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ACCOUNTING

NEWS
ATO ISSUES GUIDANCE ON
IN THIS
GENERAL PURPOSE FINANCIAL EDITION
STATEMENTS FOR SIGNIFICANT
GLOBAL ENTITIES
On 28 September 2017 the Australian Tax Office (ATO) released guidance about the
provision of a general purpose financial statement (GPFS) by a corporate tax entity
that is a significant global entity (SGE) (i.e. a ‘global parent entity’ whose ‘annual global
income’ is A$1 billion or more) with an Australian presence. The ATO guidance covers who
must lodge a GPFS, how to prepare a GPFS, lodging a GPFS with the ATO, and worked
examples. The ATO invites any comments on the guidance by 27 October 2017.
SGEs may have privacy concerns as a result of this new legislation, because the
effect is that for many, this will be the first time their financial statements are
available on the public record.
REQUIREMENT TO PROVIDE GENERAL PURPOSE FINANCIAL STATEMENTS
For income tax years beginning on or after 1 July 2016, section 3CA of the Taxation
Administration Act 1953 (the Act) requires multinational corporations with an Australian
presence, whose annual global income is A$1 billion or more1 (SGE), to provide the ATO
Commissioner with a GPFS with their annual tax return.
GPFS TO BE MADE PUBLICLY AVAILABLE ON ASIC’S DATABASE
These GPFSs will in turn be given by the ATO Commissioner to the Australian Securities
and Investments Commission (ASIC) and will be published, and therefore will be made
publicly available, on ASIC’s register. Entities lodging the global overseas parent financial
statements could have privacy concerns where the global financial statements are not
publicly available in the overseas jurisdiction.

As shown in the latest global financial statements for the entity for a period that includes the whole or a part
of the income year preceding that income year
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In this edition, we summarise the ATO’s guidance
on the preparation of general purpose financial
statements by significant global entities. We also
consider how applying the three new accounting
standards (AASB 9, 15 and 16) could impact
your financial reporting requirements under the
Corporations Act 2001.
The IASB recently issued Practice Statement
2 which provides guidance on how to make
judgements on what is or is not material in
the financial statements from a measurement
and disclosure perspective. This month’s article
focusses on the framework and process outlined
in the Practice Statement for making these
materiality judgements.
Lastly, we continue our ‘Blind Freddy’ series on
common errors made by preparers of financial
statements on the relatively straight forward
standard, AASB 102 Inventories. This month we
explore common errors when valuing inventories,
particularly where other Accounting Standards
drive measurement of inventories.
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GUIDANCE
The guidance also outlines the requirements for lodgement and
considers the application of the Act to entities that form part of
tax consolidated groups in addition to other circumstances.
Other issues to note include:
XX Subsidiaries are not SGEs if they are excluded from the
consolidated global financial statements on the grounds of
materiality, or because of an exemption from consolidation
for investment entities. Those subsidiaries are therefore not
required to submit a GPFS with the ATO.
XX The global A$1 billion threshold is based on accounting
revenues and not taxable income. This means that fair value
movements on financial assets and investment properties, as
well as infrequent gains on disposal of assets, are included for
the purpose of determining whether an entity is a SGE in a
particular income year if they are treated as part of accounting
revenues.
XX A GPFS is considered to be a tax document in the context
of tax transparency measures, and serious administrative
penalties (in extreme cases, the failure to lodge penalty of up
to AUD $525,000 per document) apply if SGEs are found to be
non-compliant.
Several questions were raised regarding these requirements which
we outlined in our December 2015 and August 2016 Accounting
News articles, including:
XX Whether these GPFS are required to be audited before
submission to the ATO
XX Whether reduced disclosures (RDR) would be permitted (also
referred to as ‘Tier 2 financial statements’), and
XX Whether consolidated financial statements of the overseas
parent could be lodged instead of the relevant Australian
entity.
An ATO Consultation Paper from August 2016 sought feedback to
address these three issues. The ATO has answered these and other
question in its latest guidance.
ARE THE GPFS REQUIRED TO BE AUDITED?
The Act does not strictly require the GPFS to be audited, however
the ATO recommends in its guidance that evidence be kept to
demonstrate that the GPFS have been prepared in accordance
with Australian Accounting Standards/IFRS, and that the best way
to demonstrate this is through an audit.
We believe that having an audit is the best way to demonstrate
compliance with the Australian Accounting Standards/IFRS and
that there may be an increased risk of ATO investigation if there is
a suspicion that there is insufficient evidence showing compliance
with Accounting Standards.
CAN THE GPFS APPLY REDUCED DISCLOSURES (RDR)?
The guidance states that the application of the reduced disclosure
requirements is a judgemental matter. ‘Publicly accountable’
entities must prepare Tier 1 GPFS, including all relevant
disclosures. However, entities that are not ‘publicly accountable’,
i.e. Tier 2 entities under AASB 1053 Application of Tiers of
Australian Accounting Standards, may submit GPFS with reduced
disclosures (RDR).

