Revision Answers

Chapter 4 Share-Based Payments
Answer 1
	
	Marks

	Under the principles of IFRS 2, this arrangement will be regarded as an equity settled share based payment.
	0.5

	
	

	The fair value of the equity settled share based payment will be credited to equity and debited to expenses (or occasionally included in the carrying amount of another asset) over the vesting period.
	1

	
	

	Where the transaction is with employees, fair value is measured as the market value of the equity instrument at the grant date.
	0.5

	
	

	The vesting condition relating to the number of executives who remain with Delta is a non-market condition so it is taken into account when estimating the number of options that will vest.
	0.5

	
	

	The vesting condition relating to the share price is a market condition so it is taken into account when measuring fair value of an option at grant date.
	0.5

	
	

	Therefore the total estimated fair value of the share based payment is $1,545,600 (92 × 20,000 × $0.84)
	1

	
	

	1/3 of this amount ($515,200) is recognized in the year ended 31 March 2012.
	0.5

	
	

	$515,200 is credited to equity and debited to expenses (or occasionally included in the carrying amount of another asset).
	0.5


Answer 2
	1.
	Statement of financial position
	
	
	Marks

	
	
	As at 31 March
	

	
	
	2011
	2010
	

	
	
	$000
	$000
	

	
	In equity
	912
	304
	0.5


	2.
	Statement of comprehensive income
	
	
	

	
	
	Year ending 31 March
	

	
	
	2011
	2010
	

	
	
	$000
	$000
	

	
	In operating expenses
	608
	304
	0.5


	3.
	Explanation
	

	
	The total expected cost is 31 March 2010 = $912,000 (19 × 10,000 × $4.8)
	1

	
	
	

	
	1/3 is recognized in equity as this is an equity settled share based payment
	1

	
	
	

	
	The total expected cost at 31 March 2011 = $1,368,800 (19 × 15,000 × $4.8)
	1

	
	
	

	
	2/3 recognised in equity at 31 March 2011. Amounts can be shown as a separate component of equity or credited to retained earnings.
	1.5

	
	
	

	
	The vesting condition relating to the share price is ignored in the estimation of the total expected cost as it is one of the factors that is used to compute the fair value of the share option at the grant date, i.e. it is a market related vesting condition.
	1

	
	
	

	
	The cost recognized in 2010 is the cost to date since this is the first year of the vesting period
	0.5

	
	
	

	
	The cost recognized in 2011 is the difference between cumulative costs carried and brought forward.
	1


Answer 3 – Ryder
(i)
Proposed dividend

· The dividend was proposed after the reporting period and the company, therefore, did not have a liability at the end of reporting period. No provision for the dividend should be recognised.
· The approval by the directors and the shareholders are enough to create a valid expectation that the payment will be made and give rise to an obligation. However, this occurred after the current year end and, therefore, will be charged against the profits for the year ending 31 October 2006. The existence of a good record of dividend payments and an established dividend policy does not create a valid expectation or an obligation.
· However, the proposed dividend will be disclosed in the notes to the financial statements as the directors approved it prior to the authorisation of the financial statements.
(ii)
Disposal of subsidiary

· It would appear that the loss on the sale of the subsidiary provides evidence that the value of the consolidated net assets of the subsidiary was impaired at the year end as there has been no significant event since 31 October 2005 which would have caused the reduction in the value of the subsidiary.
· The disposal loss provides evidence of the impairment and, therefore, the value of the net assets and goodwill should be reduced by the loss of $9 million plus the loss ($2 million) to the date of the disposal, i.e. $11 million.
· The sale provides evidence of a condition that must have existed at the end of reporting period (IAS 10). This amount will be charged to the income statement and written off goodwill of $12 million, leaving a balance of $1 million on that account. The subsidiary’s assets are impaired because the carrying values are not recoverable.
· The net assets and goodwill of Krup would form a separate income generating unit as the subsidiary is being disposed of before the financial statements are authorised. The recoverable amount will be the sale proceeds at the date of sale and represents the value-in-use to the group. The impairment loss is effectively taking account of the ultimate loss on sale at an earlier point in time.
· IFRS 5, ‘Non-current assets held for sale and discontinued operations’, will not apply as the company had no intention of selling the subsidiary at the year end. IAS 10 would require disclosure of the disposal of the subsidiary as a non-adjusting event after the reporting period.

