Revision Answers

Chapter 11 Complex Group
Answer 1
The issue of the new and revised reporting standards relating to interests in other entities forms part of the response by the accounting profession to the global financial crisis. In particular, the previous reporting standards were not sufficiently extensive to provide unambiguous guidance on accounting requirements in all commercial situations where one entity may have an interest in another.
As a separate, but related, issue the new and revised reporting standards represents a move towards increased convergence between IFRS and US GAAP in accounting for interests in other entities.

Note that the five new and revised reporting standards were issued as a ‘pack of five’ and should be adopted on an ‘all-or-none’ basis by entities. The five new or revised reporting standards are effective for accounting periods commencing on or after 1 January 2013, with earlier adoption permitted.
Each of the new and revised reporting standards will now be considered in turn:
IFRS 10 Consolidated Financial Statements

· IFRS 10 replaces most, but not all, of IAS 27. There is now a single basis of control to determine whether consolidation of entities is required. This definition should be subject to continuous assessment, and should be considered at least at each reporting date to determine that control continues to be exercised. In developing the new standard, it is hoped that areas of divergent practice which had developed will be removed, such as:
· Having control with less than a majority of voting rights

· Accounting for special purpose entities

· Determining whether there is a principal or agent relationship

· Consideration of protective rights, which only become effective upon specified circumstances arising.

· IFRS 10 identifies that control consists of three components:

· Power over the investee; this is normally exercised through the majority of voting rights, but could also arise through other contractual arrangements;

· Exposure or rights to variable returns (positive and/or negative) from involvement; and

· The ability to use power over the investee to affect the amount of investor returns. The ability to use power over an investee to affect returns is regarded as a crucial determinant in deciding whether or not control is exercised.

· IFRS 10 identifies that there is normally a correlation between exposure or rights to variable returns and the exercise of power, although this may not be conclusive in itself to identify a control relationship.
· Power relates only to substantive, rather than protective rights. The former arises where there is practical ability to exercise rights of control at the time when relevant decisions are made.

· This would comprise right which are currently exercisable, rather than potential voting rights, which may arise from exercise of share options at some later date.

· The latter may arise where control may only be exercised only upon pre-determined circumstances arising at some later date. Examples of the latter situation could be the rights of lenders to restrict the permitted activities of a borrower that could significantly change the credit risk attached to those borrowings, or the rights of a lender to seize assets in the event of non-compliance with loan repayment conditions.
· IFRS 10 also considers whether a portion of an entity [referred to as a ‘silo’ (獨立主體)] can be considered as a separate entity for the purposes of consolidation. This may lead to the situation of consolidation of only that part of a separate entity over which control is exercised. For this to be the case, the definition of control as previously outlined must apply to distinguishable or ring-fenced assets and liabilities.

· Additionally, IFRS 10 considers whether it is possible to exercise control without holding a majority of the voting shares, and in the absence of any additional factors, such as contractual arrangements to control the composition of the board of directors.
· If the three components of control are present then, even without the majority of voting shares, one entity may control another and therefore account for it as a subsidiary in group accounts.
· For example, one entity holds 48% of the voting shares in another entity, with the remaining shareholdings spread between considerable numbers of other shareholders. If the other shareholders are unconnected with each other and have expressed no particular voting preferences in the past, it may be that control can be exercised by the majority shareholder, even though they do not own or control most of the voting shares.
· Note that IFRS 10 does not change the basic mechanics of how a consolidation is performed – it clarifies when control is exercised and therefore when consolidation is required.
IFRS 11 Joint Arrangements
· IFRS 11 supersedes IAS 31 Interests in Joint Ventures. It now requires the equity method of accounting for those arrangements which can be identified as a joint venture and removes the alternative method of proportionate method of consolidation permitted by IAS 31.
Key definitions are as follows:
· Joint arrangements

· They are defined as arrangements where two or more parties have joint control, and that this will only apply if the relevant activities require unanimous consent of those who collectively control the arrangement.

· They may take the form of either joint operations or joint ventures. The key distinction between the two forms is based upon the parties’ rights and obligations under the joint arrangement.

· Joint operations

· They are defined as joint arrangements whereby the parties that have joint control have rights to the assets and obligations for the liabilities.

· Normally, they will not be a separate entity established to conduct joint operations.

· IFRS 11 requires that joint operators each recognize their share of assets, liabilities, revenues and expenses of the joint operation. This may consist of maintaining a joint operation account to record transactions undertaken on behalf of the joint operation, together with balances due to or from other parties to the joint operation.
· Joint ventures

· They are defined as joint arrangements whereby the parties have joint control of the arrangement and have rights to the net assets of the arrangement.
· They will normally be established in the form of a separate entity to conduct the joint venture activities.

