or loss in the period.  

 If a gain or loss on a non-monetary item is recognised in other comprehensive 
income any foreign exchange element of that gain or loss is also recognised in 
other comprehensive income. 

 Disclosure includes: 

 the amount of exchange differences recognised in profit or loss; 

 a reconciliation of net exchange differences recognised;  

 the reason for using a presentation currency other than functional currency;  

 the reason for a change in functional currency. 

 

 

Focus 

You should now be able to: 

 discuss the recording of transactions and retranslation of monetary and non-
monetary items at the reporting date for individual entities in accordance 
with relevant accounting standards; 

 distinguish between reporting and functional currencies; 

 determine an entity’s functional currency. 
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Activity solution 

Solution 1 – Purchase of goods on credit 

   US $000 US $000 

30 October  Dr  Purchases 114,000 

  Cr  Payables   114,000 

Being purchase of goods from UK supplier for £60,000 translated at $1.90 = £1 

30 November  Dr  Payables 38,000 

 Dr  Profit or loss 1,600 

  Cr  Cash   39,600 

Being settlement of £20,000 of balance outstanding translated at $1.98 = £1.   
One third of the original payable balance has been settled (114,000/3) 

31 December  Dr  Payables 38,000 

 Dr  Profit or loss 2,600 

  Cr  Cash   40,600 

Being settlement of £20,000 of balance outstanding translated at $2.03 = £1.   
A further one third of the original payable balance has been settled (114,000/3) 

31 December  Dr  Profit or loss 2,600 

  Cr  Payables   2,600 

Being restatement of outstanding balance of £20,000 at $2.03 = £1 

31 January Dr  Payables 40,600 

  Cr  Cash   39,000 

  Cr  Profit or loss  1,600 

Being settlement of £20,000 of balance outstanding translated at $1.95 = £1. 
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Overview 

Objective  

 To explain the provisions of IAS 33. 
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1 Introduction 

1.1 Earnings performance 

 Earnings per share (EPS) show the trend of earnings performance for a 
company over the years. 

 It is felt to be more useful than an absolute profit figure, which will not contain 
information about the increase in investment that has been made in the period. 

 It is not useful in comparing companies. 

1.2 Scope   

 IAS 33 applies to the separate financial statements of entities whose debt or equity 
instruments are publicly traded (or are in the process of being issued in a public market). 

 It also applies to the consolidated financial statements of a group whose parent is required 
to apply IAS 33 to its separate financial statements. 

 An entity that discloses EPS must calculate and present it in accordance with IAS 33. 

1.3 Terminology 

 An ordinary share is an equity instrument that is subordinate to all other 
classes of equity instruments. 

 An equity instrument is any contract that evidences a residual interest in the 
assets of an entity after deducting all of its liabilities. 

 A potential ordinary share is a financial instrument or other contract that may 
entitle its holder to ordinary shares.  For example: 

 convertible instruments; 
 share options and warrants; 
 share purchase plans; 
 shares which will be issued subject to certain conditions being met. 

 Options, warrants and their equivalents are financial instruments that give 
the holder the right to purchase ordinary shares. 

 Dilution is the reduction in EPS (or an increase in loss per share) resulting from the 
assumption that convertible instruments are converted, that warrants/options are 
exercised, or that ordinary shares are issued upon the satisfaction of specified conditions. 

 Anti-dilution is the increase in EPS (or a reduction in loss per share) resulting from 
the same assumption. 

 Contingently issuable ordinary shares are ordinary shares issuable for little or 
no cash or other consideration upon the satisfaction of specified conditions. 

 Fair value is defined and applied as set out in IFRS 13. 
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2 Earnings per share (EPS) 

2.1 Basic EPS   

 An entity is required to present the basic earnings per share for: 

 profit or loss attributable to ordinary shareholders; and 

 profit or loss relating to continuing operations attributable to those 
ordinary shareholders. 

 The basic EPS calculation is made by dividing the profit (or loss) relating to 
the ordinary shareholders by the weighted average number of ordinary shares 
outstanding in the period. 

2.2 Which earnings? 

 Basic EPS should be: 

 the profit or loss attributable to ordinary shareholders; and 

 the profit or loss relating to continuing operations attributable to the 
ordinary shareholders. 

 Adjusted for: 

 post-tax effect of preference dividends (and other items relating to 
preference shares); and 

 non-controlling interests. 

2.3 Preference dividends 

 There are two types of preference shares: 

 Cumulative preference – If no dividend is declared in respect of a 
period the holders accumulate their rights. 

The profit or loss will be adjusted for the post-tax effect of the 
preference dividend in relation to the period whether or not the 
dividends are declared. 

 Commentary 

They have a right to be paid the dividend in the future. 

 Non cumulative preference – If no dividend is declared then the 
holder losses the right to the dividend. 

The profit or loss will only be adjusted for preference dividends 
declared in relation to the period. 
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3 Weighted average number of ordinary shares 

3.1 Basic rule 

 The number of ordinary shares will be the weighted average number of 
ordinary shares outstanding during the period. 

 The number in existence at the beginning of the period should be adjusted for 
shares that have been issued for consideration during the period.   

 Consideration may be received in a number of ways: 

 Issue for cash; 
 Issue to acquire a controlling interest in another entity; 
 Redemption of debt. 

 In each case earnings will be boosted from the date of issue.  To ensure 
consistency between the numerator and denominator of the basic EPS 
calculation the shares are also included from the date of issue. 

 Therefore weight the number of shares: 

 Proforma 
  Number 

Number before × 
3

12
 = X 

 

Number after × 
9

12
 =  X 

  
____

 
  X 

  
____

 
 

3.2 Issues of shares where no consideration is received 

 The weighted average number of ordinary shares outstanding during the 
period (and for all periods presented) should be adjusted for events that have 
changed the number of ordinary shares outstanding without a corresponding 
change in resources.  For example: 

 Bonus issues; 
 Bonus elements in another issue (e.g. a rights issue); 
 Share splits (issue of new shares with proportionate reduction in par 

value); 
 Reverse share splits (reduction in number of shares with 

proportionate increase in par value). 

 Commentary 

Par value is the stated or face value (also called nominal value). 
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3.2.1 Bonus issues  

 These are treated as if the new shares have been in issue for the whole of the 
period. 

 Multiply the number of shares in issue by the bonus fraction. 

Illustration 1 

Bonus issue of 1 for 10. 
 

Bonus fraction: 
10

11

10

110



 

 

 
 The EPS will fall (all other things being equal) because the earnings are being 

spread over a larger number of shares.  This would mislead users when they 
compare this year’s figure to those from previous periods. 

 The comparative figure and any other figures from earlier periods that are 
being used in an analysis must be adjusted.  This is done by multiplying the 
comparative by the inverse of the bonus fraction. 

Illustration 2 

  Last year’s EPS 
11

10
  

 

 
3.2.2 Rights issues  

 A rights issue has features in common with a bonus issue and with an issue at 
fair value.  A rights issue gives a shareholder the right to buy shares from the 
company at a price set below the fair value.  Thus: 

 the company will receive a consideration which is available to 
boost earnings (like an issue at fair value); and 

 the shareholder receives part of the share for no consideration (like 
a bonus issue). 

 The method of calculating the number of shares in periods when there has 
been a rights issue reflects the above. 

 A bonus fraction is applied to the number of shares in issue before the date of 
the rights issue and the new shares issued are pro-rated as for issues for 
consideration. 

 The bonus fraction is the cum-rights price per share divided by the theoretical 
ex-rights price per share.  See Worked Example 1. 
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Worked example 1 

X Inc  1 January  Shares in issue 1,000,000 
 
 31 March   Rights issue 1 for 5 at 90c 
    Fair value of shares $1 (cum-rights price) 
 
Required: 
 
Calculate the number of shares for use in the EPS calculation. 
 
 

Worked solution 1 

 
   Number 
1 January  31 March 

     1,000,000 × 
3

12
× 

1

9833.
 254,237 

1 April  31 December 

1,200,000 × 
9

12
  900,000 

 
________

 
  1,154,237 

 
________

 
Rights issue bonus fraction 
 
             Shares         @ $ $ 
Cum-rights 5 1 5.0 
Rights  1                  0.9 0.9 

  
___

  
____

 
Ex-rights  6  5.9 

  
___

  
____

 

Theoretical ex-rights price  
5 9

6

.
 = 0.9833 

Bonus fraction = 
 pricerights-ex lTheoretica

 pricerights-Cum
 = 

1

9833.
 

 
 

 
Commentary 

For presentational purposes, in order to ensure consistency, the comparative 
figure for EPS must be restated to account for the bonus element of the issue.  
This is achieved by multiplying last year’s EPS by the inverse of the bonus 
fraction. 
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3.3 Multiple capital changes 

Method 

 Write down the number of shares at start of year. 

 Look forward through the year and write down the total number of shares 
after each capital change. 

 Multiply each number by the fraction of the year that it was in existence. 

 If the capital change has a bonus element multiply all preceding slices by the 
bonus fraction. 

Worked example 2 

X Inc  

1 January 1,000,000 in issue 
28 February Issued 200,000 at fair value  
31 August Bonus issue 1 for 3 
30 November Issued 250,000 at fair value 

Required: 
 
Calculate the number of shares which would be used in the basic EPS calculation. 
 

 

Worked solution 2 

               1 January  28 February 
 

 1,000,000 × 
12

2
 × 

3

4
        = 222,222 

 
 1 March  31 August 

 1,200,000 × 
12

6
 × 

3

4
        = 800,000 

 

 1 September  30 November 

 1,600,000 × 
12

3
     = 400,000 

 
 1 December  31 December 

 1,850,000 × 
12

1
     = 154,167 

 

          
________

 
          1,576,389 

          
________
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Activity 1 – Multiple capital changes 
 

1 January 1,000,000 in issue 
28 February Issue at fair value  400,000 
31 March Bonus issue 1 for 2 
31 July Issue at fair value  900,000 

30 September Rights issue 1 for 3 Bonus fraction
22

21






 

Required: 
 
Calculate the number of shares which would be used in the basic EPS 
calculation. 
 
 

Proforma solution 

      Number 
1 January – 28 February 
 
 
1 March  31 March 
 
 
1 April  31 July 
 
 
1 August  30 September 
 
 
1 October  31 December 
 

      
________

 
 

      
________
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3.4 Issuable shares  

3.4.1 Mandatorily convertible instrument   

 Shares that will be issued on the conversion of such instruments will be included in the 
weighted average number of shares from the date that the contract is entered into. 

 
Commentary 

These will be classified as equity instruments and therefore it is appropriate to 
include in the EPS calculation. 

3.4.2 Contingently issuable shares 

 These will be included in the weighted average number of ordinary shares from the date 
all necessary conditions and events have occurred to allow the issue of the shares. 

 
Commentary 

These  will be included in liabilities (unless the likelihood of settlement in cash is 
remote).  On conversion they will be included in equity and also in the EPS 
calculation. 

3.4.3 Contingently refundable shares 

 Contingently refundable shares will be included in the weighted average number 
of ordinary shares only from the time they are no longer subject to recall. 

4 Diluted earnings per share 

4.1 Purpose   

 Potential ordinary shares may exist whose owners may become shareholders 
in the future. 

 If these parties become ordinary shareholders the earnings will be spread over 
a larger number of shares (i.e. they will become diluted).   

 
Commentary 

Diluted EPS is calculated as a warning to existing shareholders that this may 
happen.  It is a conservative measure of the earnings accruing to each share. 

 Potential ordinary shares are treated as dilutive only if their conversion to ordinary 
shares would decrease earnings per share from continuing operations.   
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 Commentary 

Potential ordinary shares are anti-dilutive if they would not reduce the share 
value.  This will be the case where the issuer is increasing earnings per share 
by a proportionate amount.  For example, the issue of shares through the 
conversion of a convertible bond would increase the number of shares 
(lowering EPS) but also save interest expense (increasing earnings). 

4.2 Convertible instruments 

 First calculate basic EPS – this is the benchmark against which each 
conversion or exercise will be determined to be dilutive or anti-dilutive. 

 Adjust the profit attributable to ordinary shareholders and the weighted 
average number of shares outstanding for the affects of all dilutive potential 
ordinary shares. 

 Diluted EPS is calculated using: 

 a new number of shares; 
 a new earnings figure. 

4.2.1 Dilutive or anti-dilutive? 

 Whether convertible securities (bonds and preference shares) are dilutive or 
not is determined using the “if converted method” (see Worked example 3). 

 Options (and warrants) are dilutive if the exercise price is less than the fair 
value (market price) of the ordinary shares as demonstrated by the “treasury 
method” (see Illustration 3). 

4.2.2 New number of ordinary shares  

 This is the weighted average number of ordinary shares used in the basic EPS 
calculation plus the weighted average number of ordinary shares that would be issued 
on the conversion of all the dilutive potential ordinary shares into ordinary shares.   

 IAS 33 presumes that the maximum number of shares will be issued on conversion. 

 Dilutive potential ordinary shares are deemed to have been converted into ordinary 
shares at the beginning of the period or, if later, the date of the issue of the shares. 

 New number of shares: 

Basic number X 
Number of shares which could exist in the future: 
  From the later of     first day of accounting period 

   date of issue X 

  
__

 
  X 

  
__ 
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4.2.3 New earnings figure 

 The amount of profit or loss for the period attributable to ordinary 
shareholder, used in the basic EPS calculation, is adjusted for the after-tax 
effect of the potential ordinary shares becoming ordinary shares, i.e. add 
back: 

 Any dividends on dilutive potential ordinary shares, which have 
been deducted in arriving at the profit or loss for the period, 
attributed to ordinary shareholders. 

 Interest recognised in the period for the dilutive potential ordinary 
shares. 

 Any other changes in income or expense that would result from the 
conversion of the dilutive potential ordinary shares. 

 

 

Worked example 3 – Convertible bonds 

1 January Shares in issue 1,000,000 
 Profit for the year ended 31 December $200,000 
 
31 March The entity issues $200,000 6% convertible bonds with terms of conversion: 

 100 shares/$100 if within five years 
 110 shares/$100 if after five years 
 
Tax rate 33% 

Basic EPS:  200,000  1,000,000 = 20c 
 
Required: 
 
Calculate diluted EPS. 
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Worked solution 3 

    Number of  
    shares Profit 
          $ 
Basic    1,000,000 200,000 
 
Dilution 
 

Shares: 
100

200,000
 × 110 × 

9

12
  165,000  

 

Interest: $200,000 × 6% × 
9

12
× 0.67      6,030 

    
________

 
______

 
    1,165,000 206,030 
      
 
EPS    17.68 cents 
 
 
 When there has been an actual conversion of the dilutive potential ordinary 

shares into ordinary shares in the period, a further adjustment has to be made. 

 The new shares will have been included in the basic EPS from the date of 
conversion.  These shares must then be included in the diluted EPS 
calculation up to the date of conversion. 

Worked example 4 – Diluted EPS – Actual conversion during the year 

1 January Shares in issue 1,000,000 
 5% Convertible bonds $100,000 
 (terms of conversion 120 ordinary shares for $100) 
 Profit for the year ended 31 December $200,000 
 
31 March Holders of $25,000 debentures converted to ordinary shares. 
 
Tax rate 30% 
 
Required: 
 
Calculate basic and diluted EPS. 
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Worked solution 4 

 Number of 
shares 

 Profit 
$ 

 

Basic 1,000,000  200,000  
New shares on conversion     

9/12 × 
100

000,25$
× 120 

 
22,500 

–––––––––

  
 

––––––– 

 

Figures for the basic EPS 1,022,500  200,000  

Basic EPS is 
500,022,1

000,200$
 = 19.6c 

    

Dilution adjustments     

Unconverted shares     

100

000,75$
× 120 

 
90,000

   

Interest: $75,000 × 5% × 0.7       2,625  
     

Converted shares pre conversion adjustment    

3/12 × 
100

000,25$
× 120 

 
7,500

   

Interest: 3/12 × $25,000 × 5% × 0.7          219  

 ––––––––– 
1,120,000 

–––––––––

 –––––––– 
202,844 

–––––––– 

 

Diluted EPS is  
000,120,1

844,202$
 = 18.1c 

  

 

4.3 Options  

 An entity should assume the exercise of dilutive options and other dilutive 
potential ordinary shares of the entity. 

 The assumed proceeds from these issues are considered to be 
received from the issue of shares at fair value. 

 The difference between the number of shares issued and the number 
of shares that would have been issued at fair value are treated as an 
issue of ordinary shares for no consideration. 

 Options will be dilutive only when they result in the entity issuing shares at 
below fair value, this will usually be when the exercise price is lower than 
the market price of the share. 
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Illustration 3 – Treasury method 

Options are outstanding to purchase 100 shares at an exercise price of $10 per share.  
Exercising the options will increase shares by 100 for $1,000 cash.  Assuming that all 
proceeds are used to purchase treasury shares: 

(i) if the market price is $20 a share (i.e. issue at $10 is below fair value) the 
company can purchase only 50 shares; 

(ii) if the market price is $5 a share the company could purchase 200 shares. 

(i) is dilutive and (ii) would be anti-dilutive. 

 

 

 Commentary 

The options would not be exercised in (ii) so the effect would not be 
calculated. 

 Each issue of shares under an option is deemed to consist of two elements. 

 A contract to issue a number of shares at a fair value.  (This is taken 
to be the average fair value during the period.) 

 Commentary 

These are non-dilutive. 

 A contract to issue the remaining ordinary shares granted under the 
option for no consideration (i.e. a bonus issue). 

 Commentary 

These are dilutive. 
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Worked example 5 – Options 

1 January Shares in issue 1,000,000 
 Profit for the year ended 31 December $100,000 
 Average fair value $8 
 
The company has in issue options to purchase     200,000 ordinary shares 
Exercise price           $6 
 
Required: 
 
Calculate the diluted EPS for the period. 
 
 
 

Worked solution 5  

Diluted EPS 
   Number of 
   shares Profit EPS 
    $     
 
Basic   1,000,000 100,000  10c 
 
Dilution (W)                     50,000                          –  
   –––––––––   –––––– 
   1,050,000                 100,000   9.5c 
   –––––––––   –––––– 
WORKING 
Proceeds of issue  200,000 × $6  1,200,000 
 
Number that would have been issued at FV          $8    = 150,000 
 
Number actually issued   200,000 
     ––––––– 
Number for “free”    50,000 
     ––––––– 
 

4.4 Contingently issuable shares  

 Contingently issuable ordinary shares are included in the calculation of 
diluted earnings per share if all the conditions have been satisfied or all the 
events have occurred.  They would be included from the start of the period 
(or from the date the contract was entered into - if later). 

 If the conditions have not been met, the amount of contingently issuable shares 
included in the diluted EPS calculation will be the number of shares that would 
be issuable if the end of the period was the end of the contingency period. 
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5 Significance of EPS 

5.1 EPS vs earnings 

 Prior to 1960, the decision to report EPS, the manner in which it was 
calculated, and where it was reported was left solely to the discretion of 
company management. 

 As expected, management chose to report performance in whole dollar 
earnings only, which tended to favour large corporations over small 
companies.  EPS became a reporting necessity to create a “level playing 
field” in performance measurement comparability. 

 EPS allows comparison between different-sized companies whereas, if only 
actual earnings were being compared, the relative size of the company could 
not be taken into account. 

5.2 Performance measure 

 The EPS figure is used by market analysts in the calculation of a companies 
Price/Earnings (P/E) ratio.  Great emphasis is placed on this measure which 
can have a significant effect on the way a company’s share price moves. 

 The P/E ratio is also used by investors in assisting in their decisions to 
buy/hold or sell shares in a company. 

5.3 Problems with EPS 

 EPS is affected by a company’s choice of accounting policy, so can be 
manipulated.  It also means that comparison with other companies is not 
possible if different policies are being used. 

 EPS is a historic figure and should not be used as a prediction of future 
earnings.  A high EPS figure could be achieved through a lack of investment 
in new assets, but this will have a detrimental effect on future profits as lack 
of investment will lead to companies falling behind their competitors. 

 Many managers are concerned about the immediate dilutive or anti-dilutive 
effect of a merger or acquisition on EPS.  However, focus on current earnings 
is inappropriate when the target company has different prospects or capital 
structure. 