(iii)
Issue of ordinary shares

· IAS 33 ‘Earnings per share’ states that if there is a bonus issue after the year end but before the date of the approval of the financial statements, then the earnings per share figure should be based on the new number of shares issued.
· Additionally a company should disclose details of all material ordinary share transactions or potential transactions entered into after the reporting period other than the bonus issue or similar events (IAS 10/IAS 33).
· The principle is that if there has been a change in the number of shares in issue without a change in the resources of the company, then the earnings per share calculation should be based on the new number of shares even though the number of shares used in the earnings per share calculation will be inconsistent with the number shown in the statement of financial position.
· The conditions relating to the share issue (contingent) have been met by the end of the period. Although the shares were issued after the reporting period, the issue of the shares was no longer contingent at 31 October 2005, and therefore the relevant shares will be included in the computation of both basic and diluted EPS. Thus, in this case both the bonus issue and the contingent consideration issue should be taken into account in the earnings per share calculation and disclosure made to that effect. Any subsequent change in the estimate of the contingent consideration will be adjusted in the period when the revision is made in accordance with IAS 8.
· Additionally IFRS 3 ‘Business Combinations’ requires the fair value of all types of consideration to be reflected in the cost of the acquisition.
· The contingent consideration should be included in the cost of the business combination at the acquisition date if the adjustment is probable and can be measured reliably.
· In the case of Metalic, the contingent consideration has been paid in the post-balance sheet period and the value of such consideration can be determined ($11 per share). Thus an accurate calculation of the goodwill arising on the acquisition of Metalic can be made in the period to 31 October 2005.
· Prior to the issue of the shares on 12 November 2005, a value of $10 per share would have been used to value the contingent consideration. The payment of the contingent consideration was probable because the average profits of Metalic averaged over $7 million for several years.
· At 31 October 2005 the value of the contingent shares would be included in a separate category of equity until they were issued on 12 November 2005 when they would be transferred to the share capital and share premium account. Goodwill will increase by 300,000 × ($11 – $10) i.e. $300,000.

(iv)
Property

· IFRS 5 states that for a non-current asset to be classified as held for sale, the asset must be available for immediate sale in its present condition subject to the usual selling terms, and its sale must be highly probable.
· The delay in this case in the selling of the property would indicate that at 31 October 2005 the property was not available for sale. The property was not to be made available for sale until the repairs were completed and thus could not have been available for sale at the year end.
· If the criteria are met after the year end (in this case on 30 November 2005), then the non-current asset should not be classified as held for sale in the previous financial statements. However, disclosure of the event should be made if it meets the criteria before the financial statements are authorised. Thus in this case, disclosure should be made.
· The property on the application of IFRS 5 should have been carried at the lower of its carrying amount and fair value less costs to sell. However, the company has simply used fair value less costs to sell as the basis of valuation and shown the property at $27 million in the financial statements.
· The carrying amount of the property would have been $20 million less depreciation $1 million, i.e. $19 million. Because the property is not held for sale under IFRS 5, then its classification in the statement of financial position will change and the property will be valued at $19 million. Thus the gain of $7 million on the wrong application of IFRS 5 will be deducted from reserves, and the property included in property, plant and equipment. Total equity will therefore be reduced by $8 million.
(v)
Share appreciation rights

