Revision Answers

Chapter 1 Non-current Assets, Inventories and Accounting Policies, Changes in Accounting Estimates and Errors
Answer 1

(a)
· IAS 36 ‘Impairment of Assets’ states that an asset is impaired when its carrying amount will not be recovered from its continuing use or from its sale. An entity must determine at each reporting date whether there is any indication that an asset is impaired. If an indicator of impairment exists then the asset’s recoverable amount must be determined and compared with its carrying amount to assess the amount of any impairment.
· The turbulence in the markets and signs of economic downturn will cause many companies to revisit their business plans and revise financial forecasts. As a result of these changes, there may be significant impairment charges.
· Indicators of impairment may arise from either the external environment in which the entity operates or from within the entity’s own operating environment. Thus the current economic downturn is an obvious indicator of impairment, which may cause the entity to experience significant impairment charges.
· Assets should be tested for impairment at as low a level as possible, at individual asset level where possible.
· However, many assets do not generate cash inflows independently from other assets and such assets will usually be tested within the cash-generating unit (CGU) to which the asset belongs.
· Cash flow projections should be based on reasonable assumptions that represent management’s best estimate of the range of economic conditions that will exist over the remaining useful life of the asset.
· The discount rate used is the rate, which reflects the specific risks of the asset or CGU.
· The basic principle is that an asset may not be carried in the statement of financial position at more than its recoverable amount. An asset’s recoverable amount is the higher of fair value less costs to sell and value in use (VIU).
· This measurement basis reflects the economic decisions that a company’s management team makes when assets become impaired from the viewpoint of whether the business is better off disposing of the asset or continuing to use it.
· The assumptions used in arriving at the recoverable amount need to be ‘reasonable and supportable’ regardless of whether impairment calculations are based on fair value less costs to sell or value in use.
· The acceptable range for such assumptions will change over time and forecasts for revenue growth and profit margins are likely to have fallen in the economic climate.

· The assumptions made by management should be in line with the assumptions made by industry commentators or analysts. Variances from market will need to be justified and highlighted in financial statement disclosures.
· Whatever method is used to calculate the recoverable amount; the value needs to be considered in the light of available market evidence. If other entities in the same sector are taking impairment charges, the absence of an impairment charge have to be justified because the market will be asking the same question.
· It is important to inform the market about how it is dealing with the conditions, and be thinking about how different parts of the business are affected, and the market inputs they use in impairment testing.
· Impairment testing should be commenced as soon as possible as an impairment test process takes a significant amount of time.
· It includes:

· identifying impairment indicators,
· assessing or reassessing the cash flows,
· determining the discount rates,
· testing the reasonableness of the assumptions and benchmarking the assumptions with the market.
· Goodwill does not have to be tested for impairment at the year-end; it can be tested earlier and if any impairment indicator arises at the end of reporting period, the impairment assessment can be updated.
· Also, it is important to comply with all disclosure requirements, such as the discount rate and long-term growth rate assumptions in a discounted cash flow model, and describe what the key assumptions are and what they are based on.
· It is important that the cash flows being tested are consistent with the assets being tested. The forecast cash flows should make allowance for investment in working capital if the business is expected to grow.
· When the detailed calculations have been completed, the company should check that their conclusions make sense by comparison to any market data, such as share prices and analysts reports.
· Market capitalisation below net asset value is an impairment indicator, and calculations of recoverable amount are required. If the market capitalisation is lower than a value-in-use calculation, then the VIU assumptions may require reassessment. For example, the cash flow projections might not be as expected by the market, and the reasons for this must be scrutinised.
· Discount rates should be scrutinised in order to see if they are logical. Discount rates may have risen too as risk premiums rise. Many factors affect discount rates in impairment calculations. These include corporate lending rates, cost of capital and risks associated with cash flows, which are all increasing in the current volatile environment and can potentially result in an increase of the discount rate.
(b)
· An asset’s carrying amount may not be recovered from future business activity. Wherever indicators of impairment exist, a review for impairment should be carried out. Where impairment is identified, a write-down of the carrying value to the recoverable amount should be charged as an immediate expense in the income statement. Using a discount rate of 5%, the value in use of the non-current assets is:
	Year to
	31 May 2010
	31 May 2011
	31 May 2012
	31 May 2013
	Total

