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Diamond Group

Consolidated statement of financial position as at 31 March 2017

Assets

Non-current assets

Property, plant and equipment (W7)
Goodwill (W2)

Other financial assets (W8)

Current assets (W9)
Total assets

Equity and liabilities
Share capital of $1 each

Retained earnings (W12)
Other components of equity (W14)

Non-controlling interest (W13)

Total equity
Non-current liabilities (W10)
Current liabilities (W11)

Total liabilities

Total equity and liabilities

Working 1 — Goodwill on acquisition of Spade

Cash consideration
Non-controlling interest — fair value

Fair value of identifiable net assets acquired:

Share capital

Retained earnings

Other components of equity

Fair value adjustment — land (W7)

Goodwill

Working 2 — Club

March/June 2017 Sample Answers

$m

3,590-9
79
295

3,964-9
1,891

5,855:9

1,650
1,337-6
1358

3,123-4
6975

3,820-9
1,501-5
5335

2,035
5,855-9

1,140
485

1,625

(1,600)
25

Diamond initially has equity accounted for its 40% interest in Club. This would have been accounted for as follows:
(Note that the carrying amount of net assets at 31 March 2016 would be $1,052 million ($700m + $293m + $59m))

Cost of investment

Share of post-acquisition net assets (40% x ($1,052m — $1,032m)

$m
420
8

428

When purchasing the extra 45% the $500 million cash has been added, hence the investment in Club is $928 million in
Diamond’s financial statements. However, on obtaining control in Club, Diamond should have restated the value of its original
40% investment to fair value. The fair value is best estimated using the share price of Club and is calculated as (40% x
$700 million x $1-60) = $448 million. The investment should have been debited with a further $20 million and credited

to profit or loss (W12). Goodwill will be calculated as follows:
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$m $m

Cash consideration 500
Fair value of original 40% interest 448
948
Non-controlling interest (15% x 700 x $1-60) 168
1,116
Fair value of identifiable net assets acquired:
Share capital 700
Retained earnings 293
Other components of equity 59
Fair value adjustment — plant (W7) 10
(1,062)
Goodwill 54

Total goodwill is therefore $79 million ($25m + $54m).
Additional depreciation will charged on the plant of $2 million ($10m/5) (W7).
Working 3 — Disposal of Heart

Diamond would originally have significant influence over Heart via its 25% holding. Diamond has equity accounted for Heart
up to 31 March 2016 giving an equity value of $110 million. Diamond should have equity accounted right up to
30 September 2016, at which point significant influence is lost. A further $2-5 million (25% x $20m x 6/12) should have
been added to the investment and included within retained earnings (W12).

On losing significant influence, a profit or loss on disposal should be calculated as follows:

$m
Proceeds 42
Fair value of remaining interest at 30 September 2016 65
107
Investment in associate at 30 September 2016 ($110m + $2:5m) (112-5)
Loss on disposal (5-5) (W12)

The remaining 15% holding is restated to fair value of $67 million at 31 March 2017 (W8). A gain is to be recorded in other
components of equity of $2 million ($67m — $65m) (W15).

Working 4 — Bonds

The substance of the transaction appears to be that of a secured loan rather than a disposal of bonds. This is evidenced by
the sale being below fair value and the fact that the repurchase price is also below expected fair value, such that the option
is highly likely to be exercised. The proceeds of $35 million should therefore be treated as a current liability (it is repayable
at any time) rather than as a disposal of the bonds.

At 31 March 2016, prior to the loss, the bonds had a carrying amount of $42 million. Interest received and taken to profit
or loss (and retained earnings) is $3 million (6% x $50m). The carrying amount of the bonds should be restated to fair value
of $38 million at 31 March 2017. A loss of $4 million should be recorded in other components of equity calculated as
follows:

$m
Balance at 31 March 2016 42
Interest income at effective rate of 6% 3
Less coupon rate of 6% (3)
Loss to other components of equity (4)
Balance at 31 March 2017 38
Tutorial note: The following correcting entry is required to the financial statements of Diamond:
Dr Cr
Other financial assets (W8) 38
Other components of equity (W14) 4
Loss on disposal (retained earnings) (W12) 7
Current liabilities (W11) 35

Working 5 — Pension adjustment

The estimated settlement on the pension liability is $7-5 million (150 x $50,000) and should be included within current
liabilities (W11). As this is $1-7 million more than the estimated curtailment gain of $5-8 million, a loss of $1-7 million
should be included within retained earnings (W12). Non-current liabilities are reduced by the reduction in pension obligations
of $5-8 million (W10).
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Working 6 — Leased manufacturing unit

The alteration costs of $6-6 million should be capitalised, and not charged as an expense. A provision for restoration costs
of $3-3 million ($5m x 0-665) should also be recognised and capitalised as part of the carrying amount of the asset.