· IFRS 2 ‘Share-based payment’ requires a company to re-measure the fair value of a liability to pay cash-settled share based payment transactions at each reporting date and the settlement date, until the liability is settled.
· An example of such a transaction is share appreciation rights. Thus the company should recognise a liability of ($8 × 10 million shares), i.e. $80 million at 31 October 2005, the vesting date.
· The liability recognised at 31 October 2005 was in fact based on the share price at the previous year end and would have been shown at ($6 × 1/2) × 10 million shares, i.e. $30 million.
· This liability at 31 October 2005 had not been changed since the previous year end by the company. The SARs vest over a two year period and thus at 31 October 2004 there would be a weighting of the eventual cost by 1 year/2 years. Therefore, an additional liability and expense of $50 million should be accounted for in the financial statements at 31 October 2005.
· The SARs would be settled on 1 December 2005 at $9 × 10 million shares, i.e. $90 million. The increase in the value of the SARs since the year end would not be accrued in the financial statements but charged to profit or loss in the year ended 31 October 2006.
	31 October 2004
	Dr. ($m)
	Cr. ($m)

	Staff cost ($6 × 10m ÷ 2 years)
	30
	

	Liability
	
	30


	31 October 2005
	Dr. ($m)
	Cr. ($m)

	Staff cost ($8 × 10m – 30m) 
	50
	

	Liability
	
	50


	31 October 2006 (Settlement date 1 December 2005)
	Dr. ($m)
	Cr. ($m)

	Liability
	80
	

	Profit or loss – staff cost
	10
	

	Cash ($9 × 10m)
	
	90


Answer 4 – Vident
Report to the Directors of Vident, a public limited company
(a)

IFRS 2 ‘Share-based payment’

The arguments put forward by the Directors for not recognising the remuneration expense have been made by many opponents of the IFRS.
Share options have no cost to the company

· When shares are issued for cash or in a business acquisition, an accounting entry is needed to recognize the receipt of cash (or other resources) as consideration for the issue.

· Share options are also issued in consideration for resources: services rendered by directors or employees.

· These resources are consumed by the company and it would be inconsistent not to recognize an expense.

· The consumption of the resources in the case of share options is immediate and may be spread over a period of time.

Share issues do not meet the definition of an expense in the Conceptual Framework

· The question as to whether the expense arising from share options meets the definition of an expense as set out in the ‘Framework’ document is problematical.
· The Framework requires an outflow of assets or a liability to be incurred before an expense is created.
· Services do not normally meet the definition of an asset and, therefore, consumption of those services does not represent an outflow of assets.
· However, share options are issued for ‘valuable consideration’, that is the employee services and the benefits of the asset received results in an expense.
· The main reason why the creation of the expense is questioned is that the receipt of the asset and its consumption in the form of employee services occur at virtually the same time. The conclusion must, therefore, be that the recognition of the expense arising from share-based payment transactions is consistent with the ‘Framework’.
The expense relating to share options is already recognized in the diluted EPS calculation

· The argument that any cost from share-based payment is already recognised in the dilution of earnings per share (EPS) is not appropriate as the impact of EPS reflects the two economic events that have occurred.
· There are two events involved: issuing the options; and consuming the resources (the directors’ services) received as consideration.

· The diluted EPS calculation only reflects the issue of the options; there is no adjustment to basic earnings. Recognising an expense reflects the consumption of services. There is no double counting.

Share-based payment may discourage the company from introducing new share option plans

· It is probably true that IFRS 2 may discourage companies from introducing or continuing with employee share plans because it reduces earnings.

· However, it improves the information provided in the financial statements, as these now make users aware of the true economic consequences of issuing share options as remuneration.

· The economic consequences are the reason why share option schemes may be discontinued. IFRS 2 simply enables management and shareholders to reach an informed decision on the best method of remuneration.

