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CLARIFICATION OF TRANSITION
GUIDANCE IN AASB 10
CONSOLIDATED FINANCIAL
IN THIS
STATEMENTS
EDITION
P1 Clarification of transition guidance
in AASB 10 Consolidated Financial
Statements
P3 IASB clarifies offsetting requirements for
financial instruments
P4 Ten ways to materially misstate your
financial statements…The Blind Freddy
proposition continued - Part 4
P6 Proposed Minerals Resource Rent Tax
P6 Comments sought on exposure drafts
In this month’s newsletter, we discuss some
of the implications of the IASB’s proposed
clarification of the transition guidance in
AASB 10, and the offsetting requirements
for financial instruments. We also continue
our series on ten ways to materially
misstate your financial statements and
discuss the different approaches to
accounting for the proposed Minerals
Resource Rent Tax.

IN RESPONSE TO REQUESTS RECEIVED FROM THE INTERNATIONAL FINANCIAL
REPORTING INTERPRETATIONS COMMITTEE (IFRIC), THE INTERNATIONAL
ACCOUNTING STANDARDS BOARD (IASB) HAS RELEASED EXPOSURE DRAFT
ED/2011/7 TRANSITION GUIDANCE (PROPOSED AMENDMENTS TO IFRS 10) – ED
224 IN AUSTRALIA - TO CLARIFY THE TRANSITION GUIDANCE INCLUDED IN AASB
10 CONSOLIDATED FINANCIAL STATEMENTS.
Comments are due to the Australian Accounting Standards Board (AASB) by 22 February 2012 and
the IASB by 21 March 2012.
Initial application date
The ED proposes that ‘initial date of application’ of AASB 10 is the beginning of the annual
reporting period in which AASB 10 is applied for the first time, rather than the start of the
comparative period. This means that the determination as to whether you need to consolidate
under AASB 10 is made on the initial date of application.
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Example
Company has a 30 June year end. It applies AASB 10 for the first time to its 30 June 2014 year end.
Initial date of application 1 July 2013
Loss of control during comparative period
Because the determination as to whether you need to consolidate is made at the initial date
of application, you will not need to consolidate subsidiaries disposed of, or over which you
lost control, in the prior (comparative) year that were not consolidated under AASB 127 or
Interpretation 112.
Example
Company A is applying AASB 10 for the first time for its 30 June 2014 year end. Company A had an
interest in Company B but disposed of its entire interest on 1 January 2013. Company A determined
that it did not control Company B under the guidance in AASB 127 or Interpretation 112, but did
control Company B under the guidance in AASB 10. Company A has no other subsidiaries.
Company A does not control Subsidiary B on 1 July 2013 (initial date of application).
Company A is not required to prepare consolidated financial statements for 30 June 2014 because the
decision to consolidate or not to consolidate is made based upon control of entities on 1 July 2013.
Note that an adjustment to the previous accounting is not required where at the initial date of
application either:
(a) Entities that were previously consolidated under the guidance in AASB 127 or Interpretation 112,
would be consolidated under the guidance in AASB 10
(b) Entities that were previously not consolidated under the guidance in AASB 127 and Interpretation
112, would not be consolidated under the guidance in AASB 10.
Retrospective restatement
The proposals also clarify that once the determination has been made as to whether consolidation
is required or no longer required under AASB 10 at the initial date of application (e.g. 1 January
2013 or 1 July 2013), comparatives must then be adjusted retrospectively to the beginning of the
earliest comparative period (e.g. 1 January 2012 or 1 July 2012).
Example
XYZ Pty Limited has a 31 December year end.
Initial date of application for AASB 10 is 1 January 2013.
XYZ Pty Limited has had involvement with SPE Pty Limited for the past ten years which it did not
consolidate under AASB 127 Consolidated and Separate Financial Statements or Interpretation 112
Consolidation – Special Purpose Entities.
XYZ Pty Limited is required to consolidate SPE Pty Limited under AASB 10.
XYZ Pty Limited will need to determine the values of assets, liabilities and non-controlling interests
on 1 January 2012 as if AASB 10 had been applied from the date control was obtained, with
differences between these values and previous carrying values recognised as an adjustment to
opening retained earnings on 1 January 2012.
The same principles will apply where entities were consolidated under AASB 127/Interpretation 112
which are not required to be consolidated under AASB 10.
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IASB CLARIFIES OFFSETTING REQUIREMENTS
FOR FINANCIAL INSTRUMENTS
IN MID-DECEMBER 2011, THE INTERNATIONAL ACCOUNTING STANDARDS BOARD (IASB) RELEASED AMENDMENTS TO
IAS 32 FINANCIAL INSTRUMENTS: PRESENTATION AND IFRS 7 FINANCIAL INSTRUMENTS: DISCLOSURES WHICH CLARIFY
THE OFFSETTING REQUIREMENTS FOR FINANCIAL INSTRUMENTS, AND ALSO REQUIRE ADDITIONAL DISCLOSURES
REGARDING AN ENTITY’S OFFSETTING ARRANGEMENTS. AT THE TIME OF WRITING, THE AASB HAD NOT YET APPROVED
THESE AMENDMENTS, BUT THEY ARE EXPECTED TO DO SO SOON.

