
Welcome from the Editor
Marco Mongiello

At the close of 2012 we noted in this newsletter that the year would likely end in significant 
change for the IASB in the global arena of accounting and reporting. Shortly after 
the December edition went to print, the IASB published the results of a major public 
consultation, which confirmed our prediction; highlighted below, these results further 
emphasise that dramatic change:

“Five broad themes emerged from responses to the public consultation. First, respondents 
asked that a decade of almost continuous change in financial reporting should be followed 
by a period of relative calm. Second, there was almost unanimous support for the IASB 
to prioritise work on the Conceptual Framework, which would provide a consistent and 
practical basis for standard setting. Third, the IASB was asked to make some targeted 
improvements that respond to the needs of new adopters of IFRSs. Fourth, the IASB was 
asked to pay greater attention to the implementation and maintenance of the Standards.  
Finally, the IASB was asked to improve the way in which the IASB develops new Standards, 
by conducting more rigorous cost-benefit analysis and problem definition earlier on in 
the standard-setting process.” (ifrs.org/Alerts/Project Updates/IASB maps out future 
programme of work following conclusion of three yearly public consultation).

Encouraged by the new turn of the IASB, RSM Reporting continues to provide comments, 
insights and technical tips for IFRS professionals.

The authors of this edition bring their insight into the future of accounting. Filippo Poli, 
guest contributor, shares his personal views on the Emission Trading Scheme, at a time 
when the EFRAG (to which he is affiliated) is expressing concern over the diverging 
practices associated with this subject. Jim Knudson, an RSM member firm partner, shares 
his practical and professional experience on Impairment, whilst regular contributor Joelle 
Moughanni focuses on Consolidation. 

Enjoy your reading.

Dr Marco Mongiello ACA 
m.mongiello@imperial.ac.uk
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December 2012
The IASB published for public comment 
proposals for limited changes to the 
classification and measurement requirements 
for financial instruments under IFRS 9: 
Financial Instruments. In light of the 
somewhat wide adoption of IFRS 9 and of 
its overall soundness as a standard, the 
proposed amendments are consistent with the 
business model driven classification structure. 
Comment letters are received until 28 March.

The IASB published for public comment an 
Exposure Draft of a proposed narrow-scope 
amendment to IFRS 11 Joint Arrangements, 
with the objective to add new guidance on 
accounting for the acquisition of an interest 
in a joint operation in which the activity of 
the joint operation constitutes a business, 
as defined in IFRS 3 Business Combinations. 
Comment letters are received until 23 April.

The IASB published for public comment an 
Exposure Draft of proposed narrow-scope 
amendments to IFRS 10 Consolidated Financial 
Statements and IAS 28 Investments in 
Associates and Joint Ventures (2011), with 
the objective to address an acknowledged 
inconsistency between the requirements in 
IFRS 10 and those in IAS 28 (2011), in dealing 
with the sale or contribution of a subsidiary. 
Comment letters are received until 23 April.

The IASB released a Feedback Statement that 
maps out its future priorities (see editor’s 
welcome). Commenting on the new work 
programme, Hans Hoogervorst, Chairman 
of the IASB said: "Today we set out a new 
set of priorities, a new way of developing 
our Standards, and new methods to deepen 
co-operation with the global standard-setting 
community.[…]  This is indeed a new chapter 
in the history of the IASB and our work to 
establish IFRSs as the global language of 
financial reporting.”

IASB   |   for further news and updates please visit www.ifrs.org

February 2013
Nothing to report

January 2013
The IASB alone and jointly with FASB continued 
holding meetings on insurance contracts, 
bringing to a near completion the technical 
considerations on the long and controversial 
discussion on IFRS 4, Insurance Contracts.

The IASB alone and jointly with FASB held 
meetings on Leasing, Revenue Recognition, 
Integrated reporting and Conceptual 
Framework.

1  |  Accounting & reporting this quarter

IASB

RSM Reporting  |  Issue 15  |  March 2013
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EFRAG  |  for further news and updates please visit www.efrag.org

December 2012
Acknowledging the lack of specific 
guidance for the accounting treatment 
of emission rights, EFRAG has published 
the draft comment paper on 'Emissions 
Trading Schemes' and welcomes the paper 
‘Accounting of GHG Emissions Rights 
Reflecting Companies’ Business Models’ that 
was issued by the French standard setter, 
Autorité des Normes Comptables (ANC), in May 
2012, as a basis for debate. (See also article 
by this quarter’s guest contributor). Comment 
letters are received until 30 April.

EFRAG has issued a draft comment letter to 
the IASB on its Exposure Draft Clarification 
of Acceptable Methods of Depreciation and 
Amortisation (Proposed Amendments to IAS 16 
and IAS 38). EFRAG broadly supports the IASB’s 
efforts to clarify the current requirements 
regarding the use of revenue-based methods 
of depreciation and amortisation with some 
reservations. Comment letters are received 
until 11th March.

EFRAG has published the Final Comment 
Letter and Feedback Statement in response 
to the IASB's Request for Information, 
“Comprehensive Review of the IFRS for SMEs”, 
where it noted that many of its constituents 
found the purpose of the IFRS for SMEs 
and the objective of the IASB’s Request for 
Information unclear. EFRAG has nevertheless 
taken some position in support and against 
IFRS for SMEs.

EFRAG has continued its outreach activities 
and its collaboration with the IASB on a 
number of topics.

January 2013
EFRAG issued a draft comment letter to the 
IASB on its Exposure Draft Classification and 
Measurement: Limited Amendments to IFRS 
9 (proposed amendments to IFRS 9 (2010)), 
where EFRAG welcomes the IASB’s decision 
to consider making limited amendments to 
IFRS 9 but is also concerned that there are 
still financial assets that would not pass the 
contractual cash flow characteristics, for 
different reasons, despite the fact that an 
amortised cost measurement would provide 
more useful information. EFRAG also has other 
concerns.

EFRAG has issued a letter to the IASB 
commenting on the IFRS 9 Hedge Accounting 
Review Draft, where it reports the results of 
the field test carried out in partnership with 
national standard setters and 44 companies. 
On this basis EFRAG recommends that IASB 
carries out further reviews of IFRS 9.