(b)

Accounting in the financial statements for the year ended 31 May 2005

· IFRS 2 requires an expense to be recognised for the share options granted to the directors with a corresponding amount shown in equity. Where options do not vest immediately but only after a period of service, then there is a presumption that the services will be rendered over the ‘vesting period’.
· The fair value of the services rendered will be measured by reference to the fair value of the equity instruments at the date that the equity instruments were granted. Fair value should be based on market prices.
· The treatment of vesting conditions depends on whether or not the conditions relate to the market price of the instruments.
· Market conditions are effectively taken into account in determining the fair value of the instruments and therefore can be ignored for the purposes of estimating the number of equity instruments that will vest.
· For other conditions such as remaining in the employment of the company, the calculations are carried out based on the best estimate of the number of instruments that will vest. The estimate is revised when subsequent information is available.
Note that the requirements of IFRS 13 Fair Value Measurement do not apply to situations where IFRS 2 applies.

The share options are valued as follows:
	
	Prior to 1 June 2004
	Year-ended 31 May 2005

	
	Remuneration expense
	Remuneration expense

	
	$
	$

	J. Van Heflin (20,000 × $5 × 1/2)
	50,000
	50,000

	R. Ashworth (50,000 × $6 × 1/3)
	-
	100,000

	
	50,000
	150,000


· The conditions set out in performance condition A and the service condition by the director have been met. The expense is spread over two years up to the vesting date of 1 June 2005.
· The increase in the share price to above $13.50 in condition B has not been met but IFRS 2 says that the services received should be recognised irrespective of whether the market condition is satisfied. Additionally the director has to work for the company for three years for the options to vest and, therefore, the expense is spread over three years.
The opening balance of retained earnings at 1 June 2004 would be reduced by $50,000 and equity (separate component) increased by $50,000.
The income statement for the year ended 31 May 2005 would be charged with directors’ remuneration relating to share options of $150,000 and equity (separate component) increased by the same amount.
(c)

Deferred tax implications

· IAS 12 requires the deferred tax on the share options to be recognised in profit or loss for the period.
· The difference between the tax base of the services received (that is the amount of the tax allowance in future periods) and the carrying value of zero will be a deductible temporary difference that results in a deferred tax asset. IFRS 2 says that the estimated future tax deduction should be based on the option’s intrinsic value at the year end as the value at the exercise date will not be known. The intrinsic value is the difference between the fair value (market price) of the share and the exercise price of the option.
Prior to 1 June 2004

Deferred tax asset and income

= 20,000 options × ($12.50 – $4.50) (intrinsic value) × 1/2 (first year) × 30% (tax rate)

= $24,000

All of this deferred tax income will be recognised in the opening statement of financial position (subject to the rules of IAS 12 ‘Income Taxes’).
If the amount of the tax deduction exceeds the amount of the accumulated remuneration expense, then this indicates that the tax deduction relates to equity as well as to the remuneration expense. The remuneration expense is $50,000 prior to 1/06/04 and the eligible tax deduction will be 20,000 × intrinsic value ($8) × 1/2 i.e. $80,000. Therefore of the deferred tax income ($80,000 – $50,000) × 30% will go to equity i.e. $9,000.
	
	Year to 31 May 2005

	Deferred tax asset at year end
	$

	20,000 options × ($12 – $4.50) × 30%
	45,000

	50,000 options × ($12 – $6) × 1/3 × 30%
	30,000

	
	75,000

	Less: Recognised in opening balance
	(24,000)

	Deferred tax income for year to profit or loss
	51,000


As above the total remuneration expense to date must be compared to the amount of the tax deduction. The total remuneration expense is $200,000 and the eligible tax deduction is $150,000 (20,000 × ($12 – $4·50) + $100,000 (50,000 × $6 × 1/3) i.e. $250,000. Therefore of the deferred tax income $50,000 × 30% i.e. $15,000 should go to equity. In 2004, $9,000 of this figure has already gone to equity and therefore of the deferred tax income for 2005 ($51,000), $6,000 should go to equity.
Thus a deferred tax asset will arise in your first financial statements using IFRS 2.