· The equity method of accounting must be used in this situation in accordance with IAS 28 (revised).
IFRS 12 Disclosure of Interest in Other Entities
· It applies to entities that have an interest in subsidiaries, joint arrangements and associates, i.e. where there is control, joint control or significant influence.
· IFRS 9 details the accounting requirements where control, joint control or significance does not apply and require that any equity interest in another entity is measured at fair value.

· IFRS 12 is designed to provide relevant information to users of financial statements. As such it requires disclosure of details relating to the composition of the group, details of non-controlling interests within the group, identification and evaluation of risks associated with any interests held in other entities which give rise to control, joint control or significant influence.

· In principle, there are more detailed and extensive disclosures required by IFRS 12 which has collated, and extended, the disclosure requirements previously contained in several reporting standards.

IAS 27 Separate Financial Statements (Revised)

· IAS 27 (revised) applies when an entity has interests in subsidiaries, joint ventures or associates and either elects to, or is required to, prepare separate non-consolidated financial statements.

· If the financial statements are not consolidated, they must therefore present interests in other entities at cost or in accordance with IFRS 9 Financial Instruments.

· To the extent that IAS 27 used to apply to consolidated financial statements, those requirements have either been deleted or transferred to IFRS 10 or IFRS 12 respectively.

IAS 28 Investments in Associates and Joint Ventures (Revised)

· IAS 28 (revised) specifies the accounting treatment for associates, together with the requirements of equity accounting.
· It will therefore continue to apply to situations where significant influence is exercised over an associate, and where there is a joint arrangement in the form of a joint venture as defined in IAS 11 Joint Arrangements.

· Note that IFRS 9 does not apply to interests in an associate and/or joint venture where the equity method is to be applied.

· An interest in an associate or joint venture should be accounted for in the separate financial statements of an entity in accordance with IAS 27 (revised).
Answer 2
IFRS 3 (revised) is a further development of the acquisition model and represents a significant change in accounting for business combinations. The consideration is the amount paid for the business acquired and is measured at fair value. Consideration will include cash, assets, contingent consideration, equity instruments, options and warrants. It also includes the fair value of all equity interests that the acquirer may have held previously in the acquired business.
The principles to be applied are that:
1.
a business combination occurs only in respect of the transaction that gives one entity control of another.

2.
the identifiable net assets of the acquiree are re-measured to their fair value on the date of the acquisition.

3.
NCI are measured on the date of acquisition under one of the two options permitted by IFRS 3 (Revised).

IFRS 10 identifies three elements to determine whether one entity has control over as follows:

1.
power over the investee, where one party has the current ability to direct activities that significantly affect its returns, and
2.
exposure, or rights to, variable returns from involvement in the investee, and

3.
the ability to use power over the investee to affect the level of returns.

In most cases, this will be quite evident from one entity owning the majority of the equity capital of another entity. However, the approach to determining whether or not control is exercised is principles-based, which recognizes that control may be exercised in a range of circumstances, other than by ownership of equity capital. IFRS 10 requires that the judgement of whether or not one entity controls another should be subject to regular review.