EFRAG has continued its outreach activities 
and its collaboration with the IASB on a 
number of topics.

February 2013
EFRAG issued a draft comment letter to 
the IASB on its Exposure Draft Recoverable 
Amount Disclosures for Non-Financial Assets 
(Proposed Amendments to IAS 36), where it 
tentatively agrees with the IASB’s proposal as 
it removes burdensome disclosures without 
reducing the relevance and understandability 
of the financial information.

EFRAG has issued a draft comment letter on 
the IASB’s Exposure Draft Acquisition of an 
Interest in a Joint Operation, where it agrees 
with the IASB’s proposal on the basis that it 
addresses current diversity in practice on how 
to account for acquisitions of interests in a 
joint operation whose activity constitutes a 
business. However, EFRAG is concerned with 
the amount of judgement required in practice 
to distinguish a joint operation from a joint 
venture.

EFRAG has issued a draft comment letter 
on the IASB's Exposure Draft Sale or 
Contribution of Assets between an Investor 
and its Associate or Joint Venture (Proposed 
amendments to IFRS 10 and IAS 28), where it 
agrees that there is an inconsistency between 
IAS 28 and IFRS 10 and considers that the 
amendments have the merit of being a short-
term pragmatic solution to address diversity 
in practice. However, EFRAG is concerned that 
the ED would require an entity to determine 
whether the asset being sold or contributed 
meets the definition of a business under IFRS 
3 Business Combinations and would raise 
further issues within IFRS 10 and IAS 28, which 
are explained in the letter. EFRAG also has 
other concerns.

EFRAG and the Financial Reporting Council 
(the FRC) have published a Feedback 
Statement ‘Improving the Financial Reporting 
of Income Tax’, where they report that 
constituencies mostly agreed that: (i) the 
current accounting standard, IAS12, is complex 
to apply and supported attempts to simplify 
its requirements; (ii) its deficiencies are on 
both a conceptual and an application level; 
(iii) the standard is not fundamentally flawed 
and is generally well-understood by preparers 
and users of financial statements and (iv) a 
fundamental change to the existing model for 
the accounting for income tax may therefore 
add further complexity and may not satisfy 
user needs.

EFRAG has completed its due process 
regarding Investment Entities (Amendments 
to IFRS 10, IFRS 12 and IAS 27) and has 
submitted its Endorsement Advice Letter 
and Effects Study Report to the European 
Commission, where it supports the 
Amendments and has concluded that 
they meet the technical requirements for 
endorsement, because the benefits to be 
derived from implementing the Amendments 
are likely to outweigh the costs involved.

EFRAG

RSM Reporting  |  Issue 15  |  March 2013RSM Reporting  |  Issue 15  |  March 2013
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2  |  Point of view

Ian Mackintosh1

… on the global financial crisis and a change at the top: a crucial time 
for the IASB
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Editor’s interview

The views expressed in this article are those of the author. 
They do not purport to represent the views of EFRAG or the 
conclusions that would be reached by EFRAG in its capacity 
as advisor to the European Commission.

Emissions Trading Schemes (or ETS) are becoming increasingly 
common as Governments make an effort to reduce greenhouse gases 
and other emissions that harm the environment.

ETS are perceived as effective market-regulated mechanisms that do 
not require extensive management from the government authorities. 
Government authorities only need to oversee the initial allocation 
of allowances and provide a legislative framework, but the scheme 
is mostly driven by the interactions between the different market 
participants: emitters that need to obtain the rights to settle their 
obligations, and traders that operate to benefit from short and long-
term fluctuations in prices.

For the scheme to be effective, available rights must be sufficiently 
scarce to make them valuable (it was only partially the case in the 
first phase, where entities were mostly over-allocated); and the market 
must be sufficiently liquid. This explains why the European Commission 
was keen on allowing entities that do not emit greenhouse gases to 
freely buy and sell the rights.

In a previous issue of RSM Reporting (issue 11 – March 20122 ) Joelle 
Moughanni gave an overview of the European Union ETS, so this article 
will not address this. It is, however, important to note that there have 
been a few important changes in the scope and structure of the EU 
ETS:

	 •	The	inclusion	of	the	aviation	industry	starting	from	2012

	 •		A	broadening	of	the	scope	in	2012	to	bring	in	certain	additional	
industries and greenhouse gases, as well as installations 
undertaking the capture, transport and geological storage of CO2 
emissions

	 •		A	progressive	reduction	of	free	allocations,	and	move	towards	an	
auctioning system. From 2013, at least 50% of the rights will have 

to be purchased, and the aim is to reach full auctioning by 2027. 
Exceptions can be made for specific energy intensive industries 
where it is judged that having to buy all allowances would 
damage their international competitiveness

	 •		The	possibility	to	link	the	EU	ETS	to	other	regional	or	national	
schemes 

	 •		The	harmonisation	of	rules	for	the	use	of	Clean	Development	
Mechanism (CDM) and other certificates, with the objective 
to encourage third world countries to ratify the future global 
climate agreements

In this article, I look at the questions which need to be solved in order 
to develop robust guidance around ETS.

Some could argue that emission rights are a newly created commodity 
– a production factor which used to be free, and that entities now have 
to pay for. Entities are well accustomed to accounting for commodities, 
and different IFRS address them:

	 •		IAS	2	regulates	the	accounting	for	entities	that	use	commodities	
in their production process

	 •		IAS	2,	paragraph	2,	specifies	that	brokers-traders	of	commodities	
can apply fair value less cost to sell to inventories of 
commodities

	 •	IAS	39	regulates	the	accounting	for	derivatives	on	commodities

However, after the IASB withdrew IFRIC 3, both in Europe and outside, 
accounting pronouncements were issued on the topic, including (but 
not limited to) the following: 

	 •		the	Spanish	standard	setter,	Instituto	de	Contabilidad	et	
Auditoria de Cuentas, issued a recommendation for entities 
reporting under Spanish GAAP

	 •		the	Institute	of	Chartered	Accountants	of	India	issued	a	guidance	
note for accounting for self-generated Certified Emission 
Reductions (CERs)

	 •		the	Italian	standard	setter,	Organismo	Italiano	di	Contabilita,	
published in June a draft standard for entities reporting under 
Italian GAAP

	 •		the	French	standard	setter,	Autorite	des	Normes	Comptables,	
issued in June a paper “Accounting of GHG Emissions Rights 
Reflecting Companies’ Business Models”

Guest Contributor - Filippo Poli1

...on Emission Trading Schemes

1 Filippo Poli is a senior project manager at EFRAG, the independent advisor on the technical 
quality of IFRS to the European Commission. Filippo is an Italian chartered accountant and before 
joining EFRAG had an extensive experience, within an Big4, in advising Italian and European 
companies about implementation of IFRS.

