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j2 Interest payable and similar charges

13 Tax on profit or loss on ordinary activities

{4 Profit or loss on ordinary activities after taxation

15 Extraordinary income

16 Extraordinary charges

17  Extraordinary profit or loss

{8 Tax on extraordinary profit or loss

19 Other taxes not shown under the above items

20  Profit or loss for the financial year

Turnover, cost of sales, distribution costs and administrative expenses
512 As discussed in paragraph 5.6, the standard requires that, as a minimum,
turnover is presented on the face of the income statement (or statement of
comprehensive income). [FRS 102 para 5.7C]. Turnover (or revenue) is discussed

in chapter 23.

513 Cost of sales will normally include:

a \ V4

g Opening (less closing) inventory.
g Direct materials.

g Other external charges (such as the hire of plant and machinery o1 ftie cost
of casual labour used in the productive process).

i Direct labour.

g All direct production overheads, including depreciation, and indirect
overheads that can reasonably be allocated to the production function.

g Product development expenditure.

g Cash discounts received on ‘cost of sales’ expenditure (this is not an
offsetting, but an effective reduction in the purchase price of an item).

g Inventory write-downs.

5.14 Distribution costs are generally interpreted more widely than the name
quggests and often include selling and marketing costs. Items normally included in
this caption comprise:

g Payroll costs of the sales, marketing and distribution functions.

g Advertising.

m  Salesperson’s travel and entertaining.

|

Warehouse costs for finished goods.
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Transport costs concerning the distribution of finished goods.
u

All costs of maintaining sales outlets.

™ Agents’ commission payable.

5.15 Administrative €Xpenses will normally include:

The costs of general management.

All costs of maintaining the administration buildings.

| |
[ |
[ ] Professional costs.
[ |

Research and development expenditure that is not allocated to cost of sales
(sometimes this is shown as a separate item).

5{6 In some specific instances, the allocation of costs between :tl}e 1;{3'ad1n.gls:
p.roposed above might not be appropriate. For qample, in the cc?ntu\l 0 t a fmz;llL
order company, agents’ commission payable might be regarded as a cost of §
rather thau as a distribution cost.

517 The way in which a company analysesl its cost v.vill depend very much on
e pature of its business. Where a company 1ncurs sngmﬁcan.t ope'fat:}lg E;(p?lilhe,b
that it considers do not fall under any one of the headmgs cost of sa e; )
‘distribution costs’ and ‘administrative c_:xpenses’, there 1s nothn?g to pr’eve]m t 3&
company from including an additional item for these expenses 11 fqrmdt -Ot[' .
The overriding consideration is that a company should analyse its operating

expenses consistently from year to year.
Depreciation ( including other amounts written off assets)

518 If format 1 or 3 is adopted, charges for depr.eciation (or_the diminution in
value of assets) have to be analysed under the headings set out_m paragraph 5.1 l
[SI 2008/410 1 Sch Profit and loss account formats note 14]. The t_ype of analy;w
will depend on the function of the related as:.sets. Where an entity prepareslﬂ;s
profit and loss account in accordance with either f(_)rn_aat 1 or 3, gxpens;s are
classified by function. So, any provisions for depreciation or th'e dlmmuh‘ol? 13
value of tangible and intangible fixed assets will not be d1sclqsed in the profit an

loss account format. Accordingly, this information must be disclosed separately in
the notes to the financial statements. [SI 2008/410 1 Sch Profit and loss account

formats note 17].

519 Company law also requires separate disclosure of the aggregate amount of:

B Anpy provision against a fixed asset investment for diminution in value.
®  Any provision against a fixed asset for permanent diminution 10 value.
B Any write back of such provisions which are no longer necessary.

[SI 2008/410 1 Sch 19, 20].
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5.20 Accounting for depreciation and diminutions in value of tangible and
intangible fixed assets is considered in chapters 17 and 18.

Classification of expenses by type

5.21 In formats 2 and 4, expenses are classified by type (such as raw materials
and consumables, staff costs, and depreciation). Format 2, which is the vertical
presentation, is set out below. Format 4 is not set out, because it is rarely used and
replicates the information in format 2,

Profit and loss account — Formar 2

1 Turnover

2 Change in stocks of finished goods and in work in progress
3 Own work capitalised

4 Other operating income

5 (a) Raw materials and consumables

(b) Other external charges
6 Staff costs:

(a) 'Wages and salaries

(b) Social security costs

(¢) Other pension costs

7 (a) Depreciation and other amounts written off tangible andi-intangible
fixed assets

(b)  Exceptional amounts written off current assets
8 Other operating charges
9 Income from shares in group undertakings
10 Income from participating interests
11 Income from other fixed asset investments
12 Other interest receivable and similar income
13 Amounts written off investments
14 Interest payable and similar charges
15 Tax on profit or loss on ordinary activities
16  Profit or loss on ordinary activities after taxation
17 Extraordinary income

18  Extraordinary charges

5006 © 2013 PricewaterhouseCoopers LLP. All rights reserved.
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19 Extraordinary profit or loss
70 Tax on extraordinary profit or loss
71  Other taxes not shown under the above items

92  Profit or loss for the financial year

Own work capitalised

522 Where an entity has constructed some of its own propcrty,_}?lant apd
equipment or intangible assets, and it adopts either lformat 2 or 4 (which cla}sislf)t{
expenses by nature) for its profit and loss account, 1.t should 1pclgde the costadg

direct materials, direct labour and overheads that it ha:s c.apltahsed as a cre it
ynder the heading ‘own work capitalised’. The costs of direct matenals,. direct
labour and overheads are charged in the profit and loss account (mcpme
statement) by including these amounts under the relevant expenditure headings.
The amount capitalised is then credited in the profit anq loss acco.unt as own work
capitlised, and it is debited to property, plant and equipment or mtfmglble assets,
as conropriate (see chapters 17 and 18). So, items such as raw material costs in the
moﬁ£ and loss account will include the costs connected with such work.

Depreciation (including other amounts written off assets)

5.23 Paragraph 5.18 sets out disclosure requirements that apply regar.dle_ss of the
profit and loss account format adopted. Accounting for d.epreua?lon an_d
diminutions in value of tangible and intangible fixed assets is considered in
chapters 17 and 18.

Other operating charges (including other external charges)

5.24 The relevant formats (formats 2 and 4) place ‘other external charges’ next
to ‘raw materials and consumables’ under a single item number. Therefore, such
charges are likely to include any production costs from external sources that are
not included under other headings (for example, equipment rentals and the costs
of subcontractors).

5.25 ‘Other operating charges’ is a separate line item which tends to be a resi(.iual
class of all charges relating to a business’s trading activities that do not fall 1nt<?
any other category. In practice, the distinction betwet;n ‘other external charges’
and ‘other operating charges’ is blurred. Some companies do not attempt to make
a distinction, and include only one heading to cover all residual operating costs.

Operating profit

5.26 FRS 102 does not require entities to disclose results from operating
activities. But entities will often present ‘operating profit’, an undefined term; the
standard emphasises that, where an entity does so, it should ensure the amount
disclosed ... is representative of activities that would normally be regarded as
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“An interest:

(a) for which a purchaser has been identified or is being sought, and which
is reasonably expected to be disposed of within approximately one
year of its date of acquisition; or

(b) that was acquired as a result of the enforcement of a security, unless
the interest has become part of the continuing activities of the group
or the holder acts as if it intends the interest to become so; or

(¢) which is held as part of an investment portfolio.”
[FRS 102 Glossary of terms].

9.112 In this situation, the ‘interests’ of the parent entity are the interests
attributed to it under the definition of ‘parent undertaking’. Again, this exemption
is repeated in section 9 of the standard, but with the important difference that the
Act permits exclusion on these grounds, whereas section 9 requires exclusion,
[FRS 102 para 9.9(b)]. The circumstances in which a subsidiary held for resale is
permitted (and required) to be excluded is also restricted to those where “the
undertaking has not previously been consolidated in group accounts prepared by the
parent undertaking”. [FRS 102 para 9.9].

9.113 A subsidiary held exclusively with a view to resale and not previcusiy
consolidated, although controlled by its parent, does not form part of the &roup’s
continuing activities. The parent’s control is temporary and is not used & deploy
the underlying assets and liabilities of that subsidiary as part of\ thc group’s
continuing activities and for the parent’s benefit. So, the subsidiary should be
excluded from consolidation on these grounds and be treated as a current asset.