Adjustments required:

$m
DR Property, plant and equipment (W7) 9-9
CR Retained earnings (W12) 66
CR Non-current liabilities (W11) 33
Working 7 — Property, plant and equipment
$m
Diamond 1,062
Spade 1,210
Club 1,265
FV uplift Spade (W1) 36
FV uplift Club (10 — 2) (W2) 8
Capitalisation of unit alterations (W6) 99
3,590-9
Working 8 — Other financial assets
$m
Diamond 190
Investment in Heart (W3) 67
Fair value of bonds at 31 March 2017 (W4) 38
295
Working 9 — Current assets
$m
Diamond 885
Spade 782
Club 224
1,891
Working 10 — Non-current liabilities
$m
Diamond 1,143
Spade 189
Club 172
Curtailment (W5) (5-8)
Obligation to restore unit (W6) 33
1,501-5
Working 11 - Current liabilities
$m
Diamond 172
Spade 125
Club 194
Loan (W4) 35
Past service cost accrual (W5) 7-5
5335
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(b)

(c)

Working 12 — Retained earnings

$m
Diamond 1,180
Gain on step acquisition of Club (W2) 20
Heart — share 6 months profit (W3) 2:5
Reverse loss on disposal of bonds (W4) 7
Loss on settlement pension (W5) (1-7)
Incorrect expense building costs (W6) 66
Loss on disposal of Heart as associate (W3) (5-5)
Share post acquisition Spade (70% x ($880m — $780m)) 70
Share post acquisition Club (85% x (($364 — 2m (W2)) — $293m)) 58-7
1,3376

Working 13 — Non-controlling interest

$m
Spade at acquisition 485
Club at acquisition 168
Post-acquisition retained earnings — Spade (30% x ($880m — $780m)) 30
Post-acquisition retained earnings — Club (15% x ($364 — 2m (W2) — $293m)) 103
Post-acquisition other components of equity — Spade (30% x ($78m — $64m)) 42

6975
Working 14 — Other components of equity

$m
Diamond 128
Post-acquisition — Spade (70% x ($78m — $64m)) 98
Fair value gain Heart (W3) 2
Fair value loss on bonds (W4) (4)

1358

IFRS 9 Financial Instruments requires Diamond to consider the commercial substance rather than the legal form of the debt
factoring arrangements. IFRS 9 suggests that the trade receivables should be derecognised from the financial statements of
Diamond when the following conditions are met:

(i)  When Diamond has no further rights to receive cash from the factor.
(i)  When the risks and rewards of ownership relating to the receivables have substantially been transferred to the factor.
(iii)  When Diamond has no further control over the trade receivables.

With agreement one there is a sharing of the risks and rewards of ownership as the factoring is non-recourse except that
Diamond retains an obligation to refund the factor 9% of irrecoverable debts. It can be seen, however, that substantially all
the risks and rewards of ownership have passed to the factor. The probability of an individual default is low given that there
is low credit risk and the factor would suffer the vast majority of the loss arising from any default. Diamond also has no further
access to the rewards of ownership as the initial $32 million (80% x $40 million) is in full and final settlement. Furthermore,
the factor has assumed full control over the collectability of the receivables. The trade receivables should be derecognised
from the financial statements of Diamond and $8 million, being the difference between the value of the receivables sold and
the cash received, should be charged as an irrecoverable debt expense against the profits of Diamond.

The guarantee should be treated as a separate financial liability in accordance with IFRS 9. This would initially be measured
at its fair value of $50,000.