An equity interest previously held in the acquiree which qualified as an associate under IAS 28 Investments in Associates and Joint Ventures is similarly treated as if it were disposed of and reacquired at fair value on the acquisition date. Accordingly, it is re-measured to its acquisition date fair value, and any resulting gain or loss compared to its carrying amount under IAS 28 is recognized in profit or loss for the year. Thus the 30% holding in the associate previously held will be included in the consideration. If the carrying amount of the interest in the associate is not held at fair value at the acquisition date, the interest should be measured at fair value and the resulting gain or loss should be recognized in profit or loss. The business combination has effectively been achieved in stages.
The fees payable in transaction costs are not deemed to be part of the consideration paid to the seller of the shares. They are not assets of the purchased business that are recognized on acquisition. Therefore, they should be expensed as incurred and the services received. Transaction costs relating to the issue of debt or equity, if they are directly attributable, will not be expensed but deducted from debt or equity on initial recognition.
It is common for part of the consideration to be contingent upon future events. Marrgrett wishes some of the existing shareholders/employees to remain in the business and has, therefore, offered share options as an incentive to these persons. The issue is whether these options form part of the purchase consideration or are compensation for post-acquisition services. The conditions attached to the award will determine the accounting treatment. In this case there are employment conditions and, therefore, the options should be treated as compensation and valued under IFRS 2 Share-based Payment. Thus a charge will appear in post-acquisition earnings for employee services as the options were awarded to reward future services of employees rather than to acquire the business.
The additional shares to a fixed value of $50,000 are contingent upon the future returns on capital employed. Marrgrett only wants to make additional payments if the business is successful. All consideration should be fair valued at the date acquisition, including the above contingent consideration. The contingent consideration payable in shares where the number of shares varies to give the recipient a fixed value ($50,000) meets the definition of a financial liability under IAS 32. As a result the liability will have to be fair valued and any subsequent remeasurement will be recognized in the income statement. There is no requirement under IFRS 3 (Revised) for the payments to be probable.
Intangible assets should be recognized on acquisition under IFRS 3 (Revised). These include trade names, domain names, and non-competition agreements. Thus these assets will be recognized and goodwill effectively reduced. The additional clarity in IFRS 3 (Revised) could mean that more intangible assets will be recognized on acquisition. As a result of this, the post-combination income statement may have more charges for amortization of the intangibles than was previously the case.
The revised standard gives entities the option, on a transaction by transaction basis, to measure NCI at the fair value of the proportion of identifiable net assets or at full fair value. The first option results in measurement of goodwill on consolidation which would normally be little different from the previous standard. The second approach records goodwill on the NCI as well as on the acquired controlling interest.
Goodwill is the residual but may differ from that under the previous standard because of the nature of the valuation of the consideration as previously held interests are fair valued and also because goodwill can be measured in the above two ways (full goodwill and partial goodwill). The standard gives entities a choice for each separate business combination of recognizing full or partial goodwill. Recognising full goodwill will increase reported net assets and may result in any future impairment of goodwill being of greater value. Measuring NCI at fair value may have some difficulties but goodwill impairment testing may be easier under full goodwill as there is no need to gross-up goodwill for partly-owned subsidiaries. The type of consideration does not affect goodwill regardless of how the payment is structured. Consideration is recognized in total at its fair value at the date of acquisition. The form of the consideration will not affect goodwill but the structure of the payments can affect post-acquisition profits. Contingent payments which are deemed to be debt instruments will be remeasured at each reporting date with the change going to the income statement.
Marrgrett has a maximum period of 12 months to finalise the acquisition accounting but will not be able to recognize the re-organization provision at the date of the business combination. The ability of the acquirer to recognise a liability for reducing or changing the activities of the acquiree is restricted. A restructuring provision can only be recognized in a business combination when the acquiree has at the acquisition date, an existing liability which complies with IAS 37. These conditions are unlikely to exist at the acquisition date. A restructuring plan that is conditional on the completion of a business combination is not recognized in accounting for the acquisition but the expense will be met against post-acquisition earnings.
IFRS 10 uses the economic entity model whereas previous practice used the parent company approach. The economic entity model treats all providers of equity capital as shareholders of the entity even where they are not shareholders in the parent. A partial disposal of an interest in a subsidiary in which control is still retained is regarded as a treasury transaction and accounted for in equity. It does not result in a gain or loss but an increase or decrease in equity. It does not result in gain or loss but an increase or decrease in equity. This will arise by comparison of the disposal proceeds received from the share disposal with the increased interest that NCI shareholders have in the net assets and unimpaired goodwill of the subsidiary at that date.
However, where a partial disposal in a subsidiary results in a loss of control but the retention of an interest in the form of an associate, then a gain or loss is recognized in the whole interest. A gain or loss is recognized on the portion that has been sold, and a holding gain or loss is recognized on the interest retained being the difference between the book value and fair value of the interest. Both gains/losses are recongised in the income statement.
Note that for an interest in another entity to be accounted for as an associate, it must meet the definition of an associate from IAS 28 (Revised); an entity is regarded as an associate if an investor is able to exercise significant influence over it. IAS 28 (Revised) then defines significant influence as power to participate in the financial and operating policy decisions of an investee, but which is not control or joint control as defined by IFRS 10 and IFRS 11 respectively.
Answer 3
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Non-current assets

Property, plant and equipment (720 + 60 + 70) 850         

Goodwill (W2) 111         

961         

Current assets (175 + 95 + 90) 360         

1,321      

Equity and liabilities

Share capital 400         

Retained earnings (W3) 600         

1,000      

Non-controlling interest (W4) 91           

1,091      

Current liabilities (120 + 65 + 45) 230         

1,321      

B Group

Consolidated statement of financial position as at 31 December 2009
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Group 60% Direct 10%

