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Section (A)

Question (1)
a (i) significant influence is the ability to participate in the financial and operating

Policy decisions of the investee, but is not control or joint control over these
Policies.

IFRS 10 Consolidated financial statements states that an investor controls an
Investee only if the investor has all of the following:

Power over the investee, -

Exposure to or rights to variable returns from its involvement with the -
Investee, and

The ability to use its power over the investee to affect the amount of the -
Investor’s returns.

Control is presumed to exist where the investor has a majority of voting

Rights of the investee. This would usually give the investor the ability to direct
The relevant activities, i.e. the activities which significantly affect the investee’s
Returns . An ownership of 50% or less of the voting rights dose not necessarily
Preclude an investor from obtaining control.

Read sea Co only owned 30% of the equity. Where an investor has a significant



Minority, close consideration should be given as to whether the voting rights

Alone or whether a combination of factors is deemed sufficient to obtain power.
Read sea Co and Omdurman Co do share some key management personnel which can
Sometimes be evidence of control. However. There has been no clear past voting
Pattern suggesting that Read sea co is unable to directly influence the economic
Decisions of the other investors. None of the other investors owns more than

10% and they have voted independently which also suggests Read sea co cannot
Influence the other investors. To the extent it would give them control. With only
30% of the equity and no additional potential rights, it would appear that

Read sea co was only able to exercise significant influence rather then control. It
Can be concluded that it was correct to classify Omdurma co as an associate.

(ii) Omdurman co is an associate and should have been equity accounted for in the
Consolidated financial statements of Read Sea co in prior years. Therefore. as
Omdurman co has not been accounted for as an associate, a prior period adjustment
Should occur . the general principle in IAS 8accounting policies, changes in
Accounting Estimates and Errors is that an entity must correct all material prior
Period errors retrospectively in the first set of financial statements authorized

For issue after their discovery by restating the comparative amounts for the prior
Period (s) presented in which the error occurred. This will mean that the financial
Statements for the year ended 31 March 20X6 will be adjusted.

The initial investment is measured at cost and the carrying amount should be

Increased to recognize after the investors’ share of the profits and other

Comprehensive income after the date of acquisition. In the consolidated

Statement of financial position, one line should be included within nom-current

Assets as investment in associate.

At 31 March 20X6, the investment in associate should be valued at $118.6

Million being the initial cost of $100 million already recorded plus 30% of the

Increase in net assets since the acquisition date ($100m+(30%*($348m-



$285m))) the increase of $18.6 million should also be included within

Consolidated retained earnings

(b) The acquisition of the extra 18% of the equity on 1 April 20X6 would now
Unquestionably make Read Sea co a significant minority investor .NO other investor
Owns more than 10% of the equity so Read Sea co owns a much higher proportional
Share (48%). Where the other shareholdings are owned by a large number of
Unconnected, dispersed holders, it would be clear that power has been obtained.
However, the other shares are owned by just a few other investors which is unlikely to
Be considered a large, dispersed group of unci

connected shareholders.

Potential voting rights should be considered in the assessment of control. For these to
Be included in the assessment, the rights should be substantive. That would usually
Mean that they are currently exercisable and have an exercise price which is below the
Market price of the shares so that they are “in the case of Read Sea co, they
Worthwhile for the investor to acquire the extra shares. In the case of Read Sea co. They
Own share options that are currently exercisable but not in the money. this is because
The exercise price is above the share price of grin co. however, they are only just out
Of the money .in addition, the share price of grin co is expected to increase and cost
Savings are expected from a further acquisition of shares. it seems therefore that the
Share options would be deemed to be substantive. since exercising these options
Would enable Read Sea co to obtain a 60% shareholding. It can be concluded that
Read Sea co is able to exercise power over Omurman co from1 April 20X6. Grin co should be
Reclassified from an associate to a subsidiary at this date.