The amendments are effective for periods beginning on or after 1 January
2014 and require retrospective restatement. They may be adopted
early, provided that the amendments to IAS 32 Financial Instruments:
Presentation and IFRS 7 Financial Instruments: Disclosures are adopted at
the same time.
Currently has a legal right of set-off
To be currently enforceable, the right of set-off must be currently
exercisable during the period when the amounts are due and payable.
Different jurisdictions may have different rules regarding whether a
right of set-off would remain in the event of default or insolvency or
bankruptcy. Therefore, we cannot assume that this will automatically
be available outside the normal course of business. Additional guidance
paragraphs AG38A – AG38D have therefore been added to IAS 32 to
clarify, that to have a legally enforceable right of set-off, the right of
set-off:
(a) Must not be contingent on a future event
(b) Must be legally enforceable in all of the following circumstances:
• Normal course of business
• Event of default
• Event of insolvency or bankruptcy of the entity and all of the
counterparties.
The amendments clarify that the right of set-off must exist for all
counterparties so that if an event occurs for one of the counterparties,
the other counterparty(ies) will be able to enforce the right of set-off
against the party that has defaulted or gone insolvent or bankrupt.
All applicable laws (e.g. contractual provisions, laws governing the
contract, or bankruptcy or insolvency laws) will need to be considered
to determine whether the right of set-off is enforceable in all of the
circumstances listed in (b) above.
Some gross settlement systems can be considered equivalent to a
net settlement
Some entities may have a legally enforceable right of set-off but
may not have the operational capability to effect net settlement. The
amendments therefore include a practical exception to net settlement
in paragraphs AG38E – AG38F, that if an entity can settle amounts in a
manner such that the outcome is, in effect, equivalent to net settlement,
the entity will meet the net settlement criterion in IAS 32, paragraph
42(b).