Indirect 42%

52%

NCI 40% 48%

100% 100%
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$000 $000 $000 $000

Consideration: B 142.0       43.0        

Considertion: J 60.0         (100 x 60%)

NCI (145 x 40%) 58.0         43.2         (90 x 48%)

200.0       146.2      

Net assets at acquisition date:

Share capital 100.0       50.0        

Retained earnings 45.0         40.0        

145.0       90.0         Total

Goodwill 55.0         56.2         111.20    

J G


[image: image5.emf]W3 Consolidated retained earnings

B J G

$000 $000 $000

Per question 560          90            65           

Less: Pre-acquisition (45)           (40)          

45            25           

Share of post acquisition retained earnings

- J (45 x 60%) 27           

- G (25 x 52%) 13           

600         
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J G

$000 $000

NCI at acquisition (W2) 58.0         43.2        

Share of post acquisition retained earnings

- J (45 (W3) x 40%) 18.0        

- G (25 (W3) x 48%) 12.0        

NCI in investment in G (100 x 40%) (40.0)       

36.0         55.2        


(b)
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Consideration: B 142.0       43.0        

Considertion: J 60.0         (100 x 60%)

NCI (160 x 40%) 64.0         43.2         (90 x 48%)

206.0       146.2      

Net assets at acquisition date:

Share capital 100.0       50.0        

Retained earnings 60.0         40.0        

160.0       90.0         Total

Goodwill 46.0         56.2         102.20    

J G


Answer 4
(a)
Consolidated statement of profit or loss and other comprehensive income for the year ended 31 December 2009

[image: image8.emf]E M K Adj. Total

$000 $000 $000 $000 $000

Revenue 45,600          24,700         22,800         (480)          

(260)          

(240)           92,120         

Cost of sales (18,050)        (5,463)         (5,320)         480           

Unrealised profit 260           

240           

Unrealised profit in inventory W2 (15)               (15)              

Unrealised profit in equipment W3 (32)                (27,915)       

Gross profit 27,518          19,222         17,465         64,205         

Distribution costs (3,325)           (2,137)         (1,900)         (7,362)          

Administrative costs (3,475)           (950)            (1,900)         (6,325)          

Finance costs (325)              -               -               (325)             

Profit before tax 20,393          16,135         13,665         50,193         

Income tax expenses (8,300)           (5,390)         (4,241)         (17,931)       

Profit for the year 12,093          10,745         9,424           32,262         

Other comprehsnvice income for the year,

net of tax - items that will not be reclassified

to profit or loss

Revaluation of property 200               100              -               300              

Total comprehensive income for the year 12,293          10,845         9,424           32,562         

Profit attributable to:

Owners of the parent (bal. fig.) 28,549         

Non-controlling interest (10,745 x 10% + 9,424 x 28%) 3,713           

32,262         

Total comprehensive income to:

Owners of the parent (bal. fig.) 28,839         

Non-controlling interest (10,845 x 10% + 9,424 x 28%) 3,723           

32,562         


(b)

Consolidated statement of financial position as at 31 December 2009
[image: image9.emf]Non-current assets $000

Property, plant and equipment (35,483 + 24,273 + 13,063 - 32 (W3)) 72,787        

Goodwill (W5) 4,095          

76,882        

Current assets (1,568 + 9,025 + 8,883 - 15 - 15 (W2)) 19,446        

96,328        

Equity and liabilities

Share capital 8,000          

Reserves (W6) 56,609        

64,609        

Non-controlling interest (W7) 8,585          

73,194        

Current liabilities (13,063 + 10,023 + 48) 23,134        

96,328        
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Group structure M K

E Group 90% 72% (90% x 80%)

NCI 10% 28% (20% + 10% x 80%)

90% 1.1.05 100% 100%

M

80% 1.1.07

K


W2 Unrealised profit in inventory
K sold to M = $75,000 x 25/125 = $15,000

M sold to E = $60,000 x 33 1/3 ÷ 133 1/3 = $15,000

W3 Unrealised profit in equipment

= 240,000 – 200,000 = 
40,000

Less: Excessive depreciation
(8,000)

32,000
W4 Net assets value of subsidiary at acquisition date
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$000 $000

Share capital 3,000        2,000       

Pre-acquisition reserves 1,425        950           

4,425        2,950       


W5 Goodwill
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$000 $000

Consideration 6,650        3,420       

FV of NCI 500            900           

7,150        4,320       

Less: FV of net assets (W4) (4,425)       (2,950)       Total

Goodwill 2,725        1,370        4,095      


W6 Retained earnings
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$000 $000 $000