9.114 Measurement of the current asset depends -on whether or not the
investment is held as part of an investment portfolio.Tf'¢he investment is held as
part of an investment portfolio, it is measured at“fair value, with changes in fair
value recognised in profit or loss. [FRS 102 para 9.9B]. The measurement at fair
value through profit or loss prescribed by section 9 of the standard is a departure
from the requirements of the Act for the purpose of the consolidated financial
statements providing a true and fair view. [ST 2008/410 4 Sch 1(36); FRS 102
para A4.17]. The Act does not permit investments in subsidiaries, associates and
joint ventures to be measured at fair value. In this circumstance, the notes to the
financial statements must provide the “particulars of the departure, the reasons for
it and its effect”. [SI 2008/410 4 Sch 1(10(2))].

9.115 An investment that is not held as part of an investment portfolio is
measured using the accounting policy selected to account for investments in
subsidiaries, associates and jointly controlled entities in the parent’s separate

financial statements. [FRS 102 para 9.9B]. See paragraph 9.175 below for further
guidance.

9038
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Consg]jdation procedures

116 In preparing its consolidated financial statements, a group should
i pine the financial statements of the parent and its sub_mdtangs and present
P formation as if the group were a single economic entity. [FRS IO%
b 1gnlg] Consolidated ﬁnaﬂcial statements should generally incorporate al_l .ot
tl?;ainf.orn.lation contained in the individual financial statements of the entities

included in the consolidation.

9117 The accounting principles that are used in the cons‘olidat'icm_ procc§s
sljl()ll]d be disclosed in the accounting policies no_tﬂ. "I_'he accounting p}'nnc1ples ;h;t

eed to be considered when performing a consolidation, many of which should be
Eovered in the accounting policy note, are as follows:

A

@ The effective dates and methods of accounting used to consolidate new

subsidiaries; that is acquisition accounting (see further chapter 19) and how
to-account for disposals (see para 9.155 below).

@ he treatment of any goodwill arising on consolidation (see furt.her chapter
19) and the treatment of other differences arising on consolidation.

The translation of foreign subsidiaries’ financial statements (see chapter 30).
How to account for non-controlling interests (see para 9.138 below).

How associates and joint ventures are dealt with (see chapters 14 and 15).

How the non-coterminous year ends of the parent and subsidiaries are dealt
with (see para 9.130 below).

B The treatment of intra-group transactions (see para 9.132 below).

Procedure for consolidation

9.118 The income and expenses of a subsidiary are included in the consolid.atcd
financial statements from the acquisition date, except where a business
combination is accounted for by using the merger accounting method unc!er
section 19 of FRS 102 (see chapter 19) or for some public benefit entity
combinations falling under section 34 of the standard (see chupler 34). The
income and expenses are no longer included from the date on which the parent
ceases to control the subsidiary (see para 9.155 below). [FRS 102 para 9.18].

9.119 The consolidated statement of financial position and the coqsolida.ted
statement of comprehensive income should incorporate the imormutlon
contained in the individual financial statements of the entities includc;d in lhe1
consolidation, subject to some consolidation adjustments.‘BuL scc_tlon 9 of
FRS 102 does not specify in detail how the aggregation of this information should
be undertaken.

9120 Section 9 of the standard makes little comment on the process .of
consolidation, apart from mentioning that, in preparing consolidated financial

9039
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Eil aali)f lSl,(aimﬁ‘cant transactions or events that occur between the date of theg
_— 4[:11 statements and the date of the consolidated financial statements, [7
/ 0 6 Sf:h 2(2)(a); FRS 102 para 9.16(a)]. Alternatively, the subsidiar
prepare interim financial statements to coincide with the end 1of the parent ey ;ﬂu§t
financial year. [SI 2008/410 6 Sch 2(2)(b); FRS 102 para 9.16(b)] L 3

Elimination of intra-group balances and transactions

9.132 Intra-group balances i i
e 3 , ltransactions, incom S
eliminated in full. [FRS 102 para 9.15]. M

9.133 The rules are as follows:

31_1t1 a-group balances and transactions, including income and expenses ang
vidends, should be eliminated in full.

B Profits : S sulti i
ts and losses resulting from intra-group transactions that are

l-e\ fc 3 - ~ 4
cognised in assets, such as inventory and fixed assets, should be

eliminated in full.

ApRg Aoty 2531 L 2 ; .
nEIa group losses m:gh_t indicate an impairment that might need to be
recognised in the consolidated financial statements. |

5] T ot - :
36}?011. 29 of the btanf:lzyd should be applied to any temporary differences
“Tcl arise ﬁom. the elimination of profits and losses resulting from i ra-
,j,xoup transactions. See chapter 29 for further guidance on deferred. tax
recognised on these eliminations.

[FRS 102 para 9.15].

&111;54 ;l]"he 1:(1[‘1011310 }‘or tu[.] elimination of unrealised profits or losses, even
re the }clclted transactions are between subsidiary -ontities with non-
controlling lptel'ests, might not initially be obvious. Howcvcrhtr'ms‘lctions
between subsu_iiaries included in the consolidation are whclly withil; t]lE((.‘(,;l;[]'O] of
the pgrem Eentlty. whether or not the subsidiaries ai¢ whollyﬂ owned. All the assets
:dnd liabilities of a subsidiary, and transactions between Suhqidiaric'c; are br;u ht
;Jm(? Lh? consolidatiqn in full, again whether or not they 'dlj(f- wholi;cowned %o
inelc]:'cglllil;c)ih;ti::;il:.nc]ucie‘s ](.)O%' of all the subsidiaries’ assets and liabilities:
e E Ld.dte al(.J)]'IS'i m[i give -I‘ISt‘:. to profits or losses that are unrealised at the
inu‘ease‘or e ‘1c.w 1(}) y u_m ea!hsed to the group and do not represent any
T, o ase in the group’s net assets. As a result, they should be

s ed in full, even where the transactions involve subsidiaries with non-
controlling interests.

9.135 = . .
i saIeTl;e- following 6Xﬂlﬂ_p!e deals with the elimination of intra-group profit on
e 01? gdfset? by a Sul;mdmry to its parent and the elimination of intra-group
sale of assets by a parent to its subsidiary. For 2102
examples tax is ignored. Bidi: o iB AR

904 i
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Example 1 - Elimination of intra-group profit on sale of assets by a subsidiary to its

parent

arent owns 60% of a subsidiary. The subsidiary sells some inventory to the parent
for C70,000 and makes a profit of C30,000 on the sale. The inventory is in the parent’s
palance sheet at the year end.
ust eliminate 100% of the unrealised profit on consolidation. The

fore, be carried in the group’s balance sheet at C40,000 (C70,000
a corresponding reduction

The parent m
inventory will, there
__(C30,000). The consolidated income statement will show

in profit of (30,000.

The double entry on consolidation is as follows:

C000 C000

Dr Cr

Dr Revenue 70
Cr Cost of sales 40
30

Cr Inventory
1

L

The reduction of group profit of C30.000 is allocated between the parent company and
non-controlling interest in the ratio of their interests — 60% and 40%.

Example 2 — Elimination of intra-group profit on sale of assets by a parent to its

subsidiary

The situation is as above except that, on this occasion, it is the parent that makes the
sale. The parent owns 60% of a subsidiary. The parent sells some inventory to the
subsidiary for C70,000 and makes a profit of C30,000 on the sale. The inventory is in
the subsidiary’s balance sheet at the year end.

The parent must eliminate 100% of the unrealised profit on consolidation. The
inventory will, therefore, be carried in the group’s balance sheet at 40,000 (C70,000
— (C30,000). The consolidated income statement will show a corresponding reduction

in profit of C30,000.

c000 C000
Dr Cr
Dr Revenue 70
Cr Cost of sales 40
30

Cr Inventory

9.136 Where an entity makes a loss selling assets (at fair value) to another group
entity, careful consideration needs to be given to whether a consolidation
adjustment is made. This is because the result of the transaction might indicate
that there has been an impairment in the asset, and so it would be wrong to
reinstate the asset at a value above its recoverable amount.

9043
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Investments in associates

14.5 Whilst there is similarity between the definitions, there are two
differences. The Act requires the relationship to be based on a ‘pama-p
interest” which is not mentioned by FRS 102. The other difference Concerpg
significant influence is exercised.