This will only occur if the gross settlement mechanism has features that
eliminate, or result in insignificant credit and liquidity risk, and that will
process receivables and payables in a single settlement process or cycle.
The amendments include the following examples of a gross settlement
system that has all of the following characteristics that would meet the
net settlement criterion in paragraph 42(b):
(a) Financial assets and financial liabilities eligible for set-off are
submitted at the same point in time for processing
(b) Once the financial assets and liabilities are submitted for processing,
the parties are committed to fulfilling the settlement obligation
(c) There is no potential for cash flows arising from the assets and
liabilities to change once they have been submitted for processing
(unless processing fails – refer (d) below)
(d) Assets and liabilities that are collateralised with securities will be
settled on a securities transfer system so that if the transfer of
securities fails, then the processing of the related receivable or payable
for which the securities are collateralised will also fail (and vice versa)
(e) Any transactions that fail in (d) above will be re-entered for processing
until they are settled
(f) Settlement is carried out through the same settlement institution (e.g.
a settlement bank, a central bank, or a central securities depository)
(g) An intraday credit facility is in place that will provide sufficient
overdraft amounts to enable the processing of payments at the
settlement date for each of the parties, and it is virtually certain that
the intraday credit facility will be honoured if called upon.
Although IFRS and US GAAP have very similar principles in terms of net
settlement, there is a major stumbling block as to convergence whereby
the US allows offsetting in the case of legal rights of offset which only
arise on bankruptcy of the counterparty. This in practice allows far greater
use of the offsetting provisions under US GAAP than IFRS, and hence US
banks have ‘far smaller’ balance sheets compared with their European
and Asian counterparts. Although convergence could not be reached as
to the exact principle of offsetting between the FASB and the IASB, these
proposals are to allow users to effectively bridge the gap via disclosure.
Disclosures
Additional disclosures have been added to IFRS 7 Financial Instruments:
Disclosures to allow users of financial statements to evaluate the effect or
potential effect of netting arrangements on the entity’s financial position.
Quantitative information is required at the end of the reporting period,
in table format, separately for financial assets and financial liabilities,
including:
(a) The gross amounts of recognised financial assets and financial
liabilities
(b) Amounts that have been set-off in the statement of financial position
(c) Net amounts presented in the statement of financial position
(d) Details of amounts subject to an enforceable master netting
arrangement/similar agreement that did not meet the IAS 32,
paragraph 42 criteria for set-off
(e) Net amount of (c) less (d).
Details are also required of a description of the rights of set-off (including
nature of the rights) associated with recognised financial assets and
financial liabilities subject to enforceable master netting arrangements.
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TEN WAYS TO MATERIALLY MISSTATE YOUR
FINANCIAL STATEMENTS…THE BLIND FREDDY
PROPOSITION CONTINUED - PART FOUR
FAILURE TO RECOGNISE A DERIVATIVE LIABILITY
Continuing with our ‘Blind Freddy’ series, we continue to look at ‘black
and white IFRS rules’ which are commonly misinterpreted or overlooked
which could give rise to a material misstatement.
Many readers may not be familiar with the term derivative liability,
however, in a world where both debt and equity financing is proving more
difficult to obtain, derivative liabilities are becoming more and more
common.
As discussed in the November 2011 newsletter, a financial instrument is
only classified as equity if there is no contractual obligation to pay out
cash and the instrument is settled in a fixed number of shares. Failure to
satisfy these strict ‘rules’ means that the instrument is a financial liability.
Situations occur when a convertible instrument is issued which can
convert into a varying number of equity instruments. These convertible
instruments include derivative liabilities and are not compound financial
instruments.
In the case of a convertible note that contains both a liability and
an equity component (a compound financial instrument), AASB 132
Financial Instruments: Presentation requires that the note is split into its
liability and equity components. It prescribes that the fair value of the
liability is determined first and that residual is recognised in equity.
Example 1 – Compound financial instrument contains debt and equity
$100,000 convertible note is issued paying a two percent coupon.
The note allows the holder to convert into ordinary shares at ten cents
a share.
A convertible note without the conversion feature would pay interest
of 12 percent p.a.
This is a 12 month note.
The fair value of the liability on issue is $90,000. The journal entries
on initial recognition are:
Dr
Cash
$100,000
Cr

Liability

Cr

Deferred tax liability

$90,000
$3,000

Cr

Equity

$7,000

Over the life of the note the entries are:
Dr
Interest expense

$10,000

Cr

Liability

$10,000

Dr

Deferred tax liability

$3,000

Cr

Income tax expense

$3,000

This results in a balance sheet immediately prior to redemption
repayment of:
Cash 		
$100,000
Liability
Net assets
Contributed equity
Retained earnings
Total equity

($100,000)
NIL
$7,000
($7,000)
NIL

In today’s tightening finance environment, it is becoming more common
for investors to insist on further protection against down side risk on
the issuer’s share price. This is commonly done by building a repricing
‘ratchet’ feature into the note. Typically worded “...conversion price will
be the lower of ten cents or the issue price of any share issues made by
the company between date of issuing the note and date of maturity...”.