C(l) The additional purchase of the 18% equity would constitute a piecemeal or (i)
step

Acquisition. Goodwill be calculated as the amount by which the fair value of

The consideration exceeds therefore remeasure its previously held equity

Interest in Omdurman co at its acquisition fair value and recognize the resulting gain or
Loss in the consolidated statement of profit or loss. Goodwill will be calculated

By including both the fair value of the previously held equity interest and the fair
Value of the additional consideration.



()it is necessary for the calculation of goodwill that Read Sea Co measures the identifiable
assets acquired and the liabilities assumed at their acquisition date fair values. IFRS 13 Fair
value Measurement should be considered in the assessment of the fair values. It has been
identified that the fair value of the land is $10 million above carrying amount. The valuation
should be representative of the amount which market participants would be willing to sell the
asset or transfer the liability in an orderly transaction under current market conditions.

The increase in value of $10 million will create an additional taxable temporary difference. In
effect, the carrying amount of the land is increased by $10 million with no alteration to the tax
base. An additional deferred tax liability arises at the acquisition date of $2 million. Since the
deferred tax is an identifiable liability at the acquisition, it should be recognised on acquisition
with a corresponding increase in net assets of $8 million (5$10m-5$2m).

Finished goods should be valued at their estimated sales price less the sum of the costs of
disposal and a reasonable profit allowance for the selling effort of the acquiring entity. The fair
value of the finished goods is $131 million and so a fair value adjustment of $47 million (5131m-
$84) is required. This creates a further taxable temporary difference in the consolidated
financial statements of Read Sea Co with corresponding deferred tax liability at 20% of $9.4
million.

It is correct that the database as an internally generated intangible asset is not recognised in
the individual financial statements of Omdurman Co. On acquisition, Read Sea Co should
recognise the database as a separate intangible asset from goodwill in the consolidated
financial statements providing that the database satisfies the criteria for recognition as an
intangible asset and a reliable estimate of the fair value can be determined. Although there are
no contractual or legal rights associated with the database, the database still appears to be
identifiable as it could be sold separately to Omdurman Co’s competitors. The professional
expert’s valuation of S5 million would appear to provide provide a reliable estimate of fair
value. The database should therefore be recognised in the consolidated financial statements at
S5 million with a further increase to the deferred tax liability at 20% equal to S1 million.

(iii)Consolidated statement of financial position
Draft 1 2 3 4 5 6 7 Final
Sm Sm
Assets
Non-current assets
Property, plant and

equipment 2,021 10.0 2,031.0



Investment in
associate
Further investment

in associate
goodwill

Other non-current

assets

Current assets

Total assets

Equity

Equity attributabie
To equity holders of
The company

Share capital

Other component of
Equity

Reinterned earning

Non cotroling interest
Omdurman equity

Totalequity

Liabilities
Non-current libilities
Deferred income tax

liabilities

100

66  (66)

186
2,373
542

2.915

150

370
1.157
1.677

0

348 (348)

2.025

Draft 1

314

314

18.6

18.6

(118.6)

5.0

47

8.4

20 94 10

0.0

0.0
2.2 2.2

191.0
2,224.2
589

2.813.2

150

370
1.184
1.704
206.8 206.8
0.0

1.910.8

7 Final

326.4

326.4



Current liabilities 576
Total liabilities 1,238
Total equity and

liabilities 2,915

Adjustment
1
2

Workings
(W1) Investment in Associate
Cost

Share of equity post acquisition

FV of associate at 1 April X6
Gain to SPL

(W2) Goodwill at acquisition
Cost new shares

FV original shares

NCl @ 52% ($397.6m x 52%)
Fair value of net assets:
Carrying amount

Land uplift

576.0

902.4

2,813.2

Details
Remove cost andn Omdurman equity
Equity method upto 31 March2006
Omdurman on disposal of associate( step aquistion)
Land Fv uplift
Inventory Fv uplift
Databasse Fv uplift