14.6 Participating interest is defined in paragraph 11 of Schedule 10 to §j 200
410, ‘The Large and Medium-sized Companies and Groups (Accountg
Reports) Regulations 2008’, to mean . .. an interest held by an undertaking

shares of another undertaking which it holds on a long-term basis for the purp
securing a contribution to its activities by the exercise of control or influence
Sfrom or related to that interest”.

Ose g
arigine

14.7 The meaning of ‘shares’ in the definition is explained in section 1161(2)-‘;;
the Act. For this purpose, references to shares also include rights to share in g
capital of an undertaking that has no share capital, rights toshare in the profit g
liability to contribute to the losses of an undertaking without capital or intergg
giving rise to an obligation to contribute to the debts or expenses of gy
undertaking without capital in the event of a winding up.

14.8 It is also quite clear under the Act that a participating interest includes a1
option to acquire shares or any interest that is convertible into shares. [SI 200g]
410 10 Sch 11(3)]. For this purpose, it does not matter whether the options can b
exercised now or in the future, their mere existence is taken into account wheth
or not they are currently exercisable. An interest or option in shares falls wit, i
this definition even if the share to which it relates, until conversion or the F,A'—::Ls&}
of the option, is unissued. [SI 2008/410 10 Sch 11(3)]. In addition, interes’s held og

behalf of an undertaking should be treated as held by it. [SI 2008/419"10 Sc
11(4)). :

V()ﬁng power

14.9  Significant influence is presumed to exist when ai 1y estor holds directly or
indirectly 20% or more of the voting power of e iavestee. Conversely, it i
presumed that significant influence does not exist if the investor holds directly or
indirectly less than 20% of the voting power of the investee. Indirect holdings that
are taken into account in assessing significant influence are those held through
subsidiaries but not through associates or joint ventures. [FRS 102
para 14.3(a)(b)].

14.10 The presumptions mentioned in the previous paragraphs can be
overturned where the ability or lack of ability, to have significant influence can
be clearly demonstrated. [FRS 102 para 14.3(a)(b)].

14.11  More than one entity can have significant influence over another entity at
the same time and a substantial or majority ownership by another investor does
not preclude an investor from having significant influence. [FRS 102 para 14.3].
For example, entity A might hold 25% of the voting power in entity B, which i
presumed to be its associate, even though another entity C might control entity B

)Werr
el 0
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ining 75% of the voting power. In practice,

o its holding of the rema st et bl hetasimniol

anc investor’s 2
e substance of the in _ et shon
thdf:termine whether it gives that investor significant influence.

o he standard gives no further definition or guidanf:e as to the lzrllea}rlurllgecr)i
1412 " » We consider voting power to mean the rights thal shareho
o pm:;el;u- general meetings of the entity on all, or substantially all, matters.
hgw-to vOo
K entities should follow the definitions givszn in‘ UF( 13.\.;\1. qu tl;e
i 4 he definition of an associated undertaking, ‘vofing rights in the
o 01: : e' s the rights conferred on the shareholders in respect .of their
i | meetings of the undertaking on all, or substantially all,

enera
- kil raki -e capital, it can also mean any other
shar rs. Where the undertaking has no share capital, o

ﬂ.ﬁttﬂ donferred on members to vote at the undertaking’s general meetings
HgIgltlsbstzmtially all, matters. [SI 2008/410 6 Sch 193)].
or

g rights should not be treated as helq by a person (whl‘ch m.cll;l’iei;g
king)if they are held in a fiduciary capacity. Sim;la.rly, voting rights o

gndelg:q(r? ras. nominee should not be treated as held by hm;. Such \folélngoglgth;

e i ’ inee’ if they can only be exercise

qu R 'Consécrie:\?i?h htehlri1 c;irsas:r?tmc:?e:nother pyerson. It is not p.os?sib]e to treat

mt':uctl{'mtfls held by a parent undertaking as held by a subsidiary by using

voﬁﬁjgle:ioldings [SI 2008/410 6 Sch 19(4); CA06 7 Sch 6, 7 Sch 7(2), 7 Sch 9(2)].

1o .

1414 Votir

\ o . d
1415 Voting rights that are attached to shares held as security s}_lolllltld (be tlreghfig
. 'h. e idi i ting rights (exclu
' ding the security where those vo xcll
Rsan o f the security, or to realise it) are
i ise them to preserve the value of the s urity, ' ;
e ith his i ions. This rule applies where the
is: i -dance with his instructions. = i
only exercisable in accor . . 3 A
i 1 anting loans in the norma
s are held in connection with gran _ b
:1]1312:; the rights are exercised only in the interest of the person providing the

ovision cannot be used to require voting rights held by a parent to

e ¢, voting rights should be

be treated as held by any of its subsidiaries. Fuftlherlmo.r G
i 8¢ in accordance with the mstruc .

treated as being exercisable In acco _ BEEY & ;

interests of, an undertaking if they are exercisable in accordance with th

i h
instructions of, or in the interests of, any group undertaking. [SI 2008/410 6 Sc
19(4); CA06 7 Sch 8, 7 Sch 9(2), 7 Sch 9(3)]-

14.16  The voting rights in an undertaking should also be reduced bg ;msy 1\{011(1)1]@
rights held by the undertaking itself. [SI 2008/410 6 Sch 19(4); CAO c y

Potential voting rights

14.17 Potential voting rights held by an investor are consndere;l gvll:;:]n ;ff:;?ﬁ
whether an entity has significant influence. [FRS 102 para 111. (tio.n e
voting rights exist where an entity owns sha‘ire warrants, shz;re ca Otipomé]; g
equity instruments that are convertible 1n§o ordinary s args e
instruments that have the potential if exercised, or converted, to gl

i 14003
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B The investor’s share of the other comprehensive income of the associate,
example, foreign exchange translation differences, actuarial gains and |
and changes in fair values of hedging instruments). These are recog
directly in other comprehensive income of the investor.

B The investor’s share of equity.
[FRS 102 para 14.§].

Share accounted for

14.29  Before it is possible to equity account for associates, it is necessary gy
establish what share the group owns. The meaning of a group’s share or holdingr
not defined in the standard. In a simple situation, where the investor only has gp
interest in the associate’s equity share capital, it is casy to ascertain the share o pa
equity accounted: it will normally be the number of shares held as a percentage :
the total number of equity shares in issue. There are a number of matters that
need to be considered in determining what is the appropriate share because, iy
many situations, the percentage will not be apparent.

14.30  Where investments in associates are held by group members, all of the
interests held by group members are aggregated to determine the share of the
associate that falls to be equity accounted. However, indirect interests held |
through associates or joint ventures are excluded in computing the group’s Shar-e;.‘\

because these entities are not controlled by the group. b

1431 1In many situations, the share to be taken into account will be derived fom
the percentage holding in shares; in some situations the economic interest migh
differ from the shareholding, but it will be the appropriate interestto. take into
account. For example, although the shareholding in an associate mugnt be 40:60,
the investors might share profits in the ratio 30:70. So it would-ha appropriate {o
equity account for the economic share rather than the equity \varticipation. As b
result, considerable care needs to be taken in establishing t%e appropriate share to
be equity accounted.

14.32  Associates might have outstanding cumulative preference shares in issue
that are not owned by the investor. In that situation, the investor’s share of the
associate’s profits should be calculated after deducting the dividends on such |
shares, whether paid or not.

Distributions and other adjustments to carrying amount

14.33  Any distribution from the associate should be treated as a reduction in the
carrying amount of the investment. The investor might also need to adjust the
carrying amount as a result of changes in the associate’s equity arising from items
of other comprehensive income. [FRS 102 para 14.8(a)].

14006
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Pmmal yoting rights

Although potential voting rights are taken ipto account in delermlgmg
1434 he investor has significant influence, such interests are not taken ml‘o
Lol t e‘deterrnining theh share to be equity accounted. Only the investor’s
- mnership interest is used to measure its share of profits or losses apd
B rehensive income and its share of changes in the associate’s equity
o cﬁm{f uity method. Those measurements do not reflect the possible exercise
miz;:feisign of potential voting rights. [FRS 102 para 14.8(b)].
or

435 Having an option interest or a convertible interest is very different from
. g :
[11o'lding the shares to which such an option relates.