As there is no way of predicting the future in respect of future share
prices, it is impossible to determine the potential number of shares to
be issued, hence this feature results in the note failing the ‘fixed for fixed
test’. It therefore does not contain an equity element and therefore
CANNOT be accounted for as a compound financial instrument.
Unfortunately, just because this instrument is not a compound, it is
not as simple as classifying the whole instrument as a straight forward
liability. The instrument contains a derivative liability rather than an
equity component.
The procedure for accounting for a derivative liability is NOT the same as
prescribed for compound financial instruments. For a derivative liability,
the derivative is valued first and the liability element is determined
to be the residual.
Example 2 – Derivative Liability
$100,000 convertible note is issued paying a two percent coupon.
The note allows the holder to convert into ordinary shares at ten cents a
share.
A convertible note without the conversion feature would pay interest of
12 percent p.a.
This is a 12 month note.
The note contains a repricing feature that adjusts the conversion price
down if shares are issued at a price lower than ten cents.
The fair value of the ten cents option is 15 cents. The fair value of the
repricing option is five cents.
This note contains two derivatives:
• The ten cents option, and
• The repricing option.
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In order to correctly account for this note, we first calculate the fair value
of these two derivatives. This results in the following Day 1 entries:

This results in a balance sheet of:
Cash 		

Dr

Cash

Liability

Cr

10 cents derivative liability

Cr

Repricing derivative liability

Cr

Liability

$100,000

$100,000
($100,000)

$15,000

Net assets

$ 5,000

This reflects that the company has settled a $100,000 liability with
$100,000 of cash.

$ 80,000

NIL

We will now consider the subsequent accounting under the following
three scenarios:

Scenario 3 (Repricing option ‘kicks in’)
Dr
Interest expense (amortisation of liability)

$20,000

1. Share price increases to 20 cents at point of conversion
2. Share price is eight cents at point of conversion and no shares were
issued in the period
3. Share price is eight cents at point of conversion and shares were issued
at five cents in the period.

Cr

Liability

$20,000

Dr

10 cents derivative liability

$15,000

Cr

Expense

$15,000

Dr

Expense ($30,000-$5,000)

$25,000

Scenario 1 (10 cents option in the money)
Dr
Interest expense (amortisation of liability)

Cr

Repricing derivative

$25,000

$20,000

Cr

Liability

$20,000

This results in a balance sheet of:
Cash 		

Dr

Expense ($100,000 - $15,000)

$85,000

Liability

Cr

10 cents derivative liability

$85,000

Repricing derivative

($30,000)

Dr

Repricing derivative liability

$5,000

Net assets

($30,000)

Cr

Expense

$5,000

Retained earnings

($30,000)

Total equity

($30,000)

This results in a balance sheet of:
Cash

$100,000

Liability

($100,000)

Ten cents derivative liability

($100,000)

Net assets

($100,000)

Retained earnings

($100,000)

Total equity

($100,000)

The above accounting reflects that the issuer will settle a $100,000
liability with $200,000 worth of shares.
Scenario 2 (Options are out of the money and the note is not
converted)
Dr
Interest expense (amortisation of liability)
$20,000
Cr

Liability

$20,000

Dr

10 cents derivative liability

$15,000

Cr

Expense

$15,000

Dr

Repricing derivative

$5,000

Cr

Expense

$5,000

$100,000
($100,000)