	
	$000
	$000
	$000
	$000
	$000

	Discounted cash flows
	267
	408
	431
	452
	1,558


· The carrying value of the non-current assets at 31 May 2009 is $3 million – depreciation of $600,000. i.e. $2·4 million. Therefore the assets are impaired by $842,000 ($2·4m – $1·558m).
· IAS 36 requires an assessment at each reporting period whether there is an indication that an impairment loss may have decreased.
· This does not apply to goodwill or to the unwinding of the discount. In this case, the increase in value is due to the unwinding of the discount as the same cash flows have been used in the calculation.
· Compensation received in the form of reimbursements from governmental indemnities is recorded in the statement of comprehensive income when the compensation becomes receivable according to IAS 37 Provisions, Contingent Liabilities and Contingent Assets. It is treated as separate economic events and accounted for as such. At this time the government has only stated that it may reimburse the company and therefore credit should not be taken of any potential government receipt.
· For a revalued asset, the impairment loss is treated as a revaluation decrease. The loss is first set against any revaluation surplus and the balance of the loss is then treated as an expense in profit or loss. The revaluation gain and the impairment loss would be treated as follows:
	
	Depreciated historical costs ($m)
	Revalued carrying value ($m)

	1 December 2006
	10
	10

	Depreciation (2 years)
	(2)
	(2)

	Revaluation
	
	0.8

	1 December 2008
	8
	8.8

	
	
	

	Depreciation
	(1)
	(1.1)

	Impairment loss
	(1.5)
	(2.2)

	30 November 2009 after impairment loss
	5.5
	5.5


· The impairment loss of $2·2 million is charged to equity until the carrying amount reaches depreciated historical cost and thereafter it goes to profit or loss.
· It is assumed that the company will transfer an amount from revaluation surplus to retained earnings to cover the excess depreciation of $0·1 million as allowed by IAS 16. Therefore the impairment loss charged to equity would be $(0·8 – 0·1) million i.e. $0·7 million and the remainder of $1·5 million would be charged to profit or loss.
· A plan by management to dispose of an asset or group of assets due to under utilisation is an indicator of impairment. This will usually be well before the held for sale criteria under IFRS 5 ‘Non Current Assets Held-for-sale and Discontinued Activities’ are met.
· Assets or CGUs are tested for impairment when the decision to sell is made. The impairment test is updated immediately before classification under IFRS 5. IFRS 5 requires an asset held for sale to be measured at the lower of its carrying amount and its fair value less costs to sell.
· Non-current assets held for sale and disposal groups are re-measured at the lower of carrying amount or fair value less costs to sell at every balance sheet date from classification until disposal.
· The measurement process is similar to that which occurs on classification as held for sale. Any excess of carrying value over fair value less costs to sell is a further impairment loss and is recognised as a loss in the statement of comprehensive income in the current period.
· Fair value less costs to sell in excess of carrying value is ignored and no gain is recorded on classification. The non-current assets or disposal group cannot be written up past its previous (pre-impairment) carrying amount, adjusted for depreciation, that would have been applied without the impairment. The fact that the asset is being marketed at a price in excess of its fair value may mean that the asset is not available for immediate sale and therefore may not meet the criteria for ‘held for sale’.
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Answer 2

(a)

There are several matters to be considered when looking at the implications of the information regarding Ashlee’s financial statements.
· The mistakes which have been found in the financial statements would have to be adjusted before the financial statements could be approved and published. Additionally, because the loan covenant agreements have been breached then the assets of the group should be reviewed for impairment and any impairment recognised in the financial statements for the year ended 31 March 2005.
· The fact that loan covenants were breached would require Ashlee to determine whether the going concern assumption in the financial statements is appropriate. As the loan creditors appear to have come to an arrangement with Ashlee, then the going concern position may not be affected.
· If the situation had been so severe that the whole business was to be closed, then provision would be made in the financial statements to 31 March 2005 and a fundamental change in the basis of accounting would occur.
Pilot

· The reorganisation costs cannot be included in the financial statements for the year ended 31 March 2005 because the decision to reorganise was not made or announced before the year end and there was no formal plan at the year end (IAS 37 ‘Provisions, Contingent Liabilities and Contingent Assets’). The provision should be made in the year to 31 March 2006. Disclosure should be made in the financial statements for the year ended 31 March 2005 of the intended reorganisation, as a disclosable non adjusting event under IAS 10 ‘Events After the Reporting Period’.
· Pilot’s net assets (along with those of Ashlee and Gibson) are required to be tested for impairment under IAS 36 ‘Impairment of Assets’ at 31 March 2005 as a significant reorganisation is deemed to indicate possible impairment. The reorganisation provision should not be taken into account in determining the net assets at the year end and therefore any figure for the recoverable amount should be based upon projections which do not take the reorganisation into account. The costs and benefits of the reorganization should be taken out of the projections.
	