CAN THE CONSOLIDATED FINANCIAL STATEMENTS OF
THE OVERSEAS PARENT BE LODGED INSTEAD OF THE
RELEVANT AUSTRALIAN ENTITY?
The ATO guidance leaves it up to the judgement of each
Australian SGE to decide the level at which GPFS will be
submitted. The ‘best practice’ section of the guidance says that
an entity may determine that the requirements are satisfied by
submitting the GPFS of the global parent and that the entity
should consider the best option to contribute to the transparency
of Australian tax affairs in doing so.
MUST AUSTRALIAN ACCOUNTING STANDARDS
BE APPLIED OR ARE OTHER OVERSEAS GENERALLY
ACCEPTED ACCOUNTING PRINCIPLES (GAAP)
PERMITTED?
Although the guidance does leave it open for some Australian
SGEs to submit the overseas global parent entity consolidated
GPFS with the ATO (s3CA(5)(b) of the Act), it should be noted
that it requires a GPFS to be prepared in accordance with:
XX Australian Accounting Standards if they apply in relation to
the entity (e.g. if required to prepare, have audited and lodge
financial statements under Part 2M.3 of the Corporations Act
2001), or
XX CAAP (commercially accepted accounting principles) if
Australian Accounting Standards do not apply.
This means that companies can only submit GPFS using CAAP
if they do not fall within one of the categories of companies
listed below:
XX Required to lodge a GPFS with ASIC
XX Lodge special purpose financial statements (SPFS) with ASIC
XX Required to prepare, but not lodge financial reports with ASIC
(for example, grandfathered large proprietary companies), or
XX Are otherwise relieved by ASIC from preparing financial
reports because their parent entity lodges consolidated
financial statements prepared in accordance with Australian
Accounting Standards incorporating their financial position and
performance with ASIC (for example, where the wholly-owned
entity Legislative Instrument has been applied).
CAAP refers to International Financial Reporting Standards
(IFRS) or accounting standards that are IFRS compliant, such as
Australian Accounting Standards and US GAAP. This means that
entities not ordinarily required to prepare financial statements
using Australian Accounting Standards must, for the purpose of
submitting GPFS to the ATO, either apply:
XX Australian Accounting Standards
XX IFRS, or
XX IFRS compliant standards, such as US GAAP.
Where other accounting principles are used, whether they are
CAAP is a question of fact. This can only be determined on a caseby-case basis. One consideration is whether such principles ensure
that financial statements provide a true and fair view.
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TRANSITIONAL ARRANGEMENTS FOR THE INCOME TAX
YEAR ENDED 30 JUNE 2017
For companies that are not allowed to submit GPFS in accordance
with CAAP (i.e. those required to apply Australian Accounting
Standards choosing to lodge the overseas parent’s consolidated
financial statements rather than its own standalone financial
statements), the ATO is allowing a one-year transition exemption
for the first year whereby it will not be checking whether the
financial statements are compliant with Australian Accounting
Standards, provided they are prepared in accordance with another
jurisdiction’s commercially accepted accounting principles.
Further, the first year lodgement concession means companies
will have until 31 March 2018 to lodge GPFS. The ATO is also
seeking further comments on how the foreign parent financial
statements can be Australian compliant in future.
DO ‘GRANDFATHERED’ LARGE PROPRIETARY COMPANIES
EFFECTIVELY LOSE THEIR ‘GRANDFATHERED’ STATUS?
‘Grandfathered’ entities will not lose their ‘grandfathered’
status in that they will still be exempt from lodging their
audited financial statements with ASIC under Part 2M.3 of the
Corporations Act 2001. However, pursuant to s3CA of the Act, the
requirement to submit GPFS to the ATO if such entities are part of
a SGE (either headquartered in Australia or overseas) is effectively
a means of removing ‘grandfathering’ via the back door, (i.e.
because these ‘grandfathered’ financial statements will now
appear on the public record once lodged with the ATO).

WHICH TYPES OF ENTITIES WILL BE MOST IMPACTED?
Entities currently lodging GPFS with ASIC within the stipulated
time frames have no further obligations under s3CA of the Act.
However, the following types of entities will now have additional
reporting responsibilities:
ENTITIES REQUIRED TO
PREPARE FINANCIAL
STATEMENTS UNDER THE
CORPORATIONS ACT 2001 –
AUSTRALIAN ACCOUNTING
STANDARDS

ENTITIES NOT REQUIRED
TO PREPARE FINANCIAL
STATEMENTS UNDER THE
CORPORATIONS ACT 2001 CAAP

Entities currently preparing
special purpose financial
statements (SPFS)

Corporate limited partnerships

Will be required to increase the
number of disclosures in order
to meet the minimum required
for RDR, and will need to ensure
that they have complied with all
recognition and measurement
requirements of Australian
Accounting Standards
‘Grandfathered’ entities
currently preparing SPFS