The above represents the company settling a $100,000 liability with
$130,000 of shares.
Convertible notes issued in a currency other than the functional
currency of the issuer
The other very common scenario is where convertible notes are issued in
a currency other than the functional currency of the issuer.
Example 3 – Convertible note in a foreign currency
100,000 $1USD convertible notes are issued with a conversion price of 10
cents AUD.
The issuer’s functional currency is AUD.
Although the conversion price is fixed in AUD, the liability will vary
according to the US:AUD exchange rate. Again, it is not possible at the
date of issuing the note to determine the number of shares that the note
will convert into. Therefore the note fails the ‘fixed for fixed’ test and is
NOT a compound financial instrument. Instead it includes a derivative
liability.
Next month
In next month’s newsletter, we continue the series with a discussion on
functional currency.
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FOR MORE INFORMATION

PROPOSED MINERALS
RESOURCE RENT TAX

NSW/ACT

THE MINERALS RESOURCE RENT TAX (MRRT) IS A PROPOSED TAX ON PROFITS
GENERATED FROM THE EXPLOITATION OF NON-RENEWABLE RESOURCES IN
AUSTRALIA (IRON ORE, COAL AND SOME GASES). IT IS THE REPLACEMENT OF
THE PROPOSED RESOURCE SUPER PROFITS TAX (RSPT).
At the December 2011 AASB meeting, the Board considered the accounting implications of such a
tax and are of the view that:
•

The proposed MRRT would be an income tax within the scope of AASB 112 Income Taxes,
either directly, or by analogy to AASB Interpretation 1003 Petroleum Resource Rent Tax

•

The initial recognition exemption in AASB 112 cannot be applied to the introduction of the
proposed MRRT and extended PRRT because the assets to which the proposed MRRT and
extended PRRT would apply are already recognised

•

•

The ‘starting base market value uplift’ that would be available under the proposed MRRT and
extended PRRT will result in an increase in the deduction available (resulting in future tax
payments being smaller than if no uplift were to occur) and therefore must be accounted for
under AASB 112 as a deductible temporary difference giving rise to a deferred tax asset
In relation to accounting for payments to State Governments for royalties that can be credited
against MRRT/PRRT payable, there were two ways in which AASB 112 might be applied:
(a) As ‘production costs’, therefore MRRT/PRRT payable should be recognised on the
incremental amount to be paid, or
(b) As being prepaid MRRT/PRRT under existing Australian Accounting Standards.
Whilst not disagreeing with View (b) above, the Board decided, nevertheless, to raise
the issue with the IFRS Interpretations Committee (IFRIC). The Board noted that both
approaches could lead to the same net income, but would differ as to the classifications of
expenses

•

The principles in AASB Interpretation 1039 Substantive Enactment of Major Tax Bills in Australia
are relevant in relation to the question of substantive enactment of the enabling legislation for
MRRT and extended PRRT.

The proposed legislation was passed through the House of Representatives in November 2011 and
is proposed to apply from 1 July 2012. If substantively enacted before 1 July 2012, affected entities
will need to determine their deferred tax asset for their ‘starting base market value uplift’ for their
30 June 2012 financial statements. Due to the complexity involved in calculating this number, we
strongly recommend that affected entities assign top priority and resources to preparing these
calculations for the deferred tax calculation.
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COMMENTS SOUGHT ON
EXPOSURE DRAFTS
At BDO, we provide comments locally to the AASB and internationally to the IASB. We welcome
any client comments. If you like to provide any comments please contact Wayne Basford.
COMMENTS DUE
TO AASB BY

COMMENTS DUE
TO IASB BY

DOCUMENT

PROPOSALS

ED 222 Revenues from
Contracts with Customers

Updates the original proposals in ED 9 February 2012
198 Revenues from Contracts with
Customers whose comment period
closed in October 2010.

13 March 2012

ED 224 Transition
Guidance (Proposed
Amendments to AASB 10)

Clarifies meaning of ‘initial date of
application’ as being the beginning
of the annual reporting period in
which AASB 10 is applied for the
first time.

21 March 2012

ED 223 Superannuation
Entities

Proposes to replace AAS 25 Financial 30 April 2012
Reporting by Superannuation Plans.
Aligns the reporting requirements
of superannuation entities with
other entities applying Australian
Accounting Standards.

22 February 2012

NA

This publication has been carefully prepared, but it has
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