	With reorganization
	Without reorganization

	
	$m
	$m

	Net assets
	85
	85

	Less: reorganization costs
	(4)
	

	
	81
	85

	Recoverable amount
	84
	82

	Impairment
	N/A
	3


· Therefore there is an impairment of Pilot’s net assets at 31 March 2005 of $3 million. This will be written off goodwill. Given the benefit of the reorganisation, this impairment loss may be reversed in future years. However IAS 36 does not allow an impairment loss relating to goodwill to be reversed.
Gibson

· IFRS 5 ‘Non-current Assets Held for Sale and Discontinued Operations’ establishes two classifications, which are ‘held for sale’ non-current assets and a ‘disposal group’. A ‘disposal group’ is a collection of assets and liabilities that are to be disposed of in a single transaction.
· Non-current assets classified as ‘held for sale’ must be available for immediate sale in their present condition, the sale of the asset must be highly probable and, with limited exception, the sale must be completed within one year.
· In the case of a disposal group, the measurement basis required for non-current assets classified as ‘held for sale’ is applied to the group as a whole. Any resultant impairment loss is allocated using IAS 36. Disposal groups classified as held for sale, are measured at the lower of the carrying amount and fair value less costs to sell. Disposal groups are not depreciated.
· Gibson will be classified as a ‘disposal group’ as the decision had been made prior to the year end and negotiations were occurring at the time of the preparation of the financial statements. Gibson thus was available for immediate sale. The carrying amount of the net assets ($450 million) will be compared to the fair value of the net assets ($415 million) less the estimated costs of selling ($5 million). Thus an impairment loss of $40 million will arise which will be allocated as follows:
	
	
	Allocated impairment loss
	Carrying amount after impairment

	
	$m
	$m
	$m

	Goodwill
	30
	(30)
	-

	PPE – Cost
	120
	(4)
	116

	Valuation
	180
	(6)
	174

	Inventory
	100
	-
	100

	Net current assts
	20
	-
	20

	
	450
	(40)
	410


· The impairment loss reduces the goodwill to zero and then the residual loss is allocated to the other non-current assets on a prorate basis (IFRS 5/IAS 36). Even if Gibson had not been classified as a disposal group, an impairment review would have occurred because of the reorganisation. IAS 36 does not require an impairment review because of a decision to sell.
Ashlee

· If the shares in Race were acquired principally for the purpose of selling them in the near term, then they should be classified as held for trading and therefore at fair value through profit and loss.

· On initial recognition the shares would be valued at 150,000 × $20, i.e. $3 million. The transaction costs would be recognized in profit or loss.

· Subsequently, any gain or loss should be recognized in profit or loss. This includes unrealized holding gains and losses. Thus a profit of 150,000 × ($25 – $20), i.e. $750,000 would also be recognized for the current year in profit or loss.
· If the shares were acquired for any other reason, they should be classified as fair value through other comprehensive income.

· Any designation as fair value through comprehensive income must be made upon initial recognition of the financial asset.
· The transaction costs would be included as part of initial measurement of the financial asset which would be recognized at $3.1 million.
· Any subsequent unrealized gain or loss is recognized in other comprehensive income and held in equity.
· Dividend income would be recognized in profit or loss each year.

· Impairment losses would be accounted for within any change in the fair value of the shares and would not be recycled to profit or loss for the disposal proceeds against carrying value.

· There is no recycling of any amounts previously taken to equity to determine the total gain or loss (including amounts held in equity) on disposal in profit or loss for the year.

· Thus, the gain for the year of ($3.75 – $3.1m) i.e. $650,000 would be recognized in other comprehensive income and held in equity.

· Both method would result in the asset being valued at $3.75 million at 31 March 2005.