Australian small proprietary
companies

Will be required to increase the
number of disclosures in order
to meet the minimum required
for RDR, and will need to ensure
that they have complied with all
recognition and measurement
requirements of Australian
Accounting Standards
Other entities
Example: Large proprietary
companies subject to the
wholly-owned entity Legislative
Instrument, relieved from
preparing financial statements
because parent entity lodges
consolidated financial statements
in accordance with Australian
Accounting Standards
These entities will need to prepare
a GPFS from scratch because
separate financial statements are
not currently produced

Small foreign controlled
proprietary companies because
foreign parent lodges consolidated
financial statements with ASIC
in accordance with accounting
standards applicable in parent’s
home jurisdiction
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OTHER ISSUES TO CONSIDER FOR SGES
XX For income years beginning after 1 January 2016, SGEs will be subject to additional
transparency measures in Australia under the Country-by-Country (CbC) reporting
regime adopted by the ATO. These requirements include the following documentation
to be submitted 12 months after the year end:
• Master file
• Local file, specifically developed Australian format
• CbC Report
XX Implementation of the Diverted Profits Tax, a new penalty regime for SGEs who
engage in cross border transactions with ‘low tax’ jurisdictions. Punitive penalties
of 40% of profits found to be diverted can be imposed in a ‘pay now, argue later’
approach. This measure applies from 1 July 2017.
XX Multinational anti-avoidance law (MAAL) which targets significant global entities who
enter schemes that artificially limit a taxable presence or permanent establishment in
Australia. This measure applies to income years beginning on or after 1 January 2016.
BDO COMMENT
Companies should consider how they will satisfy the GPFS requirements and what
resources will be required to collect the information required. The fines for noncompliance are sizeable (in some cases up to A$525,000 per document) and the
requirement should not be ignored.
The ATO guidance encourages ‘best practice’ beyond the legal requirements, and its
interpretation of the rules is expected to generate significant compliance costs. In
recognition of this, a one-year amnesty is available for most affected companies as well
as a lodgement extension until 31 March 2018 (30 June 2017 year ends).
The ATO have requested comments on the guidance they have provided, with
submissions due before 27 October 2017. Please send your comments to Aletta Boshoff
or the Transfer Pricing Contacts listed below if you will be impacted by the Act, or seek
further clarification on any of the guidance provided.
TRANSFER PRICING CONTACTS

ZARA RITCHIE
Global Lead, Transfer Pricing
Melbourne
+61 3 9605 8019
zara.ritchie@bdo.com.au

NATALYA MARENINA
Principal, Transfer Pricing
Sydney
+61 2 8264 6649
natalya.marenina@bdo.com.au
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WILL THE THREE NEW
ACCOUNTING STANDARDS
(AASB 9, 15 AND 16) MAKE YOU
LARGE (OR SMALL)?
Most readers would by now be aware of the ‘triple threat’, or three new accounting
standards that apply to financial statements in the near future, AASB 15 Revenue from
Contracts with Customers and AASB 9 Financial Instruments applying for the first time to
December 2018 financial years, and AASB 16 Leases applying for the first time to December
2019 financial years.
While some entities may not be impacted by these standards in a major way, most
will have some nuances that will ultimately impact the amount and timing of revenue
recognition, impairment of financial assets such as trade and other receivables, and most
commonly, have some operating leases to be capitalised on the balance sheet.
BDO COMMENTS
All entities need to perform a detailed assessment (and document) whether and how
they will be impacted by AASB 9, 15 & 16. This assessment will then be audited when
the transition impacts are disclosed in the financial statements prior to transition, and
again during the first year the new standards are applied.
NEED TO CONSIDER THE IMPACT OF THE ‘TRIPLE THREAT’ NOW
Many small companies think they will continue to be small and therefore this ‘triple
threat’ will not affect them. This would be a premature assumption, because when
determining whether your company is large or small for financial reporting purposes
under Part 2M.3 of the Corporations Act 2001, one needs to consider the thresholds in
s45A by applying Australian Accounting Standards (which would include considering the
impacts of these three new standards). The diagramme below illustrates the process for
deciding whether a company is small or large.
Consolidated revenue

Consolidated gross assets

Employees

A$25 million or more

A$12.5 million or more

50 or more in company and
controlled entities at end of
financial year

Are any two of these
conditions met?
Large proprietary
company

Small proprietary
company

AASB 15 COULD MAKE YOU SMALL OR LARGE
For many entities, AASB 15 will change the timing or pattern of revenue recognition, with
some entities recognising revenue earlier than currently, and others later:
XX If AASB 15 requires you to change from ‘point in time’ recognition to ‘over time’
recognition, you may recognise revenue much earlier than you currently do (e.g. some
property sales), or later (e.g. some licensing arrangements).
XX The requirements to ‘bundle’ contracts and more clearly define performance
conditions could also result in the timing of your revenue being altered.
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Contract modifications to supply additional goods and services at discounted prices
may result in deferring revenue because the original contract is considered terminated,
with a new contract entered into for the remaining performance obligations on the
original contract, plus for the additional goods and services.
XX If your contracts contain variable consideration clauses such that revenue is
constrained and only recognised when it is highly probably that there will not be a
significant reversal, you will recognise revenue later than under current standards.
XX