Risks and rewards of ownership do not initially pass to the factor in relation to agreement two. The factor has full recourse to
Diamond for a six-month period so the irrecoverable debt risk is still with Diamond. Furthermore, Diamond still has the right
to receive further cash payments from the factor, the amounts to be received being dependent on when and if the customers
pay the factor. Diamond therefore still has the risks associated with slow payment by their customers. The receivables must
not initially be derecognised from their financial statements with the $8 million (20% x $40m) proceeds being treated as a
short-term liability from the factor. The receivables and liability balances would gradually be reduced as the factor recovered
the cash from Diamond’s customers which would be adjusted for the imputed interest and expensed in profit or loss. Should
there be any indication of impairment during the six-month period, the receivables should be credited with a corresponding
charge to profit or loss.

Following six months the risks and rewards of ownership have passed to the factor and the balances on the loan and the
receivables would be offset. The remaining balance following offset within the receivables of Diamond should be expensed in
profit or loss as an irrecoverable debt.

It is of crucial importance that stakeholders of a company can rely on the financial statements in order to make informed and
accurate decisions. The directors of Diamond have an ethical responsibility to produce financial statements which comply

16



(a)

(b)

with accounting standards, are transparent and free from material error. Lenders will often attach covenants to the terms of
an agreement in order to protect their interests in an entity. They would also be of crucial importance to potential debt and
equity investors when assessing the risks and returns from any future investment in the entity.

The proposals by Diamond appear to be a deliberate attempt to circumvent the terms of the covenants. The legal form would
be to net the proceeds from the receivables rather than to create a current liability. This would be a form of ‘off balance sheet
finance’ should the substance be contrary to the legal form. It is likely that liquidity ratios would be adversely misrepresented
from the proposed accounting treatment. Debt factoring is a normal activity for many entities and discounts are a necessary
part of any agreement. They should not be disclosed separately. The impact on the operating profit margins would depend
upon whether they were included above or below operating profit. It appears likely that Diamond is trying to maximise a
‘normalised’ level of operating profit by showing them separately after operating profits.

Diamond is aware that the proposed accounting treatment may be contrary to accounting standards. Such manipulation
would be a clear breach of the fundamental principles of objectivity and integrity as outlined in the ACCA Code of Ethics. It
is important that accountants are seen to exercise professional behaviour and due care at all times. The proposals by Diamond
are likely to mislead stakeholders in the entity. This could discredit the profession creating a lack of confidence within the
profession. Diamond must be reminded of its ethical responsibilities and persuaded that the accounting treatment must fully
comply with accounting standards and principles outlined within the framework should they proceed with the debt factoring
agreements.

IFRS 13 Fair Value Measurement defines fair value as the price which would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants at the measurement date. A fair value measurement of a
non-financial asset takes into account a market participant’s ability to generate economic benefits by using the asset in its
highest and best use or by selling it to another market participant who would use the asset in its highest and best use. The
highest and best use of a non-financial asset takes into account the use of the asset which is physically possible, legally
permissible and financially feasible. Due to the lack of an active market for identical assets, it would be rare for property to
be classified in Level 1 of the fair value hierarchy. In market conditions where property is actively purchased and sold, the
fair value measurement might be classified in Level 2. However, that determination will depend on the facts and
circumstances, including the significance of adjustments to observable data. In this regard, IFRS 13 provides a property
specific example, stating that a Level 2 input would be the price derived from observed transactions involving similar property
interests in similar locations. Accordingly, in active and transparent markets, property valuations may be classified as
Level 2, provided that no significant adjustments have been made to the observable data. If significant adjustments to
observable data are required, the fair value measurement may fall into Level 3.

IAS 40 Investment Property permits entities to choose between a fair value model and a cost model. One method must be
adopted for all of an entity’s investment property. A change is permitted only if this results in a more appropriate presentation.
IAS 40 notes that this makes it highly unlikely for a change from a fair value model to a cost model to occur. Transfers to or
from investment property should only be made when there is a change in use, which is evidenced by the end of
owner-occupation, which has occurred in this case. For a transfer from owner-occupied property to investment property
carried at fair value, IAS 16 Property, Plant and Equipment (PPE) should be applied up to the date of reclassification. Any
difference arising between the carrying amount under IAS 16 at that date and the fair value is dealt with as a revaluation
under IAS 16.