It is hoped that the above is useful.
Answer 5
(a)

· The arrangement is not within the scope of IFRS 2 ‘Share-based payment’ because
· the contract may be settled net in cash and
· has not been entered into in order to satisfy Margie’s normal sales and purchases requirements. Margie has no intention of taking delivery of the wheat; this is a financial contract to pay or receive a cash amount. The arrangement should be dealt with in accordance with IFRS 9 ‘Financial Instruments”.

· Contracts to buy or sell non-financial items are within the scope of IFRS 9 if they can be settled net in cash or another financial asset and are not entered into and held for the purpose of the receipt or delivery of a non-financial item in accordance with the entity's expected purchase, sale, or usage requirements. Contracts to buy or sell non-financial items are inside the scope if net settlement occurs. The following situations constitute net settlement:
(a)
the terms of the contract permit either counterparty to settle net;

(b)
there is a past practice of net settling similar contracts;

(c)
there is a past practice, for similar contracts, of taking delivery of the underlying and selling it within a short period after delivery to generate a profit from short-term fluctuations in price, or from a dealer’s margin; or

(d)
the non-financial item is readily convertible to cash.
· The contract will be accounted for as a derivative and should be valued at fair value (asset or liability at fair value).
· Initially the contract should be valued at nil as under the terms of a commercial contract the value of 2,500 shares should equate to the value of 350 tonnes of wheat.
· At each period end the contract would be revalued and it would be expected that differences will arise between the values of wheat and Margie shares as their respective market values will be dependent on a number of differing factors. The net difference should be taken to profit or loss.
· As Margie has no intention of taking delivery of the wheat this does not appear to be a hedging contract as no firm commitment exists to purchase neither is this a highly probable forecast transaction.
(b)

· Share-based payment awards exchanged for awards held by the acquiree’s employees are measured in accordance with IFRS 2 ‘Share-based payment’.
· If the acquirer is obliged to replace the awards, some or all of the fair value of the replacement awards must be included in the consideration.
· The amount not included in the consideration will be recognised as a compensation expense. If the acquirer is not obliged to exchange the acquiree’s awards, the acquirer does not adjust the consideration even if the acquirer does replace the awards.
· A portion of the fair value of the award granted by Margie is accounted for under IFRS 3 and a portion under IFRS 2, even though no post-combination services are required. The amount included in the cost of the business combination is the fair value of Antalya’s award at the acquisition date ($20 million).
· Any additional amount, which in this case is $2 million, is accounted for as a post-combination expense under IFRS 2. This amount is recognised immediately as a post-combination expense because no post-combination services are required.
(c)

· The shares issued to the employees were issued in their capacity as shareholders and not in exchange for their services. The employees were not required to complete a period of service in exchange for the shares. Thus the transaction is outside the scope of IFRS 2.
· The employees are therefore just shareholders like any other, and the issue of shares will be accounted for like any other, with a debit to cash and a credit to share capital and to share premium for any excess over the nominal value.

· As regards the purchase of the building, Grief did not act in its capacity as a shareholder as Margie approached the company with the proposal to buy the building. Grief was a supplier of a building and as such the transaction comes under IFRS 2. The building is valued at fair value with equity being credited with the same amount.
(d)

· The grant of the options to employees clearly falls within the scope of IFRS 2. In this case there is a market condition which must be met before the shares vest.

· The vesting period may change as a result of a vesting condition being met. IFRS 2 makes a distinction between the handling of market based performance features from non-market features.

· Market conditions are those related to the market price of any entity’s equity, such as achieving a specified share price or a specified target based on a comparison of the entity’s share price with an index of share prices of other entities.

· Market based performance features should be included in the grant-date fair value measurement. However, the fair value of the equity instruments should not be reduced to take into consideration non-market based performance features or other vesting features.

· An entity needs to estimate, at grant date, the expected vesting period over which the change should be spread, on the assumption that services will be rendered by employees over this vesting period in exchange for the equity instruments.

