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CHAPTER 1

IAS 20 GOVERNMENT
ASSISTANCE AND GRANTS

AT A GLANCE

IN THIS CHAPTER:

IAS 20 Accounting for government grants and disclosure of
government assistance requires government grants to be
recognised if there is reasonable assurance that the grant will
be received and entity will comply with the conditions of the
grant. It also requires disclosure of other government
assistances except the benefits provided only indirectly
through action affecting general trading conditions, such as the
provision of infrastructure in development areas or the
imposition of trading constraints on competitors.

AT A GLANCE

SPOTLIGHT

AT A GLANCE

1. Definitions and scope

2. Recognition

3. Presentation and disclosure Government grants shall be recognised as income over the
periods necessary to match them with the related costs which
4. Repayment they are intended to compensate, on a systematic basis.

Government grants related to assets can be presented as

5. Comprehensive Examples deferred income or deducted from the cost of related assets.

6. Objective Based Q&A Government grant related to income are amortized in the
pattern of future expenses to be incurred, however,

STICKY NOTES government grant if related to an immediate relief requiring no
expenses to be incurred in future are included in profit or loss
immediately.

The amortization of grant related to income can be presented
as other income or deducted from the related expenses.

The non-monetary grants are allowed to be recognised at fair
value of the goods/assets received or at nominal value.

Repayment of a grant related to income shall be applied first
against any unamortised deferred credit set up in respect of the
grant. To the extent that the repayment exceeds any such
deferred credit, or where no deferred credit exists, the
repayment shall be recognised immediately as an expense.

Repayment of a grant related to an asset shall be recorded by
increasing the carrying amount of the asset or reducing the
deferred income balance by the amount repayable. The
cumulative additional depreciation that would have been
recognised to date as an expense in the absence of the grant
shall be recognised immediately as an expense.
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CHAPTER 1:1AS 20 GOVERNMENT ASSISTANCE AND GRANTS CAF 1: FINANCIAL ACCOUNTING AND REPORTING

1 DEFINITIONS AND SCOPE

1.1 Introduction [IAS 20: 1]

Across the globe, the governments provide various types of assistance to businesses in order to achieve various
economic objectives such as to promote a specific type of business (say, electric vehicles) or to create
employment opportunities. The assistance may be mere an aid by creating ease of doing business or it may be in
the form of a financial assistance. The most common form of such assistance is a grant of cash or land to the
business entity from local or national government.

IAS 20 is applied in accounting for, and in the disclosure of, government grants and in the disclosure of other
forms of government assistance.
1.2 Key definitions [IAS 20: 3 & 6]

Government refers to government, government agencies and similar bodies whether local, national or
international.

» Example 01:

As per IAS 20, the following may be considered “Government” if providing financial assistance to an entity:

1. Federal governments 5.  Small and Medium Enterprises Development Authority
2. Provincial governments 6.  United Nations

3. District governments 7. International Monetary Fund (IMF)

4. Federal/State Banks 8. World Health Organisation

Government assistance is action by government designed to provide an economic benefit specific to an entity
or range of entities qualifying under certain criteria.
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However, government assistance does not include benefits provided only indirectly through action affecting
general trading conditions, such as the provision of infrastructure in development areas or the imposition of
trading constraints/quotas on competitors.

» Example 02:

JK Limited constructed its factory few years ago in Gwadar. Since then, the government has provided
infrastructure by improvement to the general transport and communication network and the supply of improved
facilities including water reticulation which is available on an ongoing indeterminate basis for the benefit of an
entire local community including JK Limited factory. The business of JK Limited has become much more
profitable since provision of these facilities.

Required:

State whether the actions by government in above circumstances are considered government assistance in
accordance with IAS 20.

» Answer:
The above actions affecting general trading conditions are not government assistance as per IAS 20.

Government grants are assistance by government in the form of transfers of resources to an entity in return for
past or future compliance with certain conditions relating to the operating activities of the entity.

However, they exclude those forms of government assistance which cannot reasonably have a value placed upon
them and transactions with government which cannot be distinguished from the normal trading transactions of
the entity.

Government grants are sometimes called by other names such as subsidies, subventions, or premiums.
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Example 03:

The government provided following to XYZ Limited:

i.  Free technical advice

ii. Free marketing advice for export to Central Europe

iii. Free provision of guarantees for export trade with European Countries.

iv. Supportive government procurement policy that is responsible for significant sales by XYZ Limited.
Required:

Briefly explain whether the above benefits provided by government will be considered as government grant.
Answer:

Items (i) to (iii) are not government grants as these are government assistance that cannot reasonably have a
value placed upon them.

Item (iv) is not government grant as it cannot be distinguished from general trading conditions.

Grants related to assets are government grants whose primary condition is that an entity qualifying for them
should purchase, construct or otherwise acquire long-term assets. Subsidiary conditions may also be attached
restricting the type or location of the assets or the periods during which they are to be acquired or held.

Grants related to income are government grants other than those related to assets.

Example 04:

Identify the following government grants as either “related to assets” or “related to income”.

i.  Grant by Federal Government on condition to import and install new power generation plant in Pakistan.

ii. Grantby Provincial Government on condition of construction and operation of factory in a specific rural
area.

SPOTLIGHT

iii. Grant by sports ministry for conducting a Football League for next three years.

iv. Grant by ministry of manpower for maintaining low labour turnover in last five years.

Answer:

Item (i) and (ii) are grant related to assets while item (iii) and (iv) are grant related to income.
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CHAPTER 1:1AS 20 GOVERNMENT ASSISTANCE AND GRANTS CAF 1: FINANCIAL ACCOUNTING AND REPORTING

2 RECOGNITION

2.1 Recognition criteria [IAS 20: 7 & 8]

Government grants, including non-monetary grants at fair value, shall not be recognised until there is reasonable
assurance that:

a) the entity will comply with the conditions attaching to them; and

b) the grants will be received.

Receipt of a grant does not of itself provide conclusive evidence that the conditions attaching to the grant have
been or will be fulfilled.

2.2 Non-monetary grant [IAS 20: 23 & 3]

A government grant may take the form of a transfer of a non-monetary asset, such as land or other resources, for
the use of the entity. The usual treatment is to record both grant and non-monetary asset at the fair value. The
alternative treatment is to record both asset and grant at a nominal amount.

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.
2.3 Approaches to recognition [IAS 20: 13]

There are two broad approaches to the accounting for government grants:

Capital approach Under this approach, grant is recognised outside profit or loss (e.g. directly in equity).
IAS 20 does not allow this approach, hence not examinable

Income approach Under this approach, a grant is recognised in profit or loss over one or more period.
This approach is applied in accordance with IAS 20.
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2.4 Period of recognition [IAS 20: 12,17, 18 & 20]

Government grants shall be recognised in profit or loss on a systematic basis over the periods in which the entity
recognises as expenses the related costs for which the grants are intended to compensate.

The application of above principle may be summarised as follows:

Grant related to Grants in recognition of specific expenses
LIICOINL These are recognised in profit or loss in the same period as the relevant expenses.

Compensation of expenses already incurred or immediate financial support

A government grant that becomes receivable as compensation for expenses or losses
already incurred or for the purpose of giving immediate financial support to the entity
with no future related costs shall be recognised in profit or loss of the period in which
it becomes receivable.

Grant related to Grants related to depreciable assets

assets These are usually recognised in profit or loss over the periods and in the proportions
in which depreciation expense on those assets is recognised.

Grants related to non-depreciable assets

These may also require the fulfilment of certain obligations and would then be
recognised in profit or loss over the periods that bear the cost of meeting the
obligations. As an example, a grant of land may be conditional upon the construction of
a building on the site and it may be appropriate to recognise the grant in profit or loss
over the life of the building.
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Example 05:

State the time of recognition of income related to following government grants:

a) The grant was received for maintaining good working conditions in the past.

b) The grant was received for maintaining certain working conditions for next three years.

c) The grant was received for installation of a plant that has useful life of 15 years and being depreciated using
30% reducing balance method.

d) The grant was awarded to facilitate the acquisition of land subject to condition of building a factory thereon.

e) The grant was awarded to facilitate the acquisition of land for dairy farming subject to condition of
maintaining minimum 70% local employment for next 10 years.

Answer:
a) Recognise immediately in profit or loss
b) Recognise in profit or loss over next three years

¢) Recognise in profit or loss over 15 years in proportion to depreciation expense recognised using 30%
reducing balance method.

d) Recognise in profit or loss over the useful life of building.

e) Recognise in profit or loss over next 10 years.

2.5 Forgivable loan [IAS 20: 3 & 10]

Forgivable loans are loans which the lender undertakes to waive repayment of under certain prescribed
conditions.

A forgivable loan from government is treated as a government grant when there is reasonable assurance that the
entity will meet the terms for forgiveness of the loan. Until then, such a loan is treated as a liability in accordance
with IFRS 9. (IFRS 9 not examinable at this Level)

Example 06:

ABC Pharmaceutical Company received cash from government for a research and development project of a
children vaccine. As per the terms of the loan, the cash received from the government shall be waived, if the entity
is able to develop the vaccine within 3 years and sell it free of cost for 5 years.

Required:
Briefly explain the accounting treatment of the above loan?
Answer:

This is forgivable loan as the repayment shall be waived, under prescribed conditions i.e. ability to develop
vaccine within 3 years and sell it free of cost for 5 years.

If there is reasonable assurance to meet the conditions of waiver, this forgivable loan shall be recognised as
government grant.

However, if there is expectation that it will take more time than three years in the development or there is
expectation of selling the vaccine for a price before 5 years, the loan shall be recognised as a liability in
accordance with IFRS 9.
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Example 07:

ABC Pharmaceutical Company received cash from government for a research and development project of a
children vaccine. As per the terms of the loan, the cash received from the government is repayable in cash only if
the entity decides to commercialize the results of the research phase of the project. If the entity decides not to
commercialize the results of the research phase, the cash received is not repayable in cash, but instead the entity
must transfer to the government the rights to the research.

Required:

Explain whether the loan will be considered a forgivable loan?

Answer:

In this scenario, cash received from the government does not meet the definition of a forgivable loan in IAS 20.

This is because, in this arrangement, the government does not undertake to waive repayment of the loan, but
rather to require settlement in cash or by transfer of the rights to the research. The cash received from
government shall be recognised as liability in accordance with IFRS 9.

2.6 Benefit of loan at below-market rate of interest [IAS 20: 10A]

The benefit of a government loan at a below market rate of interest is treated as a government grant. The benefit
of below market rate of interest shall be measured as the difference between the cash receipt under the
government loan and the initial carrying amount of the loan measured and recognised in accordance with IFRS
9.

The entity shall consider the conditions and obligations that have been, or must be, met when identifying the
costs for which the benefit of the loan is intended to compensate.

Example 08:

On 1 January 2023, MZ Limited received a loan under government support scheme whereby the loan of Rs.
100,000 is provided at a mark-up rate of 5% per annum whereas market rate of interest for similar loan is 12%
annum. The loan is for immediate financial support and is repayable on 31 December 2023.

MZ Limited has determined the initial carrying amount of loan in accordance with IFRS 9 at Rs. 93,750 (i.e. Rs.
100,000 + 5% x 100,000 = Rs. 105,000 x 1.12-1)

Required:
Prepare the journal entry on 1 January 2023 on receipt of the above loan.

Answer:

e ks | Rs |

1Jan 2023 Cash/Bank 100,000
Government grant (profit or loss) 6,250
Loan (liability) 93,750
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CAF 1: FINANCIAL ACCOUNTING AND REPORTING CHAPTER 1:1AS 20 GOVERNMENT ASSISTANCE AND GRANTS

3 PRESENTATION & DISCLOSURE

3.1 Presentation: grants related to income [IAS 20: 29]

Grants related to income are presented as part of profit or loss, either separately or under a general heading such
as ‘other income’; alternatively, they are deducted in reporting the related expense.

Present the grant as other income On receipt/accrual of grant
Debit Cash/Receivable
Credit Deferred grant
On recognition of grant as income in profit or loss
Debit Deferred grant
Credit Other income (PL)

Present the grant as deduction from On receipt/accrual of grant
related expense Debit Cash/Receivable
Credit Deferred grant
On recognition of grant as income in profit or loss
Debit Deferred grant
Credit Expenses (PL)

SPOTLIGHT

» Example 09:

On 31 December 2020, JKL Limited received grant of Rs. 50,000 towards the cost of training young apprentices.
The training program is expected to last for two years.

Actual total cost of training was Rs. 200,000 (70% incurred in year 2021 and 30% incurred in year 2022 as
originally planned).

Required: Prepare financial statement extracts under both methods of presentation. Year end is 31 December.

» Answer:

Presentation method: Other income 2020 2021 2022

Statement of financial Position (extracts) “nn

Non-current liabilities: Deferred grant 15,000 - -

Current liabilities: Deferred grant 35,000 15,000 -
Statement of profit or loss (extracts)
Training costs - (140,000) (60,000)

Other income: training grant - 35,000 15,000
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Presentation method: Net expense m 2021 2022

Statement of financial Position (extracts) “n“

Non-current liabilities: Deferred grant 15,000 - =
Current liabilities: Deferred grant 35,000 15,000 -
Statement of profit or loss (extracts)

Training costs (net) - (105,000) (45,000)

3.2 Presentation: grants related to assets [IAS 20: 24]

Government grants related to assets, including non-monetary grants at fair value, shall be presented in the
statement of financial position either by setting up the grant as deferred income or by deducting the grant in
arriving at the carrying amount of the asset.

Setting up the grantas  On acquisition of asset
deferred income

Debit Non-current asset (PPE, etc.)
Credit Bank
On receipt/accrual of grant

Debit Cash/Receivable
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Credit Deferred grant
Period end depreciation expense

Debit Depreciation expense

Credit Accumulated depreciation (PPE, etc.)
Period end amortisation of deferred grant
Debit Deferred grant

Credit Profit or loss

Deducting the grantin  On acquisition of asset

arrving atthe Debit Non-current asset (PPE, etc.)
carrying amount of an
asset Credit Bank

On receipt/accrual of grant

Debit Cash/Receivable

Credit Non-current asset (PPE, etc.)
Period end depreciation expense (reduced)
Debit Depreciation expense

Credit Accumulated depreciation (PPE, etc.)
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CAF 1: FINANCIAL ACCOUNTING AND REPORTING CHAPTER 1:1AS 20 GOVERNMENT ASSISTANCE AND GRANTS

» Example 10:

On 1 January, 2021 ABC Limited acquired a plant at a cost of Rs. 600 million and received a grant of Rs. 60 million
on the same date.

The plant is to be depreciated on straight line basis over its useful life of 3 years and Rs. 120 million residual
value. There is reasonable assurance that conditions of the grant shall be complied with.

Required:
Prepare financial statement extracts under both methods of presentation. Year end is 31 December.

» Answer:

Presentation: Separate deferred income 2021 2022 2023

Statement of financial Position (extracts)

PPE (Cost) 600 600 600
Accumulated depreciation | (160) ‘ (320) ‘ (480)

440 280 120
Non-current liabilities: Deferred grant 20 - -
Current liabilities: Deferred grant 20 20 -

Statement of profit or loss (extracts)

Depreciation [(600 - 120) / 3 years] (160) (160) (160)
Other income: grant [60 / 3 years] 20 20 20 'E
g
Statement of financial Position (extracts) o
PPE (Cost) [600 - 60] 540 540 540
Accumulated depreciation | (140) ‘ (280) ‘ (420)
400 260 120

Statement of profit or loss (extracts)

Depreciation [(540 - 120) / 3 years] (140) (140) (140)

3.3 Disclosure [IAS 20: 36 & 39]
The following matters shall be disclosed:

a) the accounting policy adopted for government grants, including the methods of presentation adopted in
the financial statements;

b) the nature and extent of government grants recognised in the financial statements and an indication of
other forms of government assistance from which the entity has directly benefited; and

c) unfulfilled conditions and other contingencies attaching to government assistance that has been
recognised.

Government assistance may be significant so that disclosure of the nature, extent and duration of the assistance
is necessary in order that the financial statements may not be misleading.
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4 REPAYMENT OF GOVERNMENT GRANT

4.1 Change in accounting estimate [IAS 20: 32]

A government grant that becomes repayable shall be accounted for as a change in accounting estimate. It means
that repayment is to be recorded in the year the grant becomes repayable and prior period adjustments are not
made.

4.2 Repayment of a grant related to income [IAS 20: 32]

First, debit unamortised balance of deferred grant, and any excess is recognised as expense in profit or loss.

Journal entry

Debit Deferred grant (to the extent of unamortised balance)
Debit  Profit or loss (excess, if any)
Credit Bank

» Example 11:

On 1 January 2021 Jam Limited (JL) received a cash grant of Rs. 1.5 million towards the cost of employing a
blockchain analyst on a new project for a 5 years’ period.

The grant is repayable in full if the project is not completed. The analyst was employed and the project
commenced from the 1 January 2021.

On 20th January 2023, the project was cancelled and the grant had to be repaid in full.
Required:

Journal entries from 1 January 2021 till the date of repayment.
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» Answer:

Journal entries

. Debit Credit
Date Particulars
Rs. Rs.

1Jan 2021  Cash 1,500,000
Deferred grant 1,500,000

31 Dec 2021 Deferred grant 300,000
Profit or loss 300,000

31 Dec 2022 Deferred grant 300,000
Profit or loss 300,000

20]Jan 2023  Deferred grant [1,500,000 - 300,000 x 2 years] 900,000

Profit or loss (balancing) 600,000
Cash 1,500,000
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4.3 Repayment of grant related to asset [IAS 20: 32 & 33]

Repayment of a grant related to an asset shall be recognised by increasing the carrying amount of the asset or
reducing the deferred income by the amount repayable.

The cumulative additional depreciation that would have been recognised in profit or loss to date in the absence
of the grant shall be recognised immediately in profit or loss.

Presentation method Journal entries on repayment

Setting up the grantas Debit Deferred grant (balancing figure)
Cele i Debit  Profit or loss (cumulative additional depreciation, if any)

Credit Bank

Deducting the grantin Debit Non-current asset (balancing figure)

arriving at the . : : o e

ng Debit  Profit or loss (cumulative additional depreciation, if any)
carrying amount of an
asset Credit Bank

Circumstances giving rise to repayment of a grant related to an asset may require consideration to be given to
the possible impairment of the new carrying amount of the asset.

» Example 12:

On 1st January 2020, Deep Water Limited installed a non-current asset with a cost of Rs. 500,000 and received a
grant of Rs. 100,000 in relation to that asset. The asset is being depreciated on a straight-line basis over five
years.

Grant was repaid on 1st January 2022 in full on failing to meet the conditions.
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Required:
Journal entries for the year 2020 to 2022 (under both methods of presentation).

» Answer:

Presentation method: Setting up the grant as deferred income

Date Particulars Debit credit
Rs. 000 Rs.000
1Jan 2020 PPE 500
Cash 500
1Jan 2020 Cash 100
Deferred grant 100
31 Dec 2020  Depreciation [500 / 5 years] 100
PPE 100
31 Dec2020 Deferred grant [100 / 5 years] 20
P&L 20
31 Dec 2021  Depreciation [500 / 5 years] 100
PPE 100
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Particulars credit
Rs.000
31 Dec2021 Deferred grant [100 / 5 years] 20
P&L 20
1]Jan 2022 Deferred grant 60
Profit or loss [100 /5 x 2 years] 40
Cash 100
31 Dec 2022  Depreciation [300 / 3 years] 100
PPE 100

Presentation method: Deducting the grant in the carrying amount of an asset

Particulars credit
Rs.000
1Jan 2020  PPE 500
Cash 500
0 1Jan 2020  Cash 100
é PPE 100
g 31 Dec 2020 Depreciation [400 / 5 years] 80
PPE 80
31 Dec 2021 Depreciation [400 / 5 years] 80
PPE 80
1Jan 2022  PPE 60
Profit or loss [100 / 5 x 2 years] 40
Cash 100
31 Dec 2022 Depreciation [(240 + 60) / 3 years] 100
PPE 100

» Example 13:

On 1st January 2020, Deep Sea Limited installed a non-current asset with a cost of Rs. 500,000 and received a
grant of Rs. 100,000 in relation to that asset. The asset is being depreciated on a straight-line basis over five
years.