The aggregate fair value of the site, including the industrial and retail outlets, is higher to market participants than the sum
of the fair value of the individual property interests because of synergies and complementary cash flows. Consequently, the
fair value of the site as a whole would be maximised as a group of assets. The fair value is determined for the whole site even
if the asset is disaggregated when applying IAS 40.

In some cases, it would not be appropriate to estimate fair value of mixed-use property interests as a group. In some instances
when valuing property interests, fair value is maximised based on the price which would be received in a current transaction
to sell the asset on a stand-alone basis.

Thus providing that the above criteria have been met, Canto may value the property at $25 million.

Canto will recognise a depreciation expense of $0-5 million in profit or loss in the year to 28 February 2017 while the property
is accounted for using a cost model. At 28 February 2017, Canto will transfer the property from PPE to investment property
at its carrying amount of $13-5 million ($15 million — depreciation of $1-5 million) and recognise the increase of
$11-5 million in the fair value of the investment property in a revaluation surplus through other comprehensive income and
as an increase in the value of the investment property.

IFRS 3 Business Combinations states that an acquirer should recognise, separately from goodwill, the identifiable intangible
assets acquired in a business combination. An asset is identifiable if it meets either the separability or contractual-legal criteria
in IAS 38 Intangible Assets. Customer relationship intangible assets may be either contractual or non-contractual. Contractual
customer relationships are normally recognised separately from goodwill as they meet the contractual-legal criterion. However,
non-contractual customer relationships are recognised separately from goodwill only if they meet the separable criterion.
Consequently, determining whether a relationship is contractual is critical to identifying and measuring both separately
recognised customer relationship intangible assets and goodwill, and different conclusions could lead to substantially different
accounting outcomes.

17



(c)

(@)

In the case of accounting for the acquisition of Binlory, the order backlog should be treated as an intangible asset on the
acquisition. The fair value of the order backlog is estimated based on the expected revenue to be received, less the costs to
deliver the product or service.

Canto has acquired water acquisition rights as part of a business combination.

The rights are valuable, as Binlory cannot manufacture vehicles without them. The rights were acquired at no cost and
renewal is certain at little or no cost. The rights cannot be sold other than as part of the sale of a business as a whole, so
there exists no secondary market in the rights. If Binlory does not use the water, then it will lose the rights. In this case, the
legal rights cannot be measured separately from the business as a whole and therefore from goodwill. Binlory would not be
able to manufacture without the rights. Therefore, the legal rights should not be accounted for as a separate intangible asset
acquired in the business combination because the fair value cannot be measured reliably as the legal rights cannot be
separated from goodwill.

IAS 36 Impairment of Assets requires that assets be carried at no more than their carrying amount. Therefore entities should
test all assets within the scope of the standard if there is potential impairment when indicators of impairment exist. If fair
value less costs of disposal or value in use is more than carrying amount, the asset is not impaired. It further says that in
measuring value in use, the discount rate used should be the pre-tax rate which reflects current market assessments of the
time value of money and the risks specific to the asset. The discount rate should not reflect risks for which future cash flows
have been adjusted and should equal the rate of return which investors would require if they were to choose an investment
which would generate cash flows equivalent to those expected from the asset. Therefore pre-tax cash flows and pre-tax
discount rates should be used to calculate value in use. Discounting post-tax cash flows with a post-tax discount rate could
give the same result in an entity were it not for any temporary differences and/or tax losses which might exist.

Date year ended Pre-tax cash flow Discounted cash flows
($m) ($m) at 8%
28 February 2018 8 741
28 February 2019 7 6-00
29 February 2020 5 397
28 February 2021 3 2:21
28 February 2022 13 8-85
Total 2844

The CGU is impaired by the amount by which the carrying amount of the cash-generating unit exceeds its recoverable amount
which is the higher of an asset's fair value less costs of disposal and its value in use. The fair value less costs to sell
($26-6 million) is lower than the value in use ($28-44 million). The recoverable amount is therefore $28-44 million. The
carrying amount is $32 million and therefore the impairment is $3-56 million.

Canto will allocate the impairment loss first to the goodwill and then to other assets of the unit pro rata on the basis of the
carrying amount of each asset in the cash-generating unit. Consequently, the entity will allocate $3 million to goodwill and
then allocate $0-56 million on a pro rata basis to PPE (0-56 x 10/29 = $0-19 million) and other assets (0-56 x 19/29 =
$0-37 million). This would mean that the carrying amounts would be $9-:81 million and $18-63 million respectively.