Per question 22,638     24,075     19,898    

Less: Pre-acquisition (1,425)      (950)        

22,650     18,948    

Less: Unrealised profit in inventory (W2) (15)           (15)          

22,635     18,933    

Less: Unrealised profit in equipment (W3) (32)          

Share of post acquisition retained earnings

- M (22,635 x 90%) 20,372    

- K (18,933 x 72%) 13,632    

56,609    


W7 NCI
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$000 $000

NCI at acquisition (W5) 500          900         

Share of post acquisition retained earnings

- M (22,635 x 10%) 2,264      

- K (18,933 x 28%) 5,301      

NCI in investment in K (3,800 x 10%) (380)         Total

2,384       6,201       8,585      


Answer 5
(a)
W1 Group structure
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	Body
	Fit
	

	Group interest
	80%
	56%
	(80% × 70%)

	NCI
	20%
	44%
	(30% + 20% × 70%)

	
	100%
	100%
	


W2 Net assets of subsidiaries at acquisition date
	
	Body
	Fit

	
	At acq’n
	At acq’n

	
	$m
	$m

	Ordinary shares
	40
	20

	Other reserves
	4
	8

	Retained earnings
	10
	6

	Fair value adj. at acquisition date
	6
	5

	Trade name adj. (W3)
	5
	-

	
	65
	39


W3 Trade name adjustment

The trade name is an internally generated intangible asset. While these are not normally recognized under IAS 38 Intangible Assets. IFRS 3 Business Combinations allows recognition if the fair value can be measured reliably. Thus Glove should recognize an intangible asset on acquisition at 1 June 2005.

The trade name is amortised over ten years, of which two have elapsed:

$5m × 2/10 = $1m
So the value is $(5 – 1)m = $4m in the consolidated statement of financial position.

W4 Defined benefit retirement plan – Glove
The amount to be recognized is as follows:

	
	$m

	Loss on remeasurement through OCI on defined benefit obligation
	(1.0)

	Gain on remsaurement through OCI on plan assets
	0.9

	
	(0.1)


	
	Dr. ($m)
	Cr. ($m)

	Other comprehensive income
	0.1
	

	Net defined benefit liability
	
	0.1


W5 Convertible bond
Under IAS 32, the bond must be split into a liability and an equity component:

	Date
	
	Cash flow
	DF @ 8%
	PV

	
	
	$m
	
	$000

	31 May 07
	Interest
	1.8
	0.9259
	1.6667

	31 May 08
	Interest
	1.8
	0.8573
	1.5432

	31 May 09
	Interest
	1.8
	0.7938
	1.4289

	31 May 09
	Principal
	30
	0.7938
	23.815

	PV (the liability component) A
	28.4538

	As the net proceeds of issue were B
	30.0000

	So the equity component is (B – A)
	1.5462


Rounded to $1.6 million

Balance of liability at 31 May 2007
	Year
	Opening balance
	Effective interest rate 8%
	Payments 6%
	Closing balance

	
	$m
	$m
	$m
	$m

	2007
	28.454
	2.276
	(1.8)
	28.93


W6 Exchange of assets

The cost of the plant should be measured at the fair value of the asset given up, rather than the carrying value. An adjustment must be made to the value of the plant, and to retained earnings.

	
	Dr. ($m)
	Cr. ($m)

	Plant $(7 – 4)m
	3
	

	Retained earnings
	
	3


W7 Goodwill

	
	Body
	Fit
	Total

	
	$m
	$m
	$m

	Cost of investment (Fit – 80% × 30m)
	60
	24.00
	

	NCI (20% × 65m (W2)) / (44% × 39m (W2))
	13
	17.16
	

	
	73
	41.16
	

	Less: Fair value of net assets at acq. date (W2)
	(65)
	(39.00)
	

	Goodwill
	8
	2.16
	10.16


W8 Other reserves

	
	Glove
	Body
	Fit

	
	$m
	$m
	$m

	Per question
	30.0
	5
	8

	Remeasurement losses (W4)
	(0.1)
	
	

	Less: Pre-acquisition
	
	(4)
	(8)

	
	
	1
	0

	Share of Body 80% × $1m
	0.8
	
	

	Share of Fit 56% × $0m
	0
	
	

	
	30.7
	
	


W9 Retained earnings

	
	Glove
	Body
	Fit

	
	$m
	$m
	$m

	Per question
	135.00
	25
	10

	Amortisation of trade name (W3)
	