Example — Significant influence with presently exercisable options

An investor has significant influence over 1:ts associgtc by virtge ott‘ltshpre]sgi;l
ownership interest of 15% and presently exerusablle (‘)ptlons to uflt]LllIe’ﬂ ur.t. 1.er )%
for a fixea price. The investor equity accounts fgr its mvestrpent in t}Le dslsgf/ld ;uséni
its present ownership interest of 15%. Th‘e o?tion tq acquire a furt er gfs _ar i
iznoied for this purpose. However, the option is a deljwatwe that is d(.cqunte : O'IOai]( :
fiur value through profit or loss in accordance with FRS 102 section 12. ‘Other
) financial instruments issues’.

Implicit goodwill and fair value adjustments

14.36  On the associate’s acquisition, management sl'}o.u.ld measure any 1mphc.1t
goodwill as the difference between the cost of the acquisition and the share of fair
values of the net identifiable asset acquired. [FRS 102 para 14.8(c)]. Although
measurement of implicit goodwill is as described in section 19 of FRS 102 t}'lﬁ
implicit goodwill is not treated as a separate asset in the same way as g(')od\fvx
arising on the acquisition of a subsidiary, but is included as part of the carrying
amount of the investment in the associate. [FRS 102 para 14.8(c)].

14.37 Where the goodwill is negative, the entity needs to reassess the @dem{f‘iable
fair value of the net assets acquired to ensure that fair values of the identifiable
assets and liabilities have been appropriately determined. Any excess of the
revised net fair value over cost is recognised in profit or loss over the time frame in
which the non-monetary assets are recovered. [FRS 102 para 19.24(a)(b)].

14.38 Subsequent to acquisition, the goodwill shogld be amortised over its
useful life on a systematic basis as set out in section 19 of FRS 102.. Th’e
amortisation should be charged against the investor’s share of the associate’s
Profits or losses after acquisition. [FRS 102 paras 14.8(c), 19.23(a)].

14.39 In addition, the investor should also adjust its share of tt‘1e a_ssocmte’s
Profits or losses to account for any additional deprecia.tion or amortisation gf th_e
associate’s depreciable or amortisable assets on the basis of the.e.xgess of their fair
Values over their carrying amounts at the time of acquisition. [FRS 102
Para 14.8(c)]. The additional depreciation or amortisation is calculated over the
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Investments in associates

The investor eliminates its share of the profit against the carrying amount of
associate. The investor’s interest in its associate is not increased by the profits that
generates from selling upstream until the transaction has been crystallised by
onward sale to a third party. The accounting entries are to debit the share of profif 4
associates £40 and to credit the investment in associate £40.

Assuming the investor sells the inventory to a third party in the following year ol
£500, it is necessary to reverse the profit elimination entry made on consolidation i
the prior year; this is because the unrealised profit has now been crystallised by an
onward sale. Overall, there is a profit on the transaction of £200, and the group’s Sharé:
of this profit is taken up in the share of its associate’s result. Any additional profip
made by the investor by selling the inventory would be recorded as part of Operating
profit in the normal way.

Example 2 — Downstream: elimination is made against the carrying amount of the
associate i

An investor has a 20% interest in an associate. The investor sells inventory to the
associate of £500. The original cost of the inventory was £300. The inventory has nof II
been sold to a third party at the balance sheet date. '

T he investor records a profit of £200. However, as the sale was to an associate ag
element of this profit is unrealised and should be eliminated. The unrealised profitiy
£40 (20% x £200). C

The adjustments required to be made in the investor’s books are to debit revenue £.00 1
(£500 x 20%), credit cost of sales £60 (£300 x 20%) (alternatively, the invester conld.
debit the share of profit of associates by £40) and credit the investment in associate
£40.

The adjustments will be reversed by the investor when the associate s¢il: the inventory
onto a third party.

14.46 It is not uncommon for an investor to contrihiite its own business in
exchange for an investment in an associate. The accousiting for such contributions
can be complex and is explained in chapter 9.

14.47 Unrealised losses on both upstream and downstream transactions could
provide evidence of an impairment of the asset transferred (see para 14.41
onwards above). [FRS 102 para 14.8(e)].

Date of associate’s financial statements

14.48 Where the investor incorporates its investment into its consolidated
financial statements by using the equity method of accounting, it should use the
associate’s financial information for the same date as its own financial
information. This means that, where the financial year ends are different, the
investor would require the associate to prepare financial statements for its (that is,
the investor’s) year end. [FRS 102 para 14.8(f)].

14010 © 2013 PricewaterhouseCoopers LLP. All rights reserved.

Investments in associates

The standard acknowledges that preparation of an ‘e.xtl_‘a’ set o_f financial

 onts by the associate is sometimes impracticable. If it is 1mpract1cab1e.. the
S : should use the most recent available financial statements of the associate.
iDVEStzer it should make adjustments for any significant transactions and events
Hmtﬂeoccur between the associate’s and the investor’s year end. [FRS l(_)2
th;a 14.8(f)]. There is no requirement, unlike in IAS 25, ‘Inve~stments in
associates’, that the difference between the associate’s and the investor's reporting
date should not be more than three months.

14.'49

Associate’s accounting policies

1450 In arriving at the amounts to be included t?y the _eguity method of
accounting, the associate needs to use the same accountmg policies as _those of the
invéstor. Where the accounting policies used by the assocuate and the mvegtor for
gimilar transactions and events are differgnt, the 1nv_estor shguld adjust. the
associate’s financial statements to harmomse. accounting policies, unless it is
ilﬁpractirftble to do so (for example, where the information necessary to make the
adjustrucats is not available). [FRS 102 para 14.8(g)].

\asses in excess of investment

1451 A problem might arise where an associate starts to makg lp_sses,
particularly where those losses are such that the associate has n.et .l1ab111tle's.
Where an investor’s share of losses of an associate equals or exceeds its interest 1n
the associate, the investing group should discontinue recognising its share of
further losses. [FRS 102 para 14.8(h)].

1452 After the carrying amount of the investor’s interest is reduced to nil, no
further losses should be recorded, unless the investor has incurred legal or
constructive obligations or made payments on behalf of the associate (that is,
amounts that the investor has guaranteed or otherwise committed, whether
funded or not). [FRS 102 para 14.8(h)]. The standard does not deal with the
situation where an investor has lent funds to, or invested in preference shares of,
the associate. As this is not specifically mentioned in FRS 102, it will be necessary
to consider whether such interests are recoverable and provide against them where
necessary in accordance with the requirements in section 27, ‘Impairment of
Assets’ of the standard (see above and chapter 27).

1453 In practice, an investor might have a constructive obligation to its
associate if, for example, it is unwilling to abandon its investment, and it would
continue to record its share of the associate’s losses. If the investor does have a
constructive obligation to its associate and continues to account for its share of
losses, such losses should be recognised as a provision in accordance with section
21, ‘Provisions and contingencies’ of the standard. [FRS 102 para 14.8(h)].

1454 If the associate subsequently reports profits, the investor resumes
including its share of those profits only after its share of the profits equals the
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Arrangements, telecommunication con
take-or-pay contracts. [FRS 102 para 20.3].

Leases

Conversely, section 20 of the standard does not apply to agreements that
acts for services that do not transfer the right to use assets from one
racting party to the other. [FRS 102 para 20.2]. This means that separable

nents in contracts that include both assets and services (for

ple.
ocopiers) are not leases.

ping whether an arrangement contains a lease

Some arrangements do not take the legal form of a lease but convey rights

0.11 : : :
'fo' use assets m return for payments. Examples of arrangements in which one
ég_tity (the supp

lier) might convey a right to use an asset to another entity (the
related services, include outsourcing

with
tracts that provide rights to capacity, and

often together

archaser),

2012 The standard provides as follows:

“Iyetermining whether an arrangement is, or contains, a lease shall be based
on the substance of the arrangement and requires.an assessment of whether:

fulfilment of the arrangement is dependent on the use of a specific
asset or assets. Although a specific asset may be explicitly identified in
an arrangement, it is not the subject of a lease if’ fulfilment of the
arrangement is not dependent on the use of the specified asset. An
asset is implicitly specified if, for example, the supplier owns or leases
only one asset with which to fulfil the obligation and it is not
economically feasible or practicable for the supplier to perform its
obligation through the use of alternative assets; and

(a)

the arrangement conveys a right to use the asset. This will be the case
where the arrangement conveys to the purchaser the right to control

(b)

the use of the underlying asset.”