However, when allocating the impairment loss, the carrying amount of an asset cannot be reduced below its fair value less
costs to sell. The fair value less costs to sell of the CGU's assets is $9-9 million (PPE) and $16-7 million (other assets).
Therefore the carrying amounts of the assets of the CGU after impairment will be PPE $9-9 million and other assets
$18-54 million as the excess impairment of $0-09 million on PPE will be allocated to other assets.

Under IAS 17 Leases, a lease is classified as a finance lease if it transfers substantially all of the risks and rewards incident
to ownership. All other leases are classified as operating leases. Classification is made at the inception of the lease. Whether
a lease is a finance lease or an operating lease depends on the substance of the transaction rather than the form.

In this case, the leases are operating leases. The lease is unlikely to transfer ownership of the vehicle to the lessee by the end
of the lease term as the option to purchase the vehicle is at a price which is higher than fair value at the end of the lease
term. The lease term is not for the major part of the economic life of the asset as vehicles normally have a length of life of
more than three years and the maximum unpenalised mileage is 10,000 miles per annum. Additionally, the present value of
the minimum lease payments is unlikely to be substantially all of the fair value of the leased asset as the price which the
customer can purchase the vehicle is above market value, hence the lessor does not appear to have received an acceptable
return by the end of the lease. Carsoon also stipulates the maximum mileage and type of usage, as the vehicles cannot be
used in other jurisdictions. This would appear to indicate that the risks and rewards remain with Carsoon. Finally, Carsoon
maintains the vehicles which again indicates that the risks and rewards remain with the entity.

Carsoon should account for vehicles held for rental in operating leases as property, plant and equipment (PPE) and depreciate
them taking into account the expected residual value. The rental payments should go to profit or loss. Where an item of
property, plant and equipment ceases to be rented and becomes held for sale, it should be transferred to inventory at its
carrying amount. The proceeds from the sale of such assets should be recognised as revenue in accordance with IFRS 15
Revenue from Contracts with Customers. IFRS 5 Non-current Assets Held for Sale and Discontinued Operations does not
apply when assets which are held for sale in the ordinary course of business are transferred to inventories.
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IAS 7 Statements of Cash Flows states that payments from operating activities are primarily derived from the principal
revenue-producing activities of the entity. Therefore, they generally result from the transactions and other events which enter
into the determination of profit or loss. Therefore cash payments made to acquire assets formerly held for rental and
subsequently held for sale should be treated as cash flows from operating activities and not investing activities.

For financial assets which are debt instruments measured at fair value through other comprehensive income (FVOCI), both
amortised cost and fair value information are relevant because debt instruments in this measurement category are held for
both the collection of contractual cash flows and the realisation of fair values. Therefore, debt instruments measured at FVOCI
are measured at fair value in the statement of financial position. In profit or loss, interest revenue is calculated using the
effective interest rate method and impairment gains and losses are derived using the same method as for financial assets
measured at amortised cost. The fair value gains and losses on these financial assets are recognised in other comprehensive
income (OCI). As a result, the difference between the total change in fair value and the amounts recognised in profit or loss
are shown in OCIl. When these financial assets are derecognised, the cumulative gains and losses previously recognised in
OCI are reclassified from equity to profit or loss. Expected credit losses (ECLs) do not reduce the carrying amount of the
financial assets, which remains at fair value. Instead, an amount equal to the ECL allowance which would arise if the asset
were measured at amortised cost is recognised in OCI.

The fair value of the debt instrument therefore needs to be ascertained at 28 February 2017. IFRS 13 Fair Value
Measurement states that Level 1 inputs are unadjusted quoted prices in active markets for identical assets or liabilities which
the entity can access at the measurement date. The standard sets out that adjustment to Level 1 prices should not be made
except in certain circumstances. An entity may, as a practical expedient, measure fair value using an alternative pricing
method which does not rely exclusively on quoted prices and this price would be within a lower level of the fair value
hierarchy. In-house models are alternative pricing methods which do not rely exclusively on quoted prices. It would seem that
a Level 1 input is available, based upon activity in the market and further that, because of the active market, there is no
reason to use a ‘practical expedient’ to value the debt.