 EPS is a measure of profitability, but this is only one measure of 
performance.  Many companies now place much higher significance on other 
performance measures such as: 

 customer satisfaction; 
 cash flow; 
 manufacturing effectiveness, and  
 innovation. 

 EPS ignore the amount of capital from which earning are generated.  This can affect 
comparisons between companies and analysis of a company over time.  A company 
can, for example, improve earning by the repurchase of ordinary shares. 



SESSION 28 – IAS 33 EARNINGS PER SHARE 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 2817 

6 Presentation and disclosure 

6.1 Presentation 

 Basic and diluted earnings per share (or loss per share if negative) should be 
presented in the statement of comprehensive income for: 

 profit or loss from continuing operations attributable to ordinary 
equity holders of the parent; and 

 profit or loss for each class of ordinary shares that has a different 
right to share in the profit for the period. 

 Basic and diluted earnings per share should be presented with equal 
prominence for all periods presented. 

 If an entity presents the components of profit or loss in a separate statement 
(per IAS 1), that statement should present: 

 basic and diluted earnings per share; and 
 basic and diluted earnings per share for discontinued operations. 

Illustration 4 

Consolidated income statement for year ended 31 December 2011 (extract)  

Earnings per share (in CHF) Notes 2011 2010 

Basic earnings per share 16 2.97 10.16 

Diluted earnings per share 16 2.96 10.12 
 

 Consolidated Financial Statements of the Nestlé Group 2011  

 

 

6.2 Disclosure 

6.2.1 General 

 The amounts used as the numerators in calculating basic and diluted earnings 
per share, and a reconciliation of those amounts to the profit or loss for the 
period. 

 The weighted average number of ordinary shares used as the denominator in 
calculating basic and diluted earnings per share, and a reconciliation of these 
denominators to each other. 

 Instruments that could potentially dilute basic EPS in the future but have not been 
included in the diluted EPS because they are anti-dilutive for the period 

 A description of ordinary or potential share transactions that occurred after 
the reporting period that would have significantly changed the number of 
ordinary shares or potential ordinary shares had the transactions occurred 
before the end of the period. 
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Illustration 5 

16. Earnings per share (extract)  
 2011 2010 

Basic earnings per share (in CHF) 2.97 10.16 
Net profit (in millions of CHF) 9 487 34 233 
Weighted average number of shares outstanding  
(in millions of units) 3 196

 
3 371 

   

Diluted earnings per share (in CHF) 2.96 10.12 
Net profit, net of effects of dilutive potential ordinary shares  
(in millions of CHF) 9 487

 
34 233 

Weighted average number of shares outstanding, net of 
effects of dilutive potential ordinary shares  
(in millions of units) 3 205

 
 

3 382 
 

 Consolidated Financial Statements of the Nestlé Group 2011  

 

6.2.2 Additional EPS 

 If an additional EPS figure using a reported component of profit other than 
“profit or loss for the period attributable to ordinary shareholders” is 
disclosed, it must be calculated using the weighted average number of 
ordinary shares determined according to IAS 33. 

 Commentary 

A non-standard profit figure can be used to calculate an EPS in addition to that 
required by IAS 33 but the standard number of shares must be used in the calculation. 

 If a profit figure is used which is not a reported line item in the statement of 
comprehensive income, a reconciliation should be provided between the figure and 
a line item which is reported in the statement of comprehensive income. 

6.2.3 Retrospective adjustments 

 If an EPS figure includes the effects of: 

 a capitalisation or bonus issue; or 
 share split; or 
 decreases as a result of a reverse share split. 

The calculation of basic and diluted earnings per share for all periods 
presented should be adjusted retrospectively. 

 For changes after the reporting period but before issue of the financial 
statements, the per share calculations for those and any prior period financial 
statements presented should be based on the new number of shares. 

 Basic and diluted EPS of all periods presented should be adjusted for the effects of 
errors, and adjustments resulting from changes in accounting policies. 
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Key points summary 

 IAS 33 applies to entities whose securities are or will be publicly traded.  Other 
entities that choose to present EPS information must also comply. 

 If both parent and consolidated statements are presented in a single report, EPS is 
required only for the consolidated statements.  

 Basic and diluted EPS must be presented, with equal prominence for all periods, 
in the statement of comprehensive income, even if negative.  For discontinued 
operations as well as continuing. 

 If components of profit or loss are presented in a separate statement, EPS is 
presented only in that separate statement.  

 Basic EPS is calculated as:   
profit or loss attributable to ordinary shareholders  
divided by  
weighted average number of ordinary shares during the period.  

 Diluted EPS is calculated by adjusting earnings and number of shares for the 
effects of dilutive options and other dilutive potential ordinary shares. Anti-
dilutive effects are ignored.  

 Convertible securities: adjust for the after-tax effects of dividends and interest 
charged relating to dilutive potential ordinary shares.  Include all shares that 
would be issued on conversion. 

 Assume the exercise of outstanding dilutive options and warrants and that 
proceeds are used to repurchase ordinary shares at the average market price for the 
period.  Any difference between the number of ordinary shares assumed issued on 
exercise and the number repurchased is treated as an issue of ordinary shares for 
no consideration.  

 Diluted EPS for prior periods is not adjusted for changes in assumptions used or 
conversions of potential ordinary shares into ordinary shares.  

 Disclosures required:  

 profit or loss used in calculating basic and diluted EPS with a reconciliation 
to profit or loss attributable to the parent; 

 weighted average number of ordinary shares used in calculations; 

 potentially dilutive instruments excluded from the calculation because they 
are anti-dilutive for the period(s) presented.  
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Focus 

You should now be able to: 
 
 recognise the importance of comparability in relation to the calculation of 

earnings per share (EPS) and its importance as a stock market indicator; 

 explain why the trend of EPS may be a more accurate indicator of 
performance than a company’s profit trend; 

 define earnings; 

 calculate the EPS in the following circumstances: 

 basic EPS; 
 where there has been a bonus issue of shares/stock split during the year; and 
 where there has been a rights issues of shares during the year; 

 explain the relevance to existing shareholders of the diluted EPS, and 
describe the circumstances that will give rise to a future dilution of the EPS; 

 compute the diluted EPS where: 

 convertible debt or preference shares are in issue; and 
 share options and warrants exist; 

 identify anti-dilutive circumstances. 

Activity solution 

Solution 1 – Multiple capital change 

 1 January  28 February 
 

 1,000,000 × 
2

12
 × 

3

2
 × 

22

21
 = 261,905 

 

 1 March  31 March 

 1,400,000 × 
1

12
 × 

3

2
 × 

22

21
 = 183,333 

 

 1 April  31 July 

 2,100,000 × 
4

12
   × 

22

21
 = 733,333 

 

 1 August  30 September 

 3,000,000 × 
2

12
   × 

22

21
 = 523,810 

 

 1 January  31 December 

 4,000,000 × 
3

12
     = 1,000,000 

          
________

 
          2,702,381 
          –––––––– 
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Overview 

Objective  

 To provide users of financial statements with information about the nature and 
financial effects of the business activities in which an entity engages and the 
economic environment in which it operates. 

 

 

 

OPERATING 
SEGMENTS 

DISCLOSURE 

 Core principle 
 General information 
 Information about profit or loss,  

assets and liabilities 
 Basis of measurement 
 Reconciliations 
 Restatement of previously  

reported information 
 Entity-wide disclosures 

 Scope 
 Definitions 
 Reportable segments 

SEGMENT 
INFORMATION  Usefulness 

 Benefits 
 Associated problems 
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1 Operating segments 

1.1 Scope 

 IFRS 8 applies to the separate financial statements of entities whose debt or 
equity instruments are publicly traded (or are in the process of being issued in a 
public market). 

 IFRS 8 also applies to the consolidated financial statements of a group whose 
parent is required to apply IFRS 8 to its separate financial statements. 

 Where an entity is not required to apply IFRS 8, but chooses to do so, it must 
not describe information about segments as “segment information” unless it 
complies with IFRS 8. 

 Where a parent’s separate financial statements are presented with consolidated 
financial statements, segment information is required only in the consolidated 
financial statements. 

1.2 Definitions 

1.2.1 Operating segment    

 This is a component that meets the following three criteria: 

(1) it engages in business activities from which it may earn revenues and 
incur expenses (including intersegment revenues and expenses arising 
from transactions with other components of the same entity); 

 Commentary 

Thus a start-up operation not yet earning revenues may be an operating 
segment, as revenues would be expected in the future. 

(2) its operating results are regularly reviewed by the entity’s “chief 
operating decision maker” to make decisions (about resources to be 
allocated) and to assess its performance; and 

(3) discrete financial information is available. 

 Commentary 

A component, by definition, should meet this last criterion (see IFRS 5). 

 An entity’s post-employment benefit plans are not operating segments. 

 Corporate headquarters or other departments that may not earn revenues (or 
only incidental revenues) are not operating segments. 
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1.2.2 “Chief operating decision maker”   

 Chief operating decision maker describes the function which allocates 
resources to and assesses the performance of operating segments (e.g. a CEO 
or board of directors). 

 Commentary 

An operating segment will generally have a segment manager who is directly 
accountable to and maintains regular contact with the chief operating decision 
maker to discuss operating activities, financial results, forecasts, etc. 

1.3 Reportable segments   

1.3.1 Separate information   

 Separate information must be reported for each operating segment that: 

 meets the definition of an operating segment or aggregation criteria 
for two or more segments; and 

 exceeds the quantitative thresholds. 

1.3.2 Aggregation criteria   

 Two or more operating segments may be aggregated into a single operating 
segment if: 

 aggregation is consistent with the core principle of this IFRS; 
 the segments have similar economic characteristics; and 
 the segments are similar in respect of: 

 the nature of products and services (e.g. domestic or industrial); 
 the nature of the production process (e.g. maturing or production line); 
 types or class of customer (e.g. corporate or individual); 
 distribution method (e.g. door-to-door or web sales); and  
 the regulatory environment (e.g. in shipping, banking, etc). 

 Commentary 

An operating segment that does not meet a qualitative threshold may be 
aggregated with another segment that does only if the operating segments 
have similar economic characteristics and share a majority of the above 
aggregation criteria. 
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1.3.3 Quantitative thresholds   

 Separate information must be reported for an operating segment that meets any 
of the following quantitative thresholds: 

 reported revenue (including both external and intersegmental) is 10% 
or more of the combined revenue (internal and external) of all 
operating segments; 

 profit or loss is 10% or more, in absolute amount, of the greater of: 

(i) the combined profit of all operating segments that did not 
report a loss; and 

(ii) the combined loss of all operating segments that reported a loss; 

 assets are 10% or more of the combined assets of all operating segments. 

 Commentary 

IFRS 8 is the only International Financial Reporting Standard with a 
“materiality rule”. 

 At least 75% of the entity’s revenue must be included in reportable segments.  
Thus operating segments that fall below the quantitative thresholds may need 
to be identified as reportable. 

 Commentary 

Segments that fall below the threshold may also be considered reportable, and 
separately disclosed, if management believes that the information would be 
useful to users of the financial statements. 

 Information about other business activities and operating segments that are not 
reportable are combined and disclosed in an “all other segments” category. 

 When an operating segment is first identified as a reportable segment 
according to the quantitative thresholds, comparative data should be presented, 
unless the necessary information is not available and the cost to develop it 
would be excessive. 

 Commentary 

The Standard suggests ten as a practical limit to the number of reportable 
segments separately disclosed as segment information may otherwise become 
too detailed. 

 

Activity 1 
 

Fireball group has three significant business lines which make up about 70% of 
combined revenue and five small business lines, each of them contributing about 6% to 
the combined revenue. 

Required: 

Explain how many segments Fireball group should report. 
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2 Disclosure 

2.1 Core principle 

 An entity must disclose information to enable users of its financial statements 
to evaluate: 

 the nature and financial effects of its business activities; and 
 the economic environments in which it operates. 

 This includes: 

 general information;  

 information about reported segment profit or loss, segment assets, 
segment liabilities and the basis of measurement; and  

 reconciliations. 

 Commentary 

This information must be disclosed for every period for which a statement of 
profit or loss is presented.  Reconciliations of amounts in the statements of 
financial position are required for each date at which a statement of financial 
position is presented. 

2.2 General information 

 The factors used to identify reportable segments, including: 

 the basis of organisation (e.g. around products and services, 
geographical areas, regulatory environments, or a combination of 
factors and whether segments have been aggregated); and 

Illustration 1 – Basis of organisation 
 

Eparts Co’s reportable segments are strategic business units that offer different 
products and services.  They are managed separately because each business requires 
different technology and marketing strategies.  Most of the businesses were acquired as 
individual units, and the management at the time of the acquisition was retained. 

 

 types of products and services from which each reportable segment 
derives its revenues. 

Illustration 2 – Types of products and services 
 

Eparts has five reportable segments: machine parts, lazer, prototyping, waterjet and 
finance.  The machine parts segment produces parts for sale to aviation equipment 
manufacturers.  The lazer segment produces lazer cutters to serve the petrochemical 
industry.  The prototyping segment produces plastics for sale to the pharmaceutical 
industry.  The waterjet segment produces cutting equipment for sale to car 
manufacturers and jewellers.  The finance segment is responsible for parts of Epart’s 
financial operations including financing customer purchases of products from other 
segments and car leasing operations. 
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2.3 Information about profit or loss, assets and liabilities 

 The following measures must be reported for each reportable segment: 

 profit or loss; 
 total assets*. 
 liabilities*. 

* Disclosure is only required if such information is regularly reported to the 
chief operating decision maker. 

 Commentary 

Note that segment cash flow information (which is not examinable) is voluntary 
and unlikely to be produced as it would provide information to an acquirer to 
value and target for a takeover bid. 

2.3.1 Profit or loss 

 The following must also be disclosed if the specified amounts are regularly 
provided to the chief operating decision maker (even if not included in the 
measure of segment profit or loss): 

 revenues from external customers; 

 intersegment revenues; 

 interest revenue; 

 Commentary 

Interest revenue may be reported net of its interest expense if the majority of 
the segment’s revenues are from interest and the chief operating decision 
maker relies primarily on reporting of net interest revenue. 

 interest expense; 

 depreciation and amortisation; 

 other material items of income and expense required by IAS 1 (i.e. 
write-downs, restructurings, disposals, discontinued operations, 
litigation settlements and reversals of provisions);  

 entity’s interest in the profit or loss of associates and joint ventures 
accounted for by the equity method; 

 income tax expense or income; and 

 material non-cash items other than depreciation and amortisation. 

 Commentary 

Impairment losses also have to be disclosed (but as an IAS 36 requirement). 



SESSION 29 – IFRS 8 OPERATING SEGMENTS 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 2907 

2.3.2 Assets 

 The following must also be disclosed if the specified amounts are regularly 
provided to the chief operating decision maker (even if not included in the 
measure of segment assets): 

 the investment in associates and joint ventures accounted for by the 
equity method; and 

 additions to non-current assets (other than financial instruments, 
deferred tax assets and post-employment benefit assets). 

 

Illustration 3 – Profit or loss, assets and liabilities 
 

 Machine Lazer Proto- Water- Finance  All Totals 
 parts  typing jet  other 

  $    $    $    $    $    $    $    
Revenues from  
   external customers 7,200  12,000  22,800  28,800  12,000  2,400(a)

  85,200 
Intersegment revenues –    –     7,200 3,600 –    –    10,800 
Interest revenue  1,080  1,920  2,400  3,600  –    –    9,000 
Interest expense  840  1,440  1,680  2,640  –    –    6,600 
Net interest revenue(b)

  –    –    –    –    2,400 –    2,400 
Depreciation and 
   amortisation   480  240  120  3,600  2,640  –    7,080 
Reportable segment profit 480  168  2,160  5,520  1,200  240  9,768 
 
Other material non-cash items: 
   Impairment of assets  –    480 –    –    –    –    480 
Reportable segment 
   assets   4,800  12,000  7,200  28,800  136,800  4,800  194,400 
Expenditures for reportable 
   segment non-current 
   assets   720  1,680  1,200  1,920  1,440  –    6,960 
Reportable segment 
   liabilities   2,520  7,200  4,320  19,200  72,000 –    105,240 
 
(a)  Revenues from segments below the quantitative thresholds are attributable to three operating 

segments of Eparts.  Those segments include a small warehouse leasing business, a car rental 
business and a design consulting practice.  None of those segments has ever met any of the 
quantitative thresholds for determining reportable segments. 

(b)  The finance segment derives a majority of its revenue from interest.  Management primarily relies on 
net interest revenue, not the gross revenue and expense amounts, in managing that segment.  
Therefore only the net amount is disclosed. 

 

 

 Commentary 

This company does not allocate tax expense or no-recurring gains or losses to 
reportable segments.  Also, not all reportable segments have material non-cash 
items other than depreciation and amortisation. 
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2.4 Basis of measurement 

 The amount of each segment item reported is the measure reported to the chief 
operating decision maker. 

 Commentary 

Segment information is no longer required to conform to the accounting 
policies adopted for preparing and presenting the consolidated financial 
statements. 

 If the chief operating decision maker uses more than one measure of an 
operating segment’s profit or loss, the segment’s assets or the segment’s 
liabilities, the reported measures should be those that are most consistent with 
those used in the entity’s financial statements. 

Illustration 4 – Measurement  
 

The accounting policies of the operating segments are the same as those described in 
the summary of significant accounting policies except that pension expense for each 
operating segment is recognised and measured on the basis of cash payments to the 
pension plan.  Eparts evaluates performance on the basis of profit or loss from 
operations before tax expense not including non-recurring gains and losses and foreign 
exchange gains and losses. 

Eparts accounts for intersegment sales and transfers at current market prices, i.e. as if 
the sales or transfers were to third parties. 

 

 
 An explanation of the measurements of segment profit or loss, segment assets 

and segment liabilities must disclose, as a minimum: 

 the basis of accounting for intersegment transactions; 

 the nature of any differences between the measurements of the 
reportable segments and the entity’s financial statements (if not 
apparent from the reconciliations required); 

 Commentary 

Differences could include accounting policies and policies for allocation of 
centrally incurred costs, jointly used assets or jointly utilised liabilities. 

 the nature of any changes from prior periods in the measurement 
methods used and the effect, if any, of those changes on the measure 
of segment profit or loss; 

 the nature and effect of any asymmetrical allocations to reportable 
segments. 

 Commentary 

For example, the allocation of depreciation expense with the related 
depreciable assets. 
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2.5 Reconciliations   

 Reconciliations of the total of the reportable segments with the entity are 
required for all of the following: 

 revenue; 
 profit or loss (before tax and discontinued operations); 
 assets; 
 liabilities (if applicable); 
 every other material item. 

 All material reconciling items must be separately identified and described (e.g. 
arising from different accounting policies). 

Illustration 5 – Revenue reconciliation 
 

  $    
Total revenues for reportable segments  93,600 
Other revenues   2,400 
Elimination of intersegment revenues  (10,800) 
  –––––– 
Entity’s revenues  85,200 
  –––––– 

 

 

Illustration 6 – Profit or loss 
 

  $    
Total profit or loss for reportable segments  9,528 
Other profit or loss  240 
Elimination of intersegment profits  (1,200) 
Unallocated amounts: 
   Litigation settlement received  1,200 
   Other corporate expenses  (1,800) 
Adjustment to pension expense in consolidation  (600) 
  –––––– 
Income before income tax expense  7,368
  –––––– 

 

 

Illustration 7 – Assets 
 

  $    
Total assets for reportable segments  189,600 
Other assets   4,800 
Elimination of receivable from corporate headquarters  (2,400) 
Other unallocated amounts  3,600
  ––––––– 
Entity’s assets   195,600
  ––––––– 
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Illustration 8 – Liabilities 
 

  $    
Total liabilities for reportable segments  105,240 
Unallocated defined benefit pension liabilities  60,000
  ––––––– 
Entity’s liabilities  165,240
  ––––––– 

 

 

Illustration 9 
 

Other material items  Reportable  Adjustments Entity totals 
  segment totals 
  $   $    $    
Interest revenue  9,000  180  9,180 
Interest expense  6,600  (120)  6,480 
Net interest revenue (finance segment only)  2,400  –    2,400 
Expenditures for assets  6,960  2,400  9,360 
Depreciation and amortisation  7,080  –    7,080 
Impairment of assets  480  –    480 

The reconciling item is the amount incurred for the company head office building 
which is not included in segment information. 