[FRS 102 para 20.3A].

Classification of leases

20.13  All leases should be classified as either finance leases or operating leases.
The classification of leases under section 20 of FRS 102 is based on the extent to
which risks and rewards incidental to ownership of the leased asset lie with the
lessor or the lessee. The risks associated with assets include the possibilities of
losses from idle capacity or technological obsolescence and of variations in return
because of changing economic conditions. Rewards could include the expectation
of profitable operation over the asset’s life, the gain from increase in the capital
value of the asset, or the right to sell the asset and realise the residual value.

20.14 A lease is classified as a finance lease if it transfers substantially all of the
risks and rewards incidental to ownership. [FRS 102 para 20.4]. It follows that a

20003
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Leases

finance lease is an arrangement that has the substance of a financing try
for the lessee to acquire effective economic ownership of an asset. So,
lease usually involves payment by a lessee to a lessor of substantially all of g
of the asset, together with a return on the finance provided by the lessor, T
the asset might or might not transfer under such a lease.

20.15 A lease is classified as an operating lease if it does not trag
substantially all of the risks and rewards incidental to ownership. [FR§
para 20.4]. In practice, this means that a significant element of risk and rews
must remain with the lessor or some party other than the lessee. As a resul,
operating lease is usually for a period that is substantially shorter than the g
useful economic life, and the lessor will be relying on recovering a signif
proportion of his investment from either the proceeds from the asset’s sale or th
asset’s further hire after the end of the lease term.

Primary lease classification indicators

20.16  The standard provides as follows:

“Whether a lease is a finance lease or an operating lease depends on the
substance of the transaction rather than the Jorm of the contract. Examples
of situations that individually or in combination would normally lead to q
lease being classified as a finance lease are:

(a) the lease transfers ownership of the asset to the lessee by the end
the lease term;

A
(A

(b) the lessee has the option to purchase the asset at a price iaat is
expected to be sufficiently lower than the fair value at ths date the
option becomes exercisable for it to be reasonably-ccriain, at the
inception of the lease, that the option will be exercised:

(¢) the lease term is for the major part of the ecoviomic life of the asset
even if title is not transferred;

(d) at the inception of the lease the present vaiue of the minimum lease
payments amounts to at least substantially all of the fair value of the
leased asset; and

(e)

the leased assets are of such a specialised nature that only the lessee
can use them without major modifications.”

[FRS 102 para 20.5].

20.17 When classifying a lease, it is important to recognise the substance of the
agreement rather than its legal form. In analysing substance, more weight should
be given to those terms of the agreement that are likely to have commercial effect
in practice. Terms that are not likely to have commercial effect should be ignored.

Paragraph 20.16 above sets out situations that ‘would normally lead’ to a lease
being classified as a finance lease.
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© 2013 PricewaterhouseCoopers LLP. All rights reserved.

Leases

ferm

. : il as “the non-
The lease term is key to classifying a lease a?d 18 ;jlehnedt ;i:ge :her e
- ; see -ontracted to lease the asse

-ind for which the lessee has con : b v
per wd.f_ ! see has the option to continue to lease the asset,
ms for which the lessee has opitae : o
A out further payment, when at the inception ofhe- s clytf iser’r(ifs]( So, it
wil ._?r yf:l { the lessee will exercise the option”. [FREL02 Gl-mildﬁ with: the '1eas:e’s
certain ft“ ¢ to consider carefully those parts of the lease th;t eal ar)./ il
isimportal : imes referred to as the ‘prim :
S5 ble period (sometimes - tions
no 'canc'eua(or ‘tl))reak’) clauses; exchange and upgrade Condj\nongl.arziaopter 19
o Hatil(;lric lease. Further guidance on the lease term can be found in chap
. .

gﬁZEIFRS Manual of Accounting.

%ﬁ]{abl@

oy further 1€

Hansfer of ownership

i ans shi the leased
19 A contractual clause that automatically trans_f'e:is' ow.ners.l;};) 1?,2 by e
. 5 is normally a strong indication o ’
p e end of the lease term 1s ly a _ . B
assct_ﬂt d;ticularly the case if transfer of title is for no consideration or 10
This i> 111
cossineration.
3 as tion to
0 Transfer of ownership can also occur where the 1esao§ has a putl tc;fd 0
2‘3.20!1 asset at an amount that 1s more than the expected f'fnr. value a]'ke[ w bé
. ;n: sil;uation the option is priced in such a way that it 18 ge.rC;; ]; ‘ 3;0 el
Int ised by the lessor, with the result that the 1§ssee has no cl ‘01 ;15 o st
B hip of the asset. But, where the put option 18 at mar!(et pljn';le,th ke
Iorfkfgseng of the lease term, the residual value risk remains \!mt t:eatmen,t 1
: i : in i i indicate finance lease :
: uld not, in isolation, 1m i '
B ivinico consider whether there 1s any other commercial or

ddition, it is important to : . s
adglllt:)mic compulsion for the lessee Lo exercise such options, even when p
ec

appears to be priced at or above fair value.

i 1
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f‘th transfer of ownership situation. An option helq by the RS
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Economic life of asset

i to the
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asset’s economic life. The standard does not del:ﬁne economic 1fe“ i g i,s =
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Borrowing costs

%nterest method. The borrowings themselves are likely to be basi

1nst%'uments that will be accounted for at amortised cost in accorlc(I: g
gectlon 11 of FRS 102, and the finance costs will be calculated usin thamce '
mnterest method. The effective interest method is explained further 1gn }f "
But, where the borrowings are not basic financial instruments thec ap1_ier
accou.nted.for at fair value through profit or loss (as discussed ir; (:hay tWOIII'
that situation, any transaction costs incurred in connection with such Il; -
would be recognised immediately in profit or loss. T

Exchange differences as borrowing costs
?5.6 Entitit?s may sometimes raise funds in a foreign currency, bec 3
mte‘rest cost in the foreign currency over the term of the borrowing {s le »
;quwalent loan in the entity’s functional currency over the same term \;?htha '
Is so, the last.bullet point in paragraph 25.2 above makes it clear th:":zt € ef' i
differences arising on the borrowing should be regarded as a borroWin o §
Fhe extent that they are regarded as an adjustment to interest cost’ ThegstCOSt
is silent on how to estimate the extent to which foreign exchar; d'Ha ‘

should be included in borrowing costs. e

25.7 We believe that, as a minimum, the interest cost in foreign cur
ltranslated at the actual exchange rate on the date on which the interest ex Iel} ;
incurred, should be included in borrowing costs. What is not so clear is hogre n‘ﬁ;‘j‘ l‘
of the exchange difference arising on the retranslation of the principal sh ‘1;:1% ill‘
treated as borrowing costs. We believe that, in most circumstf;n:l:; A‘thﬁ-
appropriate to include all of the exchange differences on the boq‘l';v,inl Tl
Interest cost, on the grounds that the exchange rate movemenis ar;: lar glaz
function of the differential interest rate between the two curn;wehs = |

Recognition
25.8 An entity can either: -

| capltalise. borrowing costs that are directly attributable to the acquisition,
construction or production of a qualifying asset as part of the cost of that
asset, or \

| recognise all borrowing costs as an expense in profit or loss in the period in
which they are incurred. :

[FRS 102 para 25.2]. :
<.

For _entities t'hat adopt the policy of capitalising borrowing costs, this should be
applied consistently to a class of qualifying assets. , I

© 2013 PricewaterhouseCoopers LLP. All rights reserved.

Borrowing costs

@apitalisation of borrowing costs

:59 A qualifying asset is defined as:
.‘y'

wgn asset that necessarily takes a substantial period of time to get ready for
its intended use or sale. Depending on the circumstances any of the

following may be qualifying assets:
a) inventories;

b) manufacturing plants;

¢) power generation facilities;
d) intangible assets; and

¢) investment properties.

Financial assets, and inventories that are produced over a short period of
timeare not qualifying assets. Assets that are ready for their intended use

¢r sule when acquired are not qualifying assets.”
R B> 102 Glossary of terms].

