Revision Answers


Chapter 10 Related Party Disclosure
Answer 1
· The exclusion of the remuneration of the non-executive directors from key management personnel disclosures did not comply with the requirements of IAS 24 which defines key management personnel as those persons having authority and responsibility for planning, directing and controlling the activities of the entity, directly or indirectly, including any director (whether executive or otherwise) of that entity.
· Alexandra did not comply with paragraph 16 of the standard, which also requires key management personnel remuneration to be analysed by category. The explanation of Alexandra is not acceptable. IAS 24 states that an entity should disclose key management personnel compensation in total and for each of the following categories:
(a)
short-term employee benefits;

(b)
post-employment benefits;

(c)
other long-term benefits;

(d)
termination benefits; and

(e)
share-based payment.
· Providing such disclosure will not give information on what individual board members earn as only totals for each category need be disclosed, hence will not breach any cultural protocol. However legislation from local government and almost certainly local corporate governance will require greater disclosure for public entities such as Alexandra.
· By not providing an analysis of the total remuneration into the categories prescribed by the standard, the disclosure of key management personnel did not comply with the requirements of IAS 24.
Answer 2 – Egin
(a)(i)

Related party transactions form part of the normal business process. Companies operate their businesses through complex group structures and acquire interests in other entities for commercial or investment purposes. Control or significant influence is exercised by companies in a wide range of situations. These relationships affect the financial position and results of a company and can lead to transactions that would not normally be undertaken. Similarly those transactions may be priced at a level which is unacceptable to unrelated parties.
It is possible that even where no transactions occur between related parties, the operating results and financial position can be affected. Decisions by a subsidiary company can be heavily influenced by the holding company even though there may be no inter company transactions. Transactions can be agreed upon terms substantially different from those with unrelated parties. For example the leasing of equipment between group companies may be at a nominal rental.
The assumption in financial statements is that transactions are carried out on an arm’s length basis and that the entity has independent discretionary power over its transactions. If these assumptions are not true, then disclosure of this fact should be made. Even if transactions are at arm’s length, disclosure of related party transactions is useful information as future transactions may be affected. The Framework document says that information contained in financial statements must be neutral, that is free from bias. Additionally the document says that information must represent faithfully the transactions it purports to represent. Without the disclosure of related party information, it is unlikely that these qualitative characteristics can be achieved.
(a)(ii)

Group structure:
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Briars, Doye and Eye are all related parties of Egin because Briars and Doye are controlled and are under the common control of Egin and Egin has significant influence over Eye. Additionally because there is a controlling nucleus of directors in common (i.e. the directors of Egin are also the directors of Briars and Doye), Briars and Doye are also related parties. Briars and Doye are not necessarily deemed to be related parties of Eye. There is only one director in common so any infuence will probably be exerted by the four other directors. It will be necessary to determine whether the director is deemed to be a key member of management of the companies or can control or significantly influence policies in their dealings. Additionally, relationships between parents and subsidiaries should be disclosed even if there have not been any transactions between them (IAS24 paragraph 12). Thus there should be disclosure of the relationship between Tang and Egin during the period even though Tang has now been sold.
The company, Blue, is a related party of Briars as the director controls Blue and is a member of the key management personnel of Briars. If the director is considered to be a related party of Egin, i.e. because the director acts as a consultant to the group, then this information should be disclosed in the group financial statements.
Spade and the Group

Spade, being an investor in Doye, is a related party of that company and disclosure of the sale of plant and equipment will have to be made. The fact that Egin and Spade have an investment in the same company, Doye, does not itself make them related parties. The Egin group and Spade will only be related parties if there is the necessary control or influence. For example if Spade persuaded Egin to sell plant and equipment at significantly below its retail value then Egin would have subordinated its interests in agreeing to the transaction.
Atomic and the Group

Atomic is a related party to Egin and to Briars and Doye as Atomic has significant influence over Egin which controls Briars and Doye. The same does not necessarily apply to Eye. It would have to be proven that Atomic could significantly influence Eye because of its holding in Egin. It may be difficult to exercise such influence in an associate (Eye) of an associated company (Egin). Management should describe the basis of the pricing between related parties which is the normal list selling price. However, related party transactions are between parties where one party has control or significant influence are by definition are not at arm’s length. Therefore, the transactions between related parties should not be described as arm’s length.
(b)

IAS 21 ‘The Effects of Changes in Foreign Exchange Rates’ requires goodwill arising on the acquisition of a foreign operation and fair value adjustments to acquired assets and liabilities to be treated as belonging to the foreign operation. They should be expressed in the functional currency of the foreign operation and translated at the closing rate at each balance sheet date. Effectively goodwill is treated as a foreign currency asset which is retranslated at the closing rate. In this case the goodwill arising on the acquisition of Briars would be treated as follows:
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At 31 May 2006, the goodwill will be retranslated at 2·5 euros to the dollar to give a figure of $4·4 million. Therefore this will be the figure for goodwill in the balance sheet and an exchange loss of $1·4 million recorded in equity (translation reserve). The impairment of goodwill will be expensed in profit or loss to the value of $1·2 million. (The closing rate has been used to translate the impairment; however, there may be an argument for using the average rate.)
The loan to Briars will effectively be classed as a financial liability measured at amortised cost. It is the default category for financial liabilities that do not meet the definition of financial liabilities at fair value through profit or loss. For most entities, most financial liabilities will fall into this category. When a financial liability is recognised initially in the balance sheet, the liability is measured at fair value. Fair value is the amount for which a liability can be settled, between knowledgeable, willing parties in an arm’s length transaction. In other words, fair value is an actual or estimated transaction price on the reporting date for a transaction taking place between unrelated parties that have adequate information about the asset or liability being measured.
Since fair value is a market transaction price, on initial recognition fair value generally is assumed to equal the amount of consideration paid or received for the financial asset or financial liability. Accordingly, IAS 39 specifies that the best evidence of the fair value of a financial instrument at initial recognition generally is the transaction price. However for longer-term receivables or payables that do not pay interest or pay a below-market interest, IAS 39 does require measurement initially at the present value of the cash flows to be received or paid.
Thus in Briars financial statements the following entries will be made:
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The increase in the loan amount will represent interest of 17,800,000 x 0·06 i.e. 1,068,000 euros and an exchange loss of (5,785 – 1,068) i.e. 4,717,000 euros. These amounts will be recognised in profit or loss in the individual accounts of Briars. (An alternative calculation could be $8·9 million x 0·06 = $534,000 translated at average rate (2·3) = 1,228,000 euros, giving an exchange loss of 4,557,000 euros.)
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