· If the vesting period turns out to be shorter than estimated, the charge will be accelerated in the period in which the entity must fulfill its obligations by delivering shares or cash to the employee or supplier.

· If the actual vesting period is longer than estimated, the expense is recognized over the original vesting period.

· At the grant date (1 December 2007), Margie estimated the vesting period to be four years, the assumption being that the market condition would be met four years later in 2011. Thus the charge over the four years was calculated as (100 × 4,000 × $10) ÷ 4 years = $1m per year.

· The market condition was actually met a year early, on 30 November 2010. The expense therefore needs to be accelerated and charged in the year ended 30 November 2010. The charge for the year is calculated as:

	
	$m

	Total charge: 100 × 4,000 × $10
	4

	Less: already charged in the two years to 30.11.2010: 2 × $1m
	(2)

	Charge in the year ended 30.11.2010
	2


Answer 6 – Leigh
(a)

· The shares issued to the management of Hash by Leigh (three million ordinary shares of $1) for the purchase of the company would not be accounted for under IFRS 2 ‘Share-based payment’ but would be dealt with under IFRS 3 ‘Business Combinations’.
· The cost of the business combination will be the total of the fair values of the consideration given by the acquirer plus any attributable cost.
· In this case the shares of Leigh will be fair valued at $6 million with $3 million being shown as share capital and $3 million as share premium.
· However, the shares issued as contingent consideration may be accounted for under IFRS 2. The terms of the issuance of shares will need to be examined.
· Where part of the consideration may be reliant on uncertain future events, and it is probable that the additional consideration is payable and can be measured reliably, then it is included in the cost of the business consideration at the acquisition date.
· However, the question to be answered in the case of the additional 5,000 shares per director is whether the shares are compensation or part of the purchase price. There is a need to understand why the acquisition agreement includes a provision for a contingent payment. It is possible that the price paid initially by Leigh was quite low and, therefore, this then represents a further purchase consideration.
· However, in this instance the additional payment is linked to continuing employment and, therefore, it would be argued that because of the link between the contingent consideration and continuing employment that it represents a compensation arrangement which should be included within the scope of IFRS 2.
· Thus as there is a performance condition, (the performance condition will apply as it is not a market condition) the substance of the agreement is that the shares are compensation, then they will be fair valued at the grant date and not when the shares vest. Therefore, the share price of $2 per share will be used to give compensation of $50,000 (5 × 5,000 × $2). (Under IFRS 3, fair value is measured at the date the consideration is provided and discounted to presented value. No guidance is provided on what the appropriate discount rate might be. Thus the fair value used would have been $3 per share at 31 May 2007.) The compensation will be charged to the income statement and included in equity.
· The shares issued to the employees of Leigh will be accounted for under IFRS 2. The issuance of fully paid shares will be presumed to relate to past service. The normal vesting period for share options is irrelevant, as is the average fair value of the shares during the period. The shares would be expensed at a value of $3 million with a corresponding increase in equity.
· Goods or services acquired in a share based payment transaction should be recognised when they are received. In the case of goods then this will be when this occurs. However, it is somewhat more difficult sometimes to determine when services are received. In a case of goods the vesting date is not really relevant, however, it is highly relevant for employee services. If shares are issued that vest immediately then there is a presumption that these are a consideration for past employee services.
(b)