2 Editor’s note: this newsletter started to address this topic with Jane Meade and Marco 
Marcellan’s article in issue 4 – June 2010.
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The Emission Trading Scheme attempts to tackle a global 
problem. If we looked at a global map where countries were 
highlighted according to their increase and reduction in 
their overall emissions over the last two decades, we would 
see a startling variety of trends, which is perhaps the most 
compelling evidence that there is scope for a global market 
of Emission Trading Rights. More in particular, the two 
following charts, which show the amount of CO2 emissions  
‘allocated’ and ‘verified’ in EU countries, make a case for 

a market for Emission Trading Rights in Europe. Although 
(as shown in chart 1) the EU countries have collectively 
produced amounts of emissions comparable with the freely 
allocated rights, some countries have produced well above 
and other well below their allocated rights. For example (as 
shown in chart 2), the three years between 2009 and 2011 
seem to show that there is a potential for demand of rights 
in Germany and a potential for supply of rights from France, 
Italy and Spain.

From the editor:

RSM Reporting  |  Issue 15  |  March 2013RSM Reporting  |  Issue 15  |  March 2013

1000 emission unit 
- kt CO2-eq  
- Freely allocated EUAs  
- All sectors

1000 emission unit  
- kt CO2-eq  
- Verified emissions  
- All sectors

(Source: European 
Environment Agency, EU 
ETS Data Viewer, www.eea.
europa.eu, March 2013)

Chart 1 – allocated and verified CO2 emissions in the EU countries
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Chart 2 - allocated and verified CO2 emissions in Germany, France, Italy and Spain

RSM Reporting  |  Issue 15  |  March 2013

So it seems that preparers need accounting guidance on the topic, 
but why? One notable characteristic of emission rights, compared 
to commodities, is that they are not physically consumed during 
production. An emitter can operate without having previously obtained 
the rights; and if they are obtained before, they can still be sold as 
long as the entity repurchases them before the surrender date.

Some have suggested that the starting point should be the business 
activity of the holders. It is true that emitters and traders have 
different objectives:  emitters try to minimise, but also stabilise the 
cost of compliance; traders try to maximise their profits. It is safe 
to assume that users require different information about these two 
business activities.

However, an entity could simultaneously carry out both. It is normal for 
big groups to have compliance and trading desks. Many of them have 
segregated the two activities (for instance, by using two different legal 
entities) and designate each purchase of rights either for compliance 
or for trading. However, if different accounting is allowed based on 
the business activities, the following questions arise: should there be 
a total segregation between the two portfolios or should transfers be 
allowed? Should there be a threshold of sales from the compliance 
portfolio, above which an entity would be pushed to using only a 
trading model?

1000 emission unit  
- kt CO2-eq  
- Freely allocated EUAs  
- All sectors

1000 emission unit  
- kt CO2-eq  
- Verified emissions  
- All sectors

(Source: European 
Environment Agency, EU 
ETS Data Viewer, www.eea.
europa.eu, March 2013)
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A fundamental question around ETS is whether assets and liabilities 
should be pictured as closely interrelated or not. There are diverging 
views – some emphasise the fact that entities need to surrender rights 
to settle their obligations, so there is an economic linkage that should 
be represented. Others focus on the fact that rights are a tradable 
instrument; yes emitters need to return some allowances, but not 
necessarily those that they currently hold. Those who subscribe to 
the first view support a net asset/liability approach, under which the 
entity only presents its net position; those in the second camp prefer a 
gross presentation, under which the asset and liability are separately 
recognised on the balance sheet. Others argue for an intermediate 
solution, where the liability is presented separately but is measured on 
the basis of the carrying amount of the assets held. 

Interdependence of rights and obligations is not the only conceptual 
issue. Most ETS grant free allocations to participants. Free grants 
of non-monetary assets are regulated by IAS 20, which allows two 
fundamentally different choices – either recognising them at nil, or 
at fair value. It may be argued that the first solution reflects the cash 
flows incurred by the entity; but is an entity that participates in an 
ETS in the same position as an entity outside it? If not, recognising 
the rights at fair value may be a more faithful representation of the 
financial position of the entity. But in this case, what is the credit side 
of the entry? Is it a profit, a deferred income or a liability? And what is 
the basis to recognise it in the income statement?

Consideration should also be given to the implications of entities being 
able to ‘bank’ or ‘borrow’ emissions. Banking means that the entity 
is able to carry forward excess allowances to subsequent years; and 
borrowing means that the entity is able to use allocations expected in 
future years to settle their obligation for the current period. In the EU 
ETS, this ability is now limited to only one year – emitters receive their 
allocations in February, while the surrender date for the prior year is 
April. Still, should entities consider each year as a separate period? 

Finally, it should be noted that the ETS is a ‘cap and trade’ scheme, 
but there are alternative ‘credit and baseline’ schemes, where the 
authorities hand out certificates at the end of the compliance period 
when they have met their objectives. An example is ‘green’ certificates 
granted to entities producing energy from renewable sources, such 
as wind farms.  Although similar in many aspects, ‘credit and baseline’ 
schemes present specific issues, because authorities hand out 
certificates only at the end of the compliance period. So, should the 
entity recognise those certificates only when they are issued, because 
only at that moment they become certain? Or should it recognise 
them over the production process, to match them with the cost of 
production? 

Personally, I believe that the IASB needs to work on guidance to 
address all these questions. There is a case for providing answers in 
the short term: divergent practices are observable and, as mentioned 
above, the EU ETS is growing in its scope and similar schemes are 
being developed around the world. Also, more stringent objectives are 
likely to drive prices of emission rights up and increase the materiality 
of the impact on entities’ reporting. However, it is possible for the IASB 
to achieve this objective, given the considerable work that has already 
been done on the topic by the same Board, national standard setters 
and industry associations.