Therefore the accounting for the instrument should be as follows: The bonds will be initially recorded at $6 million and interest
of $0-24 million will be received and credited to profit or loss. At 28 February 2017, the bonds will be valued at $5-3 million,
which recognises 12-month credit losses and other reductions in fair value. The loss of $0-7 million will be charged as an
impairment loss of $0-4 million to profit or loss and $0-3 million to OCI. When the bond is sold for $5-3 million on 1 March
2017, the financial asset is derecognised and the loss in OCI ($0-3 million) is reclassified to profit or loss. Also the fact that
the bond is sold for $5-3 million on 1 March 2017 illustrates that this should have been the fair value on 28 February 2017.

IFRS 15 Revenue from Contracts with Customers specifies how to account for costs incurred in fulfilling a contract which are
not in the scope of another standard. Costs to fulfil a contract which is accounted for under IFRS 15 are divided into those
which give rise to an asset and those which are expensed as incurred. Entities will recognise an asset when costs incurred
to fulfil a contract meet certain criteria, one of which is that the costs are expected to be recovered.

For costs to meet the ‘expected to be recovered’ criterion, they need to be either explicitly reimbursable under the contract or
reflected through the pricing of the contract and recoverable through the margin.

The penalty and additional costs attributable to the contract should be considered when they occur and Carsoon should have
included them in the total costs of the contract in the period in which they had been notified.

As regards the counter claim for compensation, Carsoon accounts for the claim as a contract modification in accordance with
IFRS 15. The modification does not result in any additional goods and services being provided to the customer. In addition,
all of the remaining goods and services after the modification are not distinct and form part of a single performance obligation.
Consequently, Carsoon should account for the modification by updating the transaction price and the measure of progress
towards complete satisfaction of the performance obligation.

A contract modification may exist even though the parties to the contract have a dispute about the scope or price (or both)
of the modification or the parties have approved a change in the scope of the contract but have not yet determined the
corresponding change in price. In determining whether the rights and obligations which are created or changed by a
modification are enforceable, an entity should consider all relevant facts and circumstances including the terms of the contract
and other evidence. On the basis of information available, it is possible to feel that the counter claim had not reached an
advanced stage, so that claims submitted to the client could not be included in total revenues.

When the contract is modified for the construction of the storage facility, an additional $7 million is added to the consideration
which Carsoon will receive. The additional $7 million reflects the stand-alone selling price of the contract modification. The
construction of the separate storage facility is a distinct performance obligation; the contract modification for the additional
storage facility would be, in effect, a new contract which does not affect the accounting for the existing contract. Therefore
the contract is a performance obligation which has been satisfied as assets are only recognised in relation to satisfying future
performance obligations. General and administrative costs cannot be capitalised unless these costs are specifically chargeable
to the customer under the contract. Similarly, wasted material costs are expensed where they are not chargeable to the
customer. Therefore a total expense of $15 million will be charged to profit or loss and not shown as assets.

19



4

(@ (i

(ii)

(b) @

(ii)

The preparers of financial statements have to deal with the uncertainties which surround the preparation of financial
statements. For example, events such as the collectability of doubtful receivables and the probable useful life of plant
and equipment have a degree of uncertainty attached to them. Such uncertainties are recognised by the disclosure and
by the exercise of prudence in the preparation of financial statements. Prudence is the inclusion of a degree of caution
in the exercise of the judgements needed in making the estimates required under conditions of uncertainty, such that
assets or income are not overstated and liabilities or expenses are not understated. However, the exercise of prudence
does not allow for deliberate understatement or deliberate overstatement because the financial statements would not be
neutral and, therefore, not have the quality of reliability.

Prudence is a term used by different people to mean different things. Some use it to refer to a need to be more cautious
when making judgements relating to gains and assets than for those relating to losses and liabilities. Others feel that
losses should be recognised at an earlier stage than gains. Faithful representation requires that financial statements are
neutral and so an understanding of prudence is linked to an understanding of the term ‘neutrality’.

The arguments put forward against the reintroduction of prudence into the Conceptual Framework include the fact that
there is no common understanding of what prudence means and thus there are different interpretations as to its
meaning. This could lead to inconsistent application of the concept.