· It would appear that if loan covenant agreements have been breached, then there may be impairment of the holding company’s net assets as the impairment suffered by the subsidiary companies would appear not to affect loan covenant agreements unless they were particularly serious.
· There is an issue over the revenue recognition policy of Ashlee. Because the development properties are essentially ‘inventory’ then IFRS 5 does not apply as regards being ‘held for sale’, as all inventories are essentially for resale.
· The change of accounting policy is questionable and goes against IAS 18 ‘Revenue’ (Appendix A) which indicates that in the case of real estate sales, revenue is recognised when legal title passes to the buyer.
· Thus the profit of $10 million on the sale should not be included in the financial statements. IAS 40 ‘Investment Property’ does not apply when property is intended for sale in the ordinary course of business.
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Answer 3

(a)

Prochain

Model Areas

· The cost of the model areas should be accounted for as property, plant and equipment in accordance with IAS 16 ‘Property, Plant and Equipment’ (PPE).
· PPE are tangible assets that are held for use in the production or supply of goods or services, for rental to others or for administrative purposes, and are expected to be utilised in more than one period.
· The model areas meet this definition because they are used in more than one accounting period, and customers will be able to view the fashion goods in those areas.
· The costs of the model areas should be depreciated over their expected useful life to their expected residual value which in this case is zero.
· Prochain, after initial recognition, could use the cost model or revaluation model for the measurement of the model areas. However, it would be difficult to adopt the revaluation model as it would not be possible to measure fair value reliably. Normally market based information is used.
· Prochain has an obligation to dismantle the model areas after two years. The company should assess whether it has a present obligation as a result of a past event. The assessment should be carried out in accordance with IAS 37 ‘Provisions, Contingent Liabilities and Contingent Assets’.
· In this case it would seem that a provision should be set up and the amount added to the cost of the asset. The costs of dismantling to be recognised are an initial estimate of the obligations which arise when PPE is acquired and as a consequence of using the asset.
· In this case the costs of dismantling the model areas are estimated at 20% of the construction cost. The approximate age of the PPE is eight months. Thus the cost shown in the statement of financial position at 31 May 2006 should be ($20 million + (20% of $20 million discounted for two years at 5·5%)), i.e. $23·6 million and the accumulated depreciation should be ($23·6 m × 8/24 ) i.e. $7·9 million. The discount is unwound over the two year period as a finance cost in the income statement (3·6 × 5·5% × 8/12 i.e. $0·13 m).
· A provision for the dismantling costs will be set up for $3·6 million plus the unwound discount of $0·13 million i.e. $3·73 million.
Purchase of Badex
· IFRS 3 Business Combinations deals with such acquisitions and this standard was revised in 2008. Where part of the consideration is cash and deferred, fair value should be assessed by discounting amounts payable to their present value.
· In the previous HIFRS 3 directly related acquisition costs such as professional fees (legal, accounting, valuation, etc.) could be included as part of the cost of the acquisition. This has now been stopped and such costs must be expensed. Accordingly the legal fees of $2 million are not part of the cost of the investment.

· The revised IFRS 3 requires the acquirer to recognize the acquisition date fair value of contingent consideration as part of the consideration for the acquiree.
· This fair value approach is consistent with how other forms of consideration are valued and fair value is defined as: “the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction.”
· With regard to changes in the fair value of any contingent consideration after the acquisition date, if the change is due to additional information obtained after the acquisition date that affects the facts or circumstances as they existed at the acquisition date, this is treated as a measurement period adjustment and the liability (and goodwill) are remeasured.

· This is effectively a retrospective adjustment and is rather similar to an adjusting event under IAS 10 Events after the Reporting Period. This is very unlikely.
· However, what is more likely, is that changes will be due to events after the acquisition date (for example, meeting an earnings target which triggers a higher payment than was provided for at acquisition) are not remeasured.

· Its subsequent settlement shall be accounted for within equity (e.g. Dr. retained earnings; Cr. Share capital/share premium) if the contingent consideration is to be settled in the form of shares, but if it is a liability then the difference will be recognized in income statement.

· The purchase consideration is $100 million plus the present value of the guaranteed minimum payment of $10 million ÷ 1.0552 ($9 million), plus the fair value of the contingent consideration of $5 million, i.e. $114 million.

· The cost of investment will be $114 million and a provision will be created for the deferred consideration of $9 million. The discount of $1 million is a finance cost and will be recorded as an interest expense over the two year period.
· The acquirer is required to recognize separately an intangible asset of the acquiree company at the acquisition date if it meets the definition of an intangible asset in IAS 38 Intangible Assets and its fair value can be measured reliably.