 

 

2.6 Restatement of previously reported information 

 Where changes in the internal organisation structure of an entity result in a 
change in the composition of reportable segments, corresponding information 
must be restated unless the information is not available and the cost to develop 
it would be excessive. 

 An entity should disclose whether corresponding items have been restated. 

 If not restated, the entity must disclose the current period segment information 
on both the old and new bases of segmentation, unless the necessary 
information is not available and the cost to develop it would be excessive. 

2.7 Entity-wide disclosures   

 All entities subject to this IFRS are required to disclose information about the 
following, if it is not provided as part of the required reportable segment 
information: 

 products and services: 
 geographical areas; and 
 major customers. 

 Commentary 

Including those entities that have only a single reportable segment. 
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 The only exemption for not providing information about products and services 
and geographical areas is if the necessary information is not available and the 
cost to develop it would be excessive, in which case that fact must be 
disclosed. 

2.7.1 By product and service   

 Revenues from external customers for each product and service (or each group 
of similar products and service) based on the financial information used to 
produce the entity’s financial statements. 

Illustration 10 – By product group  

2 Operating segments (extract) 
Gross sales revenue (a) (b) 2011

US$m

Restated
2010

US$m

 
2009 

US$m 
Iron Ore 29,909 24,024 12,598 
Aluminium (c) 12,159 11,313 8,701 
Copper 7,634 7,797 6,220 
Energy 7,327 5,652 4,869 
Diamonds & Minerals 3,220 3,035 2,618 
Other Operations (c) 8,246 10,151 9,897 

Reportable segments total 68,495 61,972 44,903 
Inter-segment transactions  (2,817) (2,758) (2,169) 

Product Group Total 65,678 59,214 42,734 
Interms excluded from underlying earnings (56) – – 

Gross sales revenue 65,622 59,214 42,734 
Share of equity accounted units and adjustments for 
intra-subsidiary/equity accounted units sales (5,085) (4,043)

 
(2,472) 

Consolidated sales revenue per income statement 60,537 55,171 40,262 
 

 Rio Tinto 2011 Annual report and financial statements 
 

 

 
2.7.2 By geographical area   

 Revenues from external customers attributed to: 

 the entity’s country of domicile; 
 all foreign countries in total; and 
 individual foreign countries, if material. 

 Similarly, non-current assets (other than financial instruments, deferred tax 
assets and post-employment benefit assets). 

 Commentary 

Again based on the financial information used to produce the entity’s financial 
statements. 
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Illustration 11 
 

Geographical information  Revenues(a)
  Non-current  

  assets 
  $    $    
United States   45,600  26,400 
Canada   10,080  –    
China   8,160  15,600 
Japan   6,960  8,400 
Other countries   14,400  7,200 
  –––––– –––––– 
Total   85,200  57,600
  –––––– –––––– 
 
(a)  Revenues are attributed to countries on the basis of the customer’s location. 

 

 
2.7.3 Major customers   

 An entity discloses the extent of its reliance on major customers by stating: 

 if revenues from a single external customer amount to 10% or more 
of the entity’s total; 

 the total revenues from each such customer; and 

 the segment(s) reporting the revenues.  

 An entity need not disclose the identity of a major customer or the amount of 
revenues that each segment reports from that customer. 

 Commentary 

For the purposes of this IFRS, a group of entities known to be under 
common control (including entities under the control of a government) is a 
single customer. 

Illustration 12 
 

Revenues from one customer of Eparts Co’s prototyping and waterjet segments 
represent approximately $12,000 of the company’s total revenues. 

 

 

Activity 2 
 

Silver is applying IFRS 8 for the first time in financial statements for the financial year 
ended 31 December 2011.  This will cause changes in the identification of Silver’s 
reportable segments and require additional disclosures. 

Required: 

Comment on whether Silver should restate the comparative information. 
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3 Segment information 

3.1 Usefulness 

 Different business activities and geographic areas have different profit 
potentials, growth opportunities, types and degrees of risk, rates of return and 
capital requirements. 

 When businesses diversify and enter into overseas markets their operations 
become too complex for their financial performance to be analysed from the 
statement of comprehensive income and statement of position alone and there 
is a huge loss of detail in the amalgamation of financial information from many 
companies into consolidated financial statements. 

 The management of diversified corporations will be interested in disaggregated 
information to make comparisons with similar lines of business in other 
organisations. 

 Employees are likely to be more interested in financial information that is most 
relevant to them (business activity or geographical location) than company-
wide information. 

 Competitor companies may find the additional disclosure advantageous 
(although they too may be required to make equivalent disclosures).  For 
corporations the disclosure requirements set a “level playing field” of 
information for each industry. 

 Governments and tax authorities may be interested in information at a country 
(geographic) level rather than for the entire corporation. 

 Segment information provides shareholders and other users of financial 
statements with information about: 

 activities that are making money and those which are losing money; 
 profit potential in specific segments; 
 cash flows and their associated risks; and 
 factors which influence areas of industry or geographic segments that 

affect cash flows. 

 Also, whereas inter-company sales and transfers are eliminated in consolidated 
financial statements these may be significant and therefore provide relevant 
additional information. 

3.2 Benefits 

 Users of financial information generally want more information rather than 
less.  The more information that is provided to the financial markets, the more 
“true” are the share prices which reflect that information. 

 Stock market studies have shown that the disclosure of segment data decreases 
the market assessments of risk for the disclosing entity. 

 A forecast based on disaggregated data should be more accurate than if based 
on consolidated date. 
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3.3 Associated problems 

 In providing more information other qualitative characteristics of useful 
information may suffer (e.g. timeliness and accuracy and hence relevance and 
reliability).  Comparability may be compromised for relevance. 

 There are a number of costs associated with providing with segmental 
information: 

 costs of compiling, processing and reporting it; 

 Commentary 

Arguably this should not be significant (since the information should be 
disaggregated for internal purposes and therefore available).  However, it may 
be less easy for globally integrated companies. 

 costs of competitive disadvantage arising from additional disclosure. 

 Significant judgements are involved in determining reporting segments that 
should take account of the relevance, reliability and comparability over time of 
the segment financial information and its usefulness for assessing the risks and 
returns of the entity as a whole. 

 There may be a lot of information on revenues and gross margins (e.g. in the 
retail industry) but systems for the assignment of costs and allocation of assets, 
liabilities and capital expenditure may not provide reliable information,  For 
example, in the assignment of costs: 

 some costs may be omitted in the assignment process; 
 inappropriate methods may be used in allocating costs between 

segments; 
 common costs to the entire organisation may be incorrectly assigned 

to segments. 

 The greater the disaggregation the greater the sensitivity of the information.  
Competitors can see more precisely where profits are generated.  Also, the 
greater the need to allocate costs (which can distort segment profits). 

 As a matter of practicality IFRS 8 effectively restricts the number of reporting 
segments to 10.  However, unless there are only a few segments making up a 
substantial portion (at least 75%) there may be too much information for users 
to reasonably comprehend. 

 In some respects segment information can be considered misleading.  For 
example, segments may not be autonomous although this may be implied in 
reporting segment information. 

 Research shows that the incidence of measurement errors particularly in 
earnings and cost/revenue allocations is higher in segment reporting than entity 
reporting.  These have been attributed to management intervention in segment 
reporting and the operational structure of segmented corporations. 

 In many countries segmental reports must be audited (e.g. in the UK and 
USA).  For auditors there may be problems of verifiability (e.g. of cost 
allocations and transfer prices). 
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Key points summary 
 

 An operating segment is a component of an entity:  

 that engages in business activities from which it earns revenues and incurs 
expenses; 

 whose operating results are reviewed regularly by the chief operating 
decision maker; and 

 for which discrete financial information is available. 

 Reportable segments are individual or aggregated operating segments that exceed 
any one of the quantitative thresholds: 

 reported revenue is 10% or more of combined revenue; 

 the amount of profit or loss is 10% or more of the greater of the combined: 

(i) profit of all non-loss-making operating segments; and 
(ii) loss of all operating segments that reported a loss; 

 assets are 10% or more of combined assets. 

 If the total external revenue reported by operating segments is less than 75% of 
the entity’s revenue, additional operating segments must be identified as 
reportable segments.  

 Required disclosures include:  

 general information (e.g. about the identification of operating segments); 

 segment profit or loss, revenues and expenses, assets and liabilities, and the 
basis of measurement; 

 a reconciliation of segment amounts to corresponding items in the financial 
statements; 

 some entity-wide disclosures (even it there is only one reportable segment); 

 analyses of revenues and certain non-current assets by geographical area; and 

 information about transactions with major customers. 

 

 

Focus 

You should now be able to: 

 define an operating segment; 

 identify reportable segments (including applying the aggregation criteria and 
quantitative thresholds); 

 discuss the usefulness and problems associated with the provision of segment 
information.   
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Activity solutions 

Solution 1 – Reportable segments 

 Commentary 

The issue is whether or not it is acceptable to report the three major business 
lines separately and to include the rest for reconciliation purposes as “all 
other segments”. 

Since the reported revenues attributable to the three business lines that meet the separate 
reporting criteria constitute less than 75% of the combined revenue, additional segments 
must be identified as reportable, even though they are below the 10% threshold, until at 
least 75% of the combined revenue is included in reportable segments. 

If at least one of the small segments meets the aggregation criteria to be aggregated with 
one of the three reportable segments, there will be four reportable segments (including 
“all other segments”). 

Alternatively, two or more of the smaller segments may be aggregated, if they meet the 
aggregation criteria.  In this case there will be five reportable segments. 

If none of the small segments meet the criteria to be aggregated with any of the other 
business lines one of them must be identified as reportable, though it does not meet the 
10% threshold.  In this case there will be five reportable segments also. 

Solution 2 – Comparative information 

 Comparative information for all periods presented should be restated (IAS 1) in 
conformity with IFRS 8. 

 If the necessary information is not available and the cost to develop it would be 
excessive, this fact should be disclosed. 

 Commentary 

In this case there appears to be no requirement to disclose current period 
segment information on both the old and new bases of segmentation (as there 
is when there is a change in composition of reportable segments).  The 
difference, perhaps, being that adoption of IFRS 8 is a mandatory change for 
those complying with IFRS, whereas an internal reorganisation is voluntary. 

 Silver should also disclose early adoption of IFRS 8. 
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Overview 

Objective 

 To explain the need for IFRS 5 “Non-current Assets Held for Sale and Discontinued 
Operations”.   

 

 

INTRODUCTION 

DEFINITIONS 

HELD FOR SALE 
CLASSIFICATION 

PRESENTATION 
AND 

DISCLOSURE 

Component 
Disposal group 
Discontinued operation 

Reasons for issuing IFRS 5

Definitions 
Held for sale non-current assets 
Abandoned non-current assets 
Measurement 
Changes to a plan of sale 

Purpose 
Discontinued operations 
Continuing operations 
Held for sale non-current assets 
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1 Introduction 

1.1 Reasons for issuing IFRS 5 

 To establish principles for the classification, measurement and presentation of held-for-
sale non-current assets. 

 The information provided enhances the ability of users of financial statements to make 
projections of an entity’s cash flows, earnings-generating capacity, and financial position 
by segregating information about discontinued assets and operations from the information 
about continuing operations. 

 Commentary 

As part of a short-term convergence project with the Financial Accounting Standards 
Board (FASB) in the United States, IFRS 5 was issued to achieve substantial 
convergence with FASB Statement 144 “Accounting for the Impairment and Disposal 
of Long-Lived Assets”. 

2 Definitions 

2.1 Component of an entity  

 Operations and cash flows that are clearly distinguishable from the remainder of the entity – 
both operationally and for financial reporting purposes. 

 Commentary 

So a component will have been a cash-generating unit (or a group of cash-generating 
units) when held for use.  

2.1.1 “distinguishable” 

 A discontinued operation must be distinguishable operationally and for reporting 
purposes.  This will be the case if: 

 its operating assets and liabilities can be directly attributed to it;  
 its income (gross revenue) can be directly attributed to it; and 
 at least a majority of its operating expenses can be directly attributed to it.   

 
Commentary 

Elements are directly attributable to a component if they would be eliminated when the 
component is discontinued.   

2.2 Disposal group  

 A group of assets to be disposed of collectively in a single transaction, and directly 
associated liabilities that will be transferred in the transaction. 

 Commentary 

Disposal may be by sale or otherwise. 
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 The assets include goodwill acquired in a business combination if the group is: 

 a cash-generating unit to which goodwill has been allocated; or 
 an operation within such a cash-generating unit. 

Activity 1 
Identify which of the following is a disposal group at 31 December 2012: 

(1)  On 21 December 2012, ABC announced the Board’s intention to sell its 
shares in an African company, Sucoma (sugar), contingent upon the approval 
of Sucoma’s other shareholders. It seems unlikely that approval will be 
granted in the near future and no specific potential buyer has been identified. 

(2) DEF has entered into a contract to sell the entire delivery fleet of vehicles 
operated from its warehouse in Milton Keynes (in UK) to a competitor, 
WheelsRUS, on 14 December 2012.  The assets will be transferred on 28 
January 2013 from which date the Group will outsource its delivery activities 
to another company, Safe & Sound.  

(3)  On 31 December 2012, the GHI’s management decided to sell its 
supermarkets in Germany.  The shareholders approved the decision at an 
extraordinary general meeting on 19 January 2013.  

(4)  On 16 October 2012 JKL’s management and shareholders approved a plan to 
sell its retail business in Eastern Europe and a working party was set up to 
manage the sale. As at 31 December 2012 heads of agreement had been 
signed although due diligence and the negotiation of final terms are still in 
process.  Completion of the transaction is expected in spring 2013.  

 

2.3 Discontinued operation  

 A component of an entity that either: 

 has been disposed of; or 
 is classified as held for sale, 

and 

 represents a separate major line of business or geographical area of operations;  

 is part of a single co-ordinated plan to dispose of that line of business or area 
of operations; or 

 is a subsidiary acquired exclusively with a view to resale. 

 
Commentary 

Discontinued operations may qualify as restructurings as defined by IAS 37 “Provisions, 
Contingent Liabilities and Contingent Assets” but not all restructurings will be treated as 
discontinued operations. 
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2.3.1 “separate” 

A discontinued operation must be a separate major line of business or geographical area of 
operations. 

 An operating segment (per IFRS 8) would normally satisfy this criterion. 
 A part of a segment may also satisfy the criterion. 
 For an entity that does not report segment information, a major product or service line 

may also satisfy the criteria of the definition. 

 

 
Commentary 

Business entities frequently close facilities, abandon products or product lines and change the size of their 
work force in response to market forces.  These changes are not usually discontinued operations but they can 
occur in connection with a discontinued operation.  For example: 

 gradually phasing out of a product line or class of service; 
 discontinuing several products in an ongoing line of business; 
 relocating some production or marketing activities for a line of business; 
 closing of a facility to achieve cost savings; and 
 sale of a subsidiary whose activities are similar to those of other group companies. 

2.3.2 “a single co-ordinated plan” 

 A discontinued operation may be disposed of in its entirety or piecemeal, but always pursuant 
to an overall co-ordinated plan to discontinue the entire component. 

Illustration 1 

8. Discontinued operations (extract) 
On 1 June 2011, the group completed the sale of its UK offshore trust, fund 
administration, asset management and banking business, which was a part of the Asset 
Management division, to Kleinwort Benson Channel Islands Holdings Limited for cash 
consideration of £26.2 million. The loss on disposal was £25.8 million 
 
On 1 June 2011, the group completed the sale of its Cayman Islands trust, fiduciary 
services, fund administration and banking business, which was a part of the Asset 
Management division, to Intertrust Group Holding SA for cash consideration of US$30.0 
million (approximately £18.3 million). The profit on disposal was £0.9 million. 
 
The UK offshore business and the Cayman Islands business fulfilled the requirements 
of IFRS 5 to be classified as “Discontinued operations” in the Consolidated Income 
Statement, the results of which are set out below: 
 
Results of discontinued operations 

 

 2011
£ million

2010 
£ million  

Operating income 31.5 36.4  
Operating expenses (29.5) (31.6)  
Goodwill impairment (4.5) (6.5)  
Operating loss before tax (2.5) (1.7)  
Tax (0.2) –  
Loss after tax (2.7) (1.7)  
Loss on disposal of discontinued operations, net of tax (24.9) –  
Loss for the period from discontinued operations (27.6) (1.7)  
 

Close Brothers Group plc Annual Report 2011 
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3 Held for sale classification 

3.1 Definitions  

 Current asset: 

 expected realisation, sale or consumption: 

 in the normal operating cycle; or  
 within twelve months after the reporting period; 

 held primarily for trading purposes; 

 cash or a cash equivalent. 

 Non-current asset:  An asset that does not meet the definition of a current asset. 

 A non-current asset (or disposal group) is classified as held for sale if its carrying 
amount will be recovered principally through a sale transaction rather than through 
continuing use. 

 Commentary 

“Non-current assets (or disposal groups) classified as held for sale” will be referred to 
more simply as “held for sale non-current assets” in this session. 

3.2 Held for sale non-current assets 

3.2.1 Recognition criteria 

 The asset must be available for immediate sale in its present condition. 

 An asset cannot be classified as held for sale retrospectively. 

 Commentary 

If an entity are looking to sell a property but first of all it needs to be renovated, then 
the classification of held for sale cannot be made until the renovation has taken place, 
and the classification cannot be back-dated. 

 The sale must be highly probable (i.e. significantly more likely than probable). 

3.2.2 Highly probable  

 Management must be committed to a plan to sell the asset. 

 Commentary 

An exchange of non-current assets constitutes a sale transaction when the exchange has 
commercial substance (IAS 16 “Property, Plant and Equipment”). 

 An active programme to locate a buyer and complete the plan must have been initiated. 

 The asset must be actively marketed for sale at a price that is reasonable relative to its 
current fair value. 



SESSION 30 – IFRS 5 NON-CURRENT ASSETS HELD FOR SALE  

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 3006 

 Commentary 

“Fair value” and “active market” are as defined by IFRS 13. 

 The sale should be expected to qualify for recognition as a completed sale within one 
year from the date of classification. 

 Commentary 

However, an extension period does not preclude classification as held for sale if the 
delay is beyond management’s control and there is sufficient evidence of management’s 
commitment to its plan. 

 The actions required to complete the plan should indicate that significant changes to the 
plan or withdrawal from the plan are unlikely. 

3.2.3 Assets acquired exclusively for disposal 

 Non-current assets acquired exclusively with a view to subsequent disposal are 
classified as held for sale at the acquisition date if: 

 the one-year criterion is met; and 

 it is highly probable that any other criteria that are not met at that date will be 
met within three months. 

3.2.4 Events after the reporting period 

 Assets are not classified as held for sale if the recognition criteria are only met after the 
reporting period.  

 However, if the criteria are met before the financial statements are authorised for issue, 
the notes shall disclose the facts and circumstances. 

 Commentary 

The event is non-adjusting (see IAS 10 “Events after the Reporting Period”).   

3.3 Abandoned non-current assets   

 An asset that is to be abandoned is not classified as held for sale. 

 Commentary 

Its carrying amount will be recovered principally through continuing use. 

 However, a disposal group that is to be abandoned is treated as a discontinued operation 
when it ceases to be used. 

 Commentary 

Providing that the definition of a “discontinued operation” is met. 

 Non-current assets (or disposal groups) to be abandoned include those that are to be used to the 
end of their economic life and those that are to be closed rather than sold.  A non-current asset 
that has been temporarily taken out of use should not be treated as abandoned. 
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Activity 2 
Assuming all other criteria are met, explain which of the transactions and events in 
Activity 1 give rise to the classification of non-current assets held for sale at 31 
December 2012.  

 

3.4 Measurement 

3.4.1 Principle 

 Held for sale non-current assets are carried at the lower of: 

 carrying amount; and 
 fair value less costs to sell. 