Good will and NCI

100.0
18.6
118.6

127.0

66
127

206.8

348

10



Inventory uplift 47

Database 5
Deferred tax (12.4)
($10m+$47+55m)x20%

(397.6)
Goodwill at 1 April X6 2.2
Marks

(i)Discussion of control (IFRS 10 and other factors) v significant influence and (a)
application to the scenario

4
(ii)Explanation of equity accounting and application to the scenario 1
-Calculation of investment in associate 1
-Adjustment to retained earnings 1
Explanation of the change of classification to that of subsidiary 3 (b)
(i)Explanation of the accounting for the additional 18% (step acquisition) 2 (c)
(ii)Application of the discussion to the scenario of the fair value adjustments required:

-Land and DTX 2
-Finished goods and DTX 2
-Database and DTX 2
6
(iii)Adjustments of spreadsheet for the following:
-Equity method to 1 April 20X6 1
-Remove cost of investment 1
-Gain on step acquisition 2
-Impact of revaluation to fair value including DTX 4
-Goodwill calculation 3
-NCl 1

12



Question (2)
(a)Ethics

One area of concern for the finance director (FD) is that of maintaining
independence in his decision making. His relationship with the chief
executive officer (CEO) can create familiarity and self-interest threats.
These threats have manifested themselves by the CEQ’s request and
pressure to reduce his fee. The CEO has stated that the FD’s contract is
more likely to be renewed if he is prepared to take a fee reduction. This
is effectively an intimidation threat which can affect competence and
due care obligations.

This pressure has resulted in the FD not submitting his going concern
review to the board. This could result in a lack of professional
skepticism by the FD and a delayed review of the situation by the
board. The consequence is that the subsequent disclosure of the going
concern issue may be too late to save the company. This is not because



the FD is unaware of the need for disclosure, but because his non-
disclosure is due to the pressure which he is under. His personal
friendship with the CEO has resulted in the officer of support and this
may have compromised his objectivity. The going concern review is
likely to have created some stress in his business relationship with the
CEO.

The pressures on cash flow cannot be allowed to cloud the FD’s
judgement when preparing and presenting information accurately,
without misleading in any way. This challenge has arisen because of the
need to present a submission of the government for funding. The
advocacy threat can create the potential for biased information as the
FD is considering overstating future potential return on investments.
Information must represent the true nature of business activities, and
the fundamental principle of integrity of the professional accountant is
critical.

The risk of data theft through the remote working of employees should
have been anticipated. IT and data risk assessments should be
periodically carried out. However, there is a capacity issue within
Balsam Co in dealing with data theft. In the FD’s case, there are
competence and due care issues which have potentially led to a lapse in
the assessment of internal controls and governance structures. Also,
personal integrity is extremely important, when dealing with such
challenges. It is also vital for him to recognize the importance of sharing
his concerns with the board to enable the decision makers to address
the problems.

The FD wishes to implement productivity monitoring software to
determine how much the employees are working. This is not of itself an
unethical practice, but he wishes to implement this change without the
knowledge or agreement of the employees. When the employees are



confronted, it will send a message to the employees that he does not
trust them and shows a lack of integrity on his part. He should remind
the employees that they should use company-issued equipment for
business purposes only, and not spend time on non-business websites.
This is simply good business practice and is not unethical on the part of
the FD. However, to threaten the employees with immediate
disciplinary action does not seem to be a considered approach and
further emphasises the FD’s need for training and professional
development.

IFRS 8 Operating Segments states that an operating segment is a
component of an entity which engages in business activities from which
it might earn revenues or incur expenses (including revenues and
expenses relating to transactions with other components of the same
entity), whose operating results are regularly reviewed by the entity’s the chief
operating decision maker (CODM), to make decisions about resources to be

allocated to the segment and assess its performance, and for which discrete
financial information is available.

Division Cis not an operating segment. This is because division C does not
generate revenue from any internal or external source. It is purely a cost centre.