Grant of Rs. 90,000 was repaid on 1st January 2022 on failing to meet the few conditions of grant.
Required:
Journal entries for the year 2020 to 2022 (under both methods of presentation).
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» Answer:

Presentation method: Setting up the grant as deferred income

Date Debit Credit
Rs. 000 Rs.000

1Jan 2020 PPE

Cash 500
1Jan 2020  Cash 100
Deferred grant 100
31 Dec 2020 Depreciation [500 / 5 years] 100
PPE 100
31 Dec 2020 Deferred grant [100 / 5 years] 20
P&L 20
31 Dec 2021 Depreciation [500 / 5 years] 100
PPE 100
31 Dec 2021 Deferred grant [100 / 5 years] 20
P&L 20
1Jan 2022  Deferred grant 54
Profit orloss [90 / 5 x 2 years] 36
Cash 90 lg
31 Dec 2022 Depreciation [300 / 3 years] 100 =
PPE 100 2
31 Dec 2022 Deferred grant [(60-54) / 3 years] 2
P&L 2

Presentation method: Deducting the grant in the carrying amount of an asset

Date Particulars Debit Credit
Rs. 000 Rs.000

1]Jan 2020

Cash 500

1Jan 2020  Cash 100
PPE 100

31 Dec 2020 Depreciation [400 / 5 years] 80
PPE 80

31 Dec 2021 Depreciation [400 / 5 years] 80
PPE 80

1Jan 2022  PPE 54

Profit or loss [90 / 5 x 2 years] 36
Cash 90

31 Dec 2022 Depreciation [(240+54) / 3 years] 98
PPE 98
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5 COMPREHENSIVE EXAMPLES
» Example 14:

Adeel Limited (AL) imported and installed a plant at total cost of Rs. 250 million on 1 January 2021. The plant
has useful life of 3 years. The residual value of plant at the end of useful life has been estimated at Rs. 128 million.
Based on this AL has correctly determined depreciation rate of 20% under reducing balance method that it uses
for depreciating plant and machineries.

On the same date, AL also received a government grant of Rs. 60 million towards this plant. It is reasonably
certain that AL will comply with the conditions of this grant. AL has policy to present the plant and grant
separately in its financial statements.

AL year-ends on 31 December.
Required:

Prepare journal entries in the books of AL in respect of above plant from 1 January 2021 to 31 December 2023
(Journal entry for disposal of plant is not required).

» Answer:

Tutorial note: Grants related to depreciable assets are usually recognised in profit or loss over the periods and
in the proportions in which depreciation expense on those assets is recognised (IAS 20.17).

2021  Rs.250mx20% Rs. 60m x 50/122 24.59
2022  Rs.50m x 80% 40 Rs.60mx40/122 19.67
g 2023  Rs.40m x 80% 32 Rs.60mx32/122 15.74
'—; Total 122 Total 60
2 R ——
o

Journal entries

Debit Credit

1Jan 2021 Property, plant & equipment

Bank 250

Bank 60
Deferred government grant 60

31 Dec 2021 Depreciation 50
Accumulated depreciation 50

Deferred government grant 24.59
Profit or loss 24.59

31 Dec 2022  Depreciation 40
Accumulated depreciation 40

Deferred government grant 19.67
Profit or loss 19.67
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Date Particulars g:blilt (;::?vllt
31 Dec 2023 Depreciation 32
Accumulated depreciation 32
Deferred government grant 15.74
Profit or loss 15.74

» Example 15:

Kashif Limited (KL) imported and installed a plant at total cost of Rs. 250 million on 1 January 2021. The plant
has useful life of 3 years. The residual value of plant at the end of useful life has been estimated at Rs. 128 million.
Based on this KL has correctly determined depreciation rate of 20% under reducing balance method that it uses
for depreciating plant and machineries.

On the same date, KL also received a government grant of Rs. 60 million towards this plant. It is reasonably
certain that KL will comply with the conditions of this grant. KL has policy to present the grant as deduction from
the carrying amount of the plant in its financial statements.

KL year-ends on 31 December.
Required:

Prepare journal entries in the books of KL in respect of above plant from 1 January 2021 to 31 December 2023
(Journal entry for disposal of plant is not required).

» Answer:

|-
a0
Tutorial note: Grants related to depreciable assets are usually recognised in profit or loss over the periods and o
in the proportions in which depreciation expense on those assets is recognised (IAS 20.17). g
1
Reduced 0
Year Annual depreciation Grantincome Depreciation
Rs.M
2021 Rs. 250m x 20% 50 Rs.60mx50/122 24.59 25.41
2022 Rs. 50m x 80% 40 Rs.60mx40/122 19.67 20.33
2023 Rs. 40m x 80% 32 Rs.60mx32/122 15.74 16.26

Total 122 Total 60 62

Journal entries

TR Debit Credit
Rs. m Rs.M
1]Jan 2021 Property, plant & equipment 250
Bank 250
Bank 60
Property, plant & equipment 60
31 Dec 2021 Depreciation 25.41
Accumulated depreciation 25.41
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Credit
Particulars
Rs.M
31 Dec 2022  Depreciation 20.33
Accumulated depreciation 20.33
31 Dec 2023  Depreciation 16.26
Accumulated depreciation 16.26

» Example 16:

Discuss how the following should be dealt with in the financial statements of relevant entities according to 1AS
20 Accounting for Government Grants and Disclosure of Government Assistance:

a) The government makes a grant to an entity which is planning to develop teaching software for children with
learning difficulties. The purpose of the grant is to help the entity to meet its general financing requirement
in the initial phase. There are no further conditions attached to the grant.

b) A manufacturing entity sets up a plant in an area of high unemployment. A government grant of Rs. 4 million
is received with a condition that the grant is repayable in full if the number of its employees fell below 100
at any time during the next four years. It is highly probable that the entity will comply with the condition
attached to the grant.

c) Free technical advice has been provided by the government’s export promotion department to help an
exporter to market his new technology in North America.

» Answer:
Part (a)

The grant has been provided for the purpose of giving immediate financial support to the entity with no further
conditions, so this grant should be immediately recognised in profit or loss in full in the period in which the entity
qualifies to receive it (when it is receivable) with disclosure to ensure that its effect is clearly understood.

Part (b)

Since there is reasonable assurance that conditions attaching to the grant will be met, the grant is recognised in
statement of profit or loss over the four year period in which the entity incurs the costs of employing 100 people.
Amount taken to statement of profit or loss may be either be presented as other income or shown as deduction
from the related expense. The remaining amount of grant will be presented as deferred income under liabilities
in the balance sheet.

Part (c)

Free technical advice is government assistance that cannot reasonably have a value placed upon it and therefore
should not be recognised. However, an indication of such assistance should be disclosed in financial statements.
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» Example 17:

You have recently joined as the finance manager of Corv Limited (CL). While reviewing the draft financial
statements for the year ended 31 December 2020 prepared by the junior accountant, you have noted that in
January 2020, Government allotted an industrial plot to CL at a prime location subject to the condition that CL
will establish a factory. CL constructed the factory building which was available for use on 1 October 2020. Due
to delay in recruitment of key factory employees, the production activities will commence on 15 March 2021.

The accountant has not recorded the land as it was given free of cost. While the factory building is still appearing
in capital work in progress as production activities will commence on 15 March 2021.

The accounting policy of CL is to carry land and building at fair value (wherever permitted by IFRS).
Required:

Discuss how the above issue should be dealt in the financial statements of CL for the year ended 31 December
2020 in accordance with the requirements of IFRSs.
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Answer:

The accounting treatment adopted by accountant for not recording land is incorrect. Allotment of land by
Government is a transfer of a non-monetary asset and should be considered as a government grant. Such non-
monetary grant may be recorded at fair value or at a nominal value. As per CL’s policy, fair value of the land
should be assessed and reported in the financial statements under the head property, plant and equipment (PPE).
The grant was made subject to construction of factory so the resulting deferred income should be recognised in
income on a systematic basis over the useful life of the factory building.

The factory building should also be transferred from capital work in progress to PPE account as the building is
available for use on 1 October 2020. Further depreciation on building should also be charged from same date i.e.
1 October 2020.

Example 18:

Discuss how the following should be dealt with in the current year’s financial statements of relevant entities in
accordance with IAS 20.

a) Xero Limited (XL) received a government grant to setup a plantin an under-developed rural area three years
ago. One of the conditions of the grant was that XL will maintain a minimum of 200 employees during the
next five years. However, due to worsening economic conditions, XL failed to maintain 200 employees and
the full grant became repayable immediately in the current year.

XL has been presenting the grant in statement of financial position by deducting the grant in arriving at the
carrying value of the plant.

b) One Limited received a loan from government in the current year at an interest rate of 5% per annum. The
prevailing market interest rate is 12% per annum. The only condition attached to the loan is that it should
be used for acquisition of textile machinery.

Answer:
Part (a)
e  When a government grant becomes repayable it is accounted for as a change in accounting estimate.

e Asthe grant was presented as deduction from related plant, its repayment would be recognised by increasing
the carrying value of the plant

e The cumulative additional depreciation that would have been recognised in profit or loss to date in the
absence of the grant must be recognised immediately in profit or loss.

e Also the circumstances giving rise to repayment of the grant might indicate the possible impairment of the
new carrying amount of the plant.

Part (b)

e The benefit of the government loan at a below market rate of interest is treated as a government grant. The
loan shall be recognised and measured as per IFRS 9.

e Government grant should be recorded as the difference between the initial carrying amount of the loan and
the proceeds received.

e As the primary condition for the loan is acquisition of textile machinery, the grant should be considered as
grant related to asset and should be recognised in profit or loss over the life of the machinery.

e The grant may be presented in the statement of financial position by setting up the grant as deferred income
or by deducting the grant in arriving at the carrying value of the machinery.
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CHAPTER 1:1AS 20 GOVERNMENT ASSISTANCE AND GRANTS CAF 1: FINANCIAL ACCOUNTING AND REPORTING

» Example 19:

During the year ended 30 June 2023, Katie received three grants, the details of which are set out below:

a)

b)

On 1 September 2022, a grant of Rs. 40,000 from local government. This grant was in respect of training
costs of Rs. 70,000 which Katie had incurred.

On 1 November 2022 Katie bought a machine for Rs. 350,000. A grant of Rs. 100,000 was received from
central government in respect of this purchase. The machine, which has a residual value of Rs. 50,000, is
depreciated on a straight-line basis over its useful life of five years.

On 1 June 2023, a grant of Rs. 100,000 from local government. This grant was in respect of relocation costs
that Katie had incurred moving part of its business from outside the local area. The grant is repayable in full
unless Katie recruits ten employees locally by the end of 30 June 2023. Katie is finding it difficult to recruit
as the local skill base does not match the needs of this part of the business.

Required:

Show how the above transactions should be reflected in the financial statements of Katie for the year ended
30 June 2023. Where any accounting standards allow a choice, you should show all possible options.

» Answer:

Presentation: Separate deferred grant / other income

Statement of financial position as at 30 June2023 -“

Non-current assets

Property, plant & equipment [Rs. 350,000 - 40,000 accumulated dep.] (b) 310,000
Non-current liabilities: deferred grant [100,000 - 13,333 PL - 20,000 CL] (b) 66,667
Current liabilities: deferred grant [Rs. 100,000 / 5 years] (b) 20,000
Current liabilities: grant repayable (© 100,000

Statement of profit or loss for the year ended 20 June 2023

Training expense (@ (70,000)
Grant related to training expense (a) 40,000
Depreciation on machine [Rs. (350,000 - 50,000) / 5 years x 8/12) (b)  (40,000)
Amortisation of deferred grant [Rs. 100,000 / 5 years x 8/12) (b) 13,333

Presentation: Deduct from carrying amount /net expense

Statement of financial position as at 30 June2023 -“

Non-current assets

Property, plant & equipment [Rs. 350,000 - 100,000 grant - 26,667 Dep.] (b) 223,333

Current liabilities: grant repayable (©) 100,000

Statement of profit or loss for the year ended 20 June 2023
Training expense [Rs. 70,000 - 40,000] (a) (30,000)
Depreciation on machine [Rs. ((350,000 - 50,000)-100,000) /5x8/12) (b) (26,667)
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Tutorial note:

The grant (a) is related to income and it shall be immediately recognised in profit or loss as it relates to
expenditure already incurred. Katie may present the training cost expense of Rs. 70,000 and grant income of Rs.
40,000 separately. Alternatively, it may present the training cost expense of Rs. 30,000 (net).

The grant (b) is related to asset and it shall be recognised in profit or loss in line with depreciation on related
asset.

The amount of Rs. 100,000 received for grant (c) has conditions attached to it. In such a situation, IAS 20 states
that grants should not be recognised until there is reasonable assurance that the entity will comply with any
conditions attaching to the grant. Since Katie is struggling to recruit, and there is only one month left for
recruitment to meet these conditions, then it does not seem that there is ‘reasonable assurance’. Hence the grant
should not be recognised as such, but should be held in current liabilities, pending repayment.

Example 20:
Discuss how the following should be dealt with in the financial statements of relevant entities according to 1AS 20:

a) A government grant of Rs. 25 million was received by an entity in 2022 for the damage to its head office
building caused by the flood in December 2021. As a result of damage, an impairment loss of Rs. 21 million
was recognised in 2021.

b) A manufacturing entity established a plant in an area with high illiteracy rate and received a government
grant of Rs. 40 million. The grant received was equivalent to two years’ salaries of the 50 local persons
employed by the entity. The grant is repayable in full if the number of these employees falls below 50 at any
time during the next five years. It is highly probable that the entity will comply with the condition attached
to the grant.

c) Government built an alternate road to the industrial zone, in which an entity’s factory is situated. The new
road has reduced the distance to the market and would result in an annual saving of transportation costs of
Rs. 3 million for the entity.

Answer:

a) Since this grant has been given as compensation for expenses or losses that were already incurred in 2021,
it should be recorded in profit or loss in 2022. The amounts reported in 2021 should not be restated.

b) Since there is reasonable assurance that conditions attaching to the grant will be met, this is a grant related
to income which should be recognised in the statement of profit or loss over the 5 years in which the entity
incurs the costs of employing 50 local people. Amount taken to the statement of profit or loss may either be
presented as other income or shown as deduction from the related expense. The remaining amount of grant
will be presented as deferred income under liabilities in the statement of financial position.

c) The saving of transportation cost is not a government grant as no transfer of resources has been made.
Further, it is not considered as government assistance as the benefits is provided indirectly to the entity.
Building of the road is basically a provision of better trading conditions to all entities operating in the
industrial zone. Consequently, the effect of saving of transportation cost need not be accounted for nor
disclosed in the financial statements of the entity.

Example 21:

Shark Limited (SL) established a desalination plant at a total cost of Rs. 300 million in a coastal area to provide
clean drinking water. The plant started commercial production on 1 January 2019 and had an estimated useful
life and residual value of six years and Rs. 30 million, respectively.

On 1 January 2020, SL received a government grant of Rs. 160 million towards the cost of the plant. The sanction
letter stated that SL should also operate the plant for atleast 300 days in each of the next three years. At inception,
there was a reasonable assurance that condition of the grant shall be complied with. SL recorded the grant as
deferred income.
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In 2022, the plant was not operated for 120 days. Owing to this, the government issued a notice to SL for
repayment of Rs. 100 million. Accordingly, the amount was repaid by SL immediately.

Required:

Prepare relevant extracts from SL’s statement of profit or loss for the year ended 31 December 2022, and
statement of financial position as at that date. (Show comparative figures)

» Answer:

Shark Limited

Extracts from statement of profit or loss 2022 2021
For the year ended 31 December 2022 mm

Depreciation expense (300-30)+6 years (45) (45)
Government grant income (96-60)+3; (160+5) 12 32
Loss on repayment of government grant 100+5x2 (40) -

Extracts from statement of financial position 2022 2021

Non-current assets:

g Desalination plant 300 300
|

% Accumulated depreciation(45x4) ; (45x%3) (180) (135)
2 120 165

Non-current liabilities:

Deferred government grant

96-(100-40)-12 - 12; 160-(32x 2) - 32 12 64
Current liabilities:
Deferred government grant 12 32
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1. OBJECTIVE BASED Q&A

1.

On 1 January 2021 Aim Limited (AL) received Rs. 1,000,000 from the local government on the condition that they
employ at least 150 persons each year for the next 4 years.

Due to an economic downturn and reduced consumer demand on 1 January 2022, AL no longer needed to employ
any more staff and the conditions of the grant required full repayment.

What should be recorded in the financial statements on 1 January 2022?

a) Reduce deferred income balance by Rs. 750,000

b) Reduce deferred income by Rs. 750,000 and recognise a loss of Rs. 250,000
c) Reduce deferred income by Rs. 1,000,000

d) Reduce deferred income by Rs. 1,000,000 and recognise a gain of Rs. 250,000

Which of the following are acceptable methods of accounting for a government grant relating to an asset in
accordance with IAS 20 Accounting for Government Grants and Disclosure of Government Assistance?

i.  Setup the grant as deferred income

ii. Credit the amount received to profit or loss

iii. Deduct the grant from the carrying amount of the asset
iv. Add the grant to the carrying amount of the asset

a) (i) and (ii)

b) (ii) and (iv)

c) (i) and (iii)

d) (iii) and (iv)

SPOTLIGHT

On 1 January 2019, Boom Limited (BL) received Rs. 2,000,000 from the local government on the condition that
they employ at least 200 staff each year for the next 4 years. On this date, it was virtually certain that BL would
meet these requirements.

However, on 1 January 2022, due to an economic downturn and reduced consumer demand, BL no longer needed
to employ 100 staff. The conditions of the grant required half repayment.

What should be recorded in the financial statements on 1 January 2022 for repayment of grant?

a) Debit Deferred grant by Rs. 500,000 and PL by Rs. 500,000
b) Debit Deferred grant by Rs. 250,000 and PL by Rs. 250,000
c) Debit Deferred grant by Rs. 1,500,000 and PL by Rs. 500,000
d) Debit Deferred grant by Rs. 500,000 and PL by Rs. 1,500,000

Which TWO of the following statements about IAS 20 Accounting for Government Grants and Disclosure of
Government Assistance are true?

a) A government grant related to the purchase of an asset must be deducted from the carrying amount of the
asset in the statement of financial position.

b) A government grant related to the purchase of an asset should be recognised in profit or loss over the life of
the asset.

c) Free marketing advice provided by a government department is excluded from the definition of government
grants.

d) Any required repayment of a government grant received in an earlier reporting period is treated as prior
period adjustment.
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5. A manufacturing entity receives a grant of Rs. 1,000,000 towards the purchase of a machine on 1 January 2013.
The grant will be repayable if the entity sells the asset within 4 years, which it does not intend to do. The asset
has a useful life of 5 years.

What is the deferred income liability balance at 30 June 2013?

a) Rs.750,000
b) Rs.800,000
¢) Rs.875,000
d) Rs.900,000

6. A company receives a government grant of Rs. 500,000 on 1 April 2017 to facilitate purchase on the same day of
an asset which costs Rs. 750,000. The asset is depreciated on a 30% reducing balance basis assuming that the
residual value is negligible. Company policy is to account for all grants received as deferred income.