 Commentary 

Immediately before initial classification as held for sale, carrying amount is measured 
in accordance with applicable IFRSs. 

3.4.2 Time value 

 If a sale is expected after one year, costs to sell are discounted to their present value. 

 Commentary 

Any increase in the present value of the costs to sell arising from the passage of time is 
treated as a financing cost. 

3.4.3 Subsequent remeasurement 

 Assets and liabilities in a disposal group are remeasured in accordance with applicable IFRSs before 
the fair value less costs to sell of the disposal group is remeasured. 

3.4.4 Impairment losses and reversals 

 Impairment losses for initial or subsequent write-downs to fair value less costs to sell 
must be recognised. 

 Commentary 

Reversals are recognised, but not exceeding cumulative impairment losses recognised so far. 

3.4.5 Depreciation  

 Held for sale non-current assets are not depreciated (amortised). 

 Commentary 

But interest and other expenses attributable to the liabilities of a disposal group 
continue to be recognised. 
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Illustration 2 
 

An entity is planning to sell an asset with a carrying value of $20 million.  The asset 
meets the requirements of IFRS 5 and is classified as held for sale.  On classification as 
held for sale the fair value of the asset was $18 million and the entity expects to incur 
costs of $1 million in selling the asset. 

The asset should be measured at fair value less cost to sell of $17 million, in 
accordance with IFRS 5.  On initial recognition as a non-current asset held for sale it 
would have been re-measured in accordance with the relevant standard (IAS 16, 
IAS 38 or IAS 40) and an initial loss of $2 million would have been recognised in 
profit or loss (or against revaluation reserve if one existed for that asset) and then a 
further loss of $1 million would have been recognised in profit or loss bringing the 
asset to its fair value less costs to sell. 

 

 

3.5 Changes to a plan of sale 

 If held for sale recognition criteria are no longer met, that classification ceases. 

 A non-current asset that ceases to be classified as held for sale is measured at the lower 
of: 

 its carrying amount before it was classified as held for sale, adjusted for any 
depreciation, amortisation or revaluations that would have been recognised had the 
asset not been classified as held for sale; and 

 its recoverable amount at the date of the decision not to sell. 

 Any adjustment to the carrying amount is included in income from continuing operations in 
the period in which the held for sale criteria ceased to be met. 

4 Presentation and disclosure 

4.1 Purpose 

 To enable users of financial statements to evaluate the financial effects of: 

 discontinued operations; and 
 disposals of non-current assets (or disposal groups). 

 Commentary 

Disclosure in IFRSs other than IFRS 5 do not apply to non-current assets (or disposal 
groups) classified as discontinued operations or held for sale unless such disclosures: 

– are a specific requirement for such assets when classified as held for sale or 
discontinued operations; or 

– relate to information about measurement which is outside the scope of IFRS 5 and 
not otherwise disclosed in the financial statements. 
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4.2 Discontinued operations 

4.2.1 A single amount 

 A single amount in the statement of comprehensive income comprising: 

 post-tax profit or loss of discontinued operations; 
 post-tax gain or loss recognised on: 

 the measurement to fair value less costs to sell; or 
 the disposal of the assets (or disposal groups) constituting the 

discontinued operation. 

 Commentary 

Where components of profit or loss are presented as a separate statement (as permitted 
by IAS 1) a section identified as relating to discontinued operations is presented in that 
separate statement. 

4.2.2 An analysis 

 An analysis of the single amount (either in the statement of comprehensive income or in 
the notes) into: 

 the revenue, expenses and pre-tax profit or loss of discontinued operations; 
 the gain or loss recognised on: 

 the measurement to fair value less costs to sell; or 
 the disposal of the assets (or disposal groups) constituting the 

discontinued operation. 

 Commentary 

Each with its related income tax expense. 

 If presented in the statement of comprehensive income it is identified as relating to 
discontinued operations separately from continuing operations. 

 

4.2.3 Net cash flows 

 Net cash flows attributable to the operating, investing and financing activities of discontinued 
operations must be presented in a financial statement or in the notes. 

 Commentary 

Comparative information must be re-stated for prior periods presented. 

4.2.4 Importance of disclosure 

 It is essential that users of financial statements understand what information is relevant to future 
years and what is not.  Information about discontinued operations informs the user that the 
results of discontinued operations will not happen in future years and therefore should not be 
taken into account when making decisions.   
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 Information provided in financial statements should be both “predictive” (i.e. about what will 
happen in the future) and “confirmatory” (i.e that what was predicted to happen actually 
happened).  The disclosures required for discontinued operations goes someway to providing 
this information. 

Activity 3 
 

Hamlet is considering the acquisition of another company in order to expand its 
operations.  It has obtained the published financial statements of two companies, Recall 
and Revival, for the year to 31 March 2013.  By coincidence both companies reported 
the same operating profit before tax.  Market expectations are that profits will increase 
(or losses will reduce) by an average of 8% in the year to 31 March 2014.   

Hamlet has extracted the following analyses of operating profits from the companies’ 
statements of comprehensive income: 

 Recall  Revival 
Operating profit:  $ million  $ million 
   Continuing activities  175  200 
   Acquisitions  (25)  75 
   Discontinued activities  100  (25) 
  –––– –––– 
  250  250 
  –––– –––– 
 

Additional information 

Notes to the financial statements of both companies referred to significant restructuring 
during the year.  Recall’s discontinued operation represented the sale of its financial 
services division on 30 September 2012; Recall’s acquisition occurred on 1 January 
2013.  Revival’s acquisition occurred on 1 July 2012 and its discontinued operation 
represented the closure of its loss-making mining operations. 

Required: 

Assuming the market forecast of increased profits and reduced losses is correct 
and applies to all sectors, calculate the expected operating profit for each 
company for the year to 31 March 2014: 

(a)  if the analyses of operating profits had NOT been extracted; and 
(b) using the analyses and additional information provided above. 

Comment on your results.   

 

 

4.3 Continuing operations  

 If an entity ceases to classify a component as held for sale, the results of operations 
previously presented as discontinued are reclassified to continuing operations for all periods 
presented. 

 Commentary 

Amounts for prior periods are then described as having been re-presented. 

 Gains and losses on the remeasurement of held for sale non-current assets that do not meet the 
definition of a discontinued operation are included in profit or loss from continuing operations. 
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4.4 Held for sale non-current assets 

 Commentary 

The following requirements also apply to the assets of disposal groups classified as 
held for sale.  

4.4.1 Separate classification 

 Non-current assets classified as held for sale are to be shown separately from other 
assets in the statement of financial position.  

 The liabilities of a held for sale disposal group are similarly presented separately from 
other liabilities in the statement of financial position.  

 Commentary 

Offsetting of such assets and liabilities is strictly prohibited. 

 The major classes of held for sale assets and liabilities are separately disclosed either in 
the statement of financial position or in the notes. 

 Any cumulative income or expense recognised in other comprehensive income relating to a 
held for sale non-current asset must be presented separately. 

 Comparative information is not restated. 

 Commentary 

Classification as held for sale is reflected in the period when the held for sale 
recognition criteria are met. 

4.4.2 Additional disclosures 

 Commentary 

The following note disclosures are made in the period in which a non-current asset is 
classified as held for sale or sold. 

 A description of the non-current asset. 

 A description of the facts and circumstances of the sale or expected disposal (and the 
expected manner and timing of that disposal). 

 Fair value gains or losses. 

 The reportable segment in which the non-current asset (or disposal group) is presented 
in accordance with IFRS 8 “Operating Segments” (if applicable). 

 If held for sale criteria are no longer met disclose: 

 the decision to change the plan to sell the non-current asset; 
 the facts and circumstances leading to the decision; and 
 the effect of the decision on the results of operations for the period and any 

prior periods presented. 
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Key points summary 
 

 A “disposal group” is a group of assets (and associated liabilities) to be disposed 
of in a single transaction.  

 An item is classified as held for sale if it carrying amount will be covered 
principally through sale rather than continuing use.  This is the case when:  

 asset is available for immediate sale in its present condition; and 
 sale is highly probable (i.e. there is management commitment, etc). 

 Operations to be wound down or abandoned are not held for sale.  

 Measurement principles for held for sale items:  

 before classification: in accordance with applicable IFRSs; 
 after classification: at the lower of carrying amount and fair value less costs 

to sell. 

 Impairment must be considered on classification and subsequently.  

 For assets carried at fair value prior to initial classification costs to sell must be 
deducted (expense to profit or loss).  

 Assets held for sale are: 

 not depreciated; 
 presented separately on the statement of financial position. 

 A previously consolidated subsidiary now held for sale is consolidated until 
actually disposed.  

 A discontinued operation is a component that has been disposed of or is classified 
as held for sale and:  

 represents a separate major line of business or a geographical area of 
operations and is part of a single co-ordinated plan; or  

 a subsidiary acquired exclusively for resale (with disposal of control.)  

 Discontinued operations are presented as a single amount in the statement of 
comprehensive income.  

 Detailed disclosure is required either in the notes or in the statement of 
comprehensive income distinct from continuing operations.  

 Net cash flows attributable to the operating, investing, and financing activities of a 
discontinued operation are presented separately.  

 Retrospective classifications of non-current assets held for sale and discontinued 
operation, when criteria are met after the reporting date, are prohibited.   
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Focus 

You should now be able to: 

 discuss the importance of identifying and reporting the results of discontinued operations; 

 define and account for non-current assets held for sale and discontinued operations; 

 distinguish non-current assets and held for sale non-current assets; 

 describe the criteria that need to be present before non-current assets are classified as held for sale, 
either individually or as a disposal group; 

 account for non-current assets and disposal groups that are held for sale. 
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Activity solutions 

Solution 1 – Disposal groups 

(2) the vehicle fleet and (4) the retail business are disposal groups because each of them is a 
collection of assets to be disposed of by sale together as a group in a single transaction. 

The sale of the 50 supermarkets is not classed as a disposal group as there is no indication that 
they are to be sold as a package, each supermarket could be sold as a separate item. 

Solution 2 – Non-current assets held for sale 

Presented as held for sale 

(2)  DEF’s fleet is classified as held for sale because it constitutes a group of assets to be 
sold in their present condition and the sale is highly probably at the reporting date (as a 
contract has been entered into).  

(4)  JKL’s sale of its retail business will not be completed until the final terms (e.g. of 
purchase price) are agreed.  However, the business is ready for immediate sale and the 
sale is highly probable unless other evidence after the reporting date, before the 
financial statements are authorised for issue, comes to light to indicate the contrary. 

Not presented as held for sale 

(1)  ABC’s shares in Sucoma are not available for an immediate sale as shareholder 
approval is required.  In taking this into account of the assessment of whether the sale is 
highly probable it is clearly not highly probable.  

(3)  GHI’s supermarkets are not available for immediate sale at the reporting date as the 
shareholders’ approval was required.  The held-for-sale criteria are only met after the 
end of the reporting period and the assets cannot be treated retrospectively as held for 
sale.  However, the matter should be disclosed in a note to the financial statements (as a 
non-adjusting event after the reporting period). 
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Solution 3 – Expected operating profit 

 Commentary 

Note in the first paragraph that both companies have reported the same profit before 
tax for the year ended 31 March 2013. 

(a) No information on continuing and discontinued activities 

If the information on continuing and discontinued activities was not available the 
forecast of the operating profits of both companies for the year to 31 March 2014 would 
be $270 million (i.e. $250 million × 108%) 

(b) Using the analysis and additional information 

 Recall   Revival 
  $ million   $ million 
From continuing operations  
   (other than acquisitions)  189 (175 × 108%)  216  (200 × 108%) 
Impact of acquisitions (see below)  (92)   108 
  –––  ––– 
Net operating profit  97   324 
  –––  ––– 
 
Recall: Losses of $25 million for three months would extrapolate to $100 million for a 
full year.  The improvement in market expectations would reduce these losses by 8% to 
$92 million.  The previous profit of $100 million in 2013 from the financial services 
division would no longer be attributable to Recall as it has been sold. 

Revival: Profit of $75 million for a nine-month period would extrapolate to $100 
million plus another 8% for improved market expectations giving a total of $108 
million.  The previous losses of $25 million from its mining operations would not recur 
as they have been closed down. 

Comments 

The information on the discontinued operations and the acquisitions is very useful.  
Without it, both companies would have forecast profits of $270 million and on this 
basis it would be difficult to choose between the two companies.  However, with the 
provision of the information a very different position arises.  Revival has far higher 
forecast profits, $324 million compared to only $97 million for Recall.  It would seem 
that Revival has the better strategy; it has closed down its loss-making operations and 
replaced it with a profitable one.  Whereas Recall has sold a profitable division and 
bought a loss-making one.  That said it does not mean that Revival is a better purchase 
than Recall.  A lot would depend on the relative price of the two companies, and it may 
be that Recall has a reputation for turning round loss-making companies and then 
selling them on for a substantial profit. 

  



SESSION 30 – IFRS 5 NON-CURRENT ASSETS HELD FOR SALE  

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 3016 

 

 

 



    SESSION 31 – IAS 10 EVENTS AFTER THE REPORTING PERIOD     

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 3101 

Overview 

Objective   

 To provide guidance on the treatment of items that arise after the reporting 
period and before the date upon which the financial statements are approved 
by management. 
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1 Introduction 

1.1 Objective 

 The objective of IAS 10 is to describe: 

 when an entity should adjust its financial statements for events after 
the reporting period; and 

 the disclosures an entity should give about the date when the 
financial statements were authorised for issue and about events after 
the reporting period. 

 Commentary 

The fundamental question is whether or not to change amounts in the 
financial statements. 

1.2 Scope 

 IAS 10 should be applied in the accounting for, and disclosure of, events after 
the reporting period. 

1.3 Definitions 

 Events after the reporting period – are those events, both favourable and 
unfavourable, that occur between the end of the reporting period and the date 
on which the financial statements are authorised for issue. 

 Commentary 

The process involved in authorising the financial statements for issue will 
vary depending upon the management structure, statutory requirements and 
procedures followed in preparing and finalising the financial statements.  
Essentially, it is when they are approved for publication. 

 Two types of events can be identified: 

 those that provide further evidence of conditions that existed at the 
end of the reporting period (“adjusting events”); and 

 those that are indicative of conditions that arose after the end of the 
reporting period (“non-adjusting events”). 
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2 Recognition and measurement 

2.1 Adjusting events 

 An entity should adjust its financial statements for adjusting events after the 
end of the reporting period.   

Examples 

 The settlement after the end of the reporting period of a court case that confirms 
that an entity had a present obligation at the end of the reporting period.  Any 
provision previously recognised is adjusted in accordance with IAS 37. 

 Commentary 

Mere disclosure of a contingent liability is not suitable as settlement provides 
additional evidence regarding the obligation. 

 Bankruptcy of a customer which occurs after the end of the reporting period and 
confirms that a loss already existed at the end of the reporting period on a trade 
receivable account. 

2.2 Non-adjusting events 

 An entity should not adjust its financial statements for non-adjusting events 
after the reporting period. 

 An example of a non-adjusting event is a decline in fair value of investments after 
the end of the reporting period and before the date on which the financial 
statements are authorised for issue. 

 
Commentary 

The fall in fair value does not normally relate to the condition of the investments at 
the end of the reporting period, but reflects circumstances, which have arisen in 
the following period.  Therefore, an entity does not adjust the amounts recognised 
in its financial statements for that investment. 

Examples 

 The following events after the end of the reporting period are examples of non-adjusting 
events that may be of such importance that non-disclosure would affect the ability of 
the users of the financial statements to make proper evaluations and decisions: 

 a major business combination;  
 the destruction of a major production plant by a fire; and 
 abnormally large changes in asset prices or foreign exchange rates. 

 Commentary 

Non-adjusting events do not change amounts in the statement of financial 
position but if sufficiently important, they are disclosed. 
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2.3 Dividends 

 Dividends to owners declared after the reporting period should not be 
recognised as a liability at the end of the reporting period. 

 Commentary 

Dividends are often thought of as a distribution of profit and historically 
have been accounted for in the period to which they relate.  However, they do 
not meet the IAS 37 criteria of present obligation. 

 IAS 1 requires an entity to disclose the amount of dividends that were 
proposed or declared after the reporting period but before the financial 
statements were authorised for issue. 

 Commentary 

Disclosure is in the notes. 
 

Activity 1 
 

Which of the following events after the reporting period provide evidence of 
conditions that existed at the end of the reporting period? 

 

 

Proforma solution 
  

YES/NO 

(a) Closure of one of fifteen retail outlets  

(b) Discovery of a fraud  

(c) Sales of inventories at less than cost  

(d) Exchange rate fluctuations  

(e) Nationalisation or privatisation by government  

(f) Out of court settlement of a legal claim  

(g) Rights issue of equity shares  

(h) Strike by workforce  

(i) Earthquake.  

(j) Announcing a plan to discontinue on operation  
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2.4 Going concern 

 An entity should not prepare its financial statements on a going concern basis 
if management determines after the reporting period that: 

 It intends to liquidate the entity or to cease trading; or 
 It has no realistic alternative but to do so. 

 
Commentary 

Deterioration in operating results and financial position after the reporting 
period may indicate a need to consider whether the going concern 
assumption is still appropriate. 

 If the going concern assumption is no longer appropriate the IAS requires a 
fundamental change in the basis of accounting, rather than an adjustment to 
the amounts recognised within the original basis of accounting. 

 The following disclosures are required by IAS 1 if the accounts are not 
prepared on the basis of the going concern assumption: 

 A note saying that the financial statements are not prepared on a 
going concern basis; or 

 management is aware of material uncertainties related to events or 
conditions, which may cast significant doubt upon the entity’s 
ability to continue as a going concern. 

3 Disclosure 

3.1 Authorisation 

 An entity should disclose the date when the financial statements were 
authorised for issue and who gave that authorisation. 

 If the entity’s owners or others have the power to amend the financial 
statements after issuance, that fact must be disclosed. 

 
Commentary 

Users need to know when the financial statements were authorised for issue, 
as the financial statements do not reflect events after this date. 

3.2 Updating 

 Disclosures about conditions that existed at the end of the reporting period should be 
updated in the light of the new information received after the reporting period. 

 Commentary 

This applies even when the information does not affect the amounts that it 
recognises in its financial statements (e.g. in respect of a contingent liability). 
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3.3 Non-adjusting events 

 An entity should disclose the following in respect of material non-adjusting events: 

 the nature of the event; and 

 an estimate of its financial effect, or a statement that such an 
estimate cannot be made. 

 Commentary 

By definition, non-disclosure of such a material matter could influence the 
economic decisions of users. 

Illustration 1 
 

57 Significant events after the balance sheet date 
On 25 January 2012, the European Commission concluded 
the formal state aid investigation that it had initiated on 12 September 
2007. The issues are described in detail in Note 51, Litigation. 
According to its decision, the Commission is requiring Deutsche 
Post AG to repay this state aid to the Federal Republic of Germany 
in the amount of € 500 million to € 1 billion plus interest. No other 
state aid proceedings involving the Group are pending at the 
European Commission. Deutsche Post AG is of the opinion that the 
European Commission’s decision of 25 January 2012 cannot withstand 
legal review and will appeal to the European Court of Justice 
in Luxembourg. Accounting will take place in accordance with the 
envisaged procedures. 
The procedure to exercise the put option on 12.1 % of Deutsche 
Postbank AG shares was initiated in January 2012. 
 
 
 
 

 Deutsche Post AG Annual Report 2011 

 
 If an entity receives information after the reporting period about conditions 

that existed at the end of the reporting period, the entity should update 
disclosures that relate to these conditions, in the light of the new information. 
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Key points summary 

 Financial statements are adjusted for adjusting events (that provide further 
evidence of conditions existing at the end of the reporting period). 

 The basis of preparation of financial statements is changed if events indicate that 
the going concern assumption is no longer appropriate. 

 Non-adjusting events (events or conditions that arose after the end of the reporting 
period) are disclosed if of such importance that non-disclosure would affect the 
ability of users to make decisions.  Disclose: 

 nature of the event; and  
 financial effect (or state that this cannot be estimated). 