Due to the more robust guidance on agent/principal relationships contained in AASB 15,
the overall quantum of your revenue may be impacted (i.e. either reduced because AASB
15 clarifies that you are acting as an agent, or grossed up because it clarifies that you are
acting as principal).
AASB 16 COULD MAKE YOU LARGE
Most entities have some type of operating leases, the most common being property
leases for office, warehousing and manufacturing premises, or retail stores premises.
Particularly where leases contain multiple options to extend on favourable terms (lessee
is reasonably certain to exercise the option because there is an economic incentive for
them to do so), the discounted value of lease payments could result in significant rightof-use assets and lease liabilities being brought on balance sheet, inadvertently pushing
lessees over the $12.5 million ‘asset’ threshold in s45A.
Industries most likely to be impacted by these changes include:
XX Small regional airlines where the major assets (aircraft) are currently			
‘off balance sheet’
XX Retailers with multiple stores and extension options on store leases
XX Manufacturers with purpose built or specialised premises for manufacturing facilities
or warehousing
XX Wholesalers with specialised or purpose built warehousing facilities
XX Heavy equipment users such as manufacturers or mining entities, and
XX All types of entities with large fleets of vehicles.
AASB 16 COULD MAKE YOU SMALL
Often forgotten is the fact that there could be instances where some contracts,
previously accounted for as a lease under Interpretation 4 Determining whether an
Arrangement contains a Lease that do not meet the definition of a lease under AASB 16,
and will therefore be derecognised from the balance sheet.
This typically occurs with ‘take or pay’ contracts for utilities such as electricity where the
customer is obliged to pay for the majority of the output generated by the asset but the
supplier controls the underlying asset (e.g. a power station).
AASB 9 COULD MAKE YOU SMALL OR LARGE
Most businesses will be impacted in some way by the new ‘expected loss’ impairment
model, which results in impairment losses on loans and receivables being booked much
earlier. This could result in entities currently meeting the assets threshold to be ‘small’
entities, and therefore no longer required to report.
On the other hand, some small entities may become large because AASB 9 contains
stricter rules for measuring financial assets at fair value, therefore tipping them above the
$12.5 million asset threshold.
NEED HELP?
If you need help in assessing the impacts of these new standards or whether they will
impact your reporting status under the Corporations Act as small or large, please contact
your engagement partner or BDO’s IFRS Advisory team.
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IASB ISSUES GUIDANCE ON MAKING
MATERIALITY JUDGEMENTS (IFRS PRACTICE
STATEMENT 2 MAKING MATERIALITY
JUDGEMENTS)
After almost two years in the making, the International
Accounting Standards Board (IASB) on 14 September 2017 finally
issued its long-awaited non-mandatory guidance on making
materiality judgements in IFRS Practice Statement 2 Making
Materiality Judgements (Practice Statement)1.

THE FOUR STEP PROCESS

While the IASB’s Disclosure Initiative has shone a spotlight on the
need to ‘declutter’ financial statements, and to focus on ‘material’
disclosures rather than applying a ‘checklist mentality’, there has
been a distinct lack of guidance to assist preparers and auditors in
determining what is material and what is not.

Step 1
Identify

The primary aim of this Practice Statement is to fill this void, and
assist preparers and auditors in making materiality judgements
to streamline and improve the quality of information disclosed
in financial statements, i.e. to drive behavioural change. The
framework outlined in the Practice Statement, which includes
a ‘four step’ process, is a useful tool for preparers and auditors
when making judgements about measurement and disclosures in
financial statements.

The Practice Statement outlines a four step process for assessing
whether items, including disclosures, are material to the financial
statements.
Requirements of IFRS
Standards

Knowledge about
primary users’ common
information needs

Step 2
Assess

Qualitative
Quantitative
factors entityfactors
specific and
external

DEFINITION OF ‘MATERIAL’
The definition of ‘materiality’ in the Practice Statement, which is
in the process of being updated by ED 282 Definition of Material,
focuses on three key issues, and provides guidance on each of
these:
XX Who are the primary users of financial statements (i.e. existing
and potential investors, lenders and other creditors)
XX What decisions do they primarily make, and
XX What are their information needs?

Step 3
Organise

Step 4
Review

Organise the information
within the draft financial
statements

Review the draft financial
statements

INFORMATION NEEDS
Regarding information needs of primary users, the Practice
Statement requires preparers of financial statements to:
XX Identify each group of primary users and then what information
is common to the needs of that user group (e.g. investors,
lenders, etc.).
XX Include the common information for each group, not merely
information that is common to all user groups.
XX Repeat information that is already publicly available because
the fact that information is already in the public domain does
not impact an entity’s assessment of whether it is material to
the financial statements.
XX If required by local laws and regulations, include disclosures
that are additional to IFRS requirements, regardless of their
materiality (e.g. s300A remuneration report requirements for
listed entities).