What amount of income will be recognised in respect of the grant in the year to 31 March 2019?

a) Rs.500,000
b) Rs.150,000
¢) Rs.350,000
d) Rs.105,000

7. A manufacturing entity is entitled to a grant of Rs. 3 million for creating 50 jobs and maintaining them for three
years. Rs. 1.5m is received when the jobs are created and the remaining Rs. 1.5m is receivable after three years,
provided that the 50 jobs are still in existence. The entity creates 50 jobs at the beginning of year one and there
is reasonable assurance that this level of employment will be maintained.

What is the amount of liability (net) to be presented in statement of financial position as at the end of the first
year?

a) Rs.500,000

b) Rs. 1,000,000

c) Rs.1,500,000

d) Rs. 3,000,000
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8. Ifagovernment grant must be repaid, then it is;
a) Anerror
b) A change in accounting policy
c) A change in accounting estimate
d) Anew transaction

9. Ifan entity receives a non-monetary asset as a grant, this is accounted for at the;

a) Marketvalue

b) Fair value

c) Netrealizable value
d) Presentvalue

10. Which of the following are not considered government assistance in accordance with IAS 20?

a) Provision of infrastructure in development areas
b) Employment grants

c) Subsidized loans

d) Forgivable loans
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11. Which of the following is not a correct treatment of government grants related to depreciable asset?
a) Deferred income
b) Credit to income in period received
c) Deducting the grant from the carrying amount of the asset

d) None of the above

12. Which of the following is not a correct treatment of government grants related to income?
a) Presentas ‘other income’
b) Deduct from the related expense
¢) Deduct from the cost of the asset
d) None of the above

13. The forgivable loan from government is accounted for as if there is no reasonable assurance that
the entity will meet the terms for forgiveness of loan.

a) aliability
b) anincome
c) agovernment assistance

d) agovernmentgrant

14. On 1 January 2019, a company purchased an asset for Rs. 5 million against which it received the government
grant of Rs. 0.5 million. The company deducted the grant from the cost of asset. It is the policy of the company to
depreciate such assets using straight line method over ten years. On 1 January 2021, the government grant
became repayable due to non-fulfilment of conditions. Repayment of grant will result in increasing:

a) carrying value by Rs. 0.5 million

SPOTLIGHT

b) carrying value by Rs. 0.4 million
c) expense by Rs. 0.4 million
d) expense by Rs. 0.5 million

15. As per IAS 20 ‘Accounting for Government Grants and Disclosure of Government Assistance’, presenting the
whole grant as other income in the statement of comprehensive income or deducting it from a related expense,
is the correct treatment of:

a) grantrelated to income
b) forgivable loan expected to be received in next year
c) government assistance in the form of free technical advice

d) grantrelated to assets

16. On 1 January 2021, Delta Limited (DL) acquired a manufacturing plant at a cost of Rs. 200 million and received a
government grant of Rs. 40 million related to the plant. DL recorded the grant as deferred income. The plant is
being depreciated on a straight-line basis over five years. The accounting period ends on 31 December each year.
On 1 January 2023, the grant was repaid in full on failing to meet the attached conditions. Profit or loss will be
debited on the repayment of the grant by:

a) Nil

b) Rs. 16 million
c) Rs.24 million
d) Rs.40 million
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17. Which of the following is NOT considered government assistance in accordance with IAS 20?
a) Forgivable loans by government
b) Subsidized loans by government
¢) Government grants

d) Imposition of trading constraints on competitors
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ANSWERS

01.

02.

03.

04.

05.

06.

07.

08.

09.

10.

11.

12.

13.

(b)

(c)

(a)

(b,
c)

(d)

(d)

(a)

(c)
(b)

(a)

(b)

()

(a)

This is a grant related to income and would therefore be released to the statement of profit or loss over
the 4 year life. By the end of year one, Rs. 250,000 would have been credited to the statement of profit
or loss, leaving Rs. 750,000 held in deferred income. At this point the amount is repaid, meaning that
the deferred income is removed, as well as the Rs. 250,000 income previously recorded.

The grant can be treated as deferred income or deducted from the carrying amount of the asset. It
cannot be credited directly to profit or loss.

Half repayment is Rs. 1,000,000 (Rs. 2,000,000 x 50%)

At the date of repayment, the balance in deferred grant would be Rs. 500,000 and additional Rs.
500,000 shall be charged to profit or loss.

Item a) is incorrect as the deferred income method can be used.

Item d) is incorrect, as any repayment is recorded in the current period, not as prior period adjustment.
The grant should be released over the useful life, not based on the possibility of the item being repaid.
Therefore, the Rs. 1m should be released over 5 years, being a release of Rs. 200,000 a year. At 30 June

2013, 6 months should be released, meaning Rs. 100,000 has been released (6/12 x Rs. 200,000). This
leaves Rs. 900,000 in deferred income.

Grant received 1.4.2017 500,000
Recognised year to 31.3.2018 (500,000 x 30%) (150,000)
Balance 31.3.2018 350,000

Recognised year to 31.3.2019 (350,000 x 30%) 105,000

The total grant income is Rs. 3m, to be recognised over a three-year period. Annual income is therefore
Rs. 1m. At the end of the first year the entity has received Rs. 1.5m of which Rs. 1m has been recognised
in the statement of profit or loss, leaving Rs. 500,000 deferred into future periods.

Repayment of government grant is accounted for as change in accounting estimate (IAS 20.32).

It is usual to assess the fair value of the non-monetary asset and to account for both grant and asset at
that fair value. (IAS 20.23)

Government assistance for the purpose of IAS 20 does not include benefits provided only indirectly
through action affecting general trading conditions, such as the provision of infrastructure in
development areas or the imposition of trading constraints on competitors (IAS 20.3).

Grants related to depreciable assets are usually recognised in profit or loss over the periods and in the
proportions in which depreciation expense on those assets is recognised (IAS 20.17).

Grants related to income are presented as part of profit or loss, either separately or under a general
heading such as ‘Other income’; alternatively, they are deducted in reporting the related expense (IAS
20.29).

It would have been treated as government grant only if there was reasonable assurance that entity
would meet the conditions of the waiver.
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14. (b) Increasein carrying amount (amount repaid) Rs. 0.5 million
Additional depreciation [Rs. 0.5m x 2/10 years] Rs. 0.1 million
Net increase in carrying amount [Rs. 0.5m - 0.1m] Rs. 0.4 million
15. (a) Grants related to income are presented as part of profit or loss, either separately or under a general
heading such as ‘Other income’; alternatively, they are deducted in reporting the related expense (IAS
20.29).

16. (b) Reversal of income = Additional depreciation = Rs. 40m / 5 years x 2 years = Rs. 16 million

17. (d) Imposition of trading constraints on competitors
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STICKY NOTES

Benefits from government

Government assistance Ignore, if provided
o . . . only through action
(specific economic benefit to an entity or affecting general

range of entities) trading condition.

Other government

assistance
Government grants

(which cannot reaonsably
have a value placed upon
them)

(transfer of resources)

Grants related to assets Grant related to

(primary condition to income
purchase, construct or
acquire long term assets)

(other grants)

Presentation: Deduct the Present in profit or loss by
grant in arriving at the Present in profit or loss as deducting the grant
carrying amount of an other income income from related

asset expense

Presentation: Setting up
the grant as deferred
income separately

Repayment: Repayment: Repayment: Repayment:
Reduce the deferred Increase the carrying Reduce unamotised Reduce unamotised
income balance and amount of asset and balance of deferred grant balance of deferred grant

recognise excess payment recognise cumulative and recognise any excess and recognise any excess
as an expense immediately additional depreciation in profit or loss. in profit or loss.
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CHAPTER 2

IAS 23 BORROWING COSTS

AT A GLANCE

IN THIS CHAPTER: IAS 23 deals with the accounting treatment of borrowing costs

AT A GLANCE which ¥nclude all cost.s 1ncu.rred in Fonnectlon with the .
borrowing of funds and in particular the interest cost. o

Z

SPOTLIGHT A qualifying asset is one that takes a substantial period of time j
to get ready for its intended use or sale. Examples include 0

1. Definitions and recognition manufacturing plants, constructed properties and some l‘f
inventories. <

2. Capitalisation period and

‘ Borrowing costs directly attributable to the acquisition,
disclosure

construction or production of a qualifying asset are capitalised
as part of the cost of that asset, but only when it is probable that
these costs will result in future economic benefits to the entity
and the costs can be measured reliably. All other borrowing
costs are expensed when incurred.

3. Comprehensive Examples

-~

Objective Based Q&A

STICKY NOTES The borrowing cost of specific loans is measured net of any
interest income on un-utilized funds, however, borrowing cost
of general funds is calculated by multiplying the capitalisation
rate (weighted average of borrowing costs applicable to the
general outstanding borrowings during the period)
expenditure incurred on the qualifying asset during the period.

The commencement date for capitalisation of borrowing costs
is the date when the entity first meets all of the following
conditions namely: it incurs expenditures for the asset; and it
incurs borrowing costs; and it undertakes activities that are
necessary to prepare the asset for its intended use or sale.

The capitalisation of borrowing costs shall be suspended when
the construction of asset is suspended due to unforeseen
interruptions which extend the construction period of asset.

The capitalisation of borrowing costs shall cease when asset is
substantially completed for its intended use/sale. Any
borrowing costs incurred after this date are charged to profit
or loss.
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1 DEFINITIONS AND RECOGNITION

1.1 Borrowing costs [IAS 23: 3,5 & 6]
Borrowing costs are interest and other costs that an entity incurs in connection with the borrowing of funds.

Examples include interest expense (calculated using effective interest method), loan processing fee,
commissions, documentation charges, and legal charges relating to borrowing of funds. Exchange differences on
foreign currency borrowings are also borrowing costs.

IAS 23 does not deal with the actual or imputed cost of equity (including preferred share capital not classified as
liability), therefore, dividend paid to equity-holders of an entity is not a borrowing cost.
1.2 Qualifying assets [IAS 23: 5 & 7]

A qualifying asset is an asset that necessarily takes a substantial period of time to get ready for its intended use
or sale.

Qualifying assets are usually self-constructed non-current assets and long maturing inventories. Depending on
the circumstances, any of the following may be qualifying assets:

e inventories (IAS 2)

e manufacturing plants (IAS 16)

e power generation facilities (IAS 16)
e intangible assets (IAS 38)

e investment properties (IAS 40)

Financial assets (i.e., cash and investments etc.), and inventories that are manufactured, or otherwise produced,
over a short period of time, are not qualifying assets. Similarly, assets that are ready for their intended use or
sale when acquired are not qualifying assets.

» Example 01:
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Identify whether or not the following are qualifying assets.

i. A construction company constructing a bridge for government which will take 6 years to complete.

ii. Avery sophisticated integrated circuits being made by an entity who manufactures and sales 10,000 to
12,000 units every month.

iii. A power plant under construction, it may take 10 months to complete this.
iv. An equipment purchased by X Limited, the equipment may be used immediately after it is delivered.
v. Special order from a customer to manufacture a machine for him which will take 11 months at the least.
vi. An entity is constructing office building which will take 8 months to complete.
» Answer:
Items (i), (iii), (v) and (vi) are qualifying assets.

Items (ii) and (iv) are not qualifying assets.
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1.3 Recognition rule [IAS 23: 8 to 10]

Capitalise as part of the cost Borrowing costs directly attributable (that would have been avoided if the
of that asset expenditure on the qualifying asset had not been made) to the acquisition,
construction or production of a qualifying asset.

Such borrowing costs are capitalised as part of the cost of the asset when:

e it is probable that they will result in future economic benefits to the
entity; and

e the costs can be measured reliably.

Expense in the period in Other borrowing costs.
which it is incurred

1.4 Specific borrowings [IAS 23: 12 & 13]
Specific borrowings are funds borrowed specifically for the purpose of obtaining a qualifying asset.

The financing arrangements for a qualifying asset may result in an entity obtaining borrowed funds and incurring
associated borrowing costs before some or all of the funds are used for expenditures on the qualifying asset. In
such circumstances, the funds are often temporarily invested pending their expenditure on the qualifying asset.

The amount of borrowing costs eligible for capitalisation is the actual borrowing costs incurred on that
borrowing during the period less any investment income on the temporary investment of those borrowings.

Borrowing costs eligible for capitalisation “

Actual borrowing costs incurred on that borrowing XXX .
Less: Temporary investment income (xx) 5
o

=

XXX 5

o

)

» Example 02:

Up Limited borrowed a loan of Rs. 10 million from Down Bank on 15% per annum for constructing its power
generation facilities.

The loan was received on February 01, 2011. Up Limited paid Rs. 3 million to contractor immediately but
remaining Rs. 7 million were paid to the contractor on March 1, 2011. The remaining Rs. 7 million were
temporarily invested in a saving account at 9% per annum.

Up Limited has year-end of 31 December. As on December 31, 2011 the construction is still in process and the
loan is also outstanding.

Required:
Calculate the amount of borrowing cost to be capitalised for the year ended December 31, 20117
» Answer:
Corrouingontavcptatoes |
Actual borrowing costs [Rs.10mx15%x11/12] 1,375,000
Less: Temporary investment income [Rs. 7m x 9% x 1/12] (52,500)

1,322,500
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CHAPTER 2: IAS 23 BORROWING COSTS CAF 1: FINANCIAL ACCOUNTING AND REPORTING

» Example 03:

On 1 January 2016 Okara Engineering issued a bond to raise Rs. 25,000,000 to fund a capital project which will
take three years to complete. Amounts not yet needed for the project are invested on a temporary basis. During
the year to 31 December 2016, Okara Engineering spent Rs. 9,000,000 on the project for labour, materials and
direct overheads etc.

The cost of servicing the bond was Rs. 1,250,000 during this period and the company was able to earn Rs. 780,000
through the temporary reinvestment of the amount borrowed.

Required:
Calculate the amount of addition to capital work in progress during the year to December 31, 2016.

» Answer:

Costs incurred (labour, material, overhead etc.) 9,000,000

Borrowing costs to be capitalised:

Actual borrowing costs incurred on that borrowing 1,250,000
Less: Temporary investment income (780.000)

470,000
Additions to capital work in progress 9,470,000

» Example 04:

Shayan Limited (SL) started the construction of its new factory on 1 January 2018 with a loan of 50,000,000
borrowed at an interest rate of 8% per annum.

The loan was used on the factory as follows:

January 1, 2018 25
May 1, 2018 15
October 1, 2018 10

The construction of the asset was completed on 31 December 2018. During the accounting period SL invested
the surplus funds at an interest rate of 3%.

Required:
How much the amount of borrowing cost eligible for capitalization for the year ended December 31, 2018.
» Answer:
porrowing costs o becptased | s
Borrowing costs incurred [Rs. 50m x 8%)] 4,000,000

Less: Temporary investment income [Rs.25m x 3% x 4/12] (250,000)
[Rs.10m x 3% x 5/12] (125,000)
3,625,000
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>

1.5 General borrowings [IAS 23: 14]

General borrowings are funds borrowed generally and use them for the purpose of obtaining/construction of a
qualifying asset or for other operating needs.

The amount of borrowing costs eligible for capitalisation is determined by applying a capitalisation rate to the
expenditures on qualifying asset. The amount of borrowing costs that an entity capitalises during a period shall
not exceed the amount of borrowing costs it incurred during that period.

Borrowing costs eligible for capitalisation “

Expenditure (i) x capitalisation rate XXX
Expenditure (ii) x capitalisation rate XXX
XXX

The capitalisation rate shall be the weighted average of the borrowing costs applicable to all borrowings (other
than specific borrowings) of the entity that are outstanding during the period.

Borrowing costs incurred o

Capitalisation rate = =
P Weighted average general borrowings

Example 05:

SIKA Sports Limited is constructing a stadium for last some years. During the year ended 31 December 2011, it
has incurred the following expenditures.

April 30,2011 Rs. 2,500,000
July 31,2011  Rs. 2,300,000

=
I
No specific loan was borrowed for the construction; rather general pool of funds was used. The following loans g
are outstanding: 16
o
Loan from FBL @12% Outstanding since beginning of year Rs. 5,000,000 ]
Loan from BAH @14% Outstanding since beginning of year Rs. 10,000,000
Loan from BAF @16% Outstanding since 01-04-2011 Rs. 750,000
Required:
Calculate total borrowing costs eligible for capitalisation during the year ended December 31, 2011.
Answer:

Capitalisation rate =

[Rs.5m x 12%] + [Rs.10m x 14%] + [750,000 X 16% X 73]
= ) =13.43%
Rs.5m + Rs.10m + Rs. 750,000 X 12

Borrowing costs to be capitalised “

Rs. 2,500,000 x 13.43% x 8/12 223,829

Rs. 2,300,000 x 13.43% x 5/12 128,701
352,530

Borrowing costs to be capitalised (alternative calculation) “

Rs. 2,500,000 x 13.43% x 3/12 83,936

Rs. 4,800,000 x 13.43% x 5/12 268,594
352,530
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» Example 06:

Sahiwal Construction has three sources of borrowing:

Average loan in Interest expense
the iar (Rs.) incurred in the Interest rate
y : year (Rs.)
7-year loan 8,000,000 800,000 10%
10-year loan 10,000,000 900,000 9%
Bank overdraft 5,000,000 900,000 18%

The 7-year loan has been specifically raised to fund the building of another qualifying asset.

Sahiwal Construction has incurred the following expenditure on a project funded from general borrowings for
year ended 31 December 2016.

mount (1)

31st March 1,000,000

31st July 1,200,000

30th October 800,000
Required:

Calculate the capitalisation rate and addition to capital work in progress.

» Answer:

Cavitalisati te = 900,000 + 900,000 12%
apttatisationrate = 10,000,000 + 5,000,000 0

Expenditure on qualifying asset [Rs. Im + 1.2m + 0.8m] 3,000,000

]
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Borrowing costs to be capitalised:

Rs. 1,000,000 x 12% x 9/12 90,000
Rs. 1,200,000 x 12% x 5/12 60,000
Rs. 800,000 x 12% x 2/12 16,000

166,000
Additions to capital work in progress 3,166,000

» Example 07:

On January 1, 2018 Sara Limited (SL) started the construction of an asset. To meet the financing requirements,
borrowing was made from three different banks at the start of the year as follows:

——

A 70,000 10%
B 60,000 8%
C 50,000 12%
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The funds were used on the assets as follows:

Date of Payment “

January 1, 2018 30,000
May 1, 2018 20,000
October 1, 2018 15,000

The construction of asset was completed on 31 December 2018.

Required:

Calculate the general weighted average borrowing rate and eligible borrowing cost for capitalisation.
» Answer:

Capitalisation rate

_ [Rs.70,000 x 10%] + [Rs.60,000 x 8%] + [Rs.50,000 x 12% ]
B Rs.70,000 + 60,000 + 50,000

Borrowing costs to be capitalised “

=9.89%

30,000x9.89% x 12/12 2,967
20,000x9.89% x 8/12 1,319
15,000x9.89% x 3/12 371
Borrowing costs to be capitalised 4,657

SPOTLIGHT
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2 CAPITALISATION PERIOD AND DISCLOSURE

2.1 Commencement date of capitalisation [IAS 23: 17 to 19]

An entity shall begin capitalising borrowing costs as part of the cost of a qualifying asset on the commencement
date.

The commencement date for capitalisation is the date when the entity first meets all of the following conditions:
e itincurs expenditures (resulted in payment of cash or transfer of other assets) for the asset;

e itincurs borrowing costs; and

e itundertakes activities that are necessary to prepare the asset for its intended use or sale.