 Dividends declared after the reporting period are not a liability at the end of the 
reporting period (therefore disclose as a non-adjusting event). 

 The date when the financial statements are authorised for issue (who authorised 
and who can amend subsequently) must be disclosed. 

 

 

Focus 

You should now be able to: 

 distinguish between and account got adjusting and non-adjusting events after 
the reporting date; 

 identify items requiring separate disclosure, including their required 
disclosure. 
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Activity solution 

Solution 1 – Adjusting vs non-adjusting events 

(a) No – Going concern assumption is not appropriate for only a part (1/15
th) of the entity. 

(b) Yes – Fraud was perpetrated in year under review. 

(c) Yes – Sales of inventories at less than cost (i.e. net realisable value less than cost). 

(d) No – Movements in foreign exchange rates after the reporting period are in response to 
changes in economic conditions etc after the reporting period. 

(e) No – Government action is after the reporting period. 

(f) Yes – Out of court settlement of a legal claim means ultimate outcome known therefore 
uncertainty eliminated. 

(g) No – Rights not available to shareholders until after the reporting period. 

(h) No – Strike action is after the reporting period (even if the reason for action was an 
event before the end of the reporting period – e.g. sacking of a colleague). 

(i) No – Natural disaster was not a condition existing at the end of the reporting period. 

(j) No – The operation was not disposed of as at the end of the reporting period.  The 
operation cannot be classified as held for sale at the end of the reporting period as there 
is no commitment to a plan at that time.  (IFRS 5) 
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Overview 

Objective 

 To evaluate related party involvement and explain the disclosure of related 
parties and transactions between them.   
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1 Scope of IAS 24 

1.1 Scope 

 IAS 24 applies in identifying: 

 related party relationships and transactions; 
 outstanding balances between an entity and its related parties; 
 when disclosure of the above items is required; 
 the disclosures to be made. 

 IAS 24 requires disclosure in the consolidated and separate financial 
statements of a parent or investors with joint control of, or significant 
influence over, an investee presented in accordance with IFRS 10 
Consolidated Financial Statements or IAS 27 Separate Financial Statements. 

1.2 Parties deemed not to be related 

 Two entities simply because they have a director or other member of key 
management personnel in common or because a member of key management 
personnel of one entity has significant influence over the other entity.  

 Two venturers simply because they share joint control. 

 Providers of finance, trade unions, public utilities, government departments 
and agencies, in the course of their normal dealings with an entity (even 
though they may restrict business activities). 

 A customer, supplier, franchisor, distributor, etc with whom a significant 
volume of business is transacted as a result of economic dependence. 

2 Terminology 

2.1 Related party  

 A related party is a person or an entity that is related to the reporting entity. 

(a) A person or a close family member is related if he: 

 has control or joint control of the reporting entity; 
 has significant influence over the reporting entity; or 
 is a member of the key management personnel of the reporting 

entity or its parent. 

 Commentary 

Close family members are those that may be expected to influence, or be influenced by 
that person – this includes the individual’s domestic partner and any children or 
dependents of the individual or their domestic partner.  Non-executive directors are 
included in key management personnel. 
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(b) An entity is related to a reporting entity if any of the following conditions applies: 

 The entity and the reporting entity are members of the same group; this means a 
parent, subsidiary and fellow subsidiaries are related to each other. 

 One entity is an associate or joint venture of the other entity (or an associate or joint 
venture of a member of a group of which the other entity is a member). 

 Both parties are joint ventures of the same third party. 

 One entity is a joint venture of a third party and the other entity is an associate of the 
third entity. 

 The entity is a post-employment benefit plan for the employees of the reporting 
entity (or an entity related to the reporting entity). 

 The entity is controlled or jointly controlled by a person in (a) above. 

 A person having control or joint control of the reporting entity has significant influence 
over the entity or is a member of the key management personnel of the entity. 

 
Commentary 

Substance of relationship, not merely legal form, should be considered.  One 
party has the ability to control the other party or exercise significant 
influence over the other party in making financial and operating decisions. 

 

Illustration 1 
 

31. RELATED PARTY TRANSACTIONS (extract) 

At December 31, 2011, the Group had borrowings amounting to EUR 69 million (EUR 69 million in 2010 and EUR 69 
million in 2009) from Nokia Unterstützungskasse GmbH, the Group’s German pension fund, which is a separate legal 
entity. The loan bears interest at 6% annum and its duration is pending until further notice by the loan counterparts who 
have the right to terminate the loan with a 90 day notice period. 

There were no loans made to the members of the Nokia Leadership Team and the Board of Directors at December 
31, 2011, 2010 or 2009, respectively. 

Nokia in 2011  

 

 

2.2 Related party transaction 

 A transfer of resources, services or obligations between related parties, 
regardless of whether a price is charged. 

2.3 Control  

 Control arises when an investor: 

 has power over the investee; 
 rights to variable returns; and 
 the ability to affect those returns. 

 Joint control is the contractually agreed sharing of control of an arrangement, which 
exists when decisions require unanimous consent of the parties sharing control. 
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2.4 Significant influence 

 Power to participate in, but not control of, the entity’s financial and operating 
policy decisions. 

 May be gained by share ownership, statute or agreement. 

2.5 Government 

 Government refers to government, government agencies and similar bodies 
whether local, national or international. 

 A government related entity is an entity that is controlled, jointly controlled 
or significantly influenced by a government. 

3 The related party issue 

3.1 Effect on reporting entity 

 Related party relationships are a normal feature of commerce and business. 

 A related party relationship could have an effect on financial position and 
operating results of the reporting entity if: 

 transactions occur which would not be entered into with unrelated parties; 
 transactions are not at the same amounts as for unrelated parties. 

 Even if related party transactions do not occur, the mere existence of the 
relationship may affect transactions with other parties. 

Illustration 2 
 

Artur is the managing director of Entity A.  A buys merchandise from Entity B.  B is 
managed by Boris, Artur’ father.  B supplies goods to A at a substantial discount which 
is not offered to other customers.  

A’s gross profit margin will be higher and B’s gross profit margin will be lower than if 
the transactions had been at “arm’s length”.  Disclosure it therefore essential to ensure 
that the users of the financial statements are not misled.  

 

 

3.2 Pricing methods  

 Comparable uncontrolled price (i.e. price of comparable goods sold in an 
economically comparable market to a buyer unrelated to the seller). 

 Resale price reduced by a margin to arrive at a transfer price. 

 Cost-plus method (i.e. supplier’s cost plus an appropriate mark-up). 

 No price (e.g. free provision of management services and interest free credit). 
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3.3 Examples of related party relationships 

Illustration 3 – Person as an investor  
 

Person Y 

Entity G 
(controlled or jointly 

controlled by Y) 

Entity H 
(controlled, jointly 

controlled or significantly 
influenced by Y) 

 

 

 

 Y controls or has joint control of entity G, and has control, joint control of or 
significant influence over entity H. 

 H is a related party for G’s financial statements.  G is a related party for H’s 
financial statements. 

 Commentary 

If Y only had significant influence over G and H the two entities would not be 
related parties. 

Illustration 4 – Investments by key management personnel  
 

Entity J Person X 
(key management 

personnel of K) 

Entity K 
(subsidiary of J) 

Entity I 
(controlled or jointly 

controlled by X) 
 

 

 

 For I’s financial statements, K is a related party because X controls I and is a 
member of the key management personnel of K. 

 For the same reasons I is a related party for the financial statements of K. 

 Commentary 

I would also be a related party if X was member of J’s key personnel instead 
of K’s. 
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Illustration 5 – Close family members 
 

Person S 

Entity L 
(controlled or jointly 

controlled by S) 

Entity M 
(controlled, jointly 

controlled or significantly 
influenced by T) 

Person T 

Domestic partners 

 

 

 
 Both entities, L and M, are related parties. 

 Commentary 

If S and T only had significant influence over L and M respectively, the two 
entities would not be related parties. 

Activity 1 
 

Explain whether the following should be disclosed as related party transactions: 

(a) Entity X has a 15% shareholding in Entity Y.  X controls the financial and 
operating policies of Y.  X supplies goods to Y. 

(b) In 2012 Luka made a payment for $95,000 to Zed Bank on behalf of one of 
its directors in settlement of a personal loan.   

 

 

4 Disclosure 

4.1 Examples of transactions 

 Examples of transactions that are disclosed if they are with  a related party include: 

 Purchases or sales of goods, property and other assets; 
 Rendering or receiving of services; 
 Leasing arrangements; 
 Transfer of research and development; 
 Transfers of licence agreements; 
 Finance (including loans and equity contributions); 
 Guarantees and collaterals. 

4.2 Disclosure required 

 All related party relationships where control exists (irrespective of whether there 
have been related party transactions), for example, between a parent and subsidiaries. 

 
Commentary 

This disclosure is in addition to the disclosure requirements in IAS 27 and IFRS 12 – 
in these standards only significant investments are required to be disclosed.  
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 Name of the entity’s parent and the ultimate controlling party. 

 
Commentary 

So that the reader can form a view about the effects of related party relationships. 

Illustration 6 
 

The Company’s major shareholder, Kukly Inc and its subsidiaries are related parties.   
It is the company’s policy to conduct all transactions and settle balances with related 
parties on normal trade terms. 

 

 
 Key management compensation must be disclosed in total and for each of the following: 

 Short term employee benefits; 
 Post-employment benefits; 
 Other long term benefits; 
 Termination benefits; and 
 Share-based payment. 

 If there have been transactions between related parties, the entity must disclose the 
nature of the relationships and information about the balances and transactions.  
The minimum disclosures are: 

 amount of the transactions; 

 amount of outstanding items – along with their terms and 
conditions, and any guarantees; 

 doubtful debt provisions and expense relating to bad and doubtful debts. 

 
Commentary 

Note that although IAS 24 was revised in November 2009 it still uses the obsolete term 
“provision” rather than “allowance” (against receivables).  It is not a provision as 
there is no liability as defined under IFRS. 

 Sufficient disclosure must be made to ensure that the nature of the transaction 
is understood.  These disclosures are for each classification of related parties: 

 parent; 
 subsidiaries; 
 associates; 
 joint ventures; 
 key management personnel; 
 parties with joint control of or significant influence over the entity; 
 other. 

 
Commentary 

This is an extension of IAS 1 which requires amounts payable to and 
receivable from related parties to be disclosed.  For example, fees received by 
a group director from another group company. 
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Illustration 6 – Continued  
 

The following transactions were carried out with related parties: 
 2012 2011 
Sale of goods  $m $m 
   Kukly Inc  70 50 
   Kokoschka Inc 40 35 
   Mishka Inc  20 22 
  ___ ___ 

  130 107 
  ___ ___ 

Sales were carried out on commercial terms and conditions and at market prices. 

 2012 2011 
Purchases of goods $m $m 
   Tass Inc  60 50 
  ___ ___ 

  60 50 
  ___ ___ 

Purchases were carried out on commercial terms and conditions.  Tass Inc is a fellow 
subsidiary of Kukly Inc. 

Year end balances relating to related parties) 
 2012 2011 
Receivables from related parties  $m $m 
   Kukly Inc  10 15 
   Mishka Inc  5 2 
  ___ ___ 

  15 17 
  ___ ___ 

Payables to related parties   
   Tass Inc  20 5 
  ___ ___ 

 

 

Illustration 7 
 

20. Transactions with related parties (extract) 

Furthermore, throughout 2011, no director had a personal interest in any transaction of significance 
for the business of the Group. 

 Consolidated Financial Statements of the Nestlé Group 2011  

 

 

4.3 Aggregation 

 Similar items may be aggregated so long as users can understand the effects 
of the transactions of the financial statements. 
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5 Government-related entities 

 The requirements of IAS 24 are quite onerous for many government related entities. 

 In a country such as China many thousands of government entities would be related to 
each other, so IAS 24 has relaxed the disclosures for some related parties. 

5.1 Exemption  

 A reporting entity is exempt from disclosure requirements in relation to 
related party transactions and outstanding balances, with: 

 a government that has control, or joint control of, or significant influence over it; and 
 another entity that is a related party because the same government 

has control or joint control of, or significant influence over it also. 

Illustration 8 
 

Government Z 

Entity A Entity B 

Entity C Entity D Entity E Entity F 
 

 

 
 Government Z has control, either directly or indirectly of entities A to F. 

 C, for example, can claim the disclosure exemption in respect of transactions 
with Government Z and all the other entities. 

 However, there is not exemption for other related party transactions (e.g. if C 
enters into transaction with key management personnel of A). 

5.2 Disclosure required if exemption applied 

 The name of the government and the nature of the relationship with the reporting entity. 

 The following information in sufficient detail to enable users to understand the effect 
of the related party transactions on its financial statements: 

 the nature and amount of each individually significant transaction; and 
 for other transactions that are collectively significant a qualitative or 

quantitative indication of their extent. 

 Factors to be considered in determining the significance of transactions include: 

 monetary amount; 
 whether on non-market terms; 
 whether outside day-to-day business activities; 
 whether disclosed to regulatory or supervisory bodies; 
 whether reported to senior management or subject to shareholder approval. 



SESSION 32 – IAS 24 RELATED PARTY DISCLOSURE 

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 3210 

Key points summary 
 

 A related party is a person or entity related to the reporting entity. 

 A person (or close family member) is related on grounds of control, joint control 
or significant influence or key management role. 

 An entity is related on grounds of control, joint control or significant influence or 
if a pension plan for employees. 

 Some parties are deemed not to be related (e.g. common directorships).  

 A transfer of resources, services or obligations between related parties is a related 
party transaction, regardless of whether a price is charged. 

 Disclosure requirements are extensive. 

 Similar items may be aggregated. 

 There is an exemption for reporting entities for transactions with government-
related entities only. However, individually and collectively significant 
transactions must still be disclosed. 

 

 

Focus 

You should now be able to: 

 define and apply the definition of related parties in accordance with international 
accounting standards; 

 describe the potential to mislead users when related party transactions are accounted for; 

 describe the disclosure requirements for related party transactions. 

Activity solution 

Solution 1 – Related party transactions 

(a) The supplies of goods are related party transactions because even though X does not have 
majority shareholding it has control of Y’s financial and operating policies.  Therefore 
control exists for the purpose of applying IAS 24. 

(b) Luka will have made the payment only on the basis that the director reimburses the loan 
(e.g. out of salary or bonus entitlements).  Such a “quasi loan” must be disclosed as a 
related party transaction.  Clearly Luka would not have entered into such a transaction 
with an unrelated third party. 
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Overview 

Objective  

 To set out the principles that entities should follow in drafting interim 
financial reports. 

 

 

 

 INTRODUCTION 
 Objective 
 Scope 
 Terminology 

    

 CONTENT OF AN 
INTERIM 

FINANCIAL 
REPORT 

 

   Minimum components 
 Consolidation 
 Condensed statement of financial position  
 Condensed statement of comprehensive income 
 Condensed statement of cash flows 
 Changes in equity 
 Selected explanatory notes 

 

 RECOGNITION  
AND 

MEAUREMENT 

 
 

 

  General principles 
 Change in accounting policy 
 Tax charge 
 Use of estimates 
 Application examples 
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1 Introduction 

1.1 Objective 

 Timely and reliable interim financial reporting improves the ability of users 
to understand an entity’s capacity to generate earnings and cash flows and its 
financial condition and liquidity. 

 Commentary 

The interim financial report is intended to provide an update on the latest 
complete set of annual financial statements.  It focuses on new activities, events, 
and circumstances and does not duplicate information previously reported.   

 IAS 34 prescribes: 

 the minimum content of an interim financial report; and 
 the principles for recognition and measurement in complete or 

condensed financial statements for an interim period. 

 Commentary 

In the interest of timeliness and cost considerations and to avoid repetition of 
information previously reported, an entity may be required to or may elect to 
provide less information at interim dates as compared with its annual 
financial statements. 

1.2 Scope 

1.2.1 Entities covered 

 IAS 34 applies if an entity is required or elects to publish an interim financial 
report in accordance with IFRS. 

 IAS 34 does not specify: 

 which entities should be required to publish interim financial reports; 
 the frequency of publication; nor 
 how soon after the end of an interim period the report should be published.   

 Entities may be required to publish interim financial information by: 

 governments; 
 securities regulators; 
 stock exchanges; and 
 accountancy bodies. 

 Commentary 

IASB strongly encourages governments, securities regulators, stock exchanges, 
international bodies and accountancy bodies to require companies whose debt or 
equity securities are publicly traded to provide interim financial reports that 
conform to the recognition and measurement criteria in IAS 34. 
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 If an entity’s interim financial report is described as complying with IFRS, it 
must comply with all of the requirements of IAS 34.  This fact must be disclosed. 

Illustration 1 
 

a) Significant accounting policies (extract)
 
1) Basis of accounting 
 
UBS AG and subsidiaries (“UBS” or the “Group”) provide a broad 
range of financial services including: advisory services, underwriting, 
financing, market-making, asset management and brokerage 
on a global level and retail banking in Switzerland. The Group was 
formed on 29 June 1998 when Swiss Bank Corporation and 
Union Bank of Switzerland merged. The merger was accounted 
for using the uniting of interests method of accounting. 
The consolidated financial statements of UBS (the “Financial 
Statements”) are prepared in accordance with International 
Financial Reporting Standards (IFRS), as issued by the International 
Accounting Standards Board (IASB), and are stated in Swiss 
francs (CHF), the currency of Switzerland where UBS AG is incorporated. 
On 13 March 2012, the consolidated financial statements 
were authorized for issue1. Consolidated financial statements 
are prepared using uniform accounting policies for like 
transactions and other events in similar circumstances. Transactions 
and balances between Group companies are eliminated. 
Disclosures incorporated in the “Risk, treasury and capital management” 
section which are part of these financial statements are 
marked as audited. These disclosures relate to requirements under 
IFRS 7 Financial Instruments: Disclosures and IAS 1 Presentation of 
Financial Statements and are not repeated in the “Financial information 
- consolidated financial statements” section. 

Annual Report 2011 

 

 

 
1.2.2 Disclosures encouraged 

 IAS 34 encourages publicly traded entities to provide interim financial 
reports that conform to the recognition, measurement, and disclosure 
principles set out in the standard. 

 Specifically, publicly traded entities are encouraged: 

 to provide interim financial reports at least as of the end of the first 
half of their financial year; and 

 to make their interim financial reports available not later than 60 
days after the end of the interim period.   

1.3 Terminology 

 Interim period is a financial reporting period shorter than a full financial year.   

 Interim financial report means a financial report containing either a complete 
set of financial statements (as described in IAS 1) or a set of condensed 
financial statements (as described in IAS 34) for an interim period. 
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2 Content of an interim financial report 

2.1 Minimum components   

 Interim financial reports should include (at a minimum): 

 a condensed statement of financial position ; 

 a condensed statement of comprehensive income presented as either: 

 a condensed single statement; or 
 a condensed separate statement of profit or loss and a 

condensed statement of comprehensive income; 

 a condensed statement of cash flows; 

 a condensed statement of changes in equity; 

 selected explanatory notes. 

 
Commentary 

Although other IFRSs specify disclosures that should be made in financial statements, 
these disclosures are not required in an interim financial report that includes only 
condensed financial statements and selected explanatory notes.  If a complete set, they 
must comply with all relevant IFRSs. 

2.2 Consolidation 

 An interim financial report is prepared on a consolidated basis if the entity’s most 
recent annual financial statements were consolidated statements. 

 Commentary 

The parent’s separate financial statements are not consistent or comparable 
with the consolidated statements in the most recent annual financial report. 

If an entity’s annual financial report included the parent’s separate financial 
statements in addition to consolidated financial statements, IAS 34 neither 
requires nor prohibits the inclusion of the parent’s separate statements in the 
entity’s interim financial report. 