Click on link and then you will need to ‘register’ to obtain a free copy of the
Practice Statement
1

Figure 1: Extracted from Practice Statement
STEP ONE – IDENTIFY INFORMATION THAT PRIMARY
USERS MIGHT NEED TO MAKE DECISIONS
The starting point here is all IFRS disclosures required in
Accounting Standards, supplemented by additional information
primary users might need to understand the impact of the
transaction, event or other condition on financial performance,
position and cash flows.
STEP TWO – ASSESS WHETHER POTENTIALLY MATERIAL
INFORMATION IN STEP ONE IS, IN FACT, MATERIAL
This is a filtering process, where we start with the complete
potential pool of disclosures identified in step one, and then
decide whether for each disclosure the primary users could
reasonably be expected to be influenced by the information when
making decisions about providing resources to the entity.
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Step two is also an iterative process whereby we consider both
quantitative and qualitative factors before concluding that
disclosures are immaterial.

PPE
reconciliations

Historical
cost of
revalued
PPE

This last step involves ‘stepping back’ when reviewing the draft
financial statements to consider, based on our knowledge of
all transactions, events and conditions, whether all material
information has been included in the financial statements.
SPECIFIC TOPICS

Fair value
assumptions of
PPE

Quantitative factors

STEP FOUR – REVIEW DRAFT FINANCIAL STATEMENTS

Qualitative factors

The Practice Statement also provides guidance on making
materiality judgements when assessing:
XX Prior period information
XX Errors
XX Information about covenants, and
XX Interim financial reporting.
APPLICATION DATE
It can be applied any time from issue date, 14 September 2017.

PRELIMINARY MATERIAL PPE DISCLOSURES
Figure 2: Illustration of the step two filtering process of
potentially material disclosures
The Practice Statement includes discussion and examples on
what is meant by ‘quantitative’ and ‘qualitative’ factors but stops
short of giving benchmarks or guidelines for setting quantitative
materiality thresholds.
STEP THREE – ORGANISE INFORMATION IN A CLEAR AND
CONCISE WAY
Once we have decided which disclosures from the total possible
pool are material (refer step one and step two above), we need to
ensure that disclosures are organised, characterised and presented
clearly and concisely so that it is understandable. This involves a
similar process to what we should already be applying as part of
the IASB’s ‘decluttering’ initiative, including:
XX Emphasising material matters
XX Tailoring information to the entity’s own circumstances (avoid
using boiler-plate disclosures)
XX Without omitting material information, use simple, plain
English language to describe details as concisely as possible
XX Highlight relationships between different pieces of information
(make use of cross-referencing)
XX Provide information in a format appropriate for its type, e.g.
tabular format or narrative
XX Provide information in a way that maximises, to the extent
possible, comparability among entities and across reporting
periods
XX Avoid or minimise duplication of information in different parts
of the financial statements (although s300A remuneration
report disclosures must be included in the body of the
remuneration report itself, and cannot be cross-referenced
from the financial statements), and
XX Ensure material information is not obscured by too much
immaterial information.

BLIND FREDDY –
COMMON ERRORS
WHEN ACCOUNTING
FOR INVENTORIES –
AASB 102 – PART 2
The ‘Blind Freddy’ proposition is a term used by Justice
Middleton in the case of ASIC v Healey & Ors [2011] (Centro
case) to describe glaringly obvious mistakes.
Last month’s ‘Blind Freddy’ article highlighted six common errors
where items are often incorrectly classified as inventory when
they should be classified as something else on the balance sheet.
This month we explore other common errors made when valuing
inventories, including errors made when other Accounting
Standards drive measurement of inventories.
BLIND FREDDY ERROR 1 – IGNORING THE IMPACT
OF APPLYING AASB 3 BUSINESS COMBINATIONS TO
MEASURING INVENTORIES
The
a business
combination
is required
recognise
Theacquirer
acquirerinshall
measure
the identifiable
assetsto
acquired
and
and
measure
all
identifiable
assets
at
fair
value
on
acquisition
the liabilities assumed at their acquisition-date fair values.
date.
AASB 3, paragraph 18
In order to comply with the measurement requirements in AASB
102 for its standalone financial statements and management
reporting, the acquiree’s own inventory system records each
inventory item at ‘cost’, determined using a FIFO, weighted
average or standard costing valuation method. However, postacquisition, items of inventory acquired at acquisition date, and
still on hand at reporting date, are to be measured at acquisition
date (business combination date) ‘fair value’.
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We need to consider AASB 13 Fair Value Measurement principles
when determining what this acquisition date (business
combination date) ‘fair value’ should be. ’Fair value’ is not the
amount an end user would pay for the finished product. Rather, it
is an ‘exit price’, i.e. the price that would be received from selling
an asset in its current condition. This means that we deduct
appropriate amounts for costs to complete the inventory, selling
effort, and a reasonable profit margin.
The table below provides a general guide on how to measure
inventory at fair value.
TYPE OF INVENTORY

HOW TO MEASURE FAIR
VALUE

Finished goods

Selling prices less the sum of:
XX Costs of disposal, and
XX A reasonable profit allowance
for the selling effort of the
acquirer, based on profit for
similar finished goods and
merchandise.