The activities necessary to prepare the asset for its intended use or sale encompass more than the physical
construction of the asset. This includes technical and administrative work prior to the commencement of physical
construction, such as the activities associated with obtaining permits prior to the commencement of the physical
construction.

However, such activities exclude the holding of an asset when no production or development that changes the
asset’s condition is taking place. For example, borrowing costs incurred while land is under development are
capitalised during the period in which activities related to the development are being undertaken. However,
borrowing costs incurred while land acquired for building purposes is held without any associated development
activity do not qualify for capitalisation.

2.2 Suspension of capitalisation [IAS 23: 20 & 21]

An entity shall suspend capitalisation of borrowing costs during extended periods in which it suspends active
development of a qualifying asset.

An entity does not normally suspend capitalising borrowing costs during a period when it carries out substantial
technical and administrative work. An entity also does not suspend capitalising borrowing costs when a
temporary delay is a necessary part of the process of getting an asset ready for its intended use or sale. For
example, capitalisation continues during the extended period that high water levels delay construction of a
bridge, if such high water levels are common during the construction period in the geographical region involved.

()]
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2.3 End of capitalisation period [IAS 23: 22 to 25]

An entity shall cease capitalising borrowing costs when substantially all the activities necessary to prepare the
qualifying asset for its intended use or sale are complete. An asset is normally ready for its intended use or sale
when the physical construction of the asset is complete even though routine administrative work might still
continue. If minor modifications, such as the decoration of a property to the purchaser’s or user’s specification,
are all that are outstanding, this indicates that substantially all the activities are complete.

When an entity completes the construction of a qualifying asset in parts and each part is capable of being used
separately while construction continues on other parts, the entity shall cease capitalising borrowing costs when
it completes substantially all the activities necessary to prepare that part for its intended use or sale.

» Example 08:

A business park comprising several buildings, each of which can be used individually, is an example of a
qualifying asset for which each part is capable of being usable while construction continues on other parts.
Capitalisation of borrowing cost should cease for each part when that part is substantially complete even though
the work on other parts continues.

» Example 09:

An example of a qualifying asset that needs to be completed before any part can be used is an industrial plant
involving several processes which are carried out in sequence at different parts of the plant within the same site,
such as a steel mill. In such case, capitalisation of borrowing costs shall cease when the whole asset is
substantially complete.
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» Example 10:

Cord Limited is engaged in the manufacturing of automobiles. Currently the company is manufacturing its power
generation plant. The project was started on January 03, 2011 with company’s own funds. Subsequently, Cord
Limited borrowed a loan from ZBL Bank to finance the project on February 22, 2011. The first payment out of
the loan was made on March 04, 2011.

Due to some law and order situation, the project remained closed from April 25, 2011 to May 9, 2011. The work
was also stopped for a week from May 23,2011 to May 30, 2011 so that necessary plan and layout can be finalized
after testing of project completed so far.

The plant was completed on July 31, 2011 except that some sign board could not be installed until August 10,
2011. Loan was repaid on August 31, 2011. Cord Limited started using the plant on September 1, 2011.

Required:
a) When should Cord Limited start capitalising borrowing costs?
b) Should Cord Limited suspend capitalisation from April 25, 2011 to May 9, 2011?
c) Should Cord Limited suspend capitalisation from May 23, 2011 to May 30, 2011?
d) When should Cord Limited cease to capitalise borrowing costs?
» Answer:
a) February 22,2011 i.e. when all three criteria for commencement date of capitalisation have been met.
b) Suspend capitalisation, as active development of qualifying asset was suspended during this period.
c) Continue capitalisation, substantial technical and administrative work was still being carried out.

d) July 31,2011 i.e. when asset was substantially completed.

2.4 Expenditure on qualifying asset [IAS 23: 18]

-
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Expenditures on a qualifying asset include only those expenditures that have resulted in payments of cash or
transfers of other assets.

The average carrying amount of the asset during a period, including borrowing costs previously capitalised, is
normally a reasonable approximation of the expenditures to which the capitalisation rate is applied in that
period.

Expenditures are reduced by:

e any progress payments received; and

e grants received in connection with the asset.
» Example 11:

Zeal Limited (ZL) is building a dam for Federal Government. The project will take 10 years to complete. On
February 01, 2011 ZL used Rs. 100 million from pool of general loans with capitalisation rate of 12% for the
expenditures incurred on the same date for payment to sub-contractors who started work immediately.

On July 01, 2011 the Federal Government made first progress payment of Rs. 30 million.

As ZL had offered employment opportunities to locals of the area, considering this fact; Provincial Government
has given ZL a grant (award) of Rs. 10 million on October 31, 2011.

Required:
The borrowing costs to be capitalised for Zeal Limited for the year ended December 31, 2011.
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» Answer:

mm Expenditure | Cumulative (net) | Borrowing costs to be capitalised

1Feb  Sub-contract costs 100 x12% x 5/12
1]Jul Progress payments (30) 70 x12%x4/12 2.8
310ct Grant (10) 60 x12%x2/12 1.2

9

2.5 Disclosure [IAS 23: 26]

An entity shall disclose:

e the amount of borrowing costs capitalised during the period; and

e the capitalisation rate used to determine the amount of borrowing costs eligible for capitalisation.
» Example 12:

Alpha Limited borrowed Rs. 9 million @ 15% per annum to fund a qualifying asset project on 1 January 2016.
The following expenditures were made on the project during the year ending 31 December 2016:

[

1 March 2016 2.5
1 October 2016 4.2
1 December 2016 2.3

Surplus funds were invested @10% whenever available.

The project activities started on 1 March 2016. Work on the project was suspended during the whole month of
August and resumed at start of September. Construction was completed on 31 December 2016.
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Required:

Calculate the borrowing costs to be capitalised and to be charged to profit or loss.
» Answer:

The project commenced on 1st March resulting in a construction period of 10 months up to the year end.
However, interest cannot be capitalised during the period of suspension. Therefore, interest is capitalised only
for 9 months.

Borrowing costs to be capitalised Rs. 000

Borrowing costs incurred [Rs.9mx 15% x 9/12] 1,012.5
Less: Temporary investment income [Rs.6.5m x10% x 6/12] (325)
[Rs.2.3mx10% x 2/12] (38.3)

649.2

Borrowing costs to be charged as expense “

Borrowing costs incurred (Jan, Feb, Aug) [Rs.9mx 15% x 3/12] 337.5

Less: Temp. Inv. income (Jan & Feb) [Rs.9m x 10% x 2/12] (150)
(Aug) [Rs.6.5mx10%x1/12] (54.17)
133.33
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» Example 13:

Khan Limited (KL) has the following loan arrangements as at 1 January 2020:

7% Debentures

8% Loan notes 110
12% Line of credit 85
10% Running finance arrangement 150

On the 1 January 2020, KL. commenced the construction of a new factory. The construction of the factory will cost
Rs. 100 million and the company funded the construction with the existing borrowings.

The factory was completed on 31 August 2020 but was not available for use until 31 January 2021 as a result of
minor modification. During the construction period, active work was interrupted, and the building construction
was stopped for two months as a result of unexpected adverse weather conditions.

Required:

Calculate the borrowing cost to be capitalised and the cost of the building to be recognised upon initial
recognition.

» Answer:

The capitalisation period would be 6 months i.e. January to August 8 months less two months suspension.

Total cost to be capitalised m

=
a0
Expenditure 100 g
Borrowing cost to be capitalised [Rs. 100m x 9.46% x 6/12] 4.73 'no-_
0}

104.73

Capitalisation rate

_ [Rs.55m x 7%] + [Rs.110m x 8%] + [Rs.85m X 12%] + [Rs.150m X 10% ]
B Rs.55m + 110m + 85m + 150m

=9.46%
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3 COMPREHENSIVE EXAMPLES
» Example 14:

On 1 January 20X6 Googly Industries Limited (GIL) borrowed Rs.15 million to finance the production of two
assets, both of which were expected to take a year to build. Work started during 20X6. The loan facility was
drawn down and incurred on 1 January 20X6, and was utilised as follows, with the remaining funds invested
temporarily.

e Thseta | swatn |
e |

1 January 20X6 2,500,000 5,000,000
1 July 20X6 2,500,000 5,000,000

The loan rate was 9% and GIL can invest surplus funds at 7%.
Required:

Calculate the borrowing costs which may be capitalised for each of the assets and consequently the cost of each
assetas at 31 December 20X6.

»  Answer:
Expenditure [Rs. 2,500,000 + 2,500,000] 5,000,000
9
9[ Borrowing costs incurred [Rs. 5,000,000 x 9% x 12/12] 450,000
=
) Less: Temporary investment income [Rs. 2,500,000 x 7% x 6/12] (87,500)
ac
. 362,500
Cost of asset A as at 31 December 20X6 5,362,500
Expenditure [Rs. 5,000,000 + 5,000,000] 10,000,000
Borrowing costs incurred [Rs. 10,000,000 x 9% x 12/12] 900,000
Less: Temporary investment income [Rs. 5,000,000 x 7% x 6/12] (175,000)
725,000
Cost of asset B as at 31 December 20X6 10,725,000

» Example 15:

On August 1, 2015, Steady Industries Limited (SIL) started construction of its new office building and completed
it on May 31, 2016. The payments made to the contractor were as follows:

Date of Payment “

September 1,2015 10,000,000
December 1,2015 15,000,000
February 1, 2016 12,000,000
June 1,2016 9,000,000
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In addition to the above payments, SIL paid a fee of Rs. 8 million on August 1, 2015 for obtaining a permit allowing
the construction of the building.

The project was financed through the following sources:

i.  OnAugust1, 2015 a medium term loan of Rs.25 million was obtained specifically for the construction of the
building. The loan carried mark up of 12% per annum payable semi-annually. A commitment fee @ 0.5% of
the amount of loan was charged by the bank.

Surplus funds were invested in savings account @ 8% per annum. On February 1, 2016 SIL paid the six
monthly interest plus Rs.5 million towards the principal.

ii. Existing running finance facilities of SIL

e Running finance facility of Rs. 28 million from Bank A carrying mark up of 13% payable annually. The
average outstanding balance during the period of construction was Rs. 25 million.

e Running finance facility of Rs. 25 million from Bank B carrying mark up of 20% payable annually. The
average running finance balance during the period of construction was Rs. 20 million.

Required:

Calculate the amount of borrowing costs to be capitalised on June 30, 2016 in accordance with the
requirements of International Accounting Standards. (Borrowing cost calculations should be based on number

of months).
» Answer:
norrovin coss o becpialised | na F
Commitment fee [Rs.25m x 0.5%)] 125,000 5
Interest on specific borrowings [25mx 12% x 6/12] 1,500,000 lg
[20m x 12% x 4/12] 800,000 &
Temporary Investment income [112,500 + 137,500] (250,000)
Interest on general borrowings [218,156 + 1,429,763] 1,647,919
3,822,919
“oue L pauars | ke | worumg |
01-Aug-15 Specific loan 25,000,000
Commitment (125,000)
fee
Permit (8,000,000)
16,875,000 x8%x1/12 =Rs.112,500 (temporary investment income)
01-Sep-15  1stpayment (10,000,000)
6,875,000 x8%x3/12 =Rs. 137,500 (temporary investment income)
01-Dec-15 2m payment (15,000,000)
(8,125,000) x16.11% x 2/12 =Rs. 218,156 (Interest on general
borrowings)
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“bue porvcuars | v woramg

01-Feb-16 Loan interest (1,500,000)
Loan Principal (5,000,000)
3rd payment (12,000,000)

(26,625,000) x16.11% x4/12 =Rs. 1,429,763 (interest on general
borrowings)

31-May-16 Completion

[Rs.25m X 13%] + [Rs.20m X 20%)]

e _ _ o
Capitalisation rate Rs. 25m 4 20m 16.11%

» Example 16:

Bulan Pakistan Limited (BPL) is planning to commence construction of a warehouse on 1 January 2023 and is
expecting to complete it by 30 November 2023. The management wants to ascertain the borrowing costs that
can be included in the cost of warehouse. Relevant details in this respect are as follows:

i.  Expected payments related to the construction of the warehouse will be as follows:

1st bill of contractor 1-Feb-23

2nd bill of contractor 1-Apr-23 120
g 3rd bill of contractor 1-Sep-23 100
g Last bill of contractor 1-Dec-23 90
3 350

ii. The project can be financed through the following sources:

e Specific loan of Rs. 350 million at the rate of 16% per annum to be obtained on 1 January 2023. The
principal will be payable in 5 equal annual instalments along with interest, from 1 January 2024.

e Withdrawals to be made from existing running finance facilities. These facilities will also be used to
finance other needs of BPL. Details of these facilities are as follows:

Expected average balance for 2023

Name of bank Interest rates

Bank A 300 220 13.7%
Bank B 350 280 14.6%

iii. The surplus funds available from the loan will be invested in a saving account at 10% per annum.

iv. The construction work is expected to be suspended for the entire month of June 2023 due to usual
monsoon rains.

Required:

Calculate the borrowing costs to be capitalised in the cost of warehouse in each of the following independent
cases:

a) if all the payments will be made from the specific loan only.

b) if all the payments will be made from running finance facilities only.
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Answer:

Part (a) Borrowing cost to be capitalised - specific borrowing

Interest 16% 46.67

1-Feb 1st bill 40 310 10% 2 (5.17)
1-Apr 2nd bil] 120 190 10% 5 (7.92)
1-Sep 3rd bill 100 90 10% 3 (2.25)
31.33

Part (b) Borrowing cost to be capitalised - general borrowing

1-Feb 1st bill 14.2% 2 0.95
1-Apr 2nd bill 120 160 14.2% 5 9.47
1-Sep 3rd bill 100 260 14.2% 3 9.23
19.65
W1: Capitalisation rate = (220m x 13.7%) + (280m x 14.6%) =14.2%
220 + 280
Example 17:

You have recently joined as the finance manager of Corv Limited (CL). While reviewing the draft financial
statements for the year ended 31 December 2020 prepared by the junior accountant, you have noted that CL is
constructing a power generation plant for its factory. The project started on 1 February 2020 and would
complete on 30 November 2021. The work remained suspended for 3 months. The project is financed through
long term loan, acquired specifically on 1 January 2020. The unutilised amount of loan is kept in a separate saving
account.

The accountant has deducted income of separate saving account from full year’s interest on loan and presented
the net amount as finance cost in the statement of profit or loss.

Required:

Discuss how the above issue should be dealt in the financial statements of CL for the year ended 31 December
2020 in accordance with the requirements of IFRSs.

Answer:

The accounting treatment adopted by accountant to expense out borrowing cost is incorrect as some borrowing
cost is eligible for capitalization. Power generation plant falls under definition of qualifying asset as its
construction involves substantial period.

Construction of the power plant is financed through specific borrowing so actual borrowing cost incurred less
temporary investment income on the borrowings would be capitalised. However, the borrowing cost will be
capitalised from the date when construction actually started i.e. 1 February 2020 rather than 1 January 2020.
Further, the capitalization of borrowing costs should be suspended and charged to the statement of profit or loss
during the three months when work was suspended.

In the statement of profit or loss, borrowing cost on loan and interest income earned from saving account should
be presently separately.
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» Example 18:
Following information pertains to non-current assets of Bunny Ear Limited (BEL):
Land:

In January 2019, the government allotted a piece of land to BEL subject to the condition that BEL will establish a
factory building on it. The land was recorded at its fair value of Rs. 100 million.

Factory building:

On 1 March 2019, BEL started construction of the factory building. The construction work was completed on 30
June 2020. Payments related to the construction of the factory were as follows:

1st bill of contractor 1-Mar-2019

2nd bill of contractor 1-Aug-2019 190
3rd bill of contractor 1-Jan-2020 180
Last bill of contractor 1-Jul-2020 100

The project was financed through:

i. government grant of Rs. 200 million received on 1 February 2019. Unused funds from government grant
were invested in a saving account @ 8% per annum.

ii. withdrawals from the following running finance facilities obtained from Bank A and Bank B. The relevant
details are:

E Obtained on 1January 2019 1 January 2020
g Markup rate 12% 14%
-------- Rs. in million --------
Balance on 31 December 2019 250 -
Markup for 2019 22 -
Balance on 31 December 2020 350 200
Average balance during 2020 300 150
Markup for 2020 36 21
Manufacturing plant:

The manufacturing plant was purchased on 1 August 2020 at cost of Rs. 420 million. Rs. 240 million was financed
through an interest free loan from government. The loan will be forgiven if the plant is operated for at least 4
years by BEL. Upon acquisition, there is a reasonable assurance that BEL will comply with this condition.

Other information:

o BEL uses cost model for subsequent measurement of property, plant and equipment.
e All government grants are recorded as deferred income and a part of it is transferred to income each year.

e Useful life of the factory building and manufacturing plant has been estimated at 25 years and 10 years
respectively.
Required:

Prepare relevant extracts (including comparative figures) from BEL’s statement of profit or loss for the year
ended 31 December 2020 and statement of financial position as on that date. (Notes to the financial statements
are not required. Borrowing costs are to be calculated on the basis of number of months)
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» Answer:

Bunny Ear Limited

Extracts from statement of profit or loss for the year ended 31 December 2020

T anz 20 |
 [csmmion |

Depreciation:
Factory building 625/25x6/12 12.5
Manufacturing plant 420/10x5/12 17.5

Income from saving account 1.3+2.3 (W-2) 3.6

Grant Income:

Land 100/25x6/12 2.0
200/25x6/12 4.0
240/10x5/12 10.0

(36+21-19); (22-6) 38.0 16.0

Factory building
Manufacturing plant

Interest expense

Extracts from statement of financial position as on 31 December 2020

e e T -
Y}
| Rsinmillion | 2
=
Non-current assets: 8
)
Property, plant and equipment
Land 100.0 100.0
Factory building 625 (W-1)-12.5 612.5
Manufacturing plant 420-17.5 402.5
Capital work-in-process (W-1) - 326.0

Non-current liabilities:

Deferred government grant

Land 100-2-4 94.0 100.0
Factory building 200-4-8 188.0 200.0

Manufacturing plant (forgivable loan) 240-10-24 206.0 -

Current liabilities:

Running finance 350+200 550.0 250.0
Deferred government grant

Land 100 / 25 years 4.0 -
Factory building 200 / 25years 8.0 -
Manufacturing plant (forgivable loan) 240 /10 years 24.0 -
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W1: Cost of factory building

Payments in 2019 (130 + 190) 320.0
Borrowing cost capitalised in 2019 (W-2) 6.0
Balance as at 31 December 2019 326.0
Payments in 2020 (180 + 100) 280.0
Borrowing cost capitalised in 2020 (W-2) 19.0

625.0

W2: Utilisation of funds

IS T e ey T T e

1-Feb-19  Grant 8% 1.3 PL
1-Mar-19 1t Payment (130) 70 8% 5 2.3 PL
1-Aug-19 2rdPayment  (190) (120) 12% 5 6*
1-Jan-19  3rd Payment (180) (300) 12.67% 6 19*

o *borrowing costs to be capitalised

9' Capitalisati te 2020 = S0 +21 =12.67%

% apitalisation rate =300+ 150 — 1267%

I

o |

» Example 19:

You are the accountant of Betta Limited (BL). BL has commenced construction of a manufacturing plant to expand
its production line, which will take two years to complete. The cost of the plant will be financed through a new
loan specifically obtained for this purpose. Remaining cost will be financed through the existing borrowings.

You have pointed out that a portion of borrowing costs needs to be capitalised in the cost of plant. The
management is interested in determining the estimated borrowing costs that will be capitalised in the future and
has requested you to prepare a working.