	(1)
	

	Effective interest in convertible bonds (W5) (2.3m – 1.8m)
	(0.50)
	
	

	Gain on assets exchange (W6)
	3.00
	
	

	Less: Pre-acquisition
	
	(10)
	(6)

	
	
	14
	4

	Share of Body (80% × 14m)
	11.2
	
	

	Share of Fit (56% × 4m)
	2.24
	
	

	
	150.94
	
	


W10 Non-controlling interest

	
	Body
	Fit
	Total

	
	$m
	$m
	

	NCI at acquisition (W7)
	13
	17.16
	

	Share of post-acq. retained earnings:
	
	
	

	Body: $14m (W9) × 20%
	2.8
	
	

	Fit: $4m (W9) × 44%
	
	1.76
	

	Share of post-acq, other reserves
	
	
	

	Body: $1m (W8) × 20%
	0.2
	
	

	Fit: $0m (W8) × 44%
	
	0
	

	Less: NCI share of cost of investment in Fit

($30m × 20%)
	(6)
	
	

	
	10
	18.92
	28.92


Glove Group

Consolidated Statement of Financial Position as at 31 May 2007

	Non-current assets
	$m

	Property, plant and equipment [260 + 20 + 26 + 6 + 5 + 3 (W7)]
	320.0

	Goodwill (W7)
	10.1

	Other intangibles: Trade name (W3)
	4.0

	Investment in equity instruments
	10.0

	
	344.1

	Current assets (65 + 29 + 20)
	114.0

	Total assets
	458.1

	
	

	Equity and liabilities
	

	Equity attributable to owners of parent
	

	Ordinary shares
	150.0

	Other reserves (W8)
	30.7

	Retained earnings (W9)
	150.9

	Equity component of convertible debt (W5)
	1.6

	
	333.2

	Non-controlling interest (W10)
	28.9

	
	362.1

	Non-current liabilities (45 + 2 + 3 + 0.1 (W5) – 30 + 28.9 (W5))
	49.0

	Current liabilities (35 + 7 + 5)
	47.0

	Total equity and liabilities
	458.1


(b)

· A reverse acquisition usually involves the smaller listed company (Glove) issuing a large number of shares to the acquiring company (Shine) so that the acquiring company’s shareholders end up controlling the listed company.
· This is a way of obtaining a stock exchange listing as a private company may arrange to have itself ‘acquired’ by a smaller public company as a means of obtaining a listing.

· Although the public company that issues shares (Glove) is regarded as the legal parent and the private company (Shine) is regarded as the legal subsidiary, the private company that initiated and arranged the combination is deemed to be the acquirer if it is determined to have obtained control over the financial and operating policies of the public company, rather than vice versa.

· Therefore, for financial reporting purposes in a reverse acquisition, the legal parent is the acquiree and the legal subsidiary is the acquirer.

· The carrying amounts of the assets and liabilities of the legal subsidiary (Shine) do not change as a result of the acquisition; it is the assets and liabilities of the legal parent (Glove) which are remeasured at fair value.

· The consideration is deemed to be the fair value of the equity shares in the legal subsidiary (Shine) issued to the owners of the legal parent (Glove).

(c)

Purpose of the Management Commentary (MC)
· The IFRS Practice Statement (PS) Management Commentary was published in December 2010 and provides a broad, non-binding framework for the presentation of management commentary that relates to financial statements that have been prepared in accordance with International Financial Reporting Standards.
· It is a narrative report that provides a context within which to interpret the financial position, financial performance and cash flows of an entity.

· Management is able to explain its objectives and its strategies for achieving those objectives.
· Users routinely use this type information provided in MC to help them evaluate an entity’s prospects and its general risks, as well as the success of management’s strategies for achieving its stated objectives.

· For many entities, management commentary is already an important element of their communication with the capital markets, supplementing as well as complementing the financial statements.

· This PS helps management to provide useful commentary to financial statements prepared in accordance with IFRS information.
Framework for presentation of MC

· The following principles should be applied when a MC is prepared:
1. to provide management’s view of the entity’s performance, position and progress; and

2. to supplement and complement information presented in the financial statements.

· Consequently, the MC should include information which is both forward-looking and adheres to the qualitative characteristics of information as described in the Conceptual Framework for Financial Reporting 2010.
· The management commentary should provide information to help users of the financial reports to assess the performance of the entity and the actions of its management relative to stated strategies and plans for progress.