2510 Qualifying assets require a ‘substantial period of time’ to bring them to a
saleable condition. Section 25 of FRS 102 does not define ‘substantial period of
i Management exercises judgement when determining which assets are
qualifying assets, taking into account the nature of the asset. An asset that
pormally takes more than a year to be ready for use will usually be a qualifying
asset. Once management chooses the criteria and types of asset, it applies this
consistently to those types of asset. The notes to the financial statements should
disclose, where relevant, how the assessment was performed, which criteria were
considered, and the types of asset that are subject to capitalisation of borrowing
costs. Property, plant and equipment that fall within the definition might include
a manufacturing plant, power generation facilities and the construction of
investment properties. Assets that are ready for their intended use or sale when

acquired are not qualifying assets.

time’.

2511 Management should assess whether an asset, at the date of acquisition, is
‘ready for its intended use or sale’. The asset may be a qualifying asset, depending
on how management intends to use it. For example, where an acquired asset can
only be used in combination with a larger group of fixed assets (or was acquired
specifically for the construction of one specific qualifying asset), the assessment of
whether the acquired asset is a qualifying asset is made on a combined basis.
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Share-based payment Share-based payment

management have commissioned an independent valuation for a special Purpe hgre options and equity-settled share appreciation rights

(such as for resolving a dispute, repurchase of shares, entering into a joint v

agreement or for assessing the value of an offer for the entity made by g 9 A similar three-tier hierarchy to that for shares (see para 26.53 above)
party bidder). A valuation of the entity might also be available if Managen : " 1d be used to ascertain the fair value of share options and equity-settled share
generally uses value-based methods to review and target the performance g ~ _reciation rights:

entity’s business operations. Such valuations could be used for estimating the ‘

value of the shares granted in a share-based payment transaction, b Iﬁ If an observable market price is available for the share options or equity-
valuation should be adjusted for any changes in conditions betwee * settled share appreciation rights granted, the entity should use that price.
transaction/valuation date and the grant date for the equity shares. In limi|
circumstances, counterparties might have the right to shares which are not
marketable. Only in this situation is it appropriate to apply a discount to the
value for lack of marketability.

If an observable market price is not available for the share options or
equity-settled share appreciation rights granted, fair value should be
' measured using entity-specific observable market data, such as a recent
-  {ransaction in the entity’s share options.

26.56 As a last resort, management should estimate the fair value of the shag g .If an observable market price is not available and obtaining a reliable
indirectly by using a valuation method. The objective of using a valuation methq " measurement of fair value under the second point above is impracticable,
@s to establish what the price of the equity instruments would be on the grant ¢ at ‘ the fair value of equity instruments granted should be estimated using an
in an arm’s length transaction between knowledgeable willing parties. So, to _ alternative valuation method, such as an option pricing model. The inputs
arrive at a reasonable estimate of fair value of the equity instrument, the method . to the option pricing model (see para 26.61 below) should use external
used should reasonably reflect how the market could be expected to price the _ .ajarket data to the greatest extent possible. The standard also requires the
instrument. That expectation is likely to be met if the valuation model used mak eatity to derive an estimate of expected volatility that is consistent with the
maximum use of market inputs and relies as little as possible on entity-speci valuation methodology applied.

inputs. So, any valuation method applied should use market data to the greate:

extent that it is practicable to do so. [FRS 102 para 26.10(c)]. [FRS 102 para 26.11].

26.57 There are a number of generally accepted techniques for valuing ¢qu: , Impracticable’ is defined as “Applying a requirement is impracticable when the
instruments. The most common valuation methods are: asset-based v-luation Te‘mity cannot apply it after making every reasonable effort to do so”. [FRS 102
methods for valuing stable, asset-rich businesses; P/E ratios for valuing buisiness Glossary of terms].

with an established profitable history; and discounted cash flows, which is the :

most technical and depends heavily on assumptions about leng-ierm businest %60 But the trading of private entity share options is not commonly
conditions and measurement of risk (used for estimating-discount rates) encountered; so, for the majority Ofl private en.tities, there will not l_’e i
Management should use its judgement to apply the most appropriate valuation observable market price for share options or equity-settled share appreciation
method to determine the fair value of the shares. The valuation method selee fights granted. For that reason, private entities would normally apply an option
should take into account all the terms and conditiotis or which the shares we pricing valuation methodology.

granted, other than service and non-market vesting conditions that are exclu

from the measurement of fair value (as explained in para 26.47 above). =) 26,61 There are a number of option pricing models in use, suc-h. as Black
u Scholes, Binomial and Monte Carlo. The inputs for an option pricing model

26.58 For example, if the employee is not entitled to receive dividends during tti_ should use market data to the greatest extent possible. All option pricing models
vesting period, this factor should be taken into account when estimating the fait take into account, as a minimum, the following factors:

value of the shares granted. Similarly, if the shares are subject to restrictions o .
transfer after the vesting date, that factor is taken into account to the extent thji B The weighted average share price. Guidance for determining the fair value
the restrictions affect the price that a knowledgeable, willing market participant of shares used in determining the weighted average share price is set out at
would pay for that share. For example, if the shares to employees vest after thre paragraph 26.53 onwards above.

years of service, but the employees are not allowed to sell the shares for a furthéi!;‘"
two-year period, the two-year restriction is a post-vesting restriction (treated asa.

non-vesting condition) that should be taken into account in the grant date fait B Expected volatility of the share price. Management should derive an
value measurement. estimate of expected volatility consistent with the valuation methodology

used to determine the fair value of the shares.

Exercise price of the option.

Life of the option.
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eoiaidradsepeateduiiteafelgnpea; ; o There are a number of ways in which management could revive 'sharei
. ~ .rds that have become valueless. For example, management could cance

®  Risk-free interest rate over the life of the option. ds, which would require the immediate recognition of any remaining expense.

@ ight reduce the exercise price of options granted to employees
[FRS 102 para 26.11]. y m?: arg:glr?éls trflnegoptions), reduce the vesting period, or modify or eliminate. a
26.62 The first two items define the ‘intrinsic value’ of the option. The remaint ormance condition. Alternatively, management Cmi[l'?l settlergl:cﬁ“ézlr(i Iftilli(i;llii
four are relevant to its ‘time value’. The time value of an option reflects the | ncel it) in exchange for cash or othet Cons-lderatlo?' e; pﬁ:mtions complying
of the holder to participate in future gains, if any. The valuation does not att nd on a number of factors, Su(-:h ot g il oyele ) gbtainin !employees’
to predict what the future gain will be, only the amount that a buyer would n th legal and C.ontractua.l obligations (for exam;:i e i gthe ity sk |
the valuation date to obtain the right to participate in any future gains, In oval to modify the terms and conditions) and managing

: . . i o i i ion or settlement.
words, option pricing models estimate the value of the share option g |gporting consequences arising from the modification, cancellat:
measurement date, and not the value of the underlying share at some future

Modifications
26.63 All other things being equal, a change in the expected volatility ¢ e . heth
share price will have the greatest impact of the input assumptions listed aboy : 2669 The manner in which modifications are segonated for depends 0{? :jv A
the option’s fair value (that is, an increase in volatility increases the fair va-lﬁ . "éy. are beneficial to the employee (for example,  Whets, fie gdiliet dprmg

change to either the option’s exercise price or its life has the next greatest imp increase the fair value or the number of the equity mstruments granted) %r no;
on the option’s fair value (in this case, an increase in the option’s exercise | (for exatple, where the modified terms reduce the total fair value or number o
decreases its fair value, and an increase in the option’s expected life increz e equity instruments granted).

fair value). This will be the case, regardless of the option pricing model us ’

] wdifications that are beneficial to employees
26.64 The model selected should take into account all the terms and conditig g

on which the share options were granted, other than service and non-m 70 A modification is likely to be beneficial to the employee if it results in an
vesting conditions that are excluded from the measurement of fair values (a2 increase in the fair value or number of equity instruments glfanted. Where' a
explained in para 26.47 above). For example, a share option granted to g modification is beneficial to the employee, the entity should continue to recognise
employee typically cannot be exercised during the vesting period. e the amount based on the grant date fair value of the original equity instrument

igi i i i dified. The entity
imi y er the original vesting period, as if the award had not been mo .
e s euhesbiackn commandfo-cplayes st i ‘:;ozﬂd alsogjrecognise the incremental fair value of the award (that is, the

possibility of early exercise of the option (for example, the ontien is not difference between the fair value of the modified equity instrument and that of thf*
transferable, or the employee must exercise all vested optitns on cessation original equity instrument, both estimated as at the modification date). This
employment). The effects of expected early exercise should, be taken into act IJi}l‘t:rementaﬂ fair value should be recognised for the services receive_:d over Fhe
in the valuation. ﬁ;eriod from the modification date until the date when the modified equity

< = x : i ; 102 para 26.12(a)].
26.66 Determining the fair value of shares and share options for entities is qu instrument vests. [FRS p (a)]

complex, particularly for those entities that are not listed. Preparers of finam 2671 Examples of modifications that increase the fair value of an equity
statements might find it useful to refer to Chapter 12 of the ‘Manual ‘
Accounting, TFRS for the UK’ for further guidance on estimating the fair value
equity instruments granted. :

instrument include:

A reduction in the exercise price of the option.
Modifications including cancellations and settlements ! B An increase in the number of equity instruments granted.
i . A reduction in the vesting period.