RSM Reporting  |  Issue 15  |  March 2013
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2  |  Point of view

Current economic conditions have placed the spotlight on 
impairment of assets. Financial statement users are increasingly 
focused on impairment and are demanding transparent disclosures 
describing the factors that could result in impairment and a clear 
communication of the key assumptions used. Investors now view 
impairment not just as an accounting exercise, but also a critical 
assessment of the business; investors do not like surprises. 

IAS 36, Impairment of Assets, sets out the requirements to measure 
and account for impairment of most non-financial assets and the 
related required financial statement disclosures. The objective of IAS 
36, simply put, is to prescribe procedures necessary to ensure that 
assets are not carried at more than their recoverable amount. IAS 
36 defines the recoverable amount as the higher of the amount that 
can be obtained through using the asset, referred to as value in use 
(VIU), or selling the asset, referred to as fair value less costs to sell 
(FVLCS).

The objectives and model seem clear enough, however, implementing 
this standard can be challenging. The purpose of this article is to 
discuss the IAS 36 impairment model and many of its implementation 
challenges.  

A recent survey jointly developed by The Financial Executives 
Research Foundation and Duff & Phelps, surveyed more than 2,500 
CFOs of listed companies. Two thirds of the CFOs indicated they had 
recognised an impairment in their recent financial statements. When 
asked “what was the biggest challenge they faced related to the 
most recent asset impairment” many of the respondents indicated 
“auditor issues”, which is a consequence of the highly subjective 
judgement involved in impairment analysis. As an experienced 
audit partner, I understand the auditors’ responsibility to audit 
the reasonableness of the assumptions and corroborate these 
assumptions with relevant data. If financial statement preparers do 
not carefully evaluate and document the basis for key assumptions 
and provide their auditors with thorough documentation and 
sensitivity data, making the auditors comfortable with the 
assumptions can prove difficult. The mentioned also indicated 
that more than 80% of the financial statement preparers engage 
independent valuation specialists to assist management with 
impairment testing. 

The first question is: when does IAS 36 require that an impairment 
test be performed? The answer depends on whether the long lived 
asset is subject to either amortisation or depreciation.  

For assets that are amortised or depreciated, typically for certain 
types of intangible assets and property and equipment, the standard 
requires an entity to assess at the end of each reporting period 
whether there is any indication that an asset may be impaired and, if 
there is an impairment indicator, to test for impairment.  

Assets that are not amortised or depreciated, typically goodwill from 
a business combination or non-amortising intangible assets, often 
trademarks or trade names, the standard requires that such assets 
be tested for impairment at least annually. The standard allows the 
annual impairment test for assets with an indefinite economic life to 
be performed at any time during the period; however, the test must 
be performed at the same time each year. Many companies prefer to 
perform this testing at an interim measurement date near year-end 
for many different reasons. I encourage a thoughtful analysis of the 
measurement date, defaulting to year-end is not always the best 
approach.  Some considerations include:  

•	  Choosing an interim measurement date moves the burden away 
from the deadlines and workload of year-end reporting and 
allows enough time for analysis and coordination with external 
valuation service provider and auditors. A common approach is 
to choose a measurement date that is one month following the 
third quarter, for example, for a calendar year-end company, a 31 
October measurement date. This has the advantage of avoiding 
the conflict between the need to have the impairment work 
completed before the release of third quarter earnings and is 
near enough to year-end to reduce any update burdens. 

•	  Is relevant information available, for example annual budgeting 
and forecasting cycle  

•	 Seasonal cycles in the business 

There can be circumstances where impairment is tested more than 
once a year, such as continuing triggering events. 

Jim Knudson
...on Impairment of Non-Financial Assets 
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Triggering Events 

The entity is responsible for assessing whether triggering events 
have occurred and should have sufficient internal controls in place to 
identify these events. Some common examples of triggering events 
include: 

•	  Current period operating loss or projections with continuing losses

•	 Debt in default

•	 Going concern opinions from auditors3 

•	 Market capitalisation of listed companies that is below carrying 
value of the company’s net assets. This indicator is important. 
In the most basic sense for a listed company, the markets and 
investors are the best determinant of the value of a business. 
Most auditors start with the presumption that market data is most 
relevant. It is important that financial statement preparers are 
able to reconcile between the market capitalization and the fair 
values used for impairment testing.

•	 Adverse changes in operations, business restructuring 

•	 Adverse changes in market conditions              

•	 Decrease in market value of assets 

•	  Acquired customer relationship intangibles: these assets are very 
common in acquisitions and are amortised on a systematic basis. 
Any changes in key assumptions or unusually high customer 
activity may be triggering events that require an impairment test 

•	  Brand or trademark intangibles: in some circumstances they are 
amortising intangibles as the acquirer intends to discontinue the 
brand or rebrand after a period of time. These assets are typically 
valued using a relief from royalty method4. If sales forecasts 
driving the original calculations are not being met due to a change 
in the competitive landscape or declining market share, the related 
assets need to be tested for impairment. 

Cash Generating Units 

IAS 36 provides that the level for testing impairment is not generally 
the individual asset, but instead the lowest level that generates largely 
independent cash flows. 

IAS 36 uses the term cash generating unit (CGU) and defines it as the 
smallest identifiable group of assets that generates cash inflows that 
are largely independent of the cash flows from other assets or groups 
of assets. It is rare that an individual asset generates cash flows on its 
own. The best approach is to start with an individual operating unit, 

plant, store, or outlet, working up from there until a group of assets 
that has largely independent cash flows is identified. 

In practice, this concept is often misunderstood. The identification of 
CGUs requires significant judgement, as specifically acknowledged 
by IAS 36. This continues to be a source of difficulty for financial 
statement preparers. 

What does largely independent mean? The Merriam-Websters 
Unabridged Dictionary defines independent as “not requiring or relying 
on something else”. 