Work-in-progress

Raw materials

Selling prices of finished goods
less the sum:
XX Costs to complete
XX Costs of disposal, and
XX A reasonable profit allowance
for the completing and selling
effort based on profit for
similar finished goods.
Current replacement cost.

Many entities ‘forget’ this AASB 3 requirement, resulting in a
common Blind Freddy error, whereby fair value adjustments for
such inventory are ignored.
BLIND FREDDY ERROR 1
Inventory acquired as part of a business combination
measured at cost in the consolidated financial statements
instead of fair value.
BLIND FREDDY ERROR 2 – FAILING TO CAPITALISE
INTEREST COSTS ON QUALIFYING ASSETS AS
INVENTORIES
AASB 123 Borrowing Costs does not give a choice of capitalising
borrowing costs. All borrowing costs incurred on a qualifying
asset must be capitalised, including where the qualifying asset is
classified as inventory.
An entity shall capitalise borrowing costs that are directly
attributable to the acquisition, construction or production of a
qualifying asset as part of the cost of that asset. An entity shall
recognise other borrowing costs as an expense in the period in
which it incurs them.
AASB 123, paragraph 8
A qualifying asset is an asset that necessarily takes a substantial
period of time to get ready for its intended use or sale.
AASB 123, paragraph 5

While the standard does not define what is meant by a ‘substantial
period’, it is generally accepted that an asset taking more than
12 months to be ready for its intended use or sale would be a
qualifying asset. This means that inventories with long production
cycles could be considered qualifying assets, e.g. properties, wine,
or certain types of machinery held for sale.
The only exceptions would be for biological assets measured at
fair value under AASB 141 Agriculture, and inventories that are
manufactured, or otherwise produced in large quantities on a
repetitive basis, even if they take a substantial period of time to
get ready for sale (e.g. wine).
Failing to capitalise borrowing costs into the cost of inventories
within the scope of AASB 123 means that interest costs will be
expensed immediately, resulting in both profits and inventories
being understated in the financial statements.
BLIND FREDDY ERROR 2
Failing to capitalise borrowing costs into the cost of inventories
that are qualifying assets.
BLIND FREDDY ERROR 3 – INAPPROPRIATELY
CAPITALISING BORROWING COSTS TO INVENTORIES
While many entities fall into the trap of not capitalising borrowing
costs as part of the cost of inventories in Blind Freddy error 2
above, others go overboard and capitalise interest costs when:
XX The inventory is not being developed, or
XX Development of the inventory is complete.
For more details, refer to our detailed ‘Blind Freddy’ article
Common errors in applying AASB 123 Borrowing Costs.
BLIND FREDDY ERROR 3
Capitalising borrowing costs into the cost of inventories
when the items are not being developed, or when development
has ceased.
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BLIND FREDDY ERROR 4 – RECORDING IMPORTED
INVENTORIES AT THE HEDGE RATE RATHER THAN THE
SPOT RATE
Many entities mistakenly assume that if they have entered into
foreign currency contracts to fix the AUD price of imported
inventories, this ‘hedge rate’ can be used to determine the cost
of purchases. AASB 139 Financial Instruments: Recognition and
Measurement (AASB 9 Financial Instruments post 1 January 2018)
only permits the hedge rate to be used where hedge accounting
applies (i.e. the entity has met the requirements in AASB 139
or AASB 9 to apply hedge accounting). Otherwise, AASB 121
The Effects of Changes in Foreign Exchange Rates requires these
inventories to be recorded at spot rate.

BLIND FREDDY ERROR 5 – CAPITALISING FOREIGN
EXCHANGE MOVEMENTS ON TRADE PAYABLES
FOR INVENTORY PURCHASES INTO THE COST OF
INVENTORIES
AASB 121 requires outstanding foreign currency trade payables
(monetary items) to be measured at reporting date at spot rate.
This results in a gain or loss being recognised in profit or loss.
At the end of each reporting period:
(a) foreign currency monetary items shall be translated using
the closing rate; …
Extract of AASB 121, paragraph 23

If a hedge of a forecast transaction subsequently results in the
recognition of a non-financial asset or a non-financial liability,
or a forecast transaction for a non-financial asset or nonfinancial liability becomes a firm commitment for which fair
value hedge accounting is applied, then the entity shall adopt
(a) or (b) below:

Exchange differences arising on the settlement of monetary
items or on translating monetary items at rates different from
those at which they were translated on initial recognition
during the period or in previous financial statements shall be
recognised in profit or loss in the period in which they arise,
except as described in paragraph 321.

(a) ….; or

AASB 121, paragraph 28

(b) it removes the associated gains and losses that were
recognised in other comprehensive income in accordance with
paragraph 95, and includes them in the initial cost or other
carrying amount of the asset or liability.