· IAS 38’s criteria are separability or having arisen from a contractual or other legal right. The separate recognition of an intangible asset is not dependent on the acquiree’s business having recognised the asset.
· The cost of internally generating the brand name ‘Badex’ will not be recognised on Badex’s statement of financial position but may be recognised indirectly on Prochain’s statement of financial position on acquisition.
· No active market will exist for the brand name but there may be sufficient information available to reasonably expect that the brand name can be measured reliably. Brand names are specifically mentioned in IAS 38 as being an example of a separate class of intangible assets.
· It seems that the many types of intangible assets set out in IAS 38 will lead to separate recognition of several intangible assets.
· Companies have to disclose why an intangible asset’s fair value could not be measured reliably and why it was not recognised separately. Thus it would seem that the IASB envisage that most intangible assets will be separately accounted for.
· As the fair value of the brand name appears to be capable of reliable measurement there will be separate recognition of the intangible at its value of $20 million. The intangible asset is separate, it has been sold and the purchase price will be a reliable measure of cost.
Research and development expenditure
· IAS 38 ‘Intangible Assets’ provides guidance on the recognition of internally generated intangible assets, particularly on the expenditure on research and development of products.
· During the research phase, a project is not deemed to be far enough advanced for an entity to be able to demonstrate that it is probable that economic benefits will be generated. Therefore all expenditure incurred during this phase should be expensed in the income statement immediately.
· Where economic benefits can realistically be expected to be generated from development activities, then an intangible asset can be recognised subject to meeting the following recognition criteria:
(i)
technical feasibility of project

(ii)
intention to complete the intangible asset and use or sell it

(iii)
the ability to use or sell the intangible.

(iv)
generation of probable future economic benefits

(v)
availability of adequate technical, financial and other resources to complete the development and to use or sell it

(vi)
ability to reliably measure the expenditure attributable to the intangible
· For a company to recognise an intangible asset on the statement of financial position, it should be probable that the expected future economic benefits generated from the asset will flow to the entity and the cost of the asset should be capable of reliable measurement.
· Costs that should be recognised as part of the intangible asset are those that are directly attributable to preparing the asset for its ‘intended use’.
· These costs will include employee costs and design costs. Work undertaken to establish whether there is a market for a product is deemed not to be directly attributable to bringing the intangible asset into a condition for its intended use.
· Staff training costs are specifically excluded from the component costs of an internally generated intangible asset.
· The costs of upgrading the existing machinery can be capitalised as property, plant and equipment. IAS 36 ‘Impairment of Assets’ will be used to establish whether future economic benefits will be generated. Thus the costs incurred will be dealt with as follows.
	
	
	Statement of financial position

	
	Profit or loss
	Intangible
	Tangible

	
	$m
	$m
	$m

	Research as to extent of market
	3
	
	

	Prototype clothing and goods design
	
	4
	

	Employee costs
	
	2
	

	Development work
	
	5
	

	Production and launch – machinery
	
	
	3

	Market research
	2
	
	

	Training costs
	1
	
	

	
	6
	11
	3


· Intangible assets should be carried using either the cost model or the revaluation model.
· There is an element of subjectivity involved in determining the value of any intangible asset to arise from the above expenditure and it is up to the company to demonstrate that the recognition criteria are explicity met.
· In this case, it would appear that the company would recognise $11 million. The project has advanced to a stage where it is probable that future economic benefits will arise.
Apartments
· The apartments are occupied by persons who are contracted to the company and are essentially employees.
· The lease terminates with the termination of the contract because they are essentially owner occupied.
· The apartments should be classified as property, plant and equipment (IAS 40).
· The rent is below market rate but there is no employee benefit cost to the company. The difference between the market rent and the actual rent is an opportunity cost which will not be recognised.
· To recognise it would involve also the recognition of notional income which is not allowed under IFRS. The cost recognised would be the depreciation of the apartments.
· Therefore, the property should not be designated as investment property nor the difference between the market and actual rental shown as an employee benefit expense.
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Answer 4 – Scramble
(a)

· The internally generated intangibles are capitalised in accordance with IAS 38, Intangible Assets. It appears that Scramble is correctly expensing the maintenance costs as these do not enhance the asset over and above original benefits.
· The decision to keep intangibles at historical cost is a matter of choice and therefore policy. Scramble’s accounting policy in this regard is acceptable.
· An intangible asset can have a finite or indefinite life and IAS 38 states that an intangible asset shall be regarded by the entity as having an indefinite useful life when, based on an analysis of all of the relevant factors, there is no foreseeable limit to the period over which the asset is expected to generate net cash inflows for the entity.
· An indefinite life does not mean infinite and IAS 38 comments that given the history of rapid changes in technology, computer software and many other intangible assets are susceptible to technological obsolescence and the useful life may be short.
· If the life of an intangible is indefinite then, in accordance with IAS 36, an entity is required to test for impairment by comparing its recoverable amount with its carrying amount
(a)
annually, and