Consider the following example. An entity operates a bus service that 
provides its service under a contract with a local government agency, 
which requires a minimum service on each of five separate routes. 
Assets devoted to serving each route and the cash flows from each 
route are discrete. One of the five lines is operating at a significant 
deficit, which results in the inability to recover the carrying amount of 
the dedicated assets for that specific route. The five bus routes would 
be the appropriate level at which to test and measure impairment 
because the entity did not have the option to curtail any one bus route. 

Now consider another example. If retail outlets are dependent on 
regional distribution centres that provide warehousing, ordering, 
inventory levels advertising and other administrative services, it 
might be appropriate to consider all retail outlets that are served by 
a regional distribution centre such as a CGU rather than considering 
each individual retail outlet to be its own CGU, because their 
operations are intimately connected with the distribution centre and 
largely independent from the other distribution centres and outlets.

Once a CGU is identified, the carrying value of a CGU and its 
recoverable amount must be determined using consistent methods. 
The carrying value of the CGU is the CGU’s net working capital, plus 
directly attributable assets, tangible and intangible, plus allocated 
goodwill, plus allocated portion of corporate assets, minus attributable 
liabilities. It is important to clearly document the judgements made for 
the determination of a CGU’s carrying value. Best practice is to have 
these judgements made and documented on a regular basis, not just 
when a triggering event occurs. 

One challenging aspect is the treatment of corporate assets. Many 
corporate assets are incapable of generating cash flows independently, 
such as headquarters buildings, common corporate trademark or trade 
name or corporate IT function. For instance, each of these contributes 
to more than one CGU. This presents a unique problem, although the 
building may have a determinable FVLCS, which may not be the case 
for a central IT facility. Therefore, it is necessary to allocate corporate 
assets across CGUs using a consistent systematic process.

3 Editor’s note: for the avoidance of doubt, it is the management’s responsibility to assess if the 
going concern is a triggering event. The management must subsequently consider the auditors’ 
opinions on this matter.

4 Editor’s note: under the relief from royalty valuation method, the royalties that a company would 
have paid in order to use a brand or a trademark must be estimated. The value or the brand or 
trademark is then calculated as the discounted array of those estimated payments, from which the 
company is in fact relieved because it owns the brand or trademark.
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Recoverable Amount 

As previously stated, IAS 36 defines the recoverable amount as the 
higher of the Value In Use (VIU) or Fair Value Less Cost to Sell (FVLCS), 
which are discussed in more detail in the following paragraphs.

The most common starting point for the calculation of FVLCS is a 
comparable arm’s length transaction5 . IAS 36 states that the fair value 
is the price that would be received to sell an asset, or paid to transfer 
a liability in an orderly transaction between market participants at the 
measurement date. Costs of disposal are incremental costs directly 
attributed to the disposal of an asset or cash generating unit, excluding 
finance and income taxes.  

VIU is the present value of the future cash flows expected to be 
derived from an asset or CGU. A VIU calculation includes an estimate 
of the future cash flows that an entity expects to derive from an asset, 
consideration of different scenarios and a sensitivity analysis. The 
discount rate that will be used to discount the future cash flows should 
reflect the time value of money, which should reflect the current 
market assessment of the time value of money and risks associated 
with the asset. 

Impairment Losses 

An impairment loss is recognised immediately in profit or loss, unless 
the asset is contextually re-valued in accordance with another standard, 
such as IAS 16 or IAS 38. An impairment loss relating to an asset that 
has been re-valued is treated as a decrease in the re-evaluation surplus 
and recognised directly in other comprehensive income. However, to the 
extent the loss exceeds the re-evaluation surplus, the remaining loss is 
recognised as an expense. 

Impairment losses can be reversed, except for those related to goodwill, 
when external factors indicate that the conditions that triggered the 
impairment no longer exist. It is important to note that an impairment 
cannot be reversed merely due to lapse of time or improvement in 
general market conditions; there must be, instead, specific external or 
internal sources of information to corroborate the change. 

Disclosures

As previously mentioned, IAS 36 requires extensive disclosures relating 
to the impairment tests performed and impairments recognised. 
Impairment testing is not an exact science; different users of the 
financial statements may reach different conclusions. Therefore, the 
intent of the disclosures is to allow the reader to understand the 
assumptions, the sensitivity of the assumptions and how much is the 
difference between the recoverable and the carrying amounts (which is 
called headroom).

The required disclosures include: 

•	  the amount of the impairment recognised, reversed and the events 
and circumstances that were the cause

•	  the amount of the goodwill and indefinite lived assets per CGU or 
group of CGUs

•	  the valuation method applied: FVLCS or VIU and the judgement used 
to determine the relevant assumptions

•	  if the recoverable amount is determined based on a discounted 
cash flow technique:

•	   a description of each of the key assumptions applied in the 
valuation, including growth and discount rate, period over 
which the management has projected cash flows and how the 
management developed the assumptions; 

•	   a sensitivity analysis, when reasonable possible changes in key 
assumptions would trigger an impairment, including the amount 
of the headroom in the impairment calculation and the amount 
by which the assumptions would need to change to trigger the 
impairment. 

Recommendations

In conclusion, a well planned approach to impairment testing is 
necessary. I recommend focusing on: (i) designing internal controls to 
identify triggering events on a timely basis, (ii) carefully considering 
the best measurement date, (iii) engaging external experts to assist 
management and (iv) paying attention to developing and documenting 
supportable key assumptions.

As with the above, do not wait until a triggering event occurs 
to determine your CGUs. Avoid auditors issues through regular 
communication with your auditors as the key assumptions are 
developed and sensitive judgements are made. Finally, and probably 
most importantly, develop clear transparent disclosures that meet the 
spirit of the standard.
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often it is not possible to apply them.
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3  |  Hot topics in accounting

Joelle Moughanni
...Implementing IFRS 10 (Consolidation) in 
20 Practical Questions and Answers 

IFRS 10 Consolidated Financial Statements (issued in May 2011 
and effective from 1 January 2013) retains the key principle of IAS 
27 Consolidated and Separate Financial Statements and SIC-12 
Consolidation—Special Purpose Entities: all entities that are controlled 
by a parent are consolidated. However, the new detailed guidance 
may result in changes in the scope of consolidation for some parent 
companies, mostly structured entities (ie special purpose entities) 
and pooled funds managed by a third party. This article attempts to 
answer some of the most common questions that arise during the 
implementation of the new standard. 