Division A, B and D all generate revenues. The divisions have heads who are
directly accountable to the CEO and these hands regularly discuss the operating
activities including the research and development activities, financial results,
forecasts and plans for their division. It therefore seems reasonable to conclude
that divisions A, B and D are separate operating segments.

Aggregation of operating segments

Two or more operating segments may be aggregated into a single operating
segment if aggregation is consistent with the core principle of IFRS’s 8, the
segments have similar economic characteristics and the segments are similar in
each of the following respects:

e the nature of the products and services



e the nature of the production processes

e the type of customer for the products and services

e the distribution methods for the products, and

e the nature of the regularly environment.

Division A and B both produce and sell pharmaceutical products and the nature of
the products and the nature of the products could be deemed to be similar,
although the production processes for vaccines and allergy testing kits are likely to
be different. Also, the type of customer for these products is very different, being
governments compared to pharmaceutical wholesalers.

In addition, operating segments often display similar long-term financial
performance if they have similar economic characteristics. Division A and B report
significantly different long-term average gross margins. Therefore, it would be
inappropriate to aggregate division A and B into one operating segment for
reporting purposes.

An entity should report separately the information about an operating segment
which meets any of the following quantitative thresholds:

a) Its reported revenue, including both sales to external customers and inter-
segment sales or transfers, is 10% or more of the combined revenue (internal
and external) of all operating segments.

b) The absolute amount of its reported profit or loss is 10% or more of the
greater, in absolute amount, of

i. the combined reported profit of all operating segments which did not
report a loss, and

ii. the combined reported loss of all operating segments which reported a
loss.

(c) Its assets are 10% or more of the combined assets of all operating segments.

If total external revenue reported by operating segments constitutes less than
75% of the entity’s revenue, additional operating segments must be identified as
reportable segments.

The revenues of divisions A, B and D exceed the 10% quantitative threshold for
total revenues. Because this first threshold is met, it is not necessary to apply the
remaining threshold tests. Division A, B and D will be reported separately.



Marks

a) Application and discussion of ethical principles to scenario, including:
Familiarity re personal relationships
2

Self-interest/objectivity re contract
2

Professional responsibilities re completion of work
2

Objectivity/integrity re forecasts
2

Competence re data theft
2

Issues with productivity monitoring
2

Maximum 10

b) 1 mark per discussion point of key principles and application to the scenario:
Definition of operating segments
4

Aggregation of operating segments
3

Identification of reportable segments
3

Maximum 8



Professional skills marks
2

Total

Section(2)
Question (1)
(A)

20



Firstly, the impairment loss is allocated to the goodwill, reducing its carrying
amount to nil.

The impairment loss cannot be set against the property because its net selling
price is greater than its carrying amount.

Likewise, the impairment loss cannot be set against the net monetary

assets (receivables, cash etc.) because these assets will be realised in full.
The balance of the impairment loss of $28 million (541m $13m) is

allocated between the remaining assets in proportion to their carrying amounts.
So, for example, the impairment allocated to the machinery 'is $14 million
((49/(49 + 35 + 14)) x 28m).

The table below shows how the impairment will be apportioned

Draft Impairment Revised values
loss value

Sm

Goodwill 13 (13)

Property 20 20

Machinery 49 (14) 35 Vehicles 35 (10) 25 Patents 14 (4) 10

Net monetary assets 19 19

150 (41) 109

(15 marks)(

(B)




In assessing whether revenue is recorded over time, it is Important
note that the factory under construction is specialized. Therefore, the
asset being created has no alternative use to the entity,

However, Caw only has an enforceable right to the deposit received
and therefore does not have a right to payment for work completed to
date.

Consequently, Caw must account for the sale of the unitas a
performance obligation satisfied at a point in time, rather than over
time- Revenue will most likely be recognised when the customer takes
possession of the factory (although a detailed assessment should be
made of the date when the customer assumes control).