(b)
whenever there is an indication that the intangible asset may be impaired.
· The useful life of an intangible asset that is not being amortised shall be reviewed each period to determine whether events and circumstances continue to support an indefinite useful life assessment for that asset. To determine whether the asset is impaired, IAS 36 must be applied and the intangible asset’s recoverable amount should be compared to its carrying amount.
· The way in which Scramble determines its value in use cash flows for impairment testing purposes does not comply with IAS 36 Impairment of Assets.
· Cash flow projections should be based on reasonable and supportable assumptions, the most recent budgets and forecasts, and extrapolation for periods beyond budgeted projections.
· Management should assess the reasonableness of its assumptions by examining the causes of differences between past cash flow projections and actual cash flows. This process does not seem to have been carried out by Scramble.
· Additionally, cash flow projections should relate to the asset in its current condition and future restructurings to which the entity is not committed and expenditures to improve or enhance the asset’s performance should not be anticipated.
· The cash flows utilised to determine the value in use were not estimated for the asset in its current condition, as they included those which were expected to be incurred in improving the games and cash inflows expected as a result of those improvements.
· Further estimates of future cash flows should not include cash inflows or outflows from financing activities, or income tax receipts or payments. Scramble has taken into account the tax effects of future cash flows.
(b)
· The calculation of the discount rate is not wholly in accordance with the requirements of IAS 36 because the discount rate applied did not reflect the market assessment of the contributing factors.
· According to IAS 36, the discount rate to be applied in these circumstances is a pre-tax rate that reflects the current market assessment of the time value of money and the risks specific to the assets for which the future cash flow estimated have not been adjusted. IAS 36 specifies that a rate that reflects the current market assessment of the time value of the money and the risks specific to the assets is the return that the investors would require if they chose an investment that would generate cash flows of amounts, timing and risk profile equivalent to those that the entity expects to derive from the assets.
· If a market-determined asset-specific rate is not available, a surrogate must be used that reflects the time value of money over the asset’s life as well as country risk, currency risk, price risk, and cash flow risk. This would include considering the entity’s own weighted average cost of capital, the entity’s incremental borrowing rate and other market borrowing rates.
· Therefore, the inputs to the determination of the discount rates should be based on current credit spread levels in order to reflect the current market assessment of the time value of the money and asset specific risks. The credit spread input applied should reflect the current market assessment of the credit spread at the moment of impairment testing, irrespective of the fact that Scramble did not intend taking any additional financing.
· Scramble has not complied with the disclosure requirements of IAS 36, in that neither the events and circumstances that led to the impairment loss nor the amounts attributable to the two CGUs were separately disclosed.
· IAS 36 requires disclosure of the amount of the loss and as regards the cash-generating unit, a description of the amount of impairment loss by class of assets. The fact that the circumstances were common knowledge in the market is not a substitution for the disclosure of the events and circumstances.
(c)
According to IAS 38, the three critical attributes of an intangible asset are:

1.
Identifiability;

2.
control (power to obtain benefits from the asset);

3.
future economic benefits (such as revenues or reduced future costs).
· An intangible asset is identifiable when it is separable or arises from contractual or other legal rights, regardless of whether those rights are transferable or separable from the entity or from other rights and obligations.
· IAS 38 requires an entity to recognise an intangible asset if, and only if,
· it is probable that the future economic benefits that are attributable to the asset will flow to the entity; and
· the cost of the asset can be measured reliably.
· This requirement applies whether an intangible asset is acquired externally or generated internally. The probability of future economic benefits must be based on reasonable and supportable assumptions about conditions that will exist over the life of the asset. The probability recognition criterion is always considered to be satisfied for intangible assets that are acquired separately or in a business combination.
· The registration rights meet the definition and recognition criteria of IAS 38 because they arise from contractual rights. Scramble has control because the right can be transferred or extended and the economic benefits result from the fee income Scramble can earn as fans come to see the player play.
· Under IAS 38 the cost of separately acquired assets comprises: (a) its purchase price, including import duties and non-refundable purchase taxes, after deducting trade discounts and rebates; and (b) any directly attributable cost of preparing the asset for its intended use.
· IAS 38 gives examples of directly attributable costs which include professional fees arising directly from bringing the asset to its working conditions. In this business, the players’ registration rights meet the definition of intangible assets and the agents’ fees represent professional fees incurred in bringing the asset into use.
· The requirements above apply to costs incurred initially to acquire or internally generate an intangible asset and those incurred subsequently to add to, replace part of, or service it. Thus the agents’ fees paid on the extension of players’ contracts can be considered costs incurred to service the player registration rights and should be treated as intangible assets.
· Where an entity purchases the rights to a proportion of the revenue that a football club generates from ticket sales, it will generally have acquired a financial asset.
· Where the entity has no discretion over pricing or selling of the tickets and is only entitled to cash generated from ticket sales, this represents a contractual right to receive cash.
· If, however, Rashing had purchased the rights to sell the tickets for a football club, and was responsible for selling the tickets, then this would create an intangible asset.
· In this instance Rashing should recognise a financial asset in accordance with IFRS 9. The asset would be classed as either amortised cost or fair value depending on Rashing’s model for managing the financial asset and the contractual cash flow characteristics of the financial asset. A financial instrument would be classed as amortised cost if both of the following conditions are met:
(a)
The asset is held within a business model whose objective is to hold assets to collect contractual cash flows.