1.  Does IFRS 10 introduce changes in the scope of 
consolidation? 

The key principle in IFRS 10 is that control exists, and consolidation is 
required, if and only if the investor possesses power over the investee, 
has exposure to variable returns from its involvement with the investee 
and has the ability to use its power over the investee to affect its 
returns. With this, the new standard will affect some entities more 
than others. While the consolidation conclusion is expected to remain 
unchanged for most straightforward entities, changes will be necessary 
in complex cases: entities with a dominant investor who does not 
possess a majority voting interest and the remaining votes are held by 
widely-dispersed shareholders (de facto control), structured entities, 
entities with significant potential voting rights, asset management 
entities, etc. One of the difficulties resides in the absence of bright 
lines, as IFRS 10 instead requires judgement to be applied based on 
consideration of many factors and the precise facts and circumstances.

2. How is control assessed under IFRS 10? 

In order to assess the three elements of control and determine if it 
exists, the investor should start by understanding the purpose and 
design of the investee. The following steps should then be followed:

•	 Assess the investor’s power over the investee

•	   Identify the activities that significantly affect the investee’s 
returns (ie relevant activities)

•	   Determine how relevant activities are directed (ie by voting 
rights versus by contracts)

•	   Determine whether the investor’s rights provide ability to direct 
the investee’s relevant activities

•	  Assess the investor’s exposure/rights to variable returns from its 
involvement with the investee

•	  Assess the investor’s ability to use its power to affect its returns 
from its involvement with the investee 

•	   Principal versus agent assessment

•	   De facto agent assessment

3.  Why is understanding the investee’s purpose and design 
important to control assessment? 

The purpose and design of an investee might impact the assessment 
of what its relevant activities are, how those activities are decided 
and directed, and who can receive returns from those activities. 
The consideration of purpose and design may make it clear that 
the investee is controlled by voting rights. In other cases where the 
investee may be on ‘auto-pilot’ through contractual arrangements, 
particular consideration should be given to whether the investor is 
exposed to  downside risks and upside potential that the investee was 
designed to create and to pass on to other parties in the transaction.

4. How are the investee’s relevant activities determined? 

Under IFRS 10, relevant activities are those that significantly affect the 
investee’s returns, such as sales and purchases of goods and services, 
management of financial assets, selection, acquisition and disposal of 
assets, research and development, funding activities, etc. 

In cases where relevant activities are directed by different parties (eg 
one investor has the responsibility and the unilateral ability to make 
all decisions relating to manufacturing and another investor has the 
responsibility and the unilateral ability to make all marketing decisions), 
only the activity that significantly affects returns should be considered. 
If both activities significantly affect the investee’s returns, the activity 
that most significantly affects returns is determined considering:

•	 the purpose and design of the investee,

•	  the factors that determine the profit margin, revenue and value of 
the investee and of the end product,

•	  the effect on the investee’s returns resulting from each investor’s 
decision-making authority with respect to the factors above, and

•	 the investors’ exposure to variability of returns.

This type of decision will require the exercise of significant judgement 
in practice.

5. How is power over relevant activities assessed? 

To have power, an investor must have rights that provide the current 
ability to direct the investee’s relevant activities. Such ability can 
derive from a wide variety of rights, including voting or potential voting 
rights, rights to appoint or remove decision makers, veto rights and 
contractual rights. 
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Generally, when the investee’s relevant activities require continuous 
substantive decisions, voting or similar rights will provide power. In 
other cases, voting rights do not have a significant effect on returns. 
When it is difficult to determine whether an investor’s rights are 
sufficient to provide power over an investee, the following indicators 
should be considered:

•	   non-contractual ability to appoint investee’s key management 
personnel (KMP)

•	  non-contractual ability to direct investee to enter, or veto, 
significant transactions 

•	  ability to dominate the nomination of the investee’s governing body 
members, or to obtain proxies from other vote holders

•	  investee’s KMP or majority of governing body are related parties of 
the investor

•	 other factors (to be given less weight than the above) 

•	   special relationship indicators: investee’s KMP are current or 
ex-employees of the investor, economic dependence on investor 
(eg funding, licences or trademarks, guarantees, critical services 
personnel, technology, specialised knowledge, supplies or 
raw materials), investees’ activities are conducted on behalf 
of investor, disproportionate exposure (eg more than 50% 
exposure with less than 50% votes)

•	   exposure to variability; however, extent of exposure is not 
determinative in itself (even if greater exposure to variability of 
returns provides greater incentive to obtain power).

6.  How to differentiate between substantive rights and 
protective rights?

Only substantive rights (held by the investor and others) are considered 
in the assessment of power; protective rights are not. Substantive 
rights exercisable by other parties can prevent an investor from 
obtaining control, even if those right holders are not able to initiate 
decisions. Rights (whether current or potential) are substantive if there 
is practical ability to exercise them when decisions about the direction 
of relevant activities need to be made. This would most likely be the 
case in the following situations (however, determining whether rights 
are substantive requires judgement, taking into account all facts and 
circumstances):

•	  absence of barriers to exercise those rights by the holder; examples 
of such barriers include: financial penalties or incentives, exercise/
conversion prices that deter exercise/conversion, inability to 
obtain information needed to exercise the rights, legal/regulatory 
requirements that prevent exercise

•	  existence of practical mechanisms for collective exercise of rights; 
in general, the more parties that need to agree, the less likely that 
the rights are substantive

•	  the holder will benefit from exercise of the rights, such as realise 
synergies or the rights are in the money.

Protective rights are designed to protect the interest of the party 
holding them, without giving that party power over the entity to which 
those rights relate. Although protective rights apply only in exceptional 
circumstances or relate to fundamental changes in the investee, rights 
are not protective simply because they are contingent on events or 
circumstances or because they apply in exceptional circumstances. 
Protective rights include: lender’s rights to restrict borrower’s 
activities that adversely affect its credit risk, rights of a non-controlling 
shareholder to approve exceptional capital expenditure or debt/equity 
issues, rights of a lender to seize assets upon default.