26.67 It is not uncommon for management to modify the terms and condi ‘ ' daie e ; il
of equity instruments awarded in a share-based payment transaction. This m ? The modification or elimination of a performance co i
happen, for example, where a share option’s exercise price is significantly abo :
the fair value of the shares, rendering the option worthless (‘underwater’ option ‘ ‘ | ‘
Stmilarly, a performance condition might have become' so orierous that i¢ i 2672 Accounting for share-based payment modifications is considered in the

longer achievable. The challenge for management is how to modify the terms following examples.
the award in order to continue to motivate and reward employees.

A combination of the above.

; : 023
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Impairment of assets

B any goodwill allocated to the CGU.

] the recoverable amount: and

| .the c_arrying value that would have been recognised
impairment had not occurred (that is,
_deprcciation or amortisation that would
impairment had occurred).

if the origiy

after taking accoung
have been charged jf ,

B Any excess in the reversal amount that cannot be allocated due ¢,
0

restriction (see previous bullet point) should be all e
basis, to other assets of the CGU. e i ';'

[ | : . - :
Once ‘.[he .reversal of an impairment loss is recognised, the depreciatio L
znmortlgzzitlon amount is based on the asset’s revised carrying amount n]’)g

y residual value, on a systematic basis over its remaining useful h'fe-, "3

[FRS 102 para 27.31].
Example — Reversal of impairment loss ;

Entity A opergtes t_rair}s in country X. Entity B operates bus services in the same
clzjountry. To diversify 1.ts business, entity A acquired entity B for £200m on'.'ﬂ::
ecember 20X0. The identifiable net assets and contingent liabilities (after fzﬁ-.‘

valuing) of entity B £1 - : :
oo £150m¥_ are £150m on that date. Entity A recognises goodwill of ~;F;;_;JL

In June ZQXI the gqvemmcnt. announced that it would award a major &ms contract to
g cc.yrnpetltor.of er’1t1ty A. This would have a significant adverse imnici on entity B's
usiness. Entity A’s 20X1 consolidated financial statements disclossd that the goodwiﬁ

of £50m relating to entity B was impai e o
recognised. ¥ impaired, and an impairmierit 'loss of £50m was

Dupng October 20X2 the competitor who had been awarded the maior bus contract
decided to abo.rt the sector, because it had breached environménta] la;(;n ’Ihcl
ﬁovemmem Qemded to.award the major contract to entity B. This was a signi.ﬁcant-'

oost for enut.y B’s business. Entity A’s consolidated financial statements for the ﬂﬂl‘
end_ed 20X2.dlsc]osed that previous impairment losses had been reversed resulti]:ty in
an increase in the carrying value of entity B (that is, £50m less 21 mon;hs (Janug .
20X1 to September 20X2) of amortisation was added back to éoodwil[) F

35.63 The reguirem?nt in ERS 102 to reverse previous impairments in some
thum‘stances 1s consistent with company law, which states in SI 2008/410 that,
re a company has made provision for a diminution in value, but the factors

that gave rise to it no lon
ga ger apply to any extent, the com i
provision to that extent. [SI 2008/410 1 Sch 19, 20] R e

27024
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Impairment of assets

¢4 For each class of assets, an entity should disclose the following:

The amount of impairment losses recognised in profit or loss for the period,
and the line item or items in the statement of comprehensive income (or
income statement) in which the losses are included.

The amount of reversals of impairment losses recognised in profit or loss for
the period, and the line item or items in the statement of comprehensive
income (or income statement) in which the reversals are included.

A description of the events and circumstances that led to the recognition or
reversal of the impairment loss.
)

[FRS 102 paras 27.32, 27.33A].

97.65 Examples of classes of asset are:

§ inveatories;

§  property, plant and equipment (including investment property accounted
tor by the cost method);

4 goodwill;

® intangible assets other than goodwill;
B investments in associates; and

N investments in joint ventures.

[FRS 102 para 27.33].

Companies Act disclosures

27.66 The formats in Schedule 1 to SI 2008/410 prescribe the headings under
which depreciation of (and other amounts written off) tangible and intangible
fixed assets are to be included in the profit and loss account. Under Format I,
where expenses are classified by function, an impairment loss would generally be
charged under the same format heading as depreciation of (or other amounts
written off) the relevant assets. Under Format 2, where expenses are classified by
type, there is a separate heading ‘depreciation and amounts written off tangible

and intangible fixed assets’.

27.67 SI 2008/410 requires that provisions for diminution in value are made in
tespect of any fixed asset that has diminished in value if the reduction in its value
is expected to be permanent (whether its useful economic life is limited or not). In
addition, any such provisions made that are not shown in the profit and loss
account must be disclosed (either separately or in aggregate) in a note to the
financial statements. [SI 2008/410 1 Sch 19, 20]. Specific disclosure requirements
are also given in SI 2008/410. The amounts to be disclosed are:

© 2013 PricewaterhouseCoopers LLP. All rights reserved. 27025




Impairment of assets

B The cumulative amount of provisions for depreciation or diminy;
value of assets included under that item at the beginning of the finane
and at the balance sheet date.

The amount of any such provisions made in respect of the financig] y
| |

Thq amount of any adjustments made in respect of any such provi
during that year in consequence of the disposal of any assets, '

B The ‘amount of any other adjustments made in respect of any
provisions during that year. 2

=h’,i{ecogniti0n and measurement

[SI 2008/410 1 Sch (51)(3)]. _
' Short-term compensated absences. . ...

TR " Accumulating compensated absences ... ... 28003
Transition issues " Non-accumulating compensated absences ...................... 28004
; " profit sharing and bonus plans .. ... 28006
27.68 No special elxemptions on impairment of assets are available to first- I‘]l:sri(s)c!tosures g .......... P ..................................... 28008
ngDfCI’S under section 35 of FRS 102. So, a first-time adopter must prepare Post-employment benefits. ... ... 28009
lrSt’ ﬁnanma_l statements as though the requirements of section 27 of FRS 102 hag " Types of vust-employment benefit plan ... 28009
ess AEmed: Defizne, Contribution PIANS. .« o oo v ine s o be s sie s s esne crns s 28009
i q )

27.69  However, entities transitioning from old UK GAAP (FRS 12) to FRS 103 ﬁgf};‘:;' :;‘je,‘};ﬁfj;';ga;s """""""""""""""""" 528}8
are unlikely to face any significant issues on transition. This is because there g Multi-employer and state § St HpbESAMICmitr | = R 28011
no dIffF:rences in substance between the requirements of old UK GAAP and thos Group pllf.:nsy i, D e 28012
in section 27 of FRS 102. f’ | Ensured DEIEILS  coss vees pasn & 55 & wen & mws o 2e R ems cam s How s s 28014
27.70 Tms means that amounts reported under old UK GAAP will be "-m:l‘f’ - | Defined cgr}tributlon 5] b1y CHRPU R R S A R e 28014
f'OI'WE-lI'-d without any modiﬁcations in the opening balance sheet as of the ao.e s'::; Recogn} won E,miji r;ea?urement """""""""""""""""" 5281451
glaents‘;tlon. However, inevitably there are some differences in disclosure beiween m};;a:zn;:gggtﬁanstsc OB R RTISSEIRRI s o e § 506 S SR § B985 55 28016

0. = | Defined benefit plans. . ... i
I RCCORTIMION. . . .+ e c e tee e s et seaees e s s 28016