1

Extract of AASB 139, paragraph 98(b)
A foreign currency transaction shall be recorded, on initial
recognition in the functional currency, by applying to the
foreign currency amount the spot exchange rate between the
functional currency and the foreign currency at the date of the
transaction.
AASB 121, paragraph 21
Where hedge accounting is not applied, a common ‘Blind Freddy’
error is to subsume any movements in derivatives in the cost of
inventories, rather than recognising these as a period expense.
BLIND FREDDY ERROR 4
No hedge accounting but inventories costed at the foreign
currency contract rate, rather than at spot rate.

Paragraph 32 is N/A here as it refers to the net investment in a foreign
operation

Another common error occurs when entities capitalise this foreign
currency gain or loss into the cost of inventories. AASB 121,
paragraph 28 specifically requires such amounts to be expensed
immediately.
BLIND FREDDY ERROR 5
Capitalising foreign exchange differences on trade payables into
the cost of inventories.
BLIND FREDDY ERROR 6 – TRANSLATING INVENTORIES
PURCHASED IN FOREIGN CURRENCIES TO SPOT RATE AT
REPORTING DATE
As noted in Blind Freddy 5 above, foreign currency monetary items
are retranslated to spot rate at the reporting date. However, nonmonetary items, including inventories, are not retranslated, but
instead remain at historical cost.
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At the end of each reporting period:
(a) foreign currency monetary items shall be translated using
the closing rate;
(b) non-monetary items that are measured in terms of
historical cost in a foreign currency shall be translated using the
exchange rate at the date of the transaction; …
Extract of AASB 121, paragraph 23
Monetary items are units of currency held and assets and
liabilities to be received or paid in a fixed or determinable
number of units of currency.
AASB 121, paragraph 8
Conversely, the essential feature of a non-monetary item is the
absence of a right to receive (or an obligation to deliver) a fixed
or determinable number of units of currency. Examples include:
amounts prepaid for goods and services (e.g. prepaid rent);
goodwill; intangible assets; inventories; property, plant and
equipment; and provisions that are to be settled by the delivery
of a non-monetary asset.
Extract of AASB 121, paragraph 16
A common Blind Freddy error occurs when inventories purchased
in a foreign currency, e.g. USD, but still on hand at year end are
retranslated to spot rate. AASB 121, paragraph 16 is explicit that
inventories are non-monetary items, and therefore should remain
at historical cost.
BLIND FREDDY ERROR 6
Translating inventories purchased in a foreign currency to spot
rate at reporting date.
NEXT MONTH
Next month, the last in our series of ‘Blind Freddy’ errors when
applying AASB 102 will focus on typical errors arising when
applying the valuation requirements of AASB 102.

PRESENTATION AND
Q&A SESSION WITH
IASB VICE-CHAIR, SUE
LLOYD
On Thursday 23 November 2017, BDO Melbourne will be hosting
a presentation and Q&A session with Sue Lloyd, Deputy Chair,
IASB regarding the following accounting standards and projects,
and how they might impact your business:
XX IFRS 9 Financial Instruments
XX IFRS 15 Revenue from Contracts with Customers
XX IFRS 16 Leases
XX Disclosure Initiative Project.
Following the presentation, guests will also have the opportunity
to speak directly with Sue Lloyd during a Q&A session.
We hope you can join us for this timely seminar, followed by
networking drinks and canapés.
DETAILS
3.15pm - Registration
3.30pm – Presentation
4.30pm - Q&A Session
5.30pm - Networking, drinks and canapés
LOCATION
BDO Melbourne
Level 18, Tower Four, Collins Square
727 Collins Street
Melbourne 3008
COST
Attendance is complimentary
RSVP
Please register by Thursday 16 November 2017.
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NEW BDO RESOURCES &
PUBLICATIONS
AUSTRALIAN RESOURCES
The IFRS Advisory section of our website includes training materials on IFRS and other
financial reporting issues including the following webinars (one hour video recorded
presentations presented live on a monthly basis).
Recent webinars include:
MONTH

TOPIC

October 2017

The New AASB 16 – Recognition and Measurement

September 2017

The New AASB 16 – Identifying a Lease and Determining the Lease term

August 2017

The New AASB 15 – Determining and Allocating the Transaction
Price to the Performance Obligations

July 2017

The New AASB 15 – Identifying the Contract and the Separate
Performance Obligations in the Contract

June 2017

Overview of the New IFRS 15 Revenue from Contracts with
Customers

May 2017

Financial Reporting Update – Getting ready for 30 June 2017

April 2017

The new AASB 9 Financial Instruments – Impairment requirements

March 2017

The New AASB 9 Financial Instruments – Classification and
Measurement Requirements