Required:

List the information (key dates, amounts, etc.) that you will need to gather in order to calculate the estimated
borrowing costs to be capitalised.

» Answer:

Following is the list of information which would be required to compute the borrowing costs to be capitalised:

Dates for capitalisation period:

i.  Date when started incurring expenditures for the plant.

ii. Date when started incurring borrowings costs.

iii. Date when activities to construct the plant started.

iv. Any period of time during which BL suspends active construction of plant.

v. Date when substantially all the activities necessary to construct the plant are completed.
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Details of borrowings:

i.  Details of new specific loan obtained from bank i.e. amount, rate of interest, date obtained and date of
repayment.

ii. Income earned on the temporary investment of unused funds of specific loan.

iii. Details of existing general borrowings i.e. amount and rate of interest for computing capitalisation rate.

Details of expenditures incurred:
Amount of expenditures incurred directly for construction of plant and payments dates.
» Example 20:

On 1 January 2023, Textio Limited (TL) commenced construction of its factory building. Below is the breakdown
of the payments made to the contractor:

Date of payments m

1 February 2023

1 April 2023 350
1 September 2023 180
1 February 2024 160
890
These payments were financed through the following sources: %
e e i a
1January 2023 17% long term loan &
1 March 2023  Right shares (Expected annual dividend is 24%) 300
1 August 2023 19% short term loan (Payable in June 2024) 340
890

Additional information:

i.  Surplus funds available from both the loans and right shares were invested in a savings account earning
interest at a rate of 10% per annum.

ii. The construction work was suspended from 1 July to 31 July 2023; however, substantial technical and
administrative work was carried during July 2023.

iii. The construction of the factory building was completed on 30 November 2023, but due to minor
modifications, it was not available for use until 31 December 2023.

Required:

Calculate the borrowing costs to be capitalised in the cost of factory building.
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» Answer:

Borrowing costs to be capitalised

Interest on specific loan 1: 250 x 17% x 10/12 35.42
Interest on specific loan 2: 340 x 19% x 4/12 21.53
56.95

Less: Investment income:

50 (W-1) x 10% x 2/12 (0.83)
340 (W-1) x 10% x 1/12 (2.83)
160 (W-1) x 10% x 3/12 (4.00)

(7.66)
49.29

W-1: Schedule of receipts/payments

Equity Loans

Descriptions
---- Rs. in million ----
o 1 January 2023 Long term loan received 250
g 1 February 2023 1st payment (200)
% 50
1 March 2023 Right issue 300
300 50
1 April 2023 2nd payment (300) (50)
1 August 2023 Short term loan received 340
1 September 2023  3rd payment (180)
- 160
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CHAPTER 2: IAS 23 BORROWING COSTS

1. OBJECTIVE BASED Q&A

1.

Which TWO of the statements below regarding IAS 23 Borrowing Costs are correct?

a) Borrowing costs must be capitalised if they are directly attributable to qualifying assets
b) Borrowing costs should cease to be capitalised once the related asset is substantially complete
¢) Borrowing costs must be capitalised if they are directly attributable to non-current assets

d) Borrowing costs may be capitalised if they are directly attributable to qualifying assets

Fine Limited (FL) received a Rs.10 million loan at 7.5% on 1 April 2017. The loan was specifically issued to
finance the building of a new store.

Construction of the store commenced on 1 May 2017 and it was completed and ready for use on 28 February
2018 but did not open for trading until 1 April 2018.

How much should be recorded as finance costs in the statement of profit or loss for the year ended 31 March
2018?

a) Rs.250,000

b) Rs.750,000

c) Rs.125,000

d) Rs.625,000

Fine Limited (FL) received a Rs.10 million loan at 7.5% on 1 April 2017. The loan was specifically issued to
finance the building of a new store.

Construction of the store commenced on 1 May 2017 and it was completed and ready for use on 28 February
2018 but did not open for trading until 1 April 2018.

How much interest should be capitalised as part of property, plant and equipment as at 31 March 2018?

a) Rs. 250,000
b) Rs. 750,000
¢) Rs.125,000
d) Rs. 625,000

An entity decided that not all of the funds raised were needed immediately and temporarily invested some of the
funds for one month before the construction started, earning Rs.40, 000 interest.

How should the Rs. 40,000 be accounted for in the financial statements?
a) Net off the amount capitalised in property, plant and equipment

b) Taken to the statement of profit or loss as investment income

c) Taken as other comprehensive income

d) Deducted from the outstanding loan amount in the statement of financial position

Shine Limited (SL) had the following bank loans outstanding during the whole of 2018:

9% loan repayable 2019 15
11% loan repayable 2022 24

SL began construction of a qualifying asset on 1 April 2018 and withdrew funds of Rs. 6 million on that date to
fund construction. On 1 August 2018 an additional Rs. 2 million was withdrawn for the same purpose.
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Calculate the borrowing costs which can be capitalised in respect of this project for the year ended 31 December
2018.

a) Rs.545,600

b) Rs. 472,350

¢) Rs.750,600

d) Rs.350,350

6. Jazzy Limited (JL) has borrowed Rs. 24 million to finance the building of a factory. Construction is expected to
take two years.

The loan was drawn down and incurred on 1 January 2019 and work began on 1 March 2019. Rs. 10 million of
the loan was not utilized until 1 July 2019 so JL was able to invest it until needed. JL is paying 8% on the loan and
can invest surplus funds at 6%.

Calculate the borrowing costs to be capitalised for the year ended 31 December 2019 in respect of this project.

a) Rs. 1,400,000
b) Rs. 1,920,000
c) Rs. 1,300,000
d) Rs.1,620,000

7. A company has the following loans in place throughout the year ended 31 December 2018.

10% bank loan 140
8% bank loan 200
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On 1 July 2018 Rs. 50 million was drawn down for construction of a qualifying asset which was completed during
2019.

What amount should be capitalised as borrowing costs at 31 December 2018 in respect of this asset?

a) Rs.5.6 million
b) Rs. 2.8 million
c) Rs.4.4 million
d) Rs. 2.2 million

8. An entity uses funds from its general borrowings to build a new production facility. Details of the entity's
borrowings are shown below:

e Rs.10 million 6% loan

e Rs.6 million 8% loan

The entity used Rs.12 million of these funds to construct the facility, which was under construction for the entire
year.

How much interest should be capitalised as part of the cost of the asset?

a) Rs. 810,000
b) Rs. 840,000
c¢) Rs.960,000
d) Rs. 1,080,000
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10.

11.

12.

13.

14.

15.

Which of the following is not considered a “borrowing cost” under IAS 237

a) Interest expense calculated by the effective interest method
b) Finance charges in respect of loan

c) Exchange differences arising from foreign currency borrowings to the extent that they are regarded as an
adjustment to interest costs

d) Principal repayments on a loan for property, plant and equipment

When activities to prepare an asset for its sale or use are suspended, borrowing costs must be?
a) Capitalised

b) Expensed

c) Ignored

d) Charged to equity

Which of the following is not a condition to commence capitalisation of borrowing costs?
a) Expenditures are being incurred

b) Borrowing costs are being incurred

¢) Repayment of borrowings has commenced

d) Activities to produce the asset for its intended use or sale have commenced

Ghazi Limited (GL) is constructing an office building and is capitalising borrowing costs in accordance with 1AS
23. The office is almost complete; the only remaining work is to install furniture. Is GL allowed to continue
capitalising the borrowing costs?

a) Yes

b) No

c) Don’t know

d) None of the above

Which of the following is not a “qualifying asset” under 1AS 23?

a) Mass produced inventory
b) Manufacturing plants

c¢) Made to order inventory
d) Investment property

Which of the following can NOT be a ‘qualifying asset’ under IAS 23 Borrowing Costs?
a) Inventories

b) Manufacturing plants

c) Assets that are ready for their intended use when acquired

d) Investment property

Capitalisation of borrowing costs should be suspended:
a) when substantially all the activities necessary to prepare a qualifying asset for its intended use or sale are
complete

b) during a temporary delay which is a necessary part of the process of getting an asset ready for its intended
use or sale

c) during extended periods in which active development of a qualifying asset is interrupted
d) all of the above

THE INSTITUTE OF CHARTERED ACCOUNTANTS OF PAKISTAN ﬂ

SPOTLIGHT




()]
T
o]
|
c
@
ac
o |

CHAPTER 2: IAS 23 BORROWING COSTS
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16. Which of the following statements is correct in the context of capitalisation of borrowing costs?

17.

18.

19.

a) If funds have been arranged from various general borrowings, the amount to be capitalised is based on the
weighted average cost of borrowings

b) Capitalisation always commences as soon as expenditure for the asset is incurred
c) Capitalisation always continues until the asset is brought into use

d) Capitalisation always commences as soon as borrowing costs are incurred

On 1 January 2021, a company borrowed Rs. 20 million @ 9% per annum for the purpose of constructing an
asset. The company started construction on 1 February 2021 and paid Rs. 8 million on 1 March 2021 and Rs. 12
million on 1 July 2021. The asset was ready to use on 1 September 2021. Surplus funds were invested @ 6% per
annum.

The borrowing cost that can be capitalised is:

a) Rs.660,000
b) Rs.710,000
c) Rs.900,000
d) Rs.1,050,000

Which of the following statements are correct?

i. Investment income on the temporary investment of unused funds of general borrowings is taken to profit or
loss.

ii. Capitalisation of borrowing cost always commences as soon as construction of a qualifying asset begins.

a) Only (I) is correct

b) Only (II) is correct

c) Both are correct

d) Noneis correct

Sigma Limited (SL) borrowed Rs. 10 million from a bank on 1 July 2023 at an interest rate of 15% to purchase a
delivery truck. SL paid Rs. 6 million immediately to the supplier as an advance. On 1 May 2024, SL paid an
additional Rs. 2 million upon the delivery of the truck. The remaining Rs. 2 million was paid to the supplier on 30
June 2024. SL invested the surplus funds from the loan in a saving account at 13% per annum.

The amount of borrowing cost that can be capitalised in the cost of truck amounts to:

a) Rs. 1,030,000
b) Rs. 820,000
¢) Rs.950,000
d) Nil
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ANSWERS

01.

02.

03.

04.

05.

06.

07.

08.

09.
10.
11.
12.

13.

(a, b)

(c)

(d)
(b)

(a)

(a)

(d)

(a)

(d)
(b)
(c)
(b)
(a)

Borrowing costs must be capitalised if they are directly attributable to qualifying assets, which are
assets that take a substantial time to complete. Capitalization should cease once substantially all the
activities to prepare the asset are complete.

Rs. 10 million x 7.5% x 2/12 = Rs. 125,000
Rs. 10 million x 7.5% x 10/12 = Rs. 625,000

Temporary investment income earned during the construction period should be netted off the
amount capitalised.

However, the interest was earned prior to the period of construction. Therefore, the investment
income earned should be taken to the statement of profit or loss as investment income.

o (9% x 15m) + (11% x 24m)
Capitalisation rate = 15724 =10.23%

Rs. 6m x 10.23% x 9/12 = Rs.460,350
Rs.2m x 10.23% x 5/12 = Rs. 85,250
Total Rs. 545,600

-
March - December (Rs. 24m x 8% x 10/ 12) 1,600,000 5
Less investment income (Rs. 10m x 6% x 4/12) (200,000) E
————— (o)

1,400,000 &

Temporary investment income before commencement would be recognised as finance income in
profit or loss.

Cavitalisation rate = (10% X 140M) + (8% x 200m) _
apitacisation rate = 140 + 200 = 0.070

Rs. 50 million x 8.8% x 6/12 = Rs. 2.2 million

Rs.12m x 6.75% = Rs. 810,000

. (6% x 10m) + (8% x 6m)
Capitalisation rate = 1076 = 6.75%

Borrowing costs do not include repayment of borrowing itself.

Borrowing costs incurred, when not capitalised, are recognised as an expense.

Repayment of borrowing is not a criteria for commencement of capitalisation of borrowing costs.
Once the asset is substantially complete, the capitalisation of borrowing costs must cease.

Inventories that are manufactured, or otherwise produced, in large quantities on a repetitive basis
(over a short period of time) are not qualifying assets.
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14.

15.

16.

17.

18.

19.

()
(c)

(a)

(a)

(a)

(d)

Assets that are ready for their intended use when acquired are not qualifying asset.

Capitalisation of borrowing costs must suspend during extended periods in which active
development of a qualifying asset is interrupted.

If funds have been arranged from various general borrowings, the amount to be capitalised is based
on the weighted average cost of borrowings.

Interest on specificloan Rs.20m x 9% x 6/12 (Mar to Aug) 900,000
Less: Investment income Rs. 12m x 6% x 4/12 (Mar to Jun)  (240,000)
660,000

In January and February, all criteria for capitalisation of borrowing costs had not been met.

Statement (II) is incorrect. Additionally, borrowing cost must have been incurred and expenditure
must have been made.

Nil
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STICKY NOTES

Borrowing costs:
{Interest and other costs})

Directly attributable to Otherwise
Qualifying asset = Charge as expense in profit
(that necessarily takes or loss
substantial period of time to
get ready for its use or sale}

=> Capitalise as part of cost of Disclosure
an asset * Borrowing costs capitalised

» Capitalisation rate used

Specific borrowing
Capitalise actual borrowing
costs incurred less any
investment income on the
temporary investment.

General borrowing
Capitalise the interest by
applying a capitalisation rate
to the expenditures.

Capitalisation period

-

Suspension Cessation
When active development When the
stops {exception: where qualifying asset is

temporary delay is necessary substantially
or substantial technical or completed.

administrative work is being
carried out}.

Commencement
* Activities started
» Expenditure incurred
» Borrowing costs incurred
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CHAPTER 3

IAS 16 PROPERTY, PLANT
AND EQUIPMENT

IN THIS CHAPTER: IAS 16 deals with property, plant and equipment i.e. long term 8

AT A GLANCE tangible assets held for use in the business for: E

a) production or supply of goods or services; 2

SPOTLIGHT b) rental to others; or 'E
1. Recognition and measurement ¢) administrative purposes.

These assets are initially measured at cost, i.e. all the costs
incurred to bring the asset to its intended use. It normally
includes purchase price less any trade discounts and rebates
and includes non-refundable taxes, import duties, cost of site
preparation, installation cost, etc.

2. Depreciation
3. Derecognition

4. Measurement after recognition
Subsequent expenditure is normally charged to profit or loss
5. Disclosure unless it enhances the economic benefits of the related assets.

Depreciation is charged on these assets to match the expense
against the benefit derived from use of these assets in the
business. The assets are normally depreciated using straight
line, reducing balance, units of production or sum of digits
method.

6. Comprehensive Examples
7. Objective Based Q&A
STICKY NOTES

After recognition, the entity may choose the policy to
subsequently measure the assets at either:

e Cost model: the assets are carried at cost less accumulated
depreciation and accumulated impairment losses; or

e Revaluation model: the assets are carried at revalued
amount (fair value) less subsequent accumulated
depreciation and subsequent accumulated impairment
losses.

IAS 16 provides detailed guidance regarding recognition of
revaluation gain or loss and reversal thereof including
realisation of revaluation surplus.

The assets are derecognised when disposed of or when they
become permanently redundant and no economic benefits are
expected from their sale or use. The gain or loss on
derecognition is charged to profit or loss.
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1 RECOGNITION AND MEASUREMENT

1.1 Introduction [IAS 16: 6]

Property, plant and equipment (PPE) are a company’s long term, tangible fixed assets that are vital to business
operations and cannot be easily liquidated.

Property, plant and equipment are tangible items that:

a) are held for use in the production or supply of goods or services, for rental to others, or for administrative
purposes; and

b) are expected to be used during more than one period.
It is important to distinguish PPE from:

e intangible assets e.g. patents, software, etc. Intangible assets do not have physical substance and therefore
are classified and presented separately, although they are also held for long term and are often vital to
business operations. Intangible assets are accounted for under IAS 38 (Intangible Assets).

e inventory. Although inventory items usually have physical substance, they differ from PPE because they are
held for resale in the ordinary course of business. Inventories are accounted for under IAS 2 (Inventory).

If an entity’s main business is selling machines, those machine are inventory items and are not classified as PPE.
However, the plant and machinery used to produce the machines for sales is PPE. The same goes for real estate
businesses. Their corporate offices are PPE but the houses they sell are inventory.

1.2 Recognition [IAS 16: 7 to 9 & 11]

The cost of an item of PPE shall be recognised as an asset if, and only if:

a) itis probable that future economic benefits associated with the item will flow to the entity; and
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b) the cost of the item can be measured reliably.

Items of property, plant and equipment may be acquired for safety or environmental reasons. The acquisition of
such property, plant and equipment, although not directly increasing the future economic benefits of any
particular existing item of property, plant and equipment, may be necessary for an entity to obtain the future
economic benefits from its other assets. Such items of property, plant and equipment qualify for recognition as
assets because they enable an entity to derive future economic benefits from related assets in excess of what
could be derived had those items not been acquired. For example, a chemical manufacturer may install new
chemical handling processes to comply with environmental requirements for the production and storage of
dangerous chemicals; related plant enhancements are recognised as an asset because without them the entity is
unable to manufacture and sell chemicals.Spare parts and servicing equipment are usually carried as inventory
and recognised in profit or loss as consumed. However, major spare parts and stand-by equipment qualify as PPE
when an entity expects to use them during more than one period. Similarly, if the spare parts and servicing
equipment can be used only in connection with an item of PPE, they are accounted for as PPE.

As a practical expedient, immaterial items are not recognised as PPE even if they meet the definition criteria, for
example, staplers and calculators etc.

1.3 Measurement at recognition [IAS 16: 15 to 17 & 19 to 22]

PPE are initially recorded at cost.

Cost is the amount of cash or cash equivalents paid and the fair value of the other consideration given to acquire
an asset at the time of its acquisition or construction.

The cost of an item of PPE consists of:

a) its purchase price after any discounts and rebates have been deducted plus any non-refundable / non-
adjustable taxes (for example, import taxes or sales tax); plus
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b) the directly attributable costs of ‘bringing the asset to the location and condition necessary for it to be
capable of operating in the manner intended by management’. These directly attributable costs may include:

e employee costs arising directly from the installation or construction of the asset
o the cost of site preparation

e initial delivery and handling costs

e installation and assembly costs

e testing costs (to determine whether the asset is functioning properly)

e professional fees such as architect and surveyor fee.

c) the initial estimate of the costs of dismantling and removing the item and restoring the site on which it is
located, for which an entity incurs legal or constructive obligation.

For example, when land is acquired, certain costs are necessary and should be part of the cost of land. These costs
include the cost of the land, title and legal fees, site preparation costs like grading and draining and survey costs
etc. All of these costs may be considered necessary to get the land ready for its intended use.

The cost of a self-constructed asset is determined using the same principles as for an acquired asset. Borrowing
costs including interest may also be capitalised in accordance with IAS 23.

Examples of costs that are not costs of an item of PPE are:
e costs of opening a new facility;
e costs of introducing a new product or service (including costs of advertising and promotional activities);

e costs of conducting business in a new location or with a new class of customer (including costs of staff
training); and

SPOTLIGHT

e administration and other general overhead costs.

» Example 01:

Alex Limited (AL) has purchased a large item of plant. The following costs were incurred:

List price of the plant 1,000,000

Trade discount given 50,000
Delivery cost 100,000
Installation cost 125,000

Cost of site preparation 200,000
Architect’s fees 15,000

Administration expense 150,000

Local government officials have granted AL a license to operate the plant on condition that AL will dismantle the
plant and restore the site to its former condition at the end of the plant’s life. AL has estimated the amount of Rs.
250 million in present value terms for the related obligation.