· Transactions that allow choice of settlement are accounted for as cash-settled to the extent that the entity has incurred a liability. The share based transaction is treated as the issuance of a compound financial instrument.
· IFRS 2 applies similar measurement principles to determine the value of the constituent parts of a compound instrument as that required by IAS 32 ‘Financial Instruments: Presentation’.
· The purchase of the property, plant and equipment (PPE) and the grant to the director, both fall under this section of IFRS 2 as the supplier and the director have a choice of settlement.
· The fair value of the goods can be measured directly as regards the purchase of the PPE and therefore this fact determines that the transaction is treated in a certain way.
· In the case of the director, the fair value of the service rendered will be determined by the fair value of the equity instruments given and IFRS 2 says that this type of share based transaction should be dealt with in a certain way.
· Under IFRS 2, if the fair value of the goods or services received can be measured directly and easily then the equity element is determined by taking the fair value of the goods or services less the fair value of the debt element of this instrument. The debt element is essentially the cash payment that will occur. If the fair value of the goods or services is measured by reference to the fair value of the equity instruments given then the whole of the compound instrument should be fair valued. The equity element becomes the difference between the fair value of the equity instruments granted less the fair value of the debt component. It should take into account the fact that the counterparty must forfeit its right to receive cash in order to receive the equity instrument.
· When Leigh received the property, plant and equipment it should have recorded a liability of $4 million and an increase in equity of $0.55 million being the difference between the value of the property, plant and equipment and the fair value of the liability. The fair value of the liability is the cash payment of $3.50 x 1.3 million shares, i.e. $4.55 million.
The accounting entry would be:
	
	Dr. ($)
	Cr. ($)

	PPE
	4.55 million
	

	Liability
	
	4 million

	Equity
	
	0.55 million


The method of settlement will determine the final accounting treatment.
· The instrument granted to the director appointed to the board of Handy would be treated as follows under IFRS 2: the fair value of the equity alternative will be $2.50 multiplied by 50,000 shares, i.e. $125,000.
· The value of the cash alternative will be $3 multiplied by 40,000 shares, i.e. $120,000, therefore, the fair value of the equity component of the compound financial instrument is deemed to be the difference between these two values which is, therefore, $5,000.
· At the settlement date the liability element of the debt component should be measured at fair value and the method of settlement chosen by the director will then determine the final accounting treatment. Thus the director must effectively surrender the right to $120,000 of cash in order to obtain equity worth $125,000.
The accounting entry at 31 May 2007 would be as follows:
	
	Dr. ($000)
	Cr. ($000)

	Income statement – remuneration expense
	125
	

	Liability
	
	120

	Equity
	
	5


The grant date and vesting date are the same as the award to the director is unconditional.
It can be seen that where the right to equity settlements is more valuable than the right to a cash settlement then the incremental fair value is accounted for as an equity settled transaction.
(c)

· The shares issued as consideration for the purchase of Handy should be treated under IAS 28 ‘Investments in Associates’. It seems as though Handy is an associate as significant influence, which is the power to participate in the financial and operating policy decisions of the investee but not control, can be exerted through the holding of shares and representation on the board.
· Under the equity method set out in IAS 28, the associate is initially recognised at cost and adjusted for post acquisition changes in the investor’s share of the net assets of the investee. The cost of the investment will be the fair value of the shares in Leigh exchanged for the shares of Handy. Thus the investment in Handy would be accounted for as follows at 31 May 2007:
	
	$m

	Cost (1 million × $2.50)
	2.5

	Post acquisition profits (30% of (5 – 4))
	0.3

	Negative goodwill (30% of $9 million – $2.5 million)
	0.2

	Carrying value 31 May 2007
	3.0


(Alternatively 30% x $10 million net assets)

· The negative goodwill should be credited to the income statement after reassessment (see below).
An impairment test would prove whether the carrying amount of the investment is impaired.

	
	$m

	Recoverable amount $11 million x 30%
	3.3

	Carrying value of investment
	3


· Goodwill is not impairment tested separately but included in the carrying value of the investment. Negative goodwill (excess of the acquirer’s interest in the net fair value of acquiree’s identifiable assets, liabilities and contingent liabilities over cost) should be reassessed before it is credited to the income statement. Before concluding that ‘negative goodwill’ has arisen, IFRS 3 requires that the acquirer reassess the identification and measurement of the acquiree’s identifiable assets, liabilities, and contingent liabilities and the measurement of the cost of the combination. After the recognition of negative goodwill, an investment in an associate is required to be impairment tested.
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