2.3 Condensed statement of financial position  

 A statement of financial position  should include each of the major 
components of:  

 assets; 
 liabilities; and 
 equity, 

that were presented in its most recent annual statement of financial position. 
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Illustration 2 
 

Group statement of financial position  Restated* 
 

  

  as at 30 June Notes 
30 June

2012
Rm  

31 August  
2011 

Rm 

  Assets     

  Non-current assets 5 663  4 682  

     Property, plant and equipment 8 2 364 1 440  

    Vehicle rental fleet 9 9 17  

     Goodwill 10 1 396 1 376  

     Intangible assets 11 1 631 1 658  

     Investments and loans 12 63 84  

    Interest in associate 13 4 6  

     Deferred taxation 14 196 101  

  Current assets 13 869  11 887  

     Inventories 15 3 723 3 059  

     Trade-, loan- and other receivables 16 8 209 6 704  

    Vehicle rental fleet 9 363 352  

     Financial assets 25 1 1  

     Taxation 41 395  

     Bank balances and cash 1 532 1 376  

    Assets classified as available-for-sale 32 – 217  

  Total assets 19 532  16 786  

  Equity and liabilities     

  Equity and reserves    

     Share capital and premium 17 4 245 4 245  

     Treasury shares 18 (245) (263) 

     Non-distributable and other reserves 19 265 231  

     Retained earnings 4 083 3 644  

    Reserves of the discontinued operation classified as 32
       available-for-sale – 34   

     Shareholders for dividend 501 216  

  Shareholders’ equity 8 849  8 107  

 Minority shareholders’ interest 87 58   

 Total equity 8 936 8 165  

  Non-current liabilities 4 407  2 448  

     Interest bearing long term liabilities 20 3 539 1 717  
     Non-interest bearing long term liability 21 207 202  

     Deferred taxation 14 661 529  

  Current liabilities 6 189  6 082  

     Trade and other payables 21 5 024 4 985  

    Provisions 22 6 41  

     Interest bearing liabilities 20 1 084 946  

     Taxation 66 82  

    Bank overdraft 9 28  

    Liabilities classified as available-for-sale 32 – 91  

  Total equity and liabilities 19 532  16 786  
 

* The prior year figures have been restated to reflect an additional R52 million paid for the Unitrans investment as per the 
provisional accounting determined in accordance with IFRS 3. 

 

Financial Statements for the 10 month period ended 30 June 2012    
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2.4 Condensed statement of comprehensive income  

 Statement of comprehensive income should include: 

 revenue;   

 each of the components of income and expense that were presented in 
the most recent annual statement of comprehensive income; and 

 basic and diluted earnings per share. 

2.5 Condensed statement of cash flows  

 A statement of cash flows should include the three major subtotals of cash flows 
required by IAS 7 Statement of Cash Flows.  (However, this is not examinable.) 

2.6 Changes in equity  

 The statement of changes in equity should include each of the major 
components of equity that were presented in the most recent annual statement 
of changes in equity.   

2.7 Selected explanatory notes   

 The notes should include an explanation of significant events and transactions in 
interim periods that update the relevant information in the most recent annual 
financial report. 

 The following should be disclosed: 

 a statement that the accounting policies and methods of computation 
followed are the same as those in the most recent annual financial 
statements (or a description of the nature and effect of any changes); 

 explanation of the seasonality or cyclical nature of interim operations; 

 the nature and amount of items affecting assets, liabilities, equity, net income, 
or cash flows that are unusual because of their nature, size, or incidence; 

 information relating to the fair value of any financial instruments; 

 dividends paid; 

 segment information (if required by IFRS 8 Operating Segments to 
be disclosed in the entity’s annual financial statements; 

 significant events subsequent to the end of the interim period; 

 the effect of the acquisition or disposal of subsidiaries during the interim period; 

 significant changes in a contingent liability or a contingent asset 
since the end of the last annual reporting period; and 

 the nature and amount of any significant re measurements of amounts 
reported in prior interim periods of the current financial year. 
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 Entities are encouraged to provide: 

 a discussion of significant changes in business trends (e.g. in 
demand, market shares, prices, and costs); 

 a description of significant new commitments such as for capital spending;  

 a discussion of prospects for the full current financial year of which 
the interim period is a part. 

3 Recognition and measurement 

3.1 General principles 

 Entities should apply the same accounting recognition and measurement principles in 
interim financial report as are applied in the preparation of annual financial statements. 

 Commentary 

So, for example, an entity must apply the same impairment testing criteria at 
an interim date as it would at the end of its financial year. 

 Measurements for interim reporting purposes are made on a year-to-date basis, as 
the frequency of reporting should not affect the measurement of annual results. 

 Commentary 

Revenues that are received on a seasonal basis and costs that are incurred 
unevenly cannot be anticipated or deferred at an interim date unless this 
would be appropriate treatment at the end of the financial year. 

 The entity should apply the basic principles from the “Framework” in the 
recognition of assets, liabilities, income, and expenses. 

 Commentary 

Costs that, by their nature, would not qualify as assets at the end of a 
financial year would not qualify at interim dates either. 

A liability at the end of an interim reporting period must represent an existing 
obligation at that date, just as it must at the end of an annual reporting period. 

3.2 Change in accounting policy 

 Unless transitional provisions specify otherwise, a change in accounting policy is reflected by 
restating the interim financial statements and the comparative interim financial statements for 
the periods that will be restated in the annual financial statements according to IAS 8.  

 If this is impracticable the new policy is applied prospectively from the earliest 
practicable date. 
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3.3 Tax charge 

 Income tax expense is accrued using the tax rate that would be applicable to 
expected total annual earnings (i.e. the estimated average annual effective 
income tax rate applied to the pre-tax income of the interim period). 

3.4 Use of estimates 

 The measurement procedures should be designed to ensure that information is 
reliable and relevant to an understanding of the financial position or 
performance of an entity.  Preparation of interim financial reports generally 
will require a greater use of estimation methods than annual financial reports. 

 
Commentary 

The “Framework” recognises the need for trade-offs.  Some degree of 
reliability may have to be sacrificed to enhance relevance or timeliness. 

 Timeliness is particularly important for interim financial information, which often is 
published more promptly than annual financial information.  To increase timeliness 
or reduce cost, it may be necessary to accept a lesser degree of reliability. 

 
Commentary 

If an estimate reported in an interim period is changes significantly during the final 
interim period for which no separate interim financial report is published, the nature and 
amount of the change must be disclosed in a not to the annual financial statements. 

3.5 Application examples 

3.5.1 Inventories 

 Full stocktaking and valuation procedures may not be required for inventories 
at interim dates.  Alternative methods might include: 

 estimates based on sales margins; 
 using representative samples. 

3.5.2 Provisions 

 Determination of provisions (e.g. for environmental costs) may be complex, 
costly and time consuming.  An entity might engage outside experts to assist 
in the calculations for the end of the reporting period. 

 Estimates at interim dates may entail a simple updating of the prior annual provision. 

 Provisions may be made for bonuses which are earned through employment (i.e. accrue 
with time).  Bonuses will be recognised for interim reporting purposes only if they are 
liabilities (i.e. legal or constructive obligation). 

 Provisions for unused holiday entitlement may be made for the end of interim reporting 
periods as for the end of annual reporting periods. 
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3.5.3 Revaluations 

 An entity may rely on professionally qualified valuers at the end of annual 
reporting periods though not at the end of interim reporting periods. 

 

Key points summary 

 As a minimum an interim financial report includes condensed financial statements 
and selected explanatory notes. 

 Complete financial statements must conform to IAS 1 requirements. 

 Basic and diluted EPS should be presented for entities within the scope of IAS 33. 

 IAS 34 prescribes minimum information to be disclosed, if material and not 
disclosed elsewhere in the interim financial report. 

 An interim financial is not described as complying with IFRS unless if complies 
with all requirements of IFRS. 

 Materiality is assessed in relation to interim period financial data (which may rely 
more on estimates than annual financial data). 

 The same accounting policies should be applied to interim financial statements as 
to annual financial statements. 

 Seasonal revenues and costs that are incurred unevenly cannot be anticipated or 
deferred in interim reports unless this would be appropriate treatment at the end of 
the financial year. 

 

 

Focus 

You should now be able to: 

 recognise the content and format of interim financial statements. 
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Overview 

Objective 

 To explain how an entity’s first-time IFRS financial statements should be 
prepared and presented in accordance with IFRS 1 First-Time Adoption of 
International Financial Reporting Standards. 

 

 

PRACTICAL 
MATTERS 

 Overview 
 Making the transition 

OPENING IFRS 
STATEMENT OF 

FINANCIAL POSITION

INTRODUCTION 
 Background 
 Objective 
 Scope 
 Terminology 
 Stages in transition to IFRSs 
 Transition overview 

PRESENTATION 
AND DISCLOSURE

 Comparative information 
 Explanation of transition 
 Reconciliations 
 Other disclosures 

 Recognition and measurement principles 
 Exemptions from other IFRSs 
 Deemed cost 
 Business combinations 
 Cumulative translation differences 
 Compound financial instruments 
 Assets and liabilities of subsidiaries 
 Designation of financial instruments 
 Share-based payment transactions 
 Joint arrangements 
 Mandatory exceptions to retrospective application
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1 Introduction 

1.1 Background 

 Before IFRS 1 First-time Adoption of International Financial Reporting Standards was 
issued, the first-time application of IASs as the primary basis of accounting required 
full retrospective application unless a standard required otherwise or amounts could not 
be determined). 

 Commentary 

This was insufficient guidance for the many entities throughout the world 
adopting IFRS and was withdrawn. 

 The European Union’s requirement that all listed companies in the European Economic 
Area publish their consolidated financial statements in accordance with IFRSs by 2005, 
meant that entities with a financial year end of 31 December needed to have an IFRS 
statement of financial position as at 1 January 2004 (for comparative purposes). 

 One of the main differences between SIC-8 and IFRS 1 is that the IFRS permits 
certain exemptions from recognition and measurement requirements where 
compliance would otherwise cause undue cost or effort in application. 

 Commentary 

However, there are NO exemptions from IFRS 1’s enhanced disclosure 
requirements, detailing how the change to IFRSs has affected financial 
position, performance and cash flows. 

1.2 Objective 

 To ensure that an entity’s first IFRS contain high quality information that is: 

 transparent for users; 
 comparable over all period presented; 
 a starting point for accounting under IFRS; and 
 generated at a cost that does not exceed the benefit (to users). 

 Commentary 

A first time adopter uses the provisions of IFRS 1 and not the transitional 
provisions of other standards unless IFRS 1 specifies otherwise. 

1.3 Scope 

 This standard applies to: 

 first IFRS financial statements; and 
 any interim financial statements presented under IAS 34 for any 

part of the period covered by the first IFRS financial statements. 
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 Commentary 

So, for example, if first IFRS financial statements are to be prepared to 31 
December 2013, interim financial statements for six months to 30 June 2013 
will also fall within the scope of IFRS 1. 

1.4 Terminology 

 First IFRS financial statements – the first annual financial statements in which IFRSs 
are adopted by an explicit and unreserved statement of compliance with IFRS. 

 Commentary 

That is compliance with all IFRSs (issued by IASB) and IASs (adopted by IASB 
from predecessor body IASC) and applicable interpretations (IFRICs and SICs). 

 First IFRS reporting period – the latest reporting period covered by first 
IFRS financial statements. 

 A First-time adopter – is an entity that presents first IFRS financial 
statements.  If an explicit and unreserved statement of compliance has already 
been made an entity is not a first-time adopter. 

 Commentary 

That is even if there was non-compliance and the auditor’s report carried a 
qualified opinion. 

 Opening IFRS statement of financial position – an entity’s statement of 
financial position at the date of transition to IFRSs. 

 Previous GAAP – the basis of accounting used immediately before the 
adoption of IFRS. 

 Date of transition – the beginning of the earliest period for which an entity presents 
full comparative information under IFRSs in its first IFRS financial statements. 

 Deemed cost – an amount used as a surrogate for cost or depreciated cost at a given date. 

 

Illustration 1 
 

An entity with a 31 December year end presenting its financial statements for 2013 will 
have a date of transition as 1 January 2012. 

 

 

 Commentary 

IAS 1 requires an entity’s first IFRS financial statements to include at least three 
statements of financial position and at least two of each of the other statements (Session 3). 
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1.5 Stages in transition to IFRSs 

1.5.1 Accounting policies 

 Select accounting policies that will comply with IFRSs. 

 The same accounting policies are used for all periods presented including the 
opening IFRS statement of financial position. 

 The version of an IFRS that is extant at the end of the first IFRS reporting 
period (i.e. 31 December 2013 in Illustration 1) is used subject to the 
exemptions permitted under IFRS 1 (see later). 

 Commentary 

Different versions effective at earlier dates must not be applied. 

 If a new IFRS permits early application then a first-time adopter may adopt 
that standard early, but it is not required to do so. 

 The transitional arrangements in other IFRSs apply to entities that already use IFRSs.  
They do not apply to first time adopters except in relation to the derecognition of 
financial assets and financial liabilities and hedge accounting in accordance with IAS 39. 

1.5.2 Opening IFRS statement of financial position  

 Prepare and present an opening IFRS statement of financial position (i.e. at 
the date of transition). 

 Commentary 

This is the starting point to accounting under IFRS. 

1.5.3 Estimates  

 Make estimates in accordance with IFRSs for the opening statement of 
financial position and all other periods covered by the financial statements. 

 Commentary 

Estimates must be made consistently with estimates made as at the same date 
under previous GAAP, after adjustments to reflect different accounting 
policies, unless there is objective evidence that those estimates were in error. 

 Information received after the date of transition relevant to estimates made 
under previous GAAP is treated as for non-adjusting events (IAS 10). 
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Illustration 2 
 

An entity’s date of transition to IFRSs is 1 January 2012. 

New information on 15 July 2012 required an increase in the estimate of the allowance 
for slow-moving inventory made under previous GAAP at 31 December 2011. 

The entity does not reflect that new information in its opening IFRS statement of 
financial position.  The increase in estimate will be reflected as an additional expense 
in the statement of comprehensive income for the year ended 31 December 2012. 

 

 
 An entity may need to make estimates under IFRSs at the date of transition that 

were not required at that date under previous GAAP (e.g. if there was no 
requirement to state inventory at the lower of cost and net realisable value).  Such 
estimates must reflect conditions that existed at the date of transition to IFRSs. 

 Commentary 

For example, market prices, interest rates, foreign exchange rates, etc. 

Estimates required 
by previous 

GAAP? 

Calculation 
consistent with 

IFRSs? 

Evidence of error?
 

Make estimate 
reflecting conditions at 

relevant date 

YES NO 

NO YES 

Use previous  
estimate and adjust to 

reflect IFRSs 
Use previous estimate 

YES NO 

 
 These same principles apply to estimates made for any comparative period 

presented in first IFRS financial statements. 

1.5.4 Presentation and disclosure 

 Make presentation and disclosure requirements in accordance with IFRS 1. 

 Commentary 

IFRS 1 does not provide any exemptions from the presentation and disclosure 
requirements of other accounting standards. 

 Include comparative information – at least three statements of financial 
position and at least two of each of the other statements (IAS 1). 

 Historical summaries of selected data need not comply with recognition and 
measurement requirements of IFRS 1.  However, such summaries and comparative 
information under previous GAAP must be clearly labelled as not being prepared 
under IFRS and the nature of the main adjustments to comply with IFRS disclosed. 

 Commentary 

The adjustments are not required to be quantified. 
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1.6 Transition overview  

Previous 
GAAP 

IFRS 

1 Jan 2011 31 Dec 2011 31 Dec 2012 

CI, CF, 
SOCIE  

FP 

CI, CF, 
SOCIE (if any) 

FP FP 

CI, CF, 
SOCIE  

FP FP 

 

Abbreviations: 
FP – Statement of Financial Position 
CI – Statement of Comprehensive Income 
CF – Statement of Cash Flows 
 

 Commentary 

The financial statements to 31 December 2011 are published under previous 
GAAP.  The financial statements to 31 December 2012 are prepared under 
IFRS with the comparative information restated. 

2 Opening IFRS statement of financial position  

2.1 Recognition and measurement principles 

 Recognise all assets and liabilities required by IFRSs (e.g. assets held under 
finance leases and lease obligations).   

 Do not recognise assets and liabilities that are not allowed to be recognised 
under IFRSs (e.g. “provisions” which do not meet the definition of a liability). 

 Reclassify items as current/non-current, liability/equity in accordance with IFRSs as 
necessary (e.g. preferred shares with fixed maturity as debt rather than equity). 

 Measure all recognised assets and liabilities in accordance with IFRSs (e.g. at 
cost, fair value or a discounted amounted). 

 Commentary 

Because the adjustments that result from changes in accounting policy on transition arise 
from events and transactions before the date of transition they are recognized directly in 
retained earnings (or, if appropriate, elsewhere in the statements of changes in equity) at 
the date of transition. 
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2.2 Exemptions from other IFRSs  

 IFRS 1 basically requires full retrospective application of all extant IFRSs on 
first-time adoption with limited exemptions which include the following: 

 deemed cost; 

 business combinations; 

 cumulative translation differences; 

 compound financial instruments; 

 assets and liabilities of subsidiaries, associates and joint ventures; 

 designation of previously recognised financial instruments; 

 share-based payment transactions; 

 decommissioning liabilities included in the cost of property, plant and equipment; 

 leases; 

 fair value measurement of financial assets and liabilities; and 

 borrowing costs; and  
 joint arrangements. 

 Commentary 

A first-time adopter may elect to use any one or more of the available exemptions.   
Only those exemptions that relate to the DipIFR syllabus are detailed below. 

2.3 Deemed cost  

 Cost based measurement of some items of property, plant and equipment may involve 
undue cost or effort (e.g. if the entity has not kept up-to-date fixed asset registers).   

 Items of property, plant and equipment can therefore be measured at their fair value 
at the date of transition and that value deemed to be cost (i.e. “deemed cost”). 

 If an entity has revalued assets under its previous GAAP and the revaluation is broadly 
in line with IFRSs then that revalued amount can be taken to be the deemed cost. 

 Commentary 

These exemptions are also available for investment property accounted for 
under IAS 40’s cost model and intangible assets meeting IAS 38’s criteria for 
asset recognition and revaluation. 

 If an entity has carried out a fair value exercise of all (or some) of its assets and 
liabilities for a particular event (e.g. an initial public offering or privatisation) 
then that fair value may be as the deemed cost at the event date. 

 Commentary 

Comparing revaluation under IFRS 1 with that under IAS 16: 

 for IFRS 1 it is a “one-off” exercise – under IAS 16 revaluations 
must be kept up-to-date; and 

 the IFRS 1 exemption can be applied to any item(s) – under IAS 16 
all items in the same class must be revalued. 
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2.4 Business combinations  

2.4.1 Electing not to apply IFRS 3 

 A first-time adopter does not have to apply IFRS 3 Business Combinations 
retrospectively to past business combinations (i.e. business combinations that 
occurred before the date of transition to IFRSs). 

 If, however, a first-time adopter restates any business combination to comply with 
IFRS 3, all later business combinations must be restated and IAS 36 and IAS 38 applied. 

Illustration 3 
 

A first-time adopter reporting at 31 December 2013 elects to restate a business 
combination that occurred on 30 June 2010.  It must restate all business combinations 
that occurred between 30 June 2010 and 1 January 2012. 

 

 

 Commentary 

This exemption also applies to past acquisitions of investments in associates 
and of interests in joint ventures. 

2.4.2 Consequences of not applying IFRS 3 retrospectively 

 The classification (as an acquisition, reverse acquisition or a “uniting of 
interests”) in its previous GAAP financial statements is not changed. 

 All assets and liabilities acquired or assumed are recognised at the transition date except: 

 some financial assets and financial liabilities derecognised under 
previous GAAP (as above ); and 

 assets, including goodwill, and liabilities that were not recognised in the 
acquirer’s consolidated statement of financial position under previous 
GAAP and also would not qualify for recognition under IFRSs in the 
separate statement of financial position of the acquiree. 

 Commentary 

Any resulting change is adjusted against retained earnings (or, if appropriate, 
another category of equity), unless it results from the recognition of an intangible 
asset that was previously subsumed within goodwill (see adjustments below). 

 The opening IFRS statement of financial position must exclude any item recognised under 
previous GAAP that does not qualify for recognition as an asset or liability under IFRSs: 

 An intangible asset that does not qualify for recognition under IAS 38 is 
reclassified (together with any related deferred tax and non-controlling 
interests) as goodwill; 

  Commentary 

That is unless goodwill was deducted directly from equity under previous GAAP, in 
which case goodwill is not recognised in the opening statement of financial position. 