(b)
The contractual terms of the financial asset give rise on specified dates to cash flows that are solely payments of principal and interest on the principal amount outstanding.
· Rashing does not meet this criteria because although Rashing receives regular cash flows, these are not solely payments of interest and capital and are based on ticket revenues and therefore match attendance. As such, the fair value model is more appropriate.
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Answer 5 – Rockyby
(a)

Under IFRS 5, a non-current asset or disposal group (in this case, Bye – as it is a cash generating unit) should be classified as held for sale if its carrying amounts will be recovered principally through a sale transaction rather than through continuing use. The criteria which have to be met are:

(a)
The item is available for immediate sale in its present condition.

(b)
The sale is highly probable.

(c)
Management is committed to a plan to sell the item.

(d)
An active programme to locate a buyer has been initiated.

(e)
The item is being actively marketed at a reasonable price in relation to its current fair value.

(f)
The sale is expected to be completed within one year from the date of classification.

(g)
It is unlikely that the plan will change significantly or be withdrawn.

· These criteria seem to have been met in this case. Before classification of the item as held for sale an impairment review will need to be undertaken irrespective of any indication or otherwise of impairment. Any loss will be recognized in profit or loss.

· The figure of $4.5 million will be used as fair value less costs to sell. The net assets and goodwill will be written down to $4.5 million with the write off going against goodwill in the first instance.

· IFRS 5 requires items held for sale to be reported at the lower of carrying value and fair value less costs to sell.

· IFRS 5 requires extensive disclosure on the face of the statement of comprehensive income and in the notes regarding the subsidiary.

· In the statement of financial position, it should be presented separately from other assets and liabilities. The assets and liabilities should not be offset.

· There are additional disclosures to be made concerning the facts and circumstances leading to the disposal and the segment in which the subsidiary is presented under IFRS 8 Operating Segments.

(b)(i)

Operating lease:

· To qualify as a held for sale asset, the sale must be highly probable and generally must be completed within one year.

· In the case of the operating lease asset, they will not qualify as held for sale assets at 31 March 2004 as the company has not made a decision as to whether they should be sold or leased. Therefore, they should be shown as non-current assets and depreciated.

· Held for sale assets are not depreciated.

· Held for sale assets are valued at the lower of carrying value and fair value less costs to sell. The assets are not impaired because the value in use ($12m) is above the carrying value ($10m).

Plant:

· The plant would not be classed as a held for sale asset at 31 March 2004 even though the plant was sold at auction prior to the date that the financial statement were signed.

· The held for sale criteria were not met at the end of the reporting period and IFRS 5 prohibits the classification of non-current assets as held for sale if the criteria are met after the end of the reporting period and before the financial statements are signed.

· The company should disclose relevant information in notes to the financial statements for the year ended 31 March 2004 (this is a non-adjusting event after the reporting date).
(b)(ii)

As at 31 March 2003

· Under IFRS 5, a non-current asset qualifies as held for sale should meet the criteria mentioned in (a) above.

· At 31 March 2003, although the company ultimately wishes to sell the property, it would be unlikely to achieve this until the subsidence was dealt with.

· Additionally the company’s view was that the property should be sold when the renovations were completed which would have been at 1 June 2003.

· Also as at 31 March 2003, the company had not attempted to find a buyer for the property. Hence the property could not classed as held for sale at that date.