Required:

Calculate the cost of the plant on its initial recognition.
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» Answer:
T
Purchase price (1,000,000 - 50,000) 950,000
Delivery cost 100,000
Installation cost 125,000
Cost of site preparation 200,000
Architect’s fees 15,000
Estimated dismantling and restoration costs 250,000

1,640,000

Recognition of costs in the carrying amount of an item of PPE ceases when the item is in the location and
condition necessary for it to be capable of operating in the manner intended by management. Therefore, costs
incurred in using or redeploying an item are not included in the carrying amount of that item. For example, the
following costs are not included in the carrying amount of an item of PPE:

e costs incurred while an item capable of operating in the manner intended by management has yet to be
brought into use or is operated at less than full capacity;

e initial operating losses; and
e costs of relocating an entity’s operations.

Income may be earned through using a building site as a car park until construction starts. Because incidental
operations are not necessary to bring an item to the location and condition necessary for it to be capable of
operating in the manner intended by management, the income and related expenses of incidental operations are
recognised in profit or loss.
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Similarly, sale proceeds and related cost of samples produced, while testing whether the asset is functioning
properly, are recognised in profit or loss.

1.4 Exchange transaction [IAS 16: 24 to 26]

An asset may be acquired in exchange for another asset. The cost of such an asset is measured at its fair value
unless:

o the exchange transaction lacks commercial substance; or
o the fair value of neither the asset received nor the asset given up is reliably measurable.

In simple terms, an exchange transaction has commercial substance when entity’s future cash flows are expected
to change to a material extent as a result of the transaction. It is usually assumed that exchange transaction has
commercial substance.

If the new asset is measured at fair value, the fair value of the asset given up is used to measure the cost of the
asset received unless the fair value of the asset received is more clearly evident.

If the new asset is not measured at fair value, its cost is measured at the carrying amount of the asset given in
exchange for it.
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» Example 02:

Following information pertains to four exchange transactions relating to fixed assets:

S T e T el wl @
-

Cash received/(paid) 1.1 (2.1) - -
Assets given up:

Original cost 10.3 12.4 14.5 14.5
Book value 6.4 7.3 3.4 3.4
Estimated fair value 8.5 6.6 4.6 4.6

Assets received:

Estimated fair value 7.1 9.0 4.1 Not available

Additional information:

e In case of transaction (i), fair values of both assets are reliably measurable.

e Incase of transaction (ii), fair value of the asset received is clearly more evident.

e In case of transaction (iii), fair value of neither asset is reliably measurable.

e In case of transaction (iv), entity’s future cash flows are not expected to change as a result of this exchange.
Required:

Calculate the cost of asset received at recognition for each of above transactions.
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» Answer:
Transaction (i)

Fair value of asset given up Rs. 8.5m - cash received Rs. 1.1m = Rs. 7.4 million

Transaction (ii)

Fair value of asset received = Rs. 9.0 million
Transaction (iii)

Carrying amount of asset given = Rs. 3.4 million
Transaction (iv)

Carrying amount of asset given = Rs. 3.4 million

1.5 Subsequent expenditure [IAS 16: 12 to 14]

The costs of the day-to-day servicing of the item are recognised in profit or loss as incurred, usually as ‘repair
and maintenance’.

Subsequent expenditure relating to PPE, after their initial acquisition, is capitalised if it meets the criteria for
recognition. In practice, this usually means that expenditure is capitalised if it:

e improves the asset (for example, by enhancing its performance or extending its useful life);
e isfor areplacement part (the replaced part is derecognised); or

e relates to major inspection or overhaul (the carrying amount of previous inspection or overhaul is
derecognised).
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2 DEPRECIATION

2.1 Concept and definitions [IAS 16: 6]

The use of long-term asset provides benefit to business over several years, therefore, it is not appropriate to
recognise total cost of such assets as an expense either in the year of acquisition or in the year of disposal.
Recognising periodic depreciation expense matches the cost of a non-current asset to the benefit earned from its
use in the business. In effect, the cost less residual value of the asset is transferred to the statement of
comprehensive income over the period for which asset is used.

It is important to understand that the depreciation is not decrease in value of asset; write down of carrying
amount of an item of PPE is called impairment loss (which shall be covered in a later chapter).

Depreciation is the systematic allocation of the depreciable amount of an asset over its useful life.
Depreciable amount is cost (or revalued amount) of an asset less its residual value.

The residual value of an asset is the estimated amount that an entity would currently obtain from disposal of
the asset, after deducting the estimated costs of disposal, if the asset were already of the age and in the condition
expected at the end of its useful life.

Useful life is:
a) the period over which an asset is expected to be available for use by an entity; or
b) the number of production or similar units expected to be obtained from the asset by an entity.

Accumulated Depreciation is the depreciation charged to date (cumulative) on a non-current asset. This is
contra asset account (a negative balance of the asset).

Carrying amount (also called net book value (NBV) or written down value (WDV)) is the amount at which an
asset is presented in statement of financial position.

Carrying amount = Cost or revalued amount - accumulated depreciation - accumulated impairment

» Example 03:
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ABC Enterprise bought a machine for Rs. 700,000 in early 2021. Although the machine can be used for seven
years but ABC Enterprises expects to use it for 5 years only.

ABC Enterprise estimated that machine can be disposed of for Rs. 620,000 (at current prices) and for Rs. 680,000
(at prices expected at end of 2025). Further, a 5-year old similar machine can be disposed of for Rs. 150,000 (at
current prices) and for Rs. 330,000 (at prices expected at end of 2025).

Required:
Determine the useful life and residual value of above machine.
» Answer:
The useful life is 5 years i.e. the period over which machine is expected to be available for use by ABC Enterprise.

The residual value is Rs. 150,000 that can be currently obtained if the machine was already in 5 years old
condition.

» Example 04:

An asset costs Rs. 100,000 and can be easily used for ten years. The management of the business entity intends
to use the asset for six years at which point expected residual value will be Rs. 40,000 (at current prices).

Required:

What is depreciable amount and useful life of above asset?
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Answer
Depreciable amount = Rs. 100,000 - 40,000 = Rs. 60,000

Useful life is six years as intended by the management of the entity.

2.2 Methods of calculating depreciation [IAS 16: 60, 62 & 62A]

A variety of depreciation methods can be used to allocate the depreciable amount of an asset on a systematic
basis over its useful life. However, the depreciation method used should reflect as fairly as possible the pattern
in which the asset’s economic benefits are expected to be consumed by the entity. A depreciation method that is
based on revenue that is generated by an activity that includes the use of an asset is not appropriate.

The four common methods have been discussed below:

2.2.1 Straight line depreciation

In this method, the depreciable amount is charged in equal amounts to each reporting period over the expected

useful life of the asset. With the straight-line method, the annual depreciation charge is the same for each full

financial year over the life of the asset. This is the most common method in practice and the easiest to calculate.
Cost — Residual value

Useful life

Depreciation =

Alternatively, depreciation = Cost X Rate

Depreciable amount
Cost x Useful life

Rate =

Example 05:

Plant bought on 1 January 2021 for Rs. 100,000 with expected useful life of 5 years and residual value of Rs.
10,000. The entity year ends on 31 December.
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Required:

Using straight line method, calculate the amount of annual depreciation and carrying amount along with
accumulated depreciation for the year 2021 to 2025.

Answer

100,000 — 10,000
~ 100,000 x 5years

N ET ET A R T T
I O O S B

Annual depreciation Rs. 100,000 x 18% 18,000 18,000 18,000 18,000 18,000

Rate 18%

Cost 100,000 | 100,000 | 100,000 | 100,000 | 100,000

Accumulated depreciation (18,000) | (36,000) | (54,000) | (72,000) | (90,000)

Carrying amount 82,000 64,000 46,000 28,000 10,000
Example 06:

An item of equipment costs Rs. 1,260,000. It has an expected useful life of six years and an expected residual
value of Rs. 240,000. Using the straight-line method of depreciation, what is the annual depreciation charge and
what will be the carrying amount of the asset after four years?
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» Answer

Annual depreciation charge = Rs. (1,260,000 - 240,000) / 6 years = Rs. 170,000

Asset at cost 1,260,000
Less: Accumulated depreciation Rs. 170,000 x 4 years (680,000)
Carrying value 580,000

» Example 07:

The financial year of an entity is 1st January to 31st December. A non-current asset was purchased on 1st May
for Rs. 60,000. Its expected useful life is five years and its expected residual value is zero. It is depreciated by the
straight-line method.

Required:

What will be the charge for depreciation in the year of acquisition if a proportion of a full year’s depreciation is
charged, according to the period for which the asset has been held?

» Answer

Depreciation in year 1 = Rs. (60,000 - 0) / 5 years x 8/12 = Rs. 8,000

2.2.2 Reducing balance method:

In this method, the annual depreciation charge is a fixed percentage of the carrying amount of the asset at the
start of the period which results in gradually lower depreciation charge as asset’s efficiency is reduced over its
useful life.

number of years | Residual value
Rate =1 — _
Cost

Depreciation = Net book value X Rate

» Example 08:
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Plant bought on 1 January 2021 for Rs. 100,000 with expected useful life of 5 years and residual value of Rs.
10,000. The entity year ends on 31 December.

Required:

Using reducing balance method, calculate the amount of annual depreciation and carrying amount along with
accumulated depreciation for the year 2021 to 2025.

» Answer
5’ 10,000
Rate =1 — m = 36.9%
2021 | 202 | 2023 | 2024 | 2025 |
__ Rs. | Rs. | Rs. | Rs. | Rs |

Annual depreciation Carrying amount x 36.9% 36,900 23,284 14,692 9,271 5,853

Cost 100,000 | 100,000 | 100,000 | 100,000 | 100,000
Accumulated depreciation (36,900) | (60,184) | (74,876) | (84,147) | (90,000)
Carrying amount 63,100 39,816 25,124 15,853 10,000

Notice that, each subsequent year’s depreciation charge is 63.1% (i.e. 100% - 36.9%) of previous year’s charge.
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Example 09:

A non-current asset cost Rs. 64,000. It is depreciated by the reducing balance method, at the rate of 25% each
year. What is the carrying amount at the end of year 37

Answer
I T
Cost of asset 64,000

Year 1 Depreciation (25%) (16,000)
Carrying amount at the end of year 1 48,000
Year 2 Depreciation (25%) (12,000)
Carrying amount at the end of year 2 36,000
Year 3 Depreciation (25%) (9,000)
Carrying amount at the end of year 3 27,000

Alternatively, Rs. 64,000 x (0.75)3 = Rs. 27,000

2.2.3 Units of production method

In this method, depreciation is calculated by expressing the useful life of an asset in terms of its expected total
output and allocating the annual charge to depreciation based on actual output. The higher the usage, the higher
the depreciation charge and vice versa.

Cost — Residual value

Rate =
are Useful life in units

Depreciation = Units used or produced X Rate
Example 10:

Plant bought on 1 January 2021 for Rs. 100,000 with expected useful life of 5 years and residual value of Rs.
10,000 and the plant can be used to produce 7500 units over its life. The entity year ends on 31 December.

Actual production of units has been 1500 units, 1800 units, 1200 units, 2000 units and 1000 units from year
2021 to 2025 respectively.

Required:

Using units of production method, calculate the amount of annual depreciation and carrying amount along with
accumulated depreciation for the year 2021 to 2025.

Answer

Rate — 100,000 — 10,000 Rs.12 .
ate = 7500 units = Rs.12 per uni

Annual depreciation Units produced x Rs. 12 18,000 21,600 14,400 24,000 12,000

Cost 100,000 | 100,000 | 100,000 | 100,000 | 100,000
Accumulated depreciation (18,000) | (39,600) | (54,000) | (78,000) | (90,000)
Carrying value 82,000 60,400 46,000 22,000 10,000
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2.2.4 Sum of digits method

In this method, depreciation is calculated by multiplying the depreciable amount by a fraction where numerator

is the remaining life of the asset at the start of the period and the denominator is the sum of all the years’ useful

life at the start of ownership. This method results in stepwise lower depreciation in later years of useful life.
Remaining years

Sum of years'digits

Depreciation = Depreciable amount X

Sum of years’ digits may also be calculated using the following formula:

_nn+1)
2
Example 11:
Plant bought on 1 January 2021 for Rs. 100,000 with expected useful life of 5 years and residual value of Rs.
10,000. The entity year ends on 31 December.
Required:
Using sum of digits method, calculate the amount of annual depreciation and carrying amount along with
accumulated depreciation for the year 2021 to 2025.
Answer
Sum of digits = nn+1) = SG+1) =15

2 2

Annual depreciation Rs. 90,000xremaining years/15 30,000 24,000 18,000 12,000 6,000

Cost 100,000 | 100,000 | 100,000 | 100,000 | 100,000

Accumulated depreciation (30,000) | (54,000) | (72,000) | (84,000) | (90,000)

Carrying value 70,000 46,000 28,000 16,000 10,000
Example 12:

A motor vehicle cost Rs.400,000. It has an expected residual value after 5 years of Rs.40,000. If the sum of the
digits method of depreciation is used, what will be the carrying amount of the asset at the end of Year 2?

Answer

Sum of digits=5+4+3+2+1=15
Cost of asset 400,000
Year 1 Depreciation (400,000 - 40,000) x5/15 (120,000)
Carrying amount at the end of year 1 280,000
Year 2 Depreciation (400,000 - 40,000) x4/15  (96,000)

Carrying amount at the end of year 2 184,000
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2.3 Depreciation charge and period [IAS 16: 43, 44, 48, 52, 54 & 55]

The depreciation charge for each period shall be recognised in profit or loss unless it is included in the carrying
amount of another asset. For example, if machinery (PPE of the business) is used in construction of office
building, the depreciation of such machinery arising during the construction period shall be capitalised in the
cost of building.

The journal entry for depreciation expense is as follows:
Debit Depreciation expense
Credit Accumulated depreciation

Depreciation is charged even if the asset is idle and not being used. However, in following situations depreciation
charge may be zero:

e Under usage methods of depreciation, the depreciation charge can be zero while there is no production.

e Freehold land has an unlimited useful life and therefore is not depreciated. However, leasehold land is
depreciated since lease term is definite. Similarly, land improvements (parking lots, sidewalks, landscaping,
irrigation systems etc.) have a limited useful life and are also depreciated.

e Depreciation will be zero when the fully depreciated asset is still in use.
e No depreciation will be charged when residual value exceeds carrying amount.

Depreciation of an asset begins when it is available for use, i.e. when it is in the location and condition necessary
for it to be capable of operating in the manner intended by management. This may be earlier than the date it is
actually brought into use. Depreciation of an asset ceases when it is derecognised/disposed.

Each part of an item of PPE with a cost that is significant in relation to the total cost of the item shall be
depreciated separately. For example, it may be appropriate to depreciate separately the airframe and engines of
an aircraft.

Example 13:

An office property cost Rs. 5 million, of which the land value is Rs. 2 million and the cost of the building is Rs. 3
million. The building has an estimated life of 50 years. What is the annual depreciation charge on the property,
using the straight-line method?

Answer
Rs. 3,000,000 (other than land) / 50 years = Rs. 60,000
Example 14:

An entity constructed a building for its own use. The building was completed on 1 July 2008 and occupied on 1
September 2008. The entity used the building for a long time but then due to expansion in its business it decided
on 1 July 2015 to shift to new rented premises. The entity shifted to new premises on 1 August 2015 and disposed
of the old building on 31 December 2015.

Required:

Identify the date from which depreciation should be commenced and date when depreciation charge should
cease.

Answer

Commencement of depreciation: 1 July 2008 (when asset became available for use)
Cessation of depreciation: 31 December 2015 (when asset is disposed of)

2.4 Change in estimate: depreciation method [IAS 16: 61]

The depreciation method applied to an asset shall be reviewed at least at each financial year-end and, if there
has been a significant change in the expected pattern of consumption of the future economic benefits embodied
in the asset, the method shall be changed.

The carrying amount should be written off over the remaining useful life, commencing with the period in which
the change is made.
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» Example 15:

On 1 January 2001, Air Limited purchased an asset for Rs. 10,000 with nil residual value and is intended to be
used for 10 years. The entity uses straight line method.

On 1 January 2003, Air Limited reconsidered the use of its depreciation methods and concluded that the straight-
line method is not appropriate for this type of asset instead 25% depreciation on reducing balance method is

appropriate.

Required:

Calculate depreciation expense from year 2001 to year 2004.

» Answer

e | colcuaion | e
2001 Rs.10,000 /10 years 1,000
2002 Rs.9,000 /9 years 1,000
2003 Rs.10,000-1,000-1,000=Rs.8,000x25% 2,000
2004 Rs.8,000-2,000=Rs.6,000x 25% 1,500

2.5 Change in estimate: Review of useful life and residual values [IAS 16: 51]

Useful life and residual value of assets should be reviewed at end of each financial year and revised if expectations
are significantly different from previous estimates.

The carrying amount of the asset at the date of revision less any revised residual value should be depreciated
over the revised remaining useful life.

» Example 16:
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On 1 January 2001, Water Limited purchased an asset for Rs. 12,000 with estimated residual value of Rs. 2,000
and is intended to be used for 10 years. The entity uses straight line method.

In 2003, Water Limited reviewed the useful life and residual value of the asset. It was estimated that the asset’s
remaining useful life is now only 5 years, however, the estimate of residual value has been increased to Rs. 3,000.

Required:
Calculate depreciation expense from year 2001 to year 2004.
» Answer:

N
2001 Rs.12,000-2,000=Rs. 10,000 / 10 years 1,000
2002 Same as above 1,000
2003 Rs.12,000-1,000-1,000=Rs. 10,000 - Rs. 3,000 =Rs. 7,000 / 5 years 1,400
2004 Same as above 1,400
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3 DERECOGNITION

3.1 Accounting treatment and calculation [IAS 16: 67 to 71]

The carrying amount of an item of PPE shall be derecognised:

e ondisposal (sale/ donation); or

e when no future economic benefits are expected from its use or disposal.
Date of disposal is when recipient obtains control of the asset.

In case part of an asset is replaced, new part is recognised (capitalised) and the replaced (old) part is
derecognised regardless of whether the replaced part had been depreciated separately. If it is not practicable
for an entity to determine the carrying amount of the replaced part, it may use the cost of the replacement as an
indication of what the cost of the replaced part was at the time it was acquired or constructed.

Gain or loss is recognised in profit or loss. However, gain is not classified as revenue; it is presented as other
income.

Gain (loss) = Net sale proceeds - Carrying amount at date of disposal
Net disposal proceeds = Cash received + New asset received* - Cash paid* - disposal costs
Carrying amount = Cost - accumulated depreciation - accumulated impairment losses
Cash to be paid in exchange = Agreed price of new asset* - trade in value**
*in case of exchange of assets.
**trade in value is value of old asset agreed in asset exchange.
» Example 17:

A non-current asset originally cost Rs. 75,000. Accumulated depreciation is Rs.51,000. The asset is now sold for
Rs. 18,000. Disposal costs are Rs. 500.

|-
I
9
|
=
o
o
(0}

Required:

Calculate the gain or loss on disposal of above asset.