(10 marks)

Total marks(25)



Question (2)
(A)

The first year

on the commencement date so is included in The first payment occurs
right-of-use asset the initial cost of the

Dr Right-of-use asset S1im

Cr Cash S1m

the lease measured at the present value of The liability should be

The payments are variable as they depend on .payments not yet made
should be valued using the index at the an index. Payments

it is assumed that the index will remain at .commencement date (i.e
and so the payments will remain at S1 million a year.

Date cash flow(sm) discount rate present value(sm)
1/1/x2 1.0 1/1.05 0.95
1/1/x3 1.0 1/1.053 0.91
1/1/x4 1.0 1/1.053 0.86
2.72
Dr Right-of-use asset 2.72%m
Cr Lease liability 2.72%m

The asset is depreciated over the lease term of four years, giving a
.charge of $0.93 million ((S1m+ $2.72m)/4)




Dr Depreciation (SPL) $0.93m
Cr Right-of-use asset $0.93m
The asset has a carrying amount at the reporting date of $2.79 million (S1m +
$2.72m - $0.93m).
The interest charge on the liability is $0.14 million (WI).
Dr Finance costs (SPL) $0.14m
Cr Lease liability $S0.14m
The liability has a carrying amount at the reporting date of $2.86m (WI).
(W1) Lease liability table
Year ended Opening Interest (5%)  Closing
Sm Sm
31/12/X1 2.72 0.14 2.86
The first day of the second year
There are three remaining payments to make. The payment for the second year
that is now due is $1.12 million (S1m x 140/125). The lease liability is remeasured
to reflect the revised lease payments (three payments of $1.12 million).
Date Cash flow (Sm) Discount rate Present value (Sm)
1/1/X2 1.12 1 1.12
1/1/X3 1.12 1/1.05 1.07
1/1/X4 1.12 1/1.052 1.02
3.21
The lease liability must be increased by $0.35 million ($3.21 — $2.86m). A
corresponding adjustment is made to the right-of-use asset:
Dr Right-of-use asset $0.35m Cr Lease liability =~ $0.35m The payment of $1.12
million will then reduce the lease liability:
Dr Lease liability $1.12m
Cr Cash  Si.12m
The right-of-use asset's carrying amount of $3, 14 million ($2.79 + $0.35m) will be
depreciated over the remaining lease term of three years.




( 15 marks)

(B)

The entity does not derecognise the building from its statement of
financial position. The entity has not lost control over the building
because its ability to buy the building back for substantially less than fair
value enables it to benefit from future price rises.

The cash received would be recognised as a loan liability.

(10 marks)
Total marks(25)




Question (3)
(A)

The expense recognised is based on the fair value of the options at the grant
date and should be spread over the vesting period.

There are two types of conditions attached to the share-based payment
scheme:

A service condition (employees must complete a minimum service period)

A market-based performance condition (the share price must be S5 at 31
December 20X2).

Although it looks unlikely that the share price target will be hit, this condition
has already been factored into the fair value of the options at the grant date.
Therefore, the market-based condition can be ignored when determining the
charge to the statement of profit or loss,

The expense to be recognised should therefore be based on how many
employees are expected to satisfy the service condition only. The

calculation is as follows:

(100 employees 10 - 10) 50 options x $1 FV x 1/2 = S2tooo.

The entry to recognise the share-based payment is:

Dr Profit or loss S2,000

Cr Equity $2,000

(15 marks)
(B)




Expenditure on research, market research and employee training cannot be
capitalised and so must be written off to profit or loss.

In relation to development activities, $0.3 million (4/12 x $0.9m) was incurred
before the product was known to be commercially viable. This amount must also
be written off to profit or loss.

In total, $1.4 million (SO.5m + $0.4m + $S0.2m + $0.3m) must be written off from
intangible assets to profit or loss:

Dr Profit or loss $1.4m Cr
Intangible assets $1.4m

The intangible asset recognised on the statement of financial position will be
$0.6 million (S2m — $1.4m). No amortisation will be charged because the
product is not yet complete

(10 marks)
Total marks(25)