· That type of commentary will help users of the financial reports to understand risk exposures and strategies of the entity, relevant non-financial factors and other issues not otherwise included within the financial statements.
Elements of MC

· MC should include information that is essential to an understanding of:

1. the nature of business;

2. management’s objectives and its strategies for meeting those objectives;

3. the entity’s most significant resources, risks and relationships;

4. the results of operations and prospects; and

5. the critical performance measures and indicators that management uses to evaluate the entity’s performance against stated objectives.

ACCA Marking Scheme

	(a)
	Goodwill and NCI
	7

	
	Reserves
	7

	
	Non-current liabilities
	3

	
	Defined benefit plan
	4

	
	Convertible bond
	4

	
	Plant
	2

	
	Trade name
	3

	
	
	30

	(b)
	Reverse acquisitions
	6

	(c)
	Management commentary
	14

	
	Total
	50


Answer 6
(a)

[image: image16.emf]Plan Plan assets SOFP SOCI

Obligation

$m $m $m $m

Opening balance -           -          

Interest 20            10            10            P/L

Current service cost 110          110          P/L

Contribution paid 100         

130          110         

Remeasurement gain (bal. fig.) -           15           

Closing balance 130          125          5             

Consolidated adjustments:

Dr. Cr.

$m $m

Retained earnings 120         

OCI 15           

Trade receivables 100         

Defined benefit liability 5             


(b)
Consolidated statement of financial position as at 30 November 2012
[image: image17.emf]$m $m

Non-current assets

Property, plant and equipment (1,320 + 505 + 256 - 5 (W4) - 56 (W5)) 1,930       

Goodwill (W6) 132           

2,062       

Current assets

Inventories (300 + 135 + 65 - 20 (W3)) 480           

Trade receivables (240 + 105 + 49 - 100 (from (a)) 294           

Cash (90 + 50 + 80) 220            994           

Total assets 3,056       

Equity and liabilities

Share capital 1,500       

Share premium 300           

Other component of equity (W8) 40             

Retained earnings (W7) 546.4       

2,386.4    

Non-controlling interest (W9) 264.6       

2,651       

Non-current liabilities (135 + 25 + 20 + 5 (from (a)) 185           

Current liabilities (100 + 70 + 50) 220           

Total equity and liabilities 3,056       


[image: image18.emf]W1

Group structure Reel Line

B Group 80% Direct 40%

Indirect 20% (80% x 25%)

80% 60%

40% NCI 20% 40%

J 100% 100%

25%

G


[image: image19.emf]W2 Net assets of subsidiaries at acquisition date

Reel Line

$m $m

Share capital 500          200         

Share premium 100          50           

Pre-acquisition retained earnings 100          50           

Fair value adjustments (bal. fig.) 10            -          

710          300         


W3 Development inventories

It does not meet the recognition criteria under IAS 38, so it cannot be treated as development inventory.

In Reel’s book:

	
	Dr. ($m)
	Cr. ($m)

	Retained earnings
	20
	

	Inventory
	
	20


W4 Trade discount

	
	$m

	Trade discount
	6

	Excessive depreciation (50 – 44) ÷ 6
	(1)

	
	5


In Reel’s book:

	
	Dr. ($m)
	Cr. ($m)

	Retained earnings
	5
	

	Property, plant and equipment
	
	5


[image: image20.emf]W5 Adjustment to PPE of Line

Valuation Historical Difference

Basis

$m $m

PPE at cost at Dec. 2010 300          300         

Depreciation (300 / 6 years) (50)           (50)          

Carrying value at 30.11.2011 250          250         

Revaluation surplus 70            -          

Revalued amount 320          250         

Depreciation (5 years) (64)           (50)           14           

Carrying value at 30.11.2012 256          200          56           


[image: image21.emf]W6 Goodwill

Reel Line

$m $m

Consideration 640          160          Direct

80            Indirect (100 x 80%)

240         

FV of NCI (710 x 20%) 142          120          (300 x 40%)

782          360         

Less: FV of net assets at acq. date (710)         (300)         Total

Goodwill 72            60            132         


[image: image22.emf]W7 Retained earnings

Rod Reel Line

$m $m $m

Per question 600.0       200.0       60.0        

Less: Pre-acquisition retained earnings (100.0)      (50.0)       

100.0       10.0        

Defined benefit plan (from (a)) (120.0)     

FV adj. realised (10.0)       

Development cost written off (W3) (20.0)       

Trade discount less depreciation (W4) (5.0)         