March 2017

The New AASB 1058 Income of Not-for-Profit Entities

February 2017

Overview of the New AASB 16 Leases

Please register for the remaining webinars in 2017.
BDO GLOBAL RESOURCES
The Audit section of our website includes a range of publications on IFRS issues. Look for
the ‘Global IFRS Resources’ link which includes resources such as:
XX IFRS at a Glance – ‘one page’ and short summaries of all IFRS standards
XX Need to Knows – updates on major IASB projects and highlights practical implications
of forthcoming changes to accounting standards. Recent Need to Knows include IFRS
15 Revenue from Contracts with Customers - IFRS v US GAAP Differences (Dec 2016),
IFRS 16 Leases (July 2016), IFRS 9 (2014) Financial Instruments – Classification and
Measurement (April 2015), IFRS 9 Financial Instruments - Impairment of Financial Assets
(Dec 2014), IFRS 15 Revenue from Contracts with Customers (Aug 2014) and Hedge
Accounting (IFRS 9 Financial Instruments) (Jan 2014).
IFRS in Practice – practical information about the application of key aspects of
IFRS, including industry specific guidance. Recent IFRS in Practice include IFRS 16
Leases (March 2017), IFRS 15 Revenue from Contracts with Customers (Dec 2016),
IFRS 15 Revenue from Contracts with Customers - Transition (July 2016), IFRS 11 Joint
Arrangements (Feb 2016), IFRS 9 Financial Instruments (Oct 2015), IAS 7 Statement of
Cash Flows (May 2014), Distinguishing between a business combination and an asset
purchase in the extractives industry (March 2014), IAS 36 Impairment of Assets (Dec
2013) and Common Errors in Financial Statements – Share-based Payment (Dec 2013)
XX Comment letters on IFRS standard setting - includes BDO comments on various
projects of international standard setters, including Exposure Drafts and other
Discussion Papers, when it is considered that the issue is significant to the BDO network
and its clients. Latest comment letters include IASB ED 2017 04 Property, Plant and
Equipment – Proceeds Before Intended Use, IASB ED 2017 02 Improvements to IFRS
8 Operating Segments, IASB ED 2016-01 Definition of a Business and Accounting for
Previously Held Interestes - Proposed amendments to IFRS 3 and IFRS 11, IASB ED 2015-3
Conceptual Framework for Financial Reporting, IASB ED 2015-5 Proposed amendments to
IAS 19 and IFRIC 14 and IASB ED 2015-1 Classification of Liabilities.
XX
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COMMENTS SOUGHT ON
EXPOSURE DRAFTS
At BDO, we provide comments locally to the Australian Accounting Standards Board
(AASB) and internationally to the International Accounting Standards Board (IASB).
We welcome any client comments on exposure drafts that are currently available for
comment. If you would like to provide any comments please contact Wayne Basford at
wayne.basford@bdo.com.au.
DOCUMENT

PROPOSALS

ED280 Accounting
Policies and
Accounting
Estimates

Proposes amendments to AASB
108 Accounting Policies, Changes
in Accounting Estimates and Errors
to clarify the difference between a
change in accounting policy and a
change in accounting estimate.

Proposed
amendments to
AASB 108

COMMENTS
COMMENTS
DUE TO AASB BY DUE TO IASB BY
17 November 2017 15 January 2018

Also clarifies that changing the cost
formula for measuring inventories
constitutes a change in accounting
policy.
ED 282 Definition Proposes minor amendments to
17 November 2017 15 January 2018
of Material
AASB 101 and 108 to clarify the
definition of ‘material’ and align
Proposed
the wording with the definition
amendments to
in the Conceptual Framework
AASB 101 and
for Financial Reporting and the
AASB 108
IASB Practice Statement Making
Materiality Judgements
ITC Draft Appendix For entities voluntarily adopting
28 February 2018 N/A
to the Tax
the Tax Transparency Code
Transparency Code (TTC), the ITC proposes a draft
appendix to the TTC which includes
disclosure aiming to increase the
tax transparency of both large
and medium-sized businesses, so
as to enable users such as social
justice groups, media, analysts,
shareholders and the general public
to better understand the entity’s
tax position.

FOR MORE INFORMATION
ADELAIDE
PAUL GOSNOLD
Tel +61 8 7324 6049
paul.gosnold@bdo.com.au
BRISBANE
TIM KENDALL
Tel +61 7 3237 5948
timothy.kendall@bdo.com.au
CAIRNS
GREG MITCHELL
Tel +61 7 4046 0044
greg.mitchell@bdo.com.au
DARWIN
CASMEL TAZIWA
Tel +61 8 8981 7066
casmel.taziwa@bdo.com.au
HOBART
DAVID PALMER
Tel +61 3 6324 2499
david.palmer@bdo.com.au
MELBOURNE
DAVID GARVEY
Tel: +61 3 9603 1732
david.garvey@bdo.com.au
NEW SOUTH WALES
GRANT SAXON
Tel: +61 2 9240 9976
grant.saxon@bdo.com.au
PERTH
PHILLIP MURDOCH
Tel +61 8 6382 4716
phillip.murdoch@bdo.com.au

This publication has been carefully prepared, but it has
been written in general terms and should be seen as broad
guidance only. The publication cannot be relied upon to
cover specific situations and you should not act, or refrain
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