The exercise of prudence can lead to greater subjectivity in the financial statements, which will affect the evaluation of
the entity’s performance.

However, the opposite view is that a reference to prudence should be reinstated in the Conceptual Framework. Certain
Standards are underpinned by the concept of prudence and therefore it is important to explain prudence in the
Conceptual Framework so that it can be applied consistently. Preparers of financial statements have a natural bias
towards optimism and therefore prudence is needed to counteract this bias. Investors are often more concerned with the
financial risk relating to potential losses. There are views that some form of conservatism has a role to play in financial
reporting even though there are different views about what form this would take. Additionally, the financial crisis has
demonstrated the need for prudence when making estimates.

The existing Conceptual Framework does not include an explicit reference to substance over form. However, accounting
in accordance with an element’s legal form, and not its economic substance, would not result in a faithful representation.
The Exposure Draft proposes that a faithful representation should provide information about the substance of an
economic phenomenon instead of merely information about its legal form. Accounting for something in accordance with
its legal form, even with appropriate disclosures, cannot result in a faithful representation if the economic substance of
the item is different.

The existing Conceptual Framework does not define derecognition, nor does it describe when derecognition should
occur. As a result, different standards have adopted different approaches to derecognition. The derecognition criteria
need to reflect how best to portray both an entity’s rights and obligations and changes in those rights and obligations.
The accounting requirements for derecognition should aim to represent faithfully the assets and the liabilities retained
after the derecognition and the changes in the assets and the liabilities as a result of the transaction or event. If an entity
disposes of an entire asset or an entire liability and retains no exposure to that asset or liability, then normally there is
no issue, but it can be more difficult if an entity disposes of only part of an asset or a liability. In most cases, an entity
will achieve the best result if it applies the control approach, that is by derecognising an asset or a liability when it no
longer meets the recognition criteria.

IAS 32 Financial Instruments: Presentation states that a liability is a contractual obligation to deliver cash or another
financial asset to another entity and that equity is any contract which evidences a residual interest in the assets of an
entity after deducting all of its liabilities. In this case, Skye has no obligation to transfer cash or another asset to the
holders of the instruments and therefore the B shares should be classed as equity. The fact that Skye has not refused
redemption in the past does not cause the B shares to be classified as a liability.

The preference shares create an obligation for Skye because of the put option clause in the agreement. The fact that
Skye may not be in a position to satisfy the put option feature because of insufficient distributable reserves does not
negate the fact that Skye has an obligation.

The ED Conceptual Framework says that a liability is a present obligation of the entity to transfer an economic resource
as a result of past events. A present obligation is an obligation to transfer economic resources which the entity has no
practical ability to avoid and has arisen from a past event, that is, economic benefits already received or activities already
conducted. The future sales-linked compensation is a mechanism for determining the amount of past and future use of
the intellectual property. Therefore because part of the settlement is a variable amount to pay for past usage (even though
this is based on future sales) Skye should recognise a financial liability under IFRS 9 at 31 May 2017. It is a present
obligation as a result of a past event and this principle is the basis of the definition of a liability not only in the ED but
also in the existing Conceptual Framework. As regards the sales-linked payment relating to future use, the liability arises
as new sales are realised and represents an executory contract under IAS 37 Provisions, Contingent Liabilities and
Contingent Assets. In these circumstances, Skye should not recognise a liability as the variable amount is based upon
future sales, unless the executory contract is deemed to be onerous.
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Professional Level — Essentials Module, Paper P2 (INT)

Corporate Reporting (International)

1

(@) Property, plant and equipment
Goodwill Spade
Goodwill Club
Disposal Heart
Other financial assets
Pension and provision
Current liabilities
Retained earnings
Non-controlling interest
Other components of equity

(b) 1 mark per point up to maximum

(c) 1 mark per point up to maximum

(@) 1 mark per point up to maximum
(b) 1 mark per point up to maximum

(c) 1 mark per point up to maximum

Professional marks

(@) 1 mark per point up to maximum
(b) 1 mark per point up to maximum

(c) 1 mark per point up to maximum

Professional marks

(@ (i) 1 mark per point up to maximum

(ii) 1 mark per point up to maximum

(b) (i) 1 mark per point up to maximum

(ii) 1 mark per point up to maximum

Professional marks
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