7. May non-currently exercisable rights be substantive? 

Yes (as well illustrated by IFRS 10.B24). To be substantive and give power, 
a right must give the investor the current ability to direct the investee’s 
relevant activities. Although ‘current ability’ usually means ‘ability to 
exercise this instant’, the use of the term in IFRS 10 broadly refers to the 
ability to make decisions about an investee’s relevant activities when 
they need to be made. 

8. Are veto rights always protective rights? 

No. For example, a veto right over an annual operating budget or over 
changes to operating and financing policies would be considered a 
substantive right, and not merely a protective right, if determining the 
operating budget or setting the operating and financing policies is an 
activity that significantly affects the investee’s returns (judgement is 
required based on facts and circumstances, see Q&A 4). 

Common veto rights that are typically protective (because they 
rarely significantly affect the investee’s returns), include veto rights 
over changes to the investee’s articles of incorporation, location of 
its headquarters, its name, its auditors, accounting principles for its 
separate reporting.

9.  Should all potential voting rights be considered in the 
assessment of power? 

A potential voting right (PVR) is considered in the assessment of power 
only if it is substantive. IFRS 10 introduced an important change with its 
articulation of the financial position of PVR (ie whether in or out of the 
money) as a factor to consider in assessing control. Common factors to 
consider when evaluating whether a PVR (eg an option) is substantive 
include: 
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•	  exercise/conversion price relative to market terms -generally, 
deeply-out-of-the-money options would be considered non-
substantive, in-the-money would be substantive and not-deeply-
out-of-the-money require the exercise of judgement based on 
all relevant facts and circumstances. The evaluation is not solely 
based on the option’s nature at inception or as of the end of the 
reporting period. Thus, if an option was deeply-out-of-the-money 
at the reporting date, but expected to become in-the-money before 
the relevant activities of the investee need to be directed, then the 
option may be substantive.

•	  ability to obtain financing - the financial ability of an investor to pay 
the exercise price should be considered when evaluating whether 
an option is substantive

•	  timing and length of exercise period - under IFRS 10 (unlike IAS 
27), an option can give an investor the current ability to direct 
an investee’s relevant activities even when it is not currently 
exercisable6  (see Q&A 7).

10.  Does an investor with more than half of the voting rights 
automatically have power? 

No. An investor with the majority of the voting rights has power over 
the investee only when the conditions below are fulfilled:

•	  either the investee’s relevant activities are directed by majority 
vote, or the majority of the investee’s governing body that directs 
relevant activities are appointed by majority vote

•	  the voting rights are substantive; voting rights cannot be 
substantive if the investee is subject to direction by a government, 
court, administrator, receiver, liquidator or regulator

•	  the voting rights provide current ability to direct relevant activities; 
the investor does not have power if another entity, not acting as 
the agent of the investor, can direct the relevant activities.

Conversely, an investor with less than half of the voting rights may have 
power, mainly through:

•	  contractual arrangements with other vote holders, enabling the 
investor to control sufficient votes to provide itself with power over 
the investee

•	  rights arising from contractual arrangements, allowing the investor 
to control certain investee’s relevant activities (eg manufacturing)

•	  ownership of the largest block of voting rights in a situation where 
the remaining rights are widely dispersed (‘de facto control’)

•	  potential voting rights

•	  a combination of the above (eg 35% voting rights and 25% 
potential voting rights).

11. What is ‘de facto control’ and how is it assessed? 

Guidance on de facto control is one of the significant changes 
introduced by IFRS 10. An investor with less than a majority of the voting 
rights may hold the largest block of voting rights with the remaining 
voting rights widely dispersed, so that the investor has the power 
to unilaterally direct the investee (unless a sufficient number of the 
remaining dispersed investors act in concert to oppose the influential 
investor). To assess de facto control, the investor should consider the 
following:

•	  number of other investors that must act together to outvote the 
investor

•	  potential voting rights held by the investor and other parties

•	  rights arising from other contractual arrangements.

If the primary considerations above are inconclusive, the investor 
considers the following:

•	  voting patterns at previous shareholder meetings

•	  actors to assess when control is unclear (see Q&A 5).

Because of the many qualitative factors that must be considered, de 
facto control judgements might prove to be difficult in practice. The 
examples provided in IFRS 10.B43-B45 may have significant influence 
on the determination of when holdings do and do not result in de facto 
control.

12. What are ‘structured entities’? 

A structured entity has been designed so that voting or similar rights 
are not the dominant factor in deciding who controls the entity; for 
example, where voting rights relate to administrative tasks only and the 
relevant activities are directed by means of contractual arrangements. 
Thus, an entity that is controlled by voting rights is not a structured 
entity, whereas ‘auto-pilot’ entities under SIC-12 are a key candidate for 
classification as structured entities. Although all substantive power in 
such entities may appear to have been surrendered to contracts that 
impose rigid control over the entities’ activities with none of the parties 
appearing to have power, the entity may be indirectly controlled by one 
of the parties involved. Further analysis and judgement are required to 
determine if there is a party with control.

For special purpose entities (SPE), IFRS 10 is expected to reduce 
diversity in practice by providing application guidance on the inclusion 
of contractual rights in the assessment of control. Under SIC-12, whether 
a SPE is consolidated or not depends on the purpose for which it was 
deemed to have been created and on the risks and rewards to which the 
investor is exposed. 
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13.  What are the factors that determine power over a 
structured entity?

•	  the investor is exposed to downside risks and upside potential that 
the investee was designed to create and pass on 

•	  the investor is involved in the design of the investee at inception 
and the terms of decisions made at investee’s inception provide the 
investor with rights that provide power

•	 contractual arrangements established at inception provide the 
investor with rights over closely related activities that might not 
take place within the structured entity itself but in another entity 

•	 the investor holds rights over relevant activities that arise only 
upon the occurrence of contingent events 

•	 the investor has a commitment to ensure that investee operates as 
designed 

•	 other factors indicate that investor has power (see Q&A 5).

14. How are variable returns defined? 

Variable returns are returns that are not fixed and have the potential 
to vary as a result of the performance of the investee. They can be 
positive, negative or both. A wide variety of possible returns are 
identified in IFRS 10, ranging from traditional dividends and interest to 
servicing fees, changes in the fair value of an investment, exposures 
arising from credit or liquidity support, tax benefits, economies of scale, 
cost savings, etc. Variability is assessed based on the substance of the 
arrangement regardless of its legal form. For example, contractually 
fixed interest payments could be highly variable if credit risk is high, or 
asset management fees that are contractually fixed could be subject to 
variability if the investee has a high risk of non-performance.