 All other resulting changes are adjusted in retained earnings. 



SESSION 34 – IFRS 1 FIRST-TIME ADOPTION  

©2013 DeVry/Becker Educational Development Corp.  All rights reserved. 3409 

 Where IFRS requires subsequent measurement of assets and liabilities on a basis 
that is not based on original cost (e.g. fair value) such assets and liabilities must be 
measured on that basis in the opening IFRS statement of financial position. 

 Commentary 

That is, even if they were acquired or assumed in a past business combination 
– any resulting change in the carrying amount is adjusted against retained 
earnings, not goodwill. 

 Immediately after the business combination, the carrying amounts determined 
under previous GAAP are deemed cost under IFRSs at that date. 

 

 Commentary 

This is used for cost-based depreciation or amortisation from the date of the 
business combination. 

 An item that is not recognised under previous GAAP but recognized under 
IFRS does not have a deemed cost of zero.  It is measured in the consolidated 
statement of financial position on the basis that IFRSs would require in the 
separate statement of financial position of the acquiree. 

Illustration 4 
 

Finance leases acquired in a past business combination must be capitalised in the 
consolidated financial statements as IAS 17 Leases would require in the acquiree’s 
separate IFRS statement of financial position. 

 

 
 The converse also applies.  An item subsumed in goodwill under previous GAAP that 

would have been recognised separately under IFRS 3 remains in goodwill unless IFRSs 
would require its recognition in the separate financial statements of the acquiree. 

2.4.3 Goodwill adjustments  

 The carrying amount of goodwill in the opening IFRS statement of financial 
position is the same as under previous GAAP at the transition date after the 
following two adjustments (if applicable): 

 increasing the carrying amount of goodwill for an item previously 
recognised as an intangible asset that does not meet IFRS criteria; 

 Commentary 

Similarly, decreasing the carrying amount of goodwill if an intangible asset previously 
subsumed in recognised goodwill meets IFRS criteria for recognition. 

 an impairment test at the date of transition.  Any impairment loss is  
adjusted in retained earnings (or revaluation surplus if required by IAS 36). 

 Commentary 

This is regardless of whether there are any indications that the goodwill may be impaired. 

 No other adjustments are made to the carrying amount of goodwill at the date of transition. 
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2.4.4 Exclusion from consolidation 

 If a subsidiary was not previously consolidated, the carrying amounts of the 
subsidiary’s assets and liabilities are adjusted to the amounts that IFRSs 
would require in the subsidiary’s separate statement of financial position. 

 The deemed cost of goodwill is the difference at the transition date between: 

 the parent’s interest in the adjusted carrying amounts; and 
 the cost of its investment in the subsidiary in the parent’s separate 

financial statements. 
 

Activity 1 
 

Suggest three reasons why a subsidiary may not have been consolidated under previous 
GAAP. 

 

 

Solution 

     

     

     

2.4.5 Deferred tax and non-controlling interests 

 The measurement of deferred tax and non-controlling interests follows from 
the measurement of other assets and liabilities. 

 Commentary 

All the above adjustments to recognised assets and liabilities therefore affect 
non-controlling interests and deferred tax. 

2.5 Cumulative translation differences 

 All translation adjustments arising on the translation of the financial statements of 
foreign entities can be recognised in retained earnings at the date of transition (i.e. 
any translation reserve included in equity under previous GAAP is reset to zero).   

 The gain or loss on subsequent disposal of the foreign entity will then be adjusted only by 
those accumulated translation adjustments arising after the first IFRS reporting period. 

 Commentary 

If this exemption is not used, an entity must restate the translation reserve for 
all foreign entities since they were acquired or created.  

2.6 Compound financial instruments 

 The “split-accounting” provisions of IAS 32 need not be applied where the liability 
component of a compound financial instrument is no longer outstanding at the transition date.   
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 Commentary 

That is, the original equity component of the compound instrument does not 
have to be reclassified out of retained earnings and into other equity. 

2.7 Assets and liabilities of subsidiaries 

 Commentary 

These exemptions apply also to associates and joint ventures. 

 A subsidiary who adopts later than its parent may measure assets/liabilities at 
carrying amounts determined for: 

 its own transition; or 
 the parents consolidated financial statements at an earlier transition. 

 Commentary 

A parent who adopts later than a subsidiary must measure assets/liabilities based 
on the same carrying amounts determined for that subsidiary’s transition. 

2.8 Designation of previously recognised financial instruments 

 IFRS 9 Financial Instruments: Recognition and Measurement allows that financial 
instruments be designated on initial recognition at fair value through profit or loss. 

 This designation is permitted at the date of transition also. 

2.9 Share-based payment transactions 

 Application of IFRS 2 is encouraged for liabilities arising from share-based payment 
transactions that were settled before the date of transition and 1 January 2005. 

2.10 Joint arrangements  

 The transitional provisions of IFRS 11 may be applied with one exception.  When 
changing from proportionate consolidation to the equity method the investment 
must be tested for impairment (IAS 36) as at the beginning of the earliest period 
presented.  This is regardless of whether there is any indication of impairment. 

 Commentary 

Any impairment loss will be adjusted against opening retained earnings for the 
earliest period presented. 

2.11 Mandatory exceptions to retrospective application 

 As well as the optional exemptions, there are five mandatory exceptions, concerning:   

 derecognition of financial assets and financial liabilities; 
 hedge accounting;  
 non-controlling interests  
 classification and measurement of financial assets; and 
 embedded derivatives. 
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2.11.1 Derecognition of financial assets and financial liabilities 

 A first-time adopter must apply the derecognition requirements in IFRS 9 
Financial Instruments prospectively for transactions occurring on or after the 
date of transition. 

 Commentary 

An exception to this is if the information needed to apply IFRS 9 retrospectively was 
obtained when the transactions were initially accounted for. 

2.11.2 Hedge accounting  (IAS 39) 

 At the date of transition: 

 all derivatives must be measured at fair value; and 
 all deferred losses and gains arising on derivatives reported under 

previous GAAP as assets or liabilities must be eliminated.  

 Commentary 

So an entity cannot reflect in its opening IFRS statement of financial position 
a hedging relationship that does not qualify for hedge accounting. 

2.11.3 Non-controlling interests 

 Total comprehensive income must be split between owners of the parent and non-
controlling interests even if this results in a deficit balance for non-controlling interests. 

 Any change in control status between the owners of the parent and non-controlling 
interests is to be accounted for from the date of transition unless the adopter has 
elected to apply IFRS 3 retrospectively to past business combinations. 

 Commentary 

In this case IFRS10 requirements must also be applied retrospectively to the 
past business combinations. 

2.11.4 Financial assets (classification and measurement)  

 The conditions to be met for measuring a financial asset at amortised cost 
(i.e. concerning objectives of the business model and contractual terms) must 
be assessed on facts and circumstances existing at the date of transition. 

2.11.5 Embedded derivatives  

 The need to separate an embedded derivative from a host contract is based on 
the conditions which existed when the contract was first entered into. 
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3 Presentation and disclosure 

3.1 Comparative information 

 To comply with IAS 1 Presentation of Financial Statements the first IFRS 
financial statements must include at least: 

 three statements of financial position; 
 two statements of comprehensive income; 
 two statements of cash flows; 
 two statements of changes in equity; and 
 related notes, including comparative information, 

3.2 Explanation of transition 

 An entity must explain how the transition to IFRSs has affected its reported 
financial position, performance and cash flows. 

 Commentary 

This is achieved through reconciliation and disclosure and there are no 
exemptions to the requirements for these. 
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Illustration 5 

 
Adoption of International Financial Reporting Standards (IFRS) 
 
 
 
104  Introduction, Basis of preparation, 
 Transitional arrangements and 
 transition date 
105  Key changes in accounting policies 
107  Financial instruments, Proforma changes 
 in Group net borrowings 
108  Consolidated Balance Sheets prepared 
 in accordance with IFRS 
109  Consolidated Income Statements 
 prepared in accordance with IFRS 
110  Consolidated Statement of Recognised 
 Income and Expense prepared in 
 accordance with IFRS 
110  Consolidated Statement of Changes in 
 Equity prepared in accordance with IFRS 
111  Consolidated Cash Flow Statements 
 prepared in accordance with IFRS 
112  Summary of Group Accounting Policies 
118  Adoption of IAS 32 and IAS 39 
 
 Reconciliations of UK GAAP financial 
 information to IFRS: 
119  Consolidated Balance Sheet as at 
 1 April 2004 
120  Consolidated Balance Sheet as at 
 30 September 2004 
121  Consolidated Balance Sheet as at 
 31 March 2005 
122  Consolidated Income Statement for the 
 six months to 30 September 2004 
123  Consolidated Income Statement for the 
 year to 31 March 2005 

  
Tate & Lyle Annual Report 2005 
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Illustration 6 
 

Key changes in accounting policies (extracts) 
The following notes highlight the main differences between UK GAAP and IFRS that had a material effect 
on the financial statements of the Group. 
(a) Share-based payment 
Under UK GAAP, the Group recognised a charge in respect of employee share options based on the 
difference between the exercise price of the option and the market value of a Tate & Lyle share at the grant 
date. Accordingly, only grants made under the Tate & Lyle 2003 Performance Share Plan attracted a 
charge under UK GAAP, based on their intrinsic value. Under IFRS2 the Group recognises a charge 
reflecting the fair value of all employee share options granted since 7 November 2002 that had not vested 
by 1 January 2005. 
The UK GAAP charge for the year to 31 March 2005 totalled £2 million, reflecting expense for two years of 
option grants. The impact of IFRS on profit before taxation for the year to 31 March 2005 is an additional 
charge of £2 million. In the year to 31 March 2006, the IFRS charge increased to reflect expense covering 
three years of option grants. 
Net assets increased by £3 million at 31 March 2005 reflecting the deferred taxation impact. 
 
(g) Other 
Events after the balance sheet date 
Under UK GAAP, the Group recognised a provision for the dividend declared within its financial statements. 
IFRS specifically states that dividends approved by the relevant authority after the reporting date do not 
meet the definition of a present obligation and should not therefore be recognised. The impact of this is to 
increase net assets at 31 March 2005 by £65 million (1 April 2004 – £62 million). 

 
Tate & Lyle Annual Report 2006 

 

 

 

3.3 Reconciliations 

 The following are required to enable users to understand the material adjustments to 
the statement of financial position and statement of comprehensive income: 

 A reconciliation of equity under IFRSs and previous GAAP as at: 

 the transition date; and 
 the end of the latest period presented under previous GAAP. 

  Commentary 

That would be 1 January 2011 and 31 December 2011 for the 
transition overview shown at section 1.6. 

 A reconciliation to its total comprehensive income under IFRSs for the latest 
period in the most recent annual financial statements.  The starting point is total 
comprehensive income under previous GAAP (or profit or loss under previous 
GAAP if such a total was not reported). 

  Commentary 

That would be total comprehensive income (or profit or loss) for 
the year to 31 December 2011 for the transition overview. 
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Illustration 7 
 

2. FIRST TIME ADOPTION OF INTERNATIONAL FINANCIAL REPORTING STANDARDS (IFRS) 

Reconciliation and explanatory notes on how the transition to IFRS has affected profit/(loss) and net assets 
previously reported under UK Generally Accepted Accounting Principles (UK GAAP) are given below. No  
Balance Sheet Reconciliation as at 1 July 2005 has been shown due to there being no measurement changes 
from the adoption of IFRS: 
 
INCOME STATEMENT RECONCILIATION 
FOR THE YEAR ENDED 30 JUNE 2006 

 
Sub-
note 

RESTATED
UK GAAP 

£ 

CONSOLIDATED
Adjustments 

£ 

 
IFRS 

£ 
Revenue  - - - 
Cost of sales  - - - 
GROSS PROFIT/(LOSS)  - - - 

Other operating income  10,613 - 10,613 
Administrative expenses  (1,655,986) - (1,655,986) 
Share based payments i - (545,033) (545,033) 

LOSS FROM OPERATIONS  (1,655,373) (545,033) (2,200,406) 

Finance income  67,826 - 67,826 

LOSS ON ORDINARY ACTIVITIES BEFORE TAX  (1,587,547) (545,033) (2,132,580) 
Taxation  - - - 

LOSS FOR THE YEAR  (1,587,547) (545,033) (2,132,580) 

 

2007 ANNUAL REPORT CHURCHILL MINING PLC     

 

 

 Commentary 

The directors confirm, in the Directors’ Report that, after making enquiries, they have a 
reasonable expectation that the Group has adequate resources to continue in operational 
existence for the foreseeable future. For this reason, they continue to adopt the going 
concern basis in preparing these accounts.  Interestingly although the “basis of 
preparation” note to the financial statements specifies that the accounts have been 
prepared on a going concern basis there is no further comment on the issue. 

 These reconciliations must distinguish between changes in accounting 
policies and errors.  IAS 8 disclosure requirements do not apply. 

 Commentary 

Similar reconciliations are required for interim financial reports for part of 
the period covered by the first IFRS financial statements. 
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Illustration 8 
 

 
Consolidated Balance Sheet as at 31 March 2005 (extract)
 
 UK 

GAAP in 
IFRS 

format  
£m 

Employee 
benefits 
Note (b) 

£m 

Intangible 
assets 

Note (c) 
£m 

Business 
combinati

ons
Note (d)

£m 

Joint 
Ventures
Note (e)

£m 

Taxation
Note (f) 

£m 

 
Other 

Note (g) 
£m 

 
 

IFRS  
£m 

ASSETS         
Non-current assets         
Intangible assets 173 – 11 5 9 (4) – 194 
Property, plant and equipment 1 111 – (4) – 150 – 7 1 264 
Investments in associates 2 – – – 1 – – 3 
Investments in joint ventures 211 – – – (211) – – – 
Trade and other receivables 60 (51)   4 –  13 
Other non-current assets 16 – – – – – – 16 
 1 573 (51) 7 5 (47) (4) 7 1 490 
Current assets         
Inventories 288 – – – 85 – (1) 372 
Trade and other receivables 361 – – – 56 – 1 418 
Cash and cash equivalents 59 – – – 30 – 295 384 
Current asset investments 296 – – – – – (295) 1 
 1 004 – – – 171 – – 1 175 
TOTAL ASSETS 2 577 (51) 7 5 124 (4) 7 2 665 

Tate & Lyle Annual Report 2006 

 

 

 

3.4 Other disclosures 

 If a statement of cash flows was presented under previous GAAP, material 
adjustments must be explained. 

 If an entity uses fair value as deemed cost for any items of property, plant and 
equipment (or investment property or intangible asset) as an alternative to 
cost-based measurement, the following must be disclosed for each line item: 

 the aggregate of those fair values; and 
 the aggregate adjustment to carrying amounts reported under 

previous GAAP. 

4 Practical matters 

4.1 Overview 

 The finance director is most likely to be responsible for the conversion process.  In 
large entities a steering committee may be formed to manage the process. 

 Key stakeholders in the entity need to be made aware how staff may be 
affected – particularly in respect of training. 
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 Matters to be considered when making a preliminary assessment of the 
impact of conversion will include: 

 the level of readily available IFRS competence of staff, internal 
audit and non-executive directors; 

 whether specialist help may be needed and, if so, who can provide it; 

  Commentary 

Many entities will turn to their auditors, business consultants, etc to advise 
them.  The skills and competence of professional advisors must be assessed. 

 identifying agreements, contracts and reports affected by the change in 
the financial reporting framework; 

 making an initial estimate of the financial effect of changes in key 
accounting policies; 

 assessing the significance of fair values (e.g. in relation to IASs 39 and 40); 

 reviewing any existing weaknesses in internal financial reporting systems; 

 deciding the extent to which previous year’s financial information (prior to 
the date of transition) is to be restated. 

Activity 2 
 

Suggest FOUR contractual arrangements that could be affected by the change.  

 

4.2 Making the transition 

4.2.1 Accounting 

 Accounting policies should be selected after a detailed review of the choices 
available (especially on transition). 

 Changes may need to be made to the accounting system to collect the information 
necessary to meet disclosure requirements (e.g. of segment reporting). 

 The group accounting manual should be updated to reflect changes in 
terminology as well as changes in accounting policies, measurement bases, etc. 

 Accounting policies used for internal reporting (e.g. in budgeting systems) may need to 
be standardised or made compatible with those used for external financial reporting. 
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4.2.2 Treasury 

 Treasury managers will need to review treasury policy and how they hedge risk. 

 Commentary 

Some entities may not be able to hedge account in accordance IAS 39 even if 
they change their hedging strategy. 

 Loan agreements may need to be renegotiated to avoid breaching covenant limits. 

4.2.3 IT and systems 

 Accounting system changes may be required as a direct result of the change to IFRS. 

 Changes in IT and systems may also be required in response to the 
identification of business improvement opportunities. 

4.2.4 Human resources 

 Resource planning should take account of: 

 the impact of the change on long-term recruitment plans; 
 how day-to-day responsibilities of seconded staff will be covered; 
 temporary specialist assistance needed. 

 Remuneration schemes will need to be reviewed and renegotiated. 

 Staff will need to be trained. 

4.2.5 Training 

 Internal experts with specialist IFRS knowledge will need to be involved in 
the training of others in the organisation.  This may require that they be 
trained as trainers. 

 Subsidiary finance managers will need a broad understanding of the impact 
of IFRS on the entity and changes in policy and procedure. 

 General business managers will need to be made aware of the impact of IFRS 
on the business, its reporting and planning processes. 

4.2.6 Communication 

 The financial effects of the change must be communicated to shareholders, 
analysts, employees, lenders, etc.  This may require a public relations plan to 
advertise the adoption of IFRS. 
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Key points summary 
 

 A first-time adopter makes an explicit and unreserved statement that its general 
purpose financial statements comply with IFRSs. 

 A first-time adopter selects accounting policies based on effective IFRSs.  

 An entity’s first IFRS statements will include at least three statements of financial 
position and at least two of each of the other statements  

 Previous GAAP assets and liabilities that do not qualify for recognition under 
IFRS are eliminated from the opening financial position (e.g. research 
expenditure). 

 Conversely, all assets and liabilities that are required to be recognised by IFRS 
must be recognised (e.g. deferred tax liabilities) and appropriately classified. 

 IFRS measurement principles should be used.  Adjustments from previous GAAP 
are recognised directly in retained earnings (or, if appropriate, another category of 
equity). 

 For IFRS estimates at the transition date, assumptions used to determine previous 
GAAP estimates should be used.  Later information can only be used to correct a 
previous-GAAP error. 

 How the transition from previous GAAP to IFRS affects the previously reported 
financial statements must be disclosed, with reconciliations. 

 Optional exemptions to the general restatement and measurement principles relate 
to a wide range of transactions including business combinations and deemed cost. 

 Previous-GAAP accounting need not be restated for certain items (e.g. goodwill 
written-off from reserves).  

 An initial IAS 36 impairment test must be made for goodwill in the opening 
statement of financial position. 

 

 

Focus 

You should now be able to: 

 account for the first time adoption of IFRSs. 
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Activity solutions 

Solution 1 – Exclusion from consolidation 

 It was not regarded as a subsidiary under previous GAAP – the definition of 
subsidiary being based on legal ownership rather than control. 

 Previous GAAP permitted that certain subsidiaries be excluded from 
consolidation (e.g. on the grounds that their activities are sufficiently 
different from those of the rest of the group). 

 The parent did not prepare consolidated financial statements (e.g. in 
jurisdictions where financial statements are for legal entities only). 

Solution 2 – Arrangements affected 

 Bank and other loan agreements (e.g. financial ratios specified in loan 
covenants may be adversely affected). 

 Reporting to industry regulators. 

 Remuneration schemes and profit-related pay.  Negotiations with the tax 
authorities may be necessary to maintain tax efficient schemes. 

 Performance-related share option schemes. 
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 To explain the reporting requirements of small and medium-sized entities (“SMEs”). 
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1 Big GAAP vs little GAAP 

1.1 The debate  

 There has been a consensus for a long time that reporting requirements are 
biased towards larger companies and ignore the needs of small companies. 