» Answer:

Net sale proceeds = Rs. 18,000 - 500 = Rs. 17,500

Carrying amount = Rs. 75,000 - 51,000 = Rs. 24,000

Gain (loss) on disposal = Rs. 17,500 - 24,000 = Rs. (6,500) Loss
» Example 18:

The following data relates to exchange of old machinery with new equipment by Adeel Limited:

Cost (old machinery) 100,000

Accumulated depreciation (of machine given) 30,000

Cash received in exchange 18,000

Cost of new equipment acquired in exchange 60,000

Commission paid to broker 3,000
Required:

Calculate gain or loss on disposal.
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» Answer:
Net disposal proceeds = Rs. 18,000 + 60,000 - 3,000 = Rs. 75,000
Carrying amount = Rs. 100,000 - 30,000 = Rs. 70,000
Gain (loss) = Rs. 75,000 - 70,000 = Rs. 5,000 gain

3.2 Accounting entries: disposal account
The gain or loss on disposal of a non-current asset may be recorded by creating a temporary asset’s disposal
account. The following journal entries may be recorded:

1.  Transfer the cost of non-current asset disposed (or givenin  Debit Disposal account
exchange] Credit PPE (old)

2.  Transfer the accumulated depreciation of asset disposed Debit Accumulated depreciation

law e el Credit Disposal account

3. Disposal proceeds / cash received from disposal or part Debit Bank / Receivable

exchange Credit Disposal account

4.  Part-exchange (asset received) Debit PPE (new)

Credit Disposal account

5. Disposal costs incurred Debit Disposal account

Credit Bank /payable

6.  Cash paid in part exchange Debit Disposal account

Credit Bank /payable

7. Gain on disposal Debit Disposal account

Credit Gain (profit or loss)

Loss on disposal Debit Loss (profit or loss)

Credit Disposal account

» Example 19:

The following data relates to exchange of old machinery with new equipment by Adeel Limited:

Cost (old machinery) 100,000

Accumulated depreciation (of machine given) 30,000

Cash received in exchange 18,000

Cost of new equipment acquired in exchange 60,000

Commission paid to broker 3,000
Required:

Prepare disposal account to determine the gain or loss on the disposal.
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» Answer:

Disposal account

PPE (old machinery) 100,000 Accumulated depreciation 30,000
Cash paid (disposal costs) 3,000 Bank / Receivable 18,000
Gain on disposal (bal.) 5,000 PPE (new equipment) 60,000

108,000 108,000

3.3 Combined journal entry for disposal

All journal entries related to the disposal of non-current asset may be combined into one journal entry by
skipping the temporary disposal account.

Debit Accumulated depreciation

Debit Bank / Receivable

Debit  PPE (new)

Debit Loss (profit or loss) (balancing, if debit side is short)

Credit PPE (old)
Credit Cash (disposal costs)
Credit Cash (part exchange)
Credit Gain (profit or loss) (balancing, if credit side is short) -
» Example 20: ‘%
The following data relates to exchange of old machinery with new equipment by Adeel Limited: g
| ks :
Cost (old machinery) 100,000
Accumulated depreciation (of machine given) 30,000
Cash received in exchange 18,000
Cost of new equipment acquired in exchange 60,000
Commission paid to broker 3,000
Required:

Prepare one combined journal entry for the disposal.

» Answer:

Journal entry for disposal

T i, | credics.

Accumulated depreciation 30,000

Bank / Receivable 18,000

PPE (new) 60,000
PPE (old) 100,000
Cash (disposal costs) 3,000
Gain (PL) (balancing) 5,000
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» Example 21:

The following information is available in respect of machines of Akmal Brothers:

—-

The balances of cost and accumulated depreciation of machines as on 1 January 2017 were Rs. 800,000 and
Rs. 333,000 respectively.

ii. A machine acquired on 1 January 2014 having net book value of Rs. 31,935 on 1 January 2017 was sold for
Rs. 34,000 on 30 April 2017. Cost of disposal incurred was Rs. 5,000.

iii. On1]July 2017, a machine having fair value of Rs. 40,000 on that date was exchanged for a new machine. The
balance of the purchase price was paid through a cheque of Rs. 80,000. The list price of the new machine was
Rs. 130,000. The old machine had been acquired at a cost of Rs. 65,000 on 1 October 2015.

iv. Machines are depreciated at 15% per annum using the reducing balance method.
Required:
Prepare the following ledger accounts pertaining to the machines for the year ended 31 December 2017:
a) Cost
b) Accumulated depreciation
c) Gain/loss on disposal
» Answer:

Akmal Brothers

Machines - Cost

C b | besain | f | bue | bewbin | & |

[0)
T
S
% 1Jan 17 800,000 30Apr17 Disposal [31,935 / 0.853] 52,000
El 1]Jul 17 Dlsposal (40,000 +80,000) 120,000 1]Jul17 Disposal (exchange) 65,000
31Decl1l7 c/d 803,000
920,000 920,000

Accumulated depreciation - Machines

B T S S

30 Apr 17 Disposal (W1) 21,662 1]Jan17 333,000
1]Jul 17 Disposal (W2) 15,810 31 Dec17 Deprec1at10n exp (W3) 71,868

31Dec17 c/d 367,396
404,868 404,868

Gain (Loss) on Disposal - Machines

ot | beserpon | o | Date | eserption | W5 _

30Apr17 Cost 52,000 30Apr17 Acc. Dep. 21,662
30 Apr 17 Bank (disposal costs) 5,000 30Apr17 Bank (sale proceeds) 34,000
1Jul 17 Cost 65,000 1]Jull7 Acc. Dep. 15,810
1]Jul 17 Bank (for exchange) 80,000 1Jul17 Cost (new asset) 120,000
31 Dec 17 Loss on disposal (P&L) 10,528

202,000 202,000
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W1: Accumulated depreciation - Machine sold _

Till 31 Dec 2016 [52,000 - 31,935] 20,065
From 1 Jan 2017 to 30 Apr 2017 [31,935x15% x 4/12] 1,597
21,662

W2: Accumulated depreciation - Machine exchanged “
From 1 Oct 2015 to 31 Dec 2015 [65,000 x 15% x 3/12] 2,438
Year 2016 [(65,000 - 2,438) x 15%)] 9,384
11,822
From 1 Jan 2017 to 30 Jun 2017 [(65,000 -11,822) x 15% x 6/12] 3,988
15,810

—
W3: Depreciation Cost
1 ]an 2017 Rate Months
R
Disposed 1 52,000 20,065 31,935 15% 4/12 1,597
Disposed 2 65,000 11,822 53,178 15% 6/12 3,988 'E
Other remaining 683,000 301,113 381,887 15% 12/12 57,283 %
=
Total opening 800,000 333,000 467,000 8
(1))
Addition 1 120,000 15% 6/12 9,000
71,868
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4 MEASUREMENT AFTER RECOGNITION

4.1 Subsequent measurement [IAS 16: 29, 30, 31 & 37]

An entity shall choose either the cost model or the revaluation model as its accounting policy and shall apply that
policy to an entire class of PPE.

Carrying amount of asset: Cost model m

Cost XXX
Less: Accumulated depreciation (xx)
Less: Accumulated impairment (xx)

XXX

Carying amount o st evauaton moder | R

Fair value at specific date XXX
Less: Subsequent accumulated depreciation (xx)
Less: Subsequent accumulated impairment (xx)

XXX

A class of PPE is a grouping of assets of a similar nature and use in an entity’s operations. The following are
examples of separate classes:

3
9| e land;
% ¢ land and buildings;
El e machinery;
e ships;
e aircraft;

e motor vehicles;
e furniture and fixtures; and

e office equipment.

4.2 Conditions for revaluation model [IAS 16: 31, 34 & 36]

The following considerations must be taken into account for applying the revaluation model:

1. Reliable The fair value of the item of PPE can be measured reliably. This may or may not be market
measurement based valuation.

2. Sufficient The frequency of revaluations depends upon the changes in fair values of the items of PPE
regularity being revalued. When the fair value of a revalued asset differs materially from its carrying
amount, a further revaluation is required.

Some items of PPE experience significant and volatile changes in fair value, thus
necessitating annual revaluation. Such frequent revaluations are unnecessary for items of
PPE with only insignificant changes in fair value. Instead, it may be necessary to revalue the
item only every three or five years.

3. Class wise If an item of PPE is revalued, the entire class of PPE to which that asset belongs shall be
application revalued. For example, if a plant is revalued, all the plant and machineries held by the entity
must be revalued.
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4.3 Accounting entries [IAS 16: 35]

When an item of PPE is revalued, the carrying amount of that asset is adjusted to the revalued amount by
eliminating accumulated depreciation as follows:

1. Elimination of depreciation Debit Accumulated depreciation
Credit Asset

2. Recording gain or loss Debit Asset Debit Loss on revaluation
Credit Gain on revaluation Credit Asset

After PPE has been revalued, depreciation charge is based on the new valuation over the remaining useful life.
4.4 Recognition of revaluation gain or loss [IAS 16: 39 to 41]

4.4.1 Asset carried at cost, revalued upwards

If an asset’s carrying amount is increased as a result of a revaluation, the increase shall be recognised in other
comprehensive income and accumulated in equity under the heading of revaluation surplus.

» Example 22:

On 1 January 2021, M1 Limited purchased a building for Rs. 100 million with nil residual value and 10 years
useful life. The company policy is not to transfer incremental depreciation.

On 31 December 2021, the building was revalued to Rs. 108 million
Required:
Pass the journal entries for the year ended 31 December 2021.

» Answer:

Journal entries

. Debit Credit
Date Particulars
Rs. m Rs. m
PPE 100
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1Jan 2021

Bank 100

31 Dec 2021 Depreciation [100m / 10 years] 10
Accumulated depreciation 10

31 Dec 2021 Accumulated depreciation 10
PPE 10

PPE [108 - (100 - 10)] 18
Gain on revaluation (OCI) 18

4.4.2 Asset carried at cost, revalued downwards

If an asset’s carrying amount is decreased as a result of a revaluation, the decrease shall be recognised in profit
or loss.

» Example 23:

On 1 January 2021, J1 Limited purchased premises for Rs. 100 million with nil residual value and 10 years useful
life.

On 31 December 2021, the building was revalued to Rs. 63 million.
Required:

Pass the journal entries for the year ended 31 December 2021.
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» Answer:

Journal entries

Date Debit Credit
Rs. m Rs. m

1Jan 2021 PPE

Bank 100

31 Dec 2021 Depreciation [100m / 10 years] 10
Accumulated depreciation 10

31 Dec 2021 Accumulated depreciation 10
PPE 10

Loss on revaluation (PL) [63 - (100 - 10)] 27
PPE 27

4.4.3 Asset carried at revaluation surplus, revalued downwards

If an asset’s carrying amount, that was previously revalued upwards, is decreased as a result of a revaluation, the
decrease shall be recognised in other comprehensive income to the extent of any credit balance existing in the
revaluation surplus in respect of that asset, reducing the revaluation surplus balance in equity.

Any excess decrease shall be recognised in profit or loss.
» Example 24:

On 1 January 2021, M2 Limited purchased a building for Rs. 100 million with nil residual value and 10 years
useful life.

]
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On 31 December 2021, the building was revalued to Rs. 108 million and a surplus of Rs. 18 million was
recognised. M2 Limited does not transfer any revaluation surplus to retained earnings on annual basis.

On 31 December 2022, due to slump in the property market, the building was again revalued but this time the
worth was only Rs. 55 million

Required:
Pass the journal entries for the year ended 31 December 2022.

» Answer:

Journal entries

Debit Credit
Date Particulars
Rs. m Rs. m

31 Dec 2022 Depreciation [108m / 9 years]

Accumulated depreciation 12

31 Dec 2022 Accumulated depreciation 12
PPE 12

Loss on revaluation (OCI) 18
Loss on revaluation (PL) [41 - 18] 23
PPE [55 - (108 - 12)] 41
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4.4.4 Realisation of revaluation surplus with usage

The unrealised gain on assets is realised either on disposal (will be covered later in this chapter) or over useful
life of asset as the assetis used. IAS 16 allows, but does not require, the transfer of some of the revaluation surplus
to retained earnings as the asset is used by the entity. The usual assumption is that such transfer is made.

The journal entry for this transfer is:
Debit Revaluation surplus
Credit Retained earnings

This transfer is presented in statement of changes in equity and not in profit or loss. This amount of transfer is
often referred to as “incremental depreciation” and is calculated as the difference between depreciation based
on the revalued carrying amount of the asset and depreciation based on the asset’s original cost.

Alternatively, the amount may be calculated by dividing the balance in revaluation surplus account by remaining
useful life of the asset, in case of straight-line method of depreciation.

Example 25:

On 1 January 2021, M3 Limited purchased a building for Rs. 100 million with nil residual value and 10 years
useful life.

On 31 December 2021, the building was revalued to Rs. 108 million and a surplus of Rs. 18 million was
recognised. M3 Limited transfers maximum possible revaluation surplus to retained earnings on annual basis.

On 31 December 2022, due to slump in the property market, the building was again revalued but this time the
worth was only Rs. 55 million

Required:
Pass the journal entries for the year ended 31 December 2022.
Answer:

Journal entries

Debit Credit
Date
Rs. m Rs. m

31 Dec 2022 Depreciation [108m / 9 years]

Accumulated depreciation 12
Revaluation surplus [12 - 10] or [18 / 9 years] 2
Retained earnings 2
31 Dec 2022 Accumulated depreciation 12
PPE 12
Loss on revaluation (OCI) [18 - 2] 16
Loss on revaluation (PL) [41 - 16] 25
PPE [55 - (108 - 12)] 41

4.4.5 Asset carried at revaluation deficit, revalued upwards

If an asset’s carrying amount, that was previously revalued downwards, is increased as a result of a revaluation,
the increase shall be recognised in profit or loss to the extent that it reverses a revaluation decrease of the same
asset previously recognised (i.e. revaluation loss recognised in profit or loss - decrease in depreciation due to
revaluation loss) in profit or loss.

Any excess increase shall be recognised in other comprehensive income.
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Example 26:

On 1 January 2021, ]2 Limited purchased premises for Rs. 100 million with nil residual value and 10 years useful
life.

On 31 December 2021, the building was revalued to Rs. 63 million and the loss of Rs. 27 million was correctly
recorded in profit or loss.

On 31 December 2022, due to surge in the property market, the building was again revalued and this time the
worth was Rs. 92 million.

Required:
Pass the journal entries for the year ended 31 December 2022.

Answer:

Journal entries

Debit Credit
Date Particulars
Rs. m Rs. m

31 Dec 2022 Depreciation [63m / 9 years]

Accumulated depreciation 7
31 Dec 2022 Accumulated depreciation 7
PPE 7
PPE [92 - (63 - 7)] 36
Reversal of revaluation loss* (PL) 24
Gain on revaluation (0OCI) 12

*[27m - depreciation decrease 3m (10 - 7)]

4.5 Realisation of revaluation surplus on disposal [IAS 16: 41]

The unrealised gain on assets is completely realised on disposal. IAS 16 allows, but does not require, the transfer
of revaluation surplus to retained earnings when the asset is retired or disposed of. The usual assumption is that
such transfer is made.

The journal entry for this transfer is same but in case of disposal the whole amount is transferred, not just the
differential depreciation:

Debit Revaluation surplus

Credit Retained earnings
This transfer is presented in statement of changes in equity and not in profit or loss.
Example 27:

A revalued asset with a gross carrying amount of Rs. 100 million and accumulated depreciation of Rs. 30 million
was sold for Rs. 95 million.

There is a Rs. 40 million revaluation surplus, relating to this asset on the date of disposal.
Required:

Pass the journal entries on disposal.
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» Answer:

Journal entries

Debit Credit
Particulars
Rs. m Rs. m

)] Bank
Accumulated depreciation 30
Asset 100
Gain on disposal (balancing) 25
(ii) Revaluation surplus 40
Retained earnings 40

» Example 28:

Ali Limited (AL) uses the revaluation model for subsequent measurement of its property, plant and equipment
and has a policy of revaluing its assets on an annual basis using the net replacement value method.

The following information pertains to AL’s building:
i.  The building was purchased on 01 January 2010 for Rs. 200 million with expected useful life of ten years.
ii. AL depreciates buildings on the straight line basis over their useful life.

iii. The results of revaluations carried out during the last three years by Standard Valuation Service, an

independent firm of values, are as follows: IE
Y}
Fair value E
Revaluation date ’ - (o]
Rs. in million g
1 January 2011 280
1 January 2012 170
1 January 2013 180
Required:

The journal entries relating to the above transactions including revaluations for the year ended December 31,
2010,2011,2012 and 2013.

» Answer:

Journal entries

Debit Credit
Particulars
Rs. m Rs. m

1Jan 2010  Building

Bank 200

31 Dec 2010 Depreciation [200m / 10 years] 20
Accumulated depreciation 20

1Jan 2011  Accumulated depreciation 20
Building 20
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Particulars Debit Credit
Rs. m Rs. m

Building [280 - (200 - 20)] 100
Gain on revaluation (OCI) 100

31 Dec 2011 Depreciation [280m / 9 years] 31
Accumulated depreciation 31

Revaluation surplus [31m - 20m)] 11
Retained earnings 11

1Jan 2012  Accumulated depreciation 31
Building 31

Loss on revaluation (OCI) [170 - (280 - 31)] 79
Building 79

31 Dec 2012 Depreciation [170m / 8 years] 21.25
Accumulated depreciation 21.25

Revaluation surplus [21.25m - 20m)] 1.25
Retained earnings 1.25

1Jan 2013  Accumulated depreciation 21.25
Building 21.25

Building [180 - (170 - 21.25)] 31.25
Gain on revaluation (OCI) 31.25

31 Dec 2013 Depreciation [180m / 7 years] 25.7
Accumulated depreciation 25.7

Revaluation surplus [25.7m - 20m] 5.7
Retained earnings 5.7

» Example 29:

Shahzad Textile Mills Limited (STML) purchased a plant for Rs. 500 million on 1 July 2010. The plant has an

estimated useful life of 10 years and no residual value.

STML uses revaluation model for subsequent measurement of its property, plant and equipment and accounts
for revaluations on net replacement value method. The details of revaluations performed by an independent firm

of valuers are as follows:

Revaluation date

1]July 2011 Rs. 575 million

1 July 2012 Rs. 390 million

1 July 2013 Rs. 380 million
Required:

Prepare journal entries to record the above transactions from the date of acquisition of the plant to the year

ended 30 June 2014.
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» Answer:

Journal entries

Date Particulars mm

1-Jul-10 Plant 500
Bank 500

30-Jun-11 Depreciation [500m / 10 years] 50
Accumulated depreciation - Plant 50

1-Jul-11 Accumulated depreciation - Plant 50
Plant 50

1-Jul-11 Plant [575m - (500 - 50)] 125
Revaluation Surplus (OCI) 125

30-Jun-12 Depreciation [575m / 9 years] 63.89
Accumulated depreciation - Plant 63.89

30-Jun-12 Revaluation surplus [125m / 9 years] 13.89
Retained earnings 13.89

1-Jul-12 Accumulated depreciation - Plant 63.89
Plant 63.89

1-Jul-12 Revaluation loss (OCI) [125m - 13.89m)] 111.11

Revaluation loss (PL) [balancing] 10.00
Plant [390m - (575 - 63.89)] 121.11

30-Jun-13 Depreciation [390m / 8 years] 48.75
Accumulated depreciation - Plant 48.75

1-Jul-13 Accumulated depreciation - Plant 48.75
Plant 48.75

1-Jul-13 Plant [380m - (390 - 48.75)] 38.75
Rev. gain (PL) [10m - (50 - 48.75)] 8.75
Revaluation gain (OCI) [balancing] 30.00

30-Jun-14 Depreciation [380m / 7 years] 54.29
Accumulated depreciation - Plant 54.29

30-Jun-14 Revaluation surplus [30m / 7 years] 4.29
Retained earnings 4.29

THE INSTITUTE OF CHARTERED ACCOUNTANTS OF PAKISTAN n

|-
I
9
|
=
o
o
(0}




CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

» Example 30:

Rooney has recently finished building a new item of plant for its own use. The item is a press for use in the
manufacture of industrial diamonds. Rooney commenced construction of the asset on 1st April 2013 and
completed it on 1st April 2015. The cost of manufacturing the asset were Rs. 30.8 million. The cost of the
hydraulic system is 30% of the total cost of manufacture.