15. How is a decision maker assessed as principal or agent? 

An agent is a party engaged to act on behalf of another party, the 
principal. A principal may delegate some of its decision authority over 
the investee to the agent, but the agent does not control the investee 
when it exercises such powers on behalf of the principal; power resides 
with the principal rather than the agent. The overall relationship 
between the decision maker and other parties involved with the 
investee must be assessed to determine whether the decision maker is 
agent or principal. 

IFRS 10 does not define bright lines, but provides various criteria to 
help in this assessment. The criteria are conclusive only in the cases 
of single party removal rights (viewed as evidence that the decision 
maker is agent) or off-market fees (indication that the decision maker 
is principal). Outside these two scenarios, judgement will be needed 
considering all factors in aggregate. Thus, the decision maker is more 
likely to be a principal under the following conditions:

•	  the greater the scope of decision maker’s authority over investee 

•	 the greater the number of parties required to act together to 
remove the decision maker

•	 the larger/more variable the remuneration of the decision maker

•	 the larger the decision maker’s exposure to variability of returns 
from other interests in the investee.

16.  Does an agent need to be bound to the principal by a 
contract? 

No. IFRS 10 uses the term ‘de facto agents’ to describe agents who may 
be acting on behalf of principals even when there is no contractual 
arrangement in place. Identification of such relationships is expected 
to be highly judgemental, with consideration given to the nature of 
relationships between the investor and various parties and how they 
interact with each other. When assessing control of the investee, the 
investor should consider the de facto agent’s decision-making rights, 
as well as its indirect exposure to variable returns through the de facto 
agent.

17. When should control be reassessed? 

Reassessment of control is required if facts and circumstances indicate 
changes to the elements of control, while a change in market conditions 
on its own does not result in a reassessment of control (unless it 
changes one of the three elements of control). Control can change in 
the following situations:

•	  decision-making mechanisms change (eg change from a 
substantive voting system to an ‘auto-pilot’ mechanism) 

•	  events occur, even if they do not involve the investor (eg lapse of 
decision-making rights by another party) 

•	  an investor’s exposure or rights to variable returns change

•	  the relationship between an agent and a principal changes.

18. How should IFRS 10 apply for the first time? 

The new consolidation standard applies retrospectively with the 
following main summarised transitional provisions: 

•	  for investees consolidated/unconsolidated under IAS 27/SIC-12 
and also under IFRS 10 (ie control assessment unchanged), no 
adjustments required on transition

•	  for investees consolidated under IFRS 10 but not under IAS 27/
SIC-12, apply IFRS 10 and IFRS 3 Business Combinations as of date of 
obtaining control; if impracticable (as defined in IAS 8 Accounting 
Policies, Changes in Accounting Estimates and Errors), apply to 
earliest deemed acquisition date
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•	  for investees consolidated under IAS 27/SIC-12 but not under IFRS 10, 
measure investment as if IFRS 10 always applied; if impracticable, 
account for a loss of control at the beginning of earliest period for 
which application is practicable.

The assessment of whether control exists is made at ‘the date of initial 
application’, ie the beginning of the annual reporting period in which 
IFRS 10 is applied for the first time rather than at the beginning of the 
comparative period (that is, 1 January 2013 for entities with a calendar 
year end that do not early adopt IFRS 10). Comparative periods are 
adjusted retrospectively only if the control assessment at the date of 
initial application is different between IFRS 10 and IAS 27/SIC-12.

19. Are funds exempted from consolidation? 

Following a recent amendment to IFRS 10 (issued on 31 October 2012 and 
effective from 1 January 2014 with earlier application permitted), mutual 
funds, unit trusts and similar entities are exempted from consolidating 
controlled investees, as long as they qualify as an ‘investment entity’. 

An investment entity obtains funds from one or more investors for 
the purpose of providing them with investment management services, 
commits to its investor(s) that its business purpose is to invest funds 
solely for returns from capital appreciation, investment income or both, 
and measures and evaluates the performance of substantially all of its 
investments on a fair value basis. 

This definition should be combined with the following typical 
characteristics of an investment entity: holding more than one 
investment, having more than one investor, having investors that are 
not related parties of the entity, and having ownership interests in the 
form of equity or similar interests. The absence of one or more of these 
characteristics does not, however, prevent the entity from qualifying as 
an investment entity.

Investment entities are required to account for their subsidiaries at fair 
value through profit or loss in accordance with IFRS 9/IAS 39 Financial 
Instruments (with the exception of subsidiaries that provide services 
to the entity that are related to its investment activities, which are 
consolidated).

The exemption does not apply to a non-investment entity parent of the 
investment entity. Consequently, the non-investment entity parent is 
required to consolidate all entities it controls, including those controlled 
through an investment entity.

Joelle Moughanni | RSM Executive Office

Technical Consultant

T  +44 (0)207 601 1089 
E  joelle.moughanni@rsmi.com

20.  What are some of the main potential business impacts of 
IFRS 10? 

A common feature throughout IFRS 10 is the increased reliance on 
judgement in assessing control. Changes to the consolidated entities 
of a group may result in significant financial changes for the group, 
impacting the recognised amounts in profit or loss and the balance 
sheet presentation. Leverage, capital ratios, covenants and financing 
agreements may be affected as a result of those changes. Structuring 
efforts with special-purpose entities may no longer work under the 
new requirements. Such impacts should be reviewed in advance to 
understand how a group’s balance sheet may be affected. Impacts on 
performance measures, such as interest cover, EBIT or EBITDA, should 
also be considered.

Also, a significant volume of purchase price allocations may be needed 
if the implementation of the standard requires the group to consolidate 
a significant number of previously unconsolidated investees. Initial 
transition requirements and annual reassessment of control may 
require changes to existing processes and internal controls. Gathering 
and analysing the information could take considerable time and effort 
depending on the number of investees that may require consolidation, 
the inception dates and the records available.
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