Adj. for excessive depreciation (W5) 14.0        

65.0         24.0        

Share of post-acquisition retained earnings

- Reel (65 x 80%) 52.0        

- Line (24 x 60%) 14.4        

546.4      


W8 Other components of equity

	
	$m

	Per question
	25

	Add: Remeasurement gain (from (a))
	15

	
	40


[image: image23.emf]W9 NCI

Reel Line

$m $m

NCI at acquisition date (W6) 142.0       120.0      

Share of post-acq. retained earnings

- Reel (65 (W7) x 20%) 13.0        

- Line (24 (W7) x 40%) 9.6          

Less: NCI share of investment in Line (100 x 20%) (20.0)        Total

135.0       129.6       264.60    


(c)(i)
Restructuring of the group

· IAS 37 contains specific requirements relating to restructuring provisions. The general recognition criteria apply and IAS 37 also states that a provision should be recognized if an entity has a constructive obligation to carry out a restructuring.

· A constructive obligation exists where management has a detailed formal plan for the restructuring and has also raised a valid expectation in those affected that it will carry out the restructuring.
· In this case, the company made a public announcement of the restructuring after the year end, but it had actually drawn up the formal plan and started to implement it before the year end, by communicating the plan to trade union representatives.
· Although the plan is expected to take two years to complete, it appears that the company had a constructive obligation to restructure at year end. Therefore a provision should be recognized.
· IAS 37 states that a restructuring provision should include only the direct expenditure arising from the restructuring.

· Costs that relate to the future conduct of the business, such as training and relocation costs, should not be included.

· Measuring the provision is likely to be difficult in practice, given that the restructuring will take place over two years. IAS 37 requires the provision to be the best estimate of the expenditure required to settle the present obligation at the reporting date, taking all known risks and uncertainties into account.
· There may be a case for providing $50 million (total costs of $60 million less relocation costs of $10 million) and the company should certainly provide at least $15 million ($20 million incurred by the time the financial statements are approved less $5 million relocation expenses).

· IAS 37 requires extensive disclosures and these should include an indication of the uncertainties about the amount or timing of the cash outflows.
(c)(ii)
Fine for illegal receipt of a state subsidy
· IAS 38 Intangible Assets defines an intangible asset as a resource controlled by the company as a result of past events and from which economic benefits are expected to flow.

· The fine does not meet this definition. The subsidy was used to offset trading losses, not to generate future income.

· The fine should be charged as an expense in profit or loss for the year ended 30 November 2013. As it is material it should be separately disclosed.
(d)
· Rod spends considerable amounts of money on research that ultimately creates economic benefits and enhances shareholder value. However, this research does not meet the criteria for deferral under IAS 38 because of the time lag between the expenditure and the revenue that it generates.
· The company’s expertise is part of its inherent goodwill and cannot be valued reliably at a monetary amount. Therefore it is not recognized on the statement of financial position.
· There is strong argument that traditional financial reporting is inadequate to deal with ‘knowledge led’ companies such as Rod.

· It is possible that the capital markets will undervalue the company because the financial statements do not reflect the ‘true’ effect of the company’s research activities.

· The economy is becoming more ‘knowledge based’ and many companies find themselves in this situation.

· The market value of a company is based on the market’s assessment of its future prospects, based on available information. Analysts have developed alternative measures of performance such as Economic Value Added (EVA).

· These take factors such as expenditure on research and development expenditure into account, so that they attempt to assess estimated future cash flows. There is a growing interest in ways of measuring shareholder value as opposed to earnings.
· Analysts and other users of the financial statements now recognize the importance of non-financial information about a company.

· Many Stock Exchanges require companies to present an Operating and Financial Review (sometimes called Management Discussion and Analysis) and some large companies do so voluntarily. This normally includes a description of the business, its objectives and its strategy.

· It is current best practice to analyse the main factors and influences that may have an effect on future performance and to comment on how the directors have sought to maintain and improve future performance.
· In this way the directors of Rod can make the markets aware of its research activities and the way in which they give rise to future income streams and enhance shareholder value.

(e)

Internal auditor bonus
For

· The chief internal auditor is an employee of Rod, which pays a salary to him or her. As part of the internal control function, he or she is helping to keep down costs and increase profitability. It could therefore be argued that the chief internal auditor should have a reward for adding to the profit of the business.
Against

· Conversely, the problem remains that, if the chief internal auditor receives a bonus based on results, he or she may be tempted to allow certain actions, practices or transactions which should be stopped, but which are increasing the profit of the business, and therefore the bonus.
Conclusion

· On balance, it is not advisable for the chief internal auditor to receive a bonus based on the company’s profit.
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