' Measurement of the net defined benefit liability and limits on a plan
H ' T I e L Ly R e g 28016
Attribution of benefits to periods of service. .................... 28017
% Actuarial asSUMPLIONS. . ... .vvver et 28020
d Pisoounting Danelis, ProvIcen, sl CReDBEy . Lo A el e 28021
i Actuarial valuation methods ....... ... ... ... . il 28021
) Frequency of valuations. .. ......ovoueeiniuieinnieinneoenns 28023
b Defined benefit Plan ASSELS. . oo vvvvvenrviisrnmnrsrsaateniorenes 28023
I Measurement of plan assets. .. ........cooviiriiraiiaiiniann. 28024
Ritimbarsesnentsinn § AlaBon, Lo Gl s DR A FU N VN R 28025
r- Recognition of the costs of a defined benefit plan ................. 28026
4 CUTTENt SEIVICE COSE. .« ot vt ie et e e oo e ia e e 28027
' DHBTEEECOREE 1 5 s 5 5o o e w wne v s & e & st & e & e Sowmie simese * 28027
g Remeasurement of the net defined benefit liability............... 28028
Actuarial gains and 10SS€S. .. .....veviii i 28029
Plan introductions and changes. . ... ........viiiiiiiiin. 28030
Settlements and curtailments . . ........... i 28031
Tlustrative eXample. . oo vvvvrii it 28031

2702 icew: i !
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Employee benefits

.................................... 3£|..,a];1:er28
i L L SUdl P~ Thide di Teepicl 07 T SO gmployee benefits
.................................................. InﬂOdUCﬁon and scope

281 Section 28 of FRS 102 deals with the accounting for employee
penefits. Employee benefits include all forms of compensation given by an
entity to employees (including directors and management) in exchange for services
rendered to the entity.

Reduced disclosures for subsidiaries and ultimate parents
Companies Act 2006 requirements

Companies Act discloSUres. ... .......oveintieeiieeeinnan., 28043
Distributable reserves impact. . ..............oouiiieiiin. .. 2804@ 282 Section 28 of the standard divides employee benefits into four categories, as
i stated below. Each category has different characteristics and, therefore, different
requirements:

g Stort-term employee benefits (other than termination benefits), such as
wages and salaries, holiday pay, sick leave and bonuses. To fall into this
category, benefits must be expected to be settled within 12 months after the

\ end of the reporting period in which the employees render the related

service.

m Post-employment benefits (other than termination benefits and short-term
benefits), such as pensions and post-retirement medical insurance that are
payable after completion of employment.

m Other long-term employee benefits, such as long-term incentive plans
(LTIPs), long-service awards and bonuses payable more than 12 months
after the end of the period in which the employees render the related service.
This category includes all employee benefits other than short term,
termination or post-employment benefits.

B Termination benefits provided in exchange for the termination of an
employee’s employment as a result of either:

B an entity’s decision to terminate an employee’s employment before the
normal retirement date, or

B an employee’s decision to accept voluntary redundancy in exchange
for those benefits.

[FRS 102 para 28.1].

283 Employee benefits include benefits provided to employees and their
dependants and can be settled by payments (or the provision of goods or
services) made directly to the employees, their spouses, children or other
dependants, or to others (such as insurance companies). Also, an employee can
provide services to an entity on a full-time, part-time, permanent, casual or

281 © 2013 PricewaterhouseCoopers LLP. All rights reserved. © 2013 PricewaterhouseCoopers LLP. All rights reserved. 28001




Employee benefits

entitlements. But, in measuring non-vesting entitlements, the entity shoylq ¢

into account the possibility of the empl :
g oyees lea .
entitlements. POy ving before using

28.14 Accordingly, an entity should measure the expected cost of accuma
?‘ompensated absences at the undiscounted additional amount that gn g
expects to pay” as a result of the unused entitlement that has accumul :
en_d 9f the reporting period. An entity should present this amount as ?te('i"
within one year at the reporting date. [FRS 102 para 28.6]. alling ¢
Non-accumulating compensated absences

28.15 Non-‘accumulating compensated absences, on the other hand, a

whgre there is no entitlement to carry forward unused days (that is e:n g 1
entitlement not taken during the current period lapses without pay;merftun"
are not generally related to services. Of the examples listed above sick).lea

maternity leave and jury servi
rvice are usually non-accumulati
matemh y Ing compensa

28.16 An entity should recognise the cost of other (non-accumul
compensated absences when the absences occur. The entity should measu
cost _of non-accumulating compensated absences at the undiscounted amo;;.;
salaries and wages paid or payable for the period of absence. [FRS 102 para 28 71; J

28.17 The flow ch i inci 5
: chart below summarises the p
: rinciples for compen sences
discussed above: 5 e
Iy
Can the compensated absence
be carried forward to be used in - L
a future period? | |
Yes
3
r \
Are employees who leave entitled
to cash payment in respect of any I
unused entitiement? b
Yes No No '

y

Recognise an expense when the
J employees render services that increase
: their entitiement to future compensated
Recognise an expense when the absences. The amount recognised takes
: employees_ rend_er services that into account the possibility that
increase their entitiement to future employees will leave before they utilise

compensated absences. their entitlement.

A

Recognise an expense when the
absence occurs

Example 1 — Holiday pay that lapses if employee leaves

Employees of entity A are entitled to 20 days of paid leave each year. The entitlement
accrues evenly throughout the year, and unused leave can be carried forward to future

pet‘iOdS. [he]e iS no CaSh paymcn[ ll‘l respect O i i
f an Lll]llsed € l‘ltlel]le]lt lf an CIIEPIO)'eE
leaVeS the entit}‘.

28004 © 2013 PricewaterhouseCoopers LLP. All rights reserved.

Employee benefits

| At3l December 20X 1, entity A has 100 employees, and the average unused holiday

entitlement per employee is two days. Historically, 10% of employees who leave have

~ pever taken their unused holiday entitlement, and management expects this trend to

coutil’lue .

" At the reporting date (31 December), entity A should recognise a liability for the
/ expected cost of accumulated absences. In doing so, it should take into account the

possibility that employees will leave before they utilise their entitlement. Given that
10% of employees leave without taking their unused holiday, the number of days of
accumulated entitlement that the entity expects to have to pay in the future is 180 days
(that is, 90% of 200 days).

If entity A were to change its terms and conditions of employment, such that a cash
payment was made in respect of unused holiday entitlement when an employee left the
entity. the amount provided would be 200 days. This is because it would be irrelevant
that 10% of employees never take all of their holiday entitlement, as they would
receive a cash payment of equivalent value on leaving the enfity.

Examp'e 2 — Unused holiday carried forward for one year only

The facts are as in example 1, except that unused holiday entitlements can be carried
forward for one year only. Each year, the current year entitlement is used before any
palance is brought forward from the previous year.

At 31 December 20X 1, all 100 employees have two days of unused holiday entitlement.
Management expects that 75% of employees will take 22 days of holiday in 20X4 (that
is, including two days each brought forward from 20X1), 15% will take 20 days (that
is, they will lose their two days carried forward), and the remaining 10% will take 18
days (that is, they will lose their two days carried forward from 20X1 and be eligible to
carry forward two days from 20X2's entitlement at 31 December 20X2).

How much should be recognised as a liability at 31 December 20X1?

As noted in paragraph 28.14 above, the expected cost (that is, liability) of the
accumulated compensated absences is calculated at the level of individual employees,
and is based on the additional amount that an entity expects to pay as a result of the
inused entitlement that has accumulated at the end of the reporting period. On this
basis, the liability would be based on only the 75% of employees who are expected to
use their brought-forward entitlement. So, the liability recognised at 31 December
20X1 would be 150 days (that is, two days for each of 75 employees).

Example 3 — Non-accumulating sick leave

Entity B has 100 employees, each of whom is entitled to six working days of paid sick
leave for each year. Unused sick leave cannot be carried forward to the next calendar
year. Employees are also not entitled to a cash payment for unused entitlement of sick
leave on leaving the entity’s service.

An entity should not recognise an expense in respect of non-accumulating sick leave
until the time of the absence, because employee service does not increase the amount of
the benefit. Accordingly, entity B should not recognise a provision for unused sick
leave. The use of sick leave is determined by an unpredictable future event (that is, the
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