As at 31 March 2004

· The property had not been sold although it had been on the market for over nine months.

· The market conditions had deteriorated significantly and yet the company did not wish to reduce the price.

· It seems as though the price asked for the property is in excess of its fair value especially as a bid of $8.3m was received shortly after the year-end (20 April 2004).

· The property has been vacated and, therefore, is available for sale but the price does not seem reasonable in relation to its current fair value ($10m price as opposed to $8.3m bid and ultimate sale of $7.5m).

· Therefore, it would appear that at 31 March 2004, the intent to sell the asset might be questionable.

· The property fails the test set out in IFRS 5 as regards the reasonableness of price and, therefore, should not be classed as held for sale.
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Answer 6 – Lockfine
(a)

An intangible asset is an identifiable non-monetary asset without physical substance. Thus, the three critical attributes of an intangible asset are:
(a)
identifiability
(b)
control (power to obtain benefits from the asset)

(c)
future economic benefits (such as revenues or reduced future costs)
· The electronic maps meet the above three criteria for recognition as an intangible asset as
· they are identifiable,
· Lockfine has control over them and future revenue will flow from the maps.
· The maps will be recognised because there are future economic benefits attributable to the maps and the cost can be measured reliably.
· After initial recognition the benchmark treatment is that intangible assets should be carried at cost less any amortisation and impairment losses and thus Lockfine’s accounting policy is in compliance with IAS 38.
· An intangible asset has an indefinite useful life when there is no foreseeable limit to the period over which the asset is expected to generate net cash inflows for the entity. The term indefinite does not mean infinite.
· An important underlying assumption in assessing the useful life of an intangible asset is that it reflects only the level of future maintenance expenditure required to maintain the asset ‘at its standard of performance assessed at the time of estimating the asset’s useful life’.
· The indefinite useful life should not depend on planned future expenditure in excess of that required to maintain the asset.
· The company’s accounting practice in this regard seems to be in compliance with IAS 38. IAS 38 identifies certain factors that may affect the useful life and it is important that Lockfine complies with IAS 38 in this regard. For example, technical, technological or commercial obsolescence and expected actions by competitors.
· IAS 38 specifies the criteria that an entity must be able to satisfy in order to recognise an intangible asset arising from development.
· There is no specific requirement that this be disclosed. However, IAS 1 Presentation of Financial Statements requires that an entity discloses accounting policies relevant to an understanding of its financial statements. Given that the internally generated intangible assets are a material amount of total assets, this information should also have been disclosed.
(b)

The restructuring plans should be considered separately as they relate to separate and different events.

According to IAS 37, Provisions, Contingent Liabilities and Contingent Assets, a constructive obligation to restructure arises only when an entity:
(a)
Has a detailed formal restructuring plan identifying at least:

(i)
the business activities, or part of the business activities, concerned;

(ii)
the principal locations affected;

(iii)
the location, function and approximate number of employees who will be compensated for terminating their services;

(iv)
the expenditure that will be undertaken;

(v)
the implementation date of the plan; and, in addition,
(b)
Has raised a valid expectation among the affected parties that it will carry out the restructuring by starting to implement that plan or announcing its main features to those affected by it.
· For a plan to be sufficient to give rise to a constructive obligation when communicated to those affected by it, its implementation needs to be planned to begin as soon as possible and to be completed in a timeframe that makes significant changes to the plan unlikely.
Plan A

· In the case of Plan A, even though Lockfine has made a decision to sell 50% of the operation and has announced that decision publicly, Lockfine is not committed to the restructure until both (a) and (b) above have been satisfied.
· A provision for restructuring should not be recognised. A constructive obligation arises only when a company has a detailed formal plan and makes an announcement of the plan to those affected by it. The plan to date does not provide sufficient detail that would permit Lockfine to recognise a constructive obligation. Neither the specific fleet nor employees have been identified as yet.
Plan B

· In the case of Plan B, Lockfine should recognise a provision. At the date of the financial statements, there has to be a detailed plan and the company has to have raised a valid expectation in those affected by starting to implement that plan or announcing its main features to those affected by it.
· A public announcement constitutes a constructive obligation to restructure only if it is made in such a way and in such detail that it gives rise to a valid expectation. It is not necessary that the individual employees of Lockfine be notified as the employee representatives have been notified. It will be necessary to look at the nature of the negotiations and if the discussions are about the terms of the redundancy and not a change in plans, then a provision should be made.
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