 Compliance places a burden on small companies.  This burden includes: 

 the cost of considering whether a particular standard applies to the entity; 
 the cost of assembling the information; 
 the cost of auditing the information; and  
 the loss of commercial advantage arising from increased disclosure. 

 The issue of the application of accounting standards to small companies has been the 
subject of numerous studies in the UK and around the world.  The debate has revolved 
around whether: 

 accounting standards should apply equally to all financial 
statements that purport to present a “true and fair” view; or 

 small companies should be exempted from the need to comply with 
certain standards. 

1.2 Difficulties 

 Difficulties include: 

 finding and choosing a method of determining which companies 
should be allowed any exemption; and 

 deciding on the accounting rules from which such companies 
should be exempt. 

 Factors to be considered in distinguishing between categories of companies 
include: 

 the extent to which there is public interest in an entity; 
 its complexity, the separation of ownership and control; and  
 its size.  

 Commentary 

Although size is not the most important factor, it is the easiest to apply. 

 The Accounting Standards Board in the UK introduced a modified GAAP for 
certain companies based on size (as being the easiest to apply).  However, 
this has met with an amount of criticism as most commentators feeling that 
the separation of ownership would be a more useful criterion. 
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1.3 Differential accounting  

1.3.1 Meaning 

 The term “differential accounting (reporting)” has been used by accountants 
recently and refers to whether different types of companies should be 
reporting in different ways and following different accounting rules. 

 It considers whether there should be a split in reporting and whether that split 
should be based on a public vs private criterion or size. 

 The debate has considered the following in terms of differential reporting: 

 Should there be two totally independent set of standards? 

 Should there be a single set of standards, with exclusions for some 
types of companies? 

 Should all companies follow exactly the same set of standards? 

 Should the recognition and measurement issues remain the same 
and only disclosure requirements be relaxed for some companies? 

1.3.2 Arguments for 

 The purpose of a set of accounts is to communicate information to users of 
financial statements.  However, for a simple entity, some of the complex rules 
relevant to larger entities may hinder communication rather than aid it.  

 The complex calculations, the quantity of disclosure and the technical terminology 
required by accounting standards may render the accounts of small companies 
incomprehensible to their principal users. 

 The owners of public companies are not generally involved in managing the 
business.  For this reason, a relationship of stewardship (i.e. accountability) exists 
between owners and managers.  This is not the case for owner-managed entities. 

 Commentary 

In short, current standards fail to take adequate account of the needs of users. 

 The users of public companies’ financial statements include: 

 existing and potential shareholders; 
 loan creditors; 
 financial analysts and advisers; 
 the financial press; 
 employees. 

 
 The users of small companies’ financial statements include: 

 owner-managers; 
 bankers; and  
 tax authorities. 
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 The recent developments in international standard setting have been driven by the 
desire to achieve endorsement by IOSCO.  The requirements of the newer standards, 
in particular, are not necessarily appropriate to smaller entities.  

1.3.3 Arguments against 

 Empirical research has not found that small companies find complying with 
accounting standards a matter for concern. 

 Small entities normally have very few major accounting issues that need to be 
addressed, simply because of their size.  In practice, this means that many of 
the IFRSs have negligible impact on the small company.  

 For companies already in existence, accounts formats with full disclosure will 
already be in place. 

2 IFRS for SMEs  

 In July 2009 the IASB issued its new standard, IFRS for Small and Medium-sized 
Entities, giving possible relief for many companies from compliance with full IFRS.   

 The standard provides an alternative framework that can be applied by 
eligible companies instead of “full IFRS”. 

2.1 IASB definition 

 The standard does not specifically define an SME, it leaves that up to national 
regulatory authorities and it is these bodies that will set the eligibility criteria, 
possible based upon turnover, value of assets or number of employees 

 In order to be classed as an SME the entity must have no public accountability and 
will publish general purpose financial statements for external users. 

 The standard is therefore not relevant to those entities who have securities, equities or 
debt, listed on a recognised market, or those in the process of obtaining a listing. 

 If an entity holds assets in a fiduciary capacity for others (e.g. banks) then it 
also has public accountability and will not be able to apply this standard. 

 If a company is “small” but has a listing then it must apply full versions of IFRS. 

2.2 Objectives of IASB SME standards 

 To provide high quality, understandable and enforceable standards suitable 
for SMEs globally. 

 To focus on meeting the needs of users of SME financial statements. 

 To be built upon the same conceptual framework as IFRSs. 

 To reduce the financial reporting burden on SMEs that want to use global standards. 

 To allow easy transition to full IFRS for those SMEs that become publicly 
accountable or choose to switch to full IFRS. 
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2.3 Stand-alone document 

 The standard is intended to be a stand-alone document without the need to 
refer to the full set of IFRSs. 

 Therefore, where an item is not covered by the standard there is no 
mandatory “fall back” to full IFRSs. 

 The standard takes the fundamental concepts from the framework document, 
principles and mandatory guidance from appropriate standards and modifies 
these to take account of users’ needs and cost-benefit considerations. 

2.3.1 Topics omitted 

 Those standards that are not relevant to a typical SME are omitted altogether 
from the standard.  If a particular standard have impact on the SME then they 
will refer to the full IFRS. 

 Standards omitted include; 

 Earnings per Share 
 Interim Financial Reporting 
 Segment Reporting 
 Insurance 
 Assets held for sale 

 

2.3.2 Simpler option included 

 Where the full standard gives a choice of policy then only the simpler option 
has been included in the SME standard. 

 The standard leaves it to individual jurisdictions as to whether there is an 
option to cross reference to the full IFRS. 

 The relevant standards include; 

 IAS 40, where investment properties are valued at fair value, as 
long as the fair value can be measured reliably and without undue 
cost or effort; 

 IAS 23, will require all borrowing costs to be expensed; 

 IAS 38, will require all research and development costs to be 
expensed; 

 IAS 16 & 38, where only the cost model is available for property, 
plant and equipment and intangible assets. 
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2.3.3 Recognition and measurement 

 Certain standards have been simplified in respect of their recognition and 
measurement requirements. 

 The relevant standards include; 

 IFRS 9, where there are only two categories of financial assets, 
those measured at amortised cost and those at fair value through 
profit or loss 

 IAS 39, where the requirements related to hedge accounting have 
been simplified 

 IAS 21, where there is no need to reclassify exchange differences 
that are initially recognised in other comprehensive income into 
profit or loss on disposal of the foreign investment 

 IFRS 3 and IAS 36, where goodwill is amortised on an annual basis 
rather than having to be tested for impairment 

 IAS 28, only the cost model would be used for valuing investments 
in associates or joint venture. 

Focus 

You should now be able to: 

 outline the principal considerations in developing a set of accounting standards for SMEs; 

 discuss solutions to the problem of differential financial reporting; and 

 discuss the reasons why the IFRS for SME’s does not address certain topics. 
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A 

Abandoned assets 3006 
Accounting estimates 411 
Accounting for subsidiaries 2202 
Accounting policies 327, 403, 2208, 2615, 3404 
Accounting policy adjustments 2402 
Accrual accounting 206 
Accrual basis 306 
Accumulated depreciation 812 
Acquired goodwill 1516 
Acquired in-process research and development

 1211 
Acquisition method 2207 
Active market 216, 1216, 1404 
Actuarial valuation method 1815 
Actuary 1808 
Adjusting events 3103 
Advance payments 509 
Advertising commissions 513 
Aggregation 306, 3208 
Aggregation criteria 2903 
Agricultural activity 1402 
Amortisation 1218 
Amortised cost 2106, 2114, 2117 
Asset 210 
Asset ceiling 1816 
Associated companies 2601 
Authority of IFRS 114 

B 

Bargain purchases 2414 
Barriers to development 117 
Basic earnings per share 2803 
Big GAAP 3502 
Biological assets 1402 
Bonus issue 2805 
Borrowing costs 1002 
Buildings 1107 
Business combinations 1207, 2026 

C 

Capital disclosures 328 
Capital expenditure 804 
Capital maintenance 213 
Capitalisation 1004 
Cash flow hedges 2125 
Cash-generating unit 1502 
Cash-generating units 1514, 1608 
Cash-settled transactions 1911 
Changes in accounting estimates 412 
Changes in accounting policy 1607 
Changes in equity 3306 
Chief operating decision maker 2903 

Comparability 209 
Comparative information 308 
Compensation for impairment 821 
Completed contract method 602 
Compliance with IFRS 305 
Component 303, 3002 
Compound financial instruments 3410 
Compound instruments 2110 
Concepts of capital 213 
Conceptual Framework for Financial Reporting

 121 
Condensed statement of cash flows 3306 
Condensed statement of comprehensive income

 3306 
Condensed statement of financial position 3304 
Consignment sales 509 
Consistency 309 
Consolidated statement of comprehensive 

income 2501 
Consolidated statement of financial position

 2301 
Consolidation 2305 
Construction contracts 602 
Contingent assets 1724 
Contingent consideration 2405 
Contingent liabilities 1724, 2406, 2410 
Contingently issuable shares 2815 
Continuing operations 3010 
Contract costs 604 
Control 1203, 2202, 2203, 3203 
Control and ownership 2502 
Convertible instruments 2809 
Corporate assets 1517 
Cost approach 217 
Cost constraint 210 
Cost formulas 705 
Cost model 811, 1216, 1306, 1606 
Cost plus contract 607 
Cost recognition 507 
Costs of disposal 1508 
Costs to sell 1404 
Cumulative translation differences 3410 
Current assets 310, 3005 
Current liabilities 312 
Current tax 2003 
Current/non-current distinction 310 
Curtailment 1816 

D 

Decommissioning costs 1716 
Deemed cost 3407 
Deferred consideration 2404 
Deferred income 905 
Deferred taxation 817, 1914, 2004 
Defined benefit plans 1807 
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Defined contribution plans 1806 
Depreciable amount 819 
Depreciation 819, 3007 
Derecognition 822, 2119 
Derivative instruments 2102 
Derivatives 2106 
Development phase 1213 
Differential accounting 3503 
Diluted earnings per share 2809 
Disaggregation 402 
Discontinued operation 3003 
Discount rate 1815 
Discussion documents 110 
Discussion Papers 110 
Disposal costs 1508 
Disposal group 3002 
Disposals 815 
Dividends 508, 2110, 2326, 2503, 2617, 3104 
Due Process 108 

E 

Earnings per share 2802 
Earnings performance 2802 
Economic phenomena 207 
Economic resources 206 
Effective interest method 2106 
Elements of financial statements 210 
Embedded derivatives 2116, 3412 
Employee benefits 1802 
Employee’s remuneration 1905 
Enhancing characteristics 209 
Entity-wide disclosures 2910 
Equity 210 
Equity accounting 2602, 2607 
Equity instrument 1904, 1906 
Equity-settled transactions 1905 
Errors 413 
Estimates 3404 
Estimation uncertainty 327 
European Union 103 
Events After the Reporting Period 3006 
Exchange differences 2709 
Exchange of assets 808, 1211 
Exemptions from IFRSs 3407 
Expenses 211 
Explanatory notes 3306 
Exploration and evaluation assets 1605 
Exposure Draft 110 
Extractive industries 1602 

F 

Fair presentation 305 
Fair value 215, 1404, 1502, 1508, 2407 
Fair value hedges 2124 

Fair value hierarchy 1508 
Fair value measurement 1305 
Fair value model 1304 
Fair value of purchase consideration 2404 
Fair value through profit or loss 2114 
Faithful representation 208 
FASB 116 
Finance income 1116 
Finance lease 1107, 1116 
Financial assets 2114, 2119, 3412 
Financial instruments 2102 
Financial liability 2121 
Financial position 206 
Financial statements 303 
Finite useful lives 1217 
First-time adopter 3403 
Fixed price contract 606 
Foreign exchange 2702 
Forgivable loans 903 
Forward contract 2113 
Franchise fees 513 
Functional currency 2703 
Future operating losses 1719 

G 

Gaap hierarchy 113 
General purpose financial statements 114, 302 
Geographical area 2911 
Going concern 207, 306 
Goodwill 1204, 2303, 2307, 2402 
Goodwill adjustments 3409 
Government assistance 909 
Government grant 1224 
Government grants 902, 1210, 1408, 1410 
Government loans 909 
Government-related entities 3209 
Grants related to assets 905 
Grants related to income 907 

H 

Harmonisation 114 
Harvest 1402 
Hedge accounting 2123, 2129, 3412 
Hedged items 2122 
Hedges of a net investment 2126 
Hedging 2122 
Hedging instruments 2122 
Held for sale classification 3005 
Hierarchy of inputs 217 
Highest and best market 216 
Highly probable 3005 
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I 

IAS 01 “Presentation of Financial Statements”
 301 

IAS 02 “Inventories” 701 
IAS 08 “Accounting Policies, Changes in 

Accounting Estimates and Errors” 401, 1602 
IAS 10 “Events After the Reporting Period ”

 3101 
IAS 11 “Construction Contracts” 601 
IAS 12 “Income Taxes” 2001 
IAS 16 “Property, Plant and Equipment” 801 
IAS 17 “Leases” 1101 
IAS 18 “Revenue” 502 
IAS 19 “Employee Benefits” 1801 
IAS 20 “Accounting for Government Grants”

 901 
IAS 21 “Foreign Currency Rates” 2701 
IAS 23 “Borrowing Costs” 1001 
IAS 24 “Related Party Disclosures” 3201 
IAS 27 “ Separate Financial Statements” 2202 
IAS 28 “Investments in Associates and Joint 

Ventures” 2602 
IAS 32 “Financial Instruments: Presentation”

 2104, 2108 
IAS 33 “Earnings Per Share” 2801 
IAS 34 “Interim Financial Reporting” 3301 
IAS 36 “Impairment of Assets” 1501 
IAS 37 “Provisions, Contingent Liabilities and 

Contingent Assets” 1701 
IAS 38 “Intangible Assets” 1201 
IAS 39 “Financial Instruments: Recognition 

and Measurement” 2104 
IAS 40 “Investment Property” 1228 
IAS 41 “Agriculture” 1401 
IASB 104 
Identifiability 1203 
IFRIC 107 
IFRS 1 “First-time adoption of International 

Financial Reporting Standards” 3401 
IFRS 10 “Consolidated Financial Statements”

 2206, 2207, 2320, 2402 
IFRS 11 “Joint Arrangements” 2603, 2619 
IFRS 12 “Disclosure of Interests in Other 

Entities” 2209, 2603, 2620 
IFRS 13 “Fair Value Measurement ” 1304, 

1508, 2407 
IFRS 2 “Share-based Payment” 1901 
IFRS 3 “Business Combinations” 2207, 2402 
IFRS 5 “Non-current Assets Held for Sale and 

Discontinued Operations” 3001 
IFRS 6 “ Exploration for and Evaluation of 

Mineral Resources” 1601 
IFRS 7 “Financial Instruments: Disclosure”

 2104 
IFRS 8 “Operating Segments” 2901 

IFRS 9 “Financial Instruments” 2114 
IFRS Council 106 
IFRS for SMEs 3504 
IFRS Foundation 105 
IFRSs 113 
Impairment 1220, 2117, 2616 
Impairment indicators 1608 
Impairment losses 821, 1503, 1609 
Impairment of goodwill 2416 
Improvements Project 112 
Income 211 
Income approach 217 
Indefinite useful lives 1220, 1224 
Information sources 1522 
Intangible assets 1222, 1503 
Inter-company balances 2318 
Inter-company trading 2617 
Inter-company transactions 2027, 2503 
Interest 508, 2110 
Interim financial report 3304 
Internally generated goodwill 1212 
Internally generated intangible assets 1212 
International Accounting Standards Board 104 
International Financial Reporting Standards 113 
International harmonisation 114 
Interpretations 107 
Intra-group interest 2506 
Intra-group trading 2207 
Inventories 2408 
Inventory 2321 
Investment properties 1302 
Investment property 1107 
IOSCO 115 
Issuable shares 2809 

J 

Joint arrangements 3411 
Joint control 3203 

L 

Land and buildings 1106 
Lease classification 1105 
Lessor accounting 1114 
Level 1 inputs 217 
Liability 210, 1704 
Licence fees 514 
Line items 313 
Little GAAP 3502 

M 

Major customers 2912 
Major inspection 810 
Market approach 217 
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Marketable securities 2407 
Materiality 306 
Measurement bases 212 
Measurement period 2415 
Mid-year acquisitions 2317, 2509 
Mineral resources 1601 
Monetary items 2702 
Monitoring Board 105 

N 

Net investment in a foreign entity 2708 
Net realisable value 709 
Non-adjusting events 3103 
Non-controlling interest 2311, 2507 
Non-controlling interests 2208 
Non-current asset 3005 
Non-current asset transfers 2325, 2506 
Non-depreciating assets 2409 
Non-financial assets 216 
Non-monetary government grants 904 
Notes to the financial statements 325 

O 

Objectives of the IASB 104 
Offset 1817, 2109 
Offsetting 307 
Onerous contracts 1719 
Opening IFRS statement of financial position

 3406 
Operating lease 1116 
Operating leases 1113 
Operating segment 2902 
Option-pricing model 1910 
Options 2113, 2813 
Other comprehensive income 317 
Overhaul costs 810 
Own equity instruments 2108 

P 

Part exchange 808, 809 
Part replacement 809 
Past event 1709 
Performance reporting 402 
Physical capital maintenance 213 
Planned future transactions 2113 
Positive goodwill 2414 
Post-employment benefits 1805 
Power 2204 
Pre-acquisition profits 2327 
Preference dividends 2803 
Preference shares 2108 
Present obligation 1707 
Presentation currency 2704 

Pricing methods 3204 
Primary instruments 2102 
Prior period adjustment 406 
Prior period errors 413 
Products and services 2911 
Profit smoothing 603 
Project update 111 
Projected unit credit 1815 
Property, plant and equipment 3407 
Provisions 1706 

Q 

Qualifying assets 1003 
Qualitative characteristics 207 
Quantitative thresholds 2904 

R 

Reclassification 2116 
Recognition 211, 2405 
Recognition criteria 1212 
Reconciliations 2909 
Recoverable amount 1502, 1506 
Refurbishment costs 1722 
Regulatory framework 102 
Related party 3202 
Related party transactions 3203 
Relevance 208 
Rendering of services 507 
Repairs and maintenance 1721 
Reportable segments 2903 
Reporting performance 402 
Research and development expenditure 1225 
Research phase 1213 
Residual value 802, 820, 1218 
Restructuring 1720 
Retirements and disposals 1221 
Retrospective application 406, 3411 
Revaluation model 811, 1216, 1606 
Revaluations 811, 1225 
Revenue 603 
Revenue expenditure 804 
Revenue recognition 504, 602 
Revenue recognition criteria 504 
Reversals of impairment losses 1522 
Rights issues 2805 
Risks and rewards 1105 
Royalties 508 
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S 

Sale and leaseback 1117 
Sale and repurchase 510 
Sale of goods 504 
Sales tax 515 
Segment reporting 1524 
Separate Financial Statements 2202 
Separate information 2903 
Share appreciation rights 1911 
Share option 1904 
Share-based payments 1902 
Short term benefits 1803 
Significant influence 2604, 3204 
Sources of information 1505 
Stable platform 111 
Stage of completion 607 
Standard setting 108 
Statement of changes in equity 322, 2511 
Statement of comprehensive income 316 
Statement of financial position 310 
Subscriptions 512 
Subsequent costs 809 
Subsequent expenditure 1211 
Substance over form 710 

T 

Timeliness 209 
Trade-in 808 
Transaction costs 2107 
Transfer to retained earnings 815 
Transition overview 3406 
Transition to IFRSs 3404 
Treasury shares 2113 
True and fair 2203 

U 

Underlying 2106 
Underlying assumption 207 
Understandability 209 
Unidentifiable goods or services 1906 
Unrealised profit 2320, 2503, 2505, 2618 
Useful life 819, 1217 

V 

Valuation technique 1910 
Valuation techniques 216 
Value in use 1502, 1509 
Variable returns 2206 
Verifiability 209 
Vesting conditions 1904, 1906 
Vesting period 1907 

W 

Warranties 1707 
Work program 111 
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