The press comprises two significant parts, the hydraulic system and the ‘frame’. The hydraulic system has a
three-year life and the ‘frame’ has an eight-year life. Rooney depreciates plant on a straight line basis.

Rooney uses the IAS 16 revaluation model in accounting for diamond presses and revalue these assets on an
annual basis.

Revaluation surpluses or deficits are apportioned between the hydraulic system and the ‘frame’ on the basis of
their year-end book values before the revaluation.

Required:

Calculate the amount of revaluation gain or loss (to nearest ‘000), clearly indicating the amount that will be
recognised in profit or loss, for the year ended:

i.  31st March 2016 (assume that the press has a fair value of Rs. 21 million on this date)
ii. 31stMarch 2017 (assume that the press has a fair value of Rs. 19.6 million on this date).
» Answer:

IAS 16 requires that each part of an item (that has a cost that is significant in relation to the total cost) is
depreciated separately. Therefore, the cost recognised at initial recognition must be allocated to each part
accordingly.

3 Cost 1 April 2015 [30:70] 9,240 21,560 30,800
Depreciatoin [over 3 & 8 years] (3,080) (2,695) (5,775)
WDV before revauation 31 March 2016 6,160 18,865 25,025
Loss on revaluation in PL [6,160:18,865] (991) (3,034) (4,025)
Fair value 31 March 2016 5,169 15,831 21,000
Depreciation [over 2 & 7 years] (2,585) (2,262) (4,846)
WDV before revauation 31 March 2017 2,585 13,569 16,154
Gain on revaluation [2,585:13,569] 551 2,895 3,446
Fair value 31 March 2017 3,136 16,464 19,600
Total gain on revaluation 551 2,895
Loss previously recognised 991 3,034 ‘

Less: Depreciation decrease [3,080 - 2,585] (495) ‘
[2,695 - 2,262] (433) ‘

Loss to be reversed in profit or loss 496 2,601

Gain to be recognised in OCI 56 294
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5 DISCLOSURE

5.1 General requirements [IAS 16: 73]

IAS 16 requires the following disclosures in the notes to the financial statements, for each major class of property,
plant and equipment.

a)
b)
<)
d)
e)

The measurement bases used (cost or revaluation model) for determining the gross carrying amount
The depreciation methods used

The useful lives or depreciation rates used

Gross carrying amounts and the accumulated depreciation at the beginning and at the end of the period

A reconciliation between the opening and closing values for gross carrying amounts and accumulated
depreciation, showing:

e additions during the year

e disposals during the year

e depreciation charge for the year

e increase or decrease in asset resulting from revaluation and impairment losses

The following two illustrations of how a simple table for tangible non-current assets may be presented in a
note to the financial statements are relevant:

Note: Property, plant and equipment Plant & equipment

Cost Rs. m Rs. m

At the start of the year 7,200 2,100 9,300
Additions 920 340 1,260
Disposals (260) (170) (430)
At the end of the year 7,860 2,270 10,130

Accumulated depreciation

At the start of the year 800 1,100 1,900
Depreciation expense 120 250 370
Disposals (55) (130) (185)
At the end of the year 865 1,220 2,085
Net carrying amount: At the start of the year 6,400 1,000 7,400
Net carrying amount : At the end of the year 6,995 1,050 8,045
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Note: Property, plant and equipment (Alternative) Plant & equipment

Gross carrying amount at beginning of period 7,200 2,100 9,300
Less: Accumulated depreciation (800) (1,100) (1,900)
Net carrying amount at beginning of period 6,400 1,000 7,400
Additions 920 340 1,260
Disposals(carrying value) (205) (40) (245)
Depreciation expense (120) (250) (370)
Net carrying amount at end of period 6,995 1,050 8,045
Gross carrying amount at end of period 7,860 2,270 10,130
Less: Accumulated depreciation (865) (1,220) (2,085)
Net carrying amount at end of period 6,995 1,050 8,045

5.2 Requirements under certain circumstances [IAS 16: 74 & 74A]
An entity must also disclose:

o the existence and amounts of restrictions on title, and property, plant and equipment pledged as security for
liabilities;

()]
T
o]
|
c
@
I
o |

e the amount of expenditures recognised in the carrying amount of an item of property, plant and equipment
in the course of its construction;

e the amount of contractual commitments for the acquisition of property, plant and equipment; and

e ifitisnotdisclosed separately in the statement of comprehensive income, the amount of compensation from
third parties for items of property, plant and equipment that were impaired, lost or given up that is included
in profit or loss.

5.3 Requirements for revalued assets [IAS 16: 77]

When items of property, plant and equipment are stated at revalued amounts the following must be disclosed:

e the effective date of the revaluation;

e whether an independent valuer was involved;

e for each revalued class of property, plant and equipment, the carrying amount that would have been
recognised had the assets been carried under the cost model; and

e the revaluation surplus, indicating the change for the period and any restrictions on the distribution of the
balance to shareholders.

5.4 Additional disclosure encouraged by IAS 16 [IAS 16: 79]

IAS 16 encourages disclosure of the following information as users of financial statements might find this
information to be useful:

e the carrying amount of temporarily idle property, plant and equipment;
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e the gross carrying amount of any fully depreciated property, plant and equipment that is still in use;
e the carrying amount of property, plant and equipment retired from active use and held for disposal; and

e when the cost model is used, the fair value of property, plant and equipment when this is materially different
from the carrying amount.

» Example 31:

Abid Limited (AL) uses the revaluation model for subsequent measurement of its property, plant and equipment
and has a policy of revaluing its assets on an annual basis using the net replacement value method.

The following information pertains to AL’s buildings:

i.  Four buildings were acquired in same vicinity on 1 January 2012 at a cost of Rs. 300 million. The useful life
of the buildings on the date of acquisition was 20 years.

ii. AL depreciates buildings on the straight line basis over their useful life.

iii. The results of revaluations carried out during the last three years by Premier Valuation Service, an
independent firm of valuers, are as follows:

Revaluation date | Fair value Rs. in million

1 January 2013 323
1 January 2014 252
1 January 2015 272

On 30 June 2015, one of the buildings was sold for Rs. 80 million.
Required:

Prepare a note on “Property, plant and equipment” (including comparative figures) for inclusion in AL'’s financial
statements for the year ended 31 December 2015 in accordance with International Financial Reporting
Standards.
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» Answer:

Notes to the financial statements for the year ended 31 December 2015

Gross carrying amount

1 January 252 323
Revaluation (Adj) (14) a7
Revaluation gain (loss) 34 W4 (54) W2
Disposal (68)

31 December 204 252
Accumulated depreciation

1 January 14 17 W1
Revaluation (Adj) (14) 17)
For the year 14 W6 14 W3
Disposal (2) W5 -
31 December 12 14
Carrying amount 192 238
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Measurement Revaluation model

Useful life 17 years 18 years
Depreciation method Straight line method
Effective date of revaluation 1 January 2015
Independent firm of valuer M/s Premier valuation Services
Carrying value under cost model 180 W8 255 W7

Movement in revaluation surplus

1 January 0 36 W9

Revaluation gain (loss) in OCI 17 W10 (36)

Transfer to RE (incremental depreciation) (0.88) W11

Transfer to RE (upon disposal) (4.12) W14

31 December 12 0
W1: Depreciation Rs. 323m / 19 years = Rs. 17m

w2:
W3:
W4:
W5:
Wwe:
W7:
w8:
Wo:

Revaluation Rs. 252m - 306m = Rs. 54m loss

Depreciation Rs. 252m / 18 years = Rs. 14m

Revaluation Rs. 238m - 272m = Rs. 34m gain

Depreciation of asset disposed Rs. 68m / 17 years x 6/12 = Rs. 2m

Depreciation = Rs. 204m / 17 years =Rs. 12m + 2m W5 = Rs. 14m

Rs.300m - (Rs. 300m / 20 years x 3 years) = Rs. 255m

Rs. 300m x %4 buildings = Rs. 225m - (Rs. 225m /20 years x 4 years) = Rs. 180m
Rs.323m - [Rs. 300m - (Rs. 300m / 20 years)] = Rs. 38m - 38m/19 years = Rs. 36m

W10: Rs. 34m gain - [Rs. 18m loss in PL - Rs. 18m / 18 years] =Rs. 17m
W11: [Rs. 17m gain x 1/4 buildings /17 years x 6/12] = Rs. 0.13m Incremental dep.
W12: [Rs. 17m gain x 3/4 buildings /17 years] = Rs. 0.75m Incremental dep.
W13: Total incremental depreciation 0.13 + 0.75 = Rs. 0.88m
W14: [Rs. 17m gain x 1/4 buildings - 0.13 incremental = Rs. 4.12m (on disposal)
» Example 32:

Games Limited (GL) commenced a business of preparing and burning video game CDs on 1 July 2015. The
following information pertains to the year ended 31 March 2016:

I

GL purchased 30 computers on the date of commencement of business at a cost of Rs. 20,000 each, purely
for the task of burning CDs. The management of GL estimates that since the computers are subject to
obsolescence, more of its benefit can derived in its early life. The total useful life at the date of acquisition
was estimated to be 4 years and residual value was estimated to be Rs. 4,802 for each computer. GL decided
to adopt historical cost model for subsequently measurement of computers.
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ii. GL purchased an office building at the date of start of business worth Rs. 3 million. GL decided to adopt
revaluation model. The useful life is estimated to be 10 years at the date of acquisition with no residual value,
and the economic benefits are expected to be derived evenly over its useful life. At the end of the year, the
fair value of office buildings was assessed to be Rs. 3,237,500.

iii. GL also purchased fittings for its administrative and selling departments, costing Rs. 120,000 on 1 July 2015.
It is to be depreciated over 10 years using the straight-line method, with no residual value.

iv. GL made a contractual commitment with Al-Karim Computers to purchase 6 computers of Rs. 20,000 each
to be delivered at GL’s premises on 1 May 2016.

The following information pertains to the year ended 31 March 2017:

i. The computers were delivered at the GL’s premises by Al-Karim Computers at the said date. It was decided
to use the same method and same rate to depreciate these computers.

ii. At the end of the year, the fair value of office building was assessed to be Rs. 2 million. At the year-end GL
mortgaged entire building with S] Bank to obtain a loan of Rs. 1.75 million for prospective investments in
other divisions.

iii. Fittings with a cost of Rs. 30,000 were disposed of for Rs. 22,000 on 1 January 2017. The delivery charges of
Rs. 1,000 were paid to transfer the fittings to buyer’s premises.

iv. The fair values of the office building were determined by an independent firm M/s Hafeez Valuation Services
Required:

Prepare the disclosure note in accordance with IAS 16 in relation to property, plant and equipment in the notes
to the financial statements for the year ended 31 March 2017 (comparatives are required but total columns are
not required).

» Answer:
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Notes to the financial statements for the year ended 31 March 2017

2017 2016

Property, plant & equipment | Buildings Computers m Buildings | Computers m

Gross carrying amount

1 April 3,237,500 600,000 120,000

Additions 120,000 3,000,000 600,000 120,000
Revaluation (Adj) (350,000) (225,000)

Revaluation gain (loss) (887,500) 462,500

Disposal (30,000)

31 March 2,000,000 720,000 90,000 3,237,500 600,000 120,000
Accumulated depreciation

1 April 0 135,000 9,000

For the year W1 350,000 172,500 11,250 225,000 135,000 9,000
Revaluation (Adj) (350,000) (225,000)

Disposal W1 (4,500)

31 March 0 307,500 15,750 0 135,000 9,000
Carrying amount 2,000,000 412,500 74,250 3,237,500 465,000 111,000
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

2017 2016
Measurement model Revaluation Cost Cost
Depreciation method Straight line Reducing Straight
balance line
Useful life / Dep. rate 10 years 30% 10 years

Revaluation of building

Carrying value: cost model 2,475,000 2,775,000
Effective revaluation date 31 March 2017
Independent valuer M/s Hafeez Valuation Services

Movement in revaluation surplus 2017 2016

T«

1 January 462,500
Transfer to retained earnings [Rs. 462,500 / 9.25 years] 50,000
Revaluation gain (loss) in OCI (412,500) 462,500
31 December 0 462,500

The entire office building is mortgaged with S] Bank since 31 March 2017 to obtain a bank loan of Rs. 1.75 million
for prospective investments in other divisions.

Contractual commitments to acquire property, plant and equipment at year end are Rs. Nil (2016: Rs. 120,000
for acquisition of computers).

W1: Depreciation “

Buildings: 2016 Rs. 3,000,000 / 10 years x 9/12 225,000
Buildings: 2017 Rs. 3,237,000 / 9.25 years 350,000
Computers: rate 1- (4,802 /20,000)/4 30%
Computers: 2016 Rs. 600,000 x 30% x 9/12 135,000
Computers: 2017  Opening [Rs. (600,000 - 135,000) x 30%] 172,600

+Additions [Rs. 120,000 x 30% x 11/12]

Fittings: 2017 Disposed [Rs. 30,000 / 10 years x 9/12] 11,250
+ Other [Rs. 90,000 / 10 years]

Accumulated depreciation on disposed fittings Rs. 30,000 / 10 years x 1.5 4,500
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6 COMPREHENSIVE EXAMPLES
» Example 33:
Following information pertains to Rose Enterprises for the year ended 31 December 2017:

i. Acquisition of land and construction of a factory building:

Cost of freehold land purchased with old building structure 25,000
Cost of demolition of the old building structure 1,500
Proceeds from sale of scrap of the old building 250
Fee paid to ABC Architects for site plan and drawings 800
Advance paid to Quality Construction (QC) for construction of the building 6,000
Further payment to QC 35,000

ii. Acquisition and installation of new plant:

25% cost of the plant paid in advance 4,000
Transportation and import charges 1,250
Cost of installation 400

iii. Other information:

e Cost of freehold land includes property tax for 2017-18 and transfer fee of Rs. 120,000 and Rs. 850,000
respectively.

e Factory building was available for use from 1 July 2017. The final invoice of Rs. 19,000,000 is still unpaid.
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e Transportation and import charges of the plant include annual fire insurance premium and insurance in-
transit of Rs. 350,000 and Rs. 60,000 respectively.

e The plant started operations on 1 August 2017. Remaining amount was paid on 31 August 2017.

e 0ld plant was sold on 1 September 2017 at its written down value plus 20%. The plant was purchased on 1
April 2015 at a cost of Rs. 8,500,000

e Building and plant are depreciated at the rate of 5% and 10% respectively on reducing balance method.
Required:

a) Passjournal entry to record disposal of the old plant.

b) Determine written down value of the fixed assets as at 31 December 2017.

» Answer:
Part (a)
Journal entry for disposal of old plant:
Rs.000 Rs. 000
Bank/Cash/Receivable (8,500-1,896) x 120% 7,925
Accumulated depreciation (W1) 1,896
Fixed assets (Plant) 8,500
Gain on disposal (Balancing figure) 1,321
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W-1: Accumulated depreciation: Rs. ‘000

2015: Apr to Dec (8,500x10% x9 /12) 638
2016: (8,500 - 638) x 10% x 12 / 12 786
2017: Jan to Aug (8,500 -638-786) x 10% x 8 / 12 472
1,896

Part (b)

Purchase price 25,000

Demolition of old building Rs. 1,500 - 250 1,250

Architect fee paid to ABC consultant 800
Construction cost - Advance 6,000
Construction cost — Further payment 35,000

Plant cost - advance 25% 4,000
Plant cost - remaining 75% 12,000

Transportation and import charges 1,250
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Installation charges 400

Property tax year 2017-18 (should be PL) (120)

Transfer fee (correctly included already) -
Construction costs - unpaid amount 19,000
Annual fire insurance (should be expense) (350)

Insurance in transit (correct already) =

Cost to be capitalised 26,130 60,800 17,300
Depreciation for 2017

Land -

Building (60,800 x 5% x 6 / 12) (1,520)

Plant (17,300 x 10% x 5 / 12) (721)
WDV of PPE as at 31 December 2017 26,130 59,280 16,579
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» Example 34:

Following information pertains to three exchange transactions relating to fixed assets:
I B T T

Cash received/(paid) 1.1 (2.1) -

Assets given up:

Original cost 10.3 12.4 14.5
Book value 6.4 7.3 3.4
Estimated fair value 8.5 6.6 4.6

Assets received:

Estimated fair value 7.1 9.0 4.1

Additional information:

e In case of transaction (i), fair values of both assets are reliably measurable.

e In case of transaction (ii), fair value of the asset received is clearly more evident.
e In case of transaction (iii), fair value of neither asset is reliably measurable.
Required:

Calculate the gain or loss on disposal for each of above transactions.

» Answer:

|-
I
9
|
=
o
o
(0}

Transaction (i)

Fair value of asset given up Rs. 8.5m - cash received Rs. 1.1m = Rs. 7.4 million

Gain (loss) on disposal = 8.5 - 6.4m = Rs. 2.1m gain

Transaction (ii)

Fair value of asset received = Rs. 9.0 million

Gain (loss) on disposal = [Rs. 9.0m - 2.1m] - 7.3m = Rs. (0.4)m loss

Transaction (iii)

Carrying amount = Rs. 3.4 million

Gain (loss) on disposal = 3.4 - 3.4m = Rs. 0 (neither gain nor loss)
» Example 35:

Kamran Enterprises (KE) provides depreciation on plant and machines at 10% on written-down value.
Depreciation is charged from the month the asset is available for use in operations up to its disposal. Cost of its
plant & machines and the accumulated depreciation as on 1 July 2015 were Rs. 75 million and Rs. 17 million
respectively.

The following information is available in respect of its plant & machines, for the year ended 30 June 2016:

i.  On 1 October 2015, a second-hand machine was acquired from a Chinese company for Rs. 15 million. The
machine was renovated and overhauled at a cost of Rs. 3 million. 25% of this expenditure was in respect of
purchase of consumables.
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ii. On 1 November 2015, KE transferred a machine having a list price of Rs. 10 million from its stock-in-trade
to its Engineering Department. KE sells such machines at cost plus 25%.

iii. On 1 January 2016, certain parts to a plant were added at a cost of Rs. 4 million to extend its useful life.

iv. On1 Mar 2016, the plant was damaged and remained in-operative for one month. KE spent an amount of Rs.
3 million on repairs to restore the plant in working condition.

v. On1 April 2016, a machine which was purchased on 1 July 2012 for Rs. 12 million was completely damaged
and was sold for Rs. 1.2 million.

Required:
Prepare accounting entries to record the above transactions in KE’s books for the year ended 30 June 2016.
» Answer:

Accounting entries

Description Debit Credit
° Rs. 000 Rs. 000

1-Oct-15 Machine B [15m + (3mx75%)] 17,250
Repair and maintenance 750
Bank 18,000
1-Nov-15 Machine account (10m x100/125) 8,000
Stock-in-trade 8,000
% 1-Jan-16 Plant 4,000
9 Bank 4,000
E 1-Mar-16 Repair and maintenance 3,000
= Bank/payable 3,000
1-Apr-16 Bank 1,200
Acc. Dep. - Machine* 3,908
Loss on sale of machine (balancing) 6,892
Machine 12,000
*[12m-(12mx0.9x0.9x0.9x0.925)]
30-Jun-16 Depreciation expense (W1) 7,608
Accumulated depreciation P&M 7,608

1 July 2015 Months | Rs.000

W1: Depreciation (Year 2016)

Rs. 000

Disposed 1 12,000 8,748* 10% 9/12 656
Other remaining 63,000 49,252 10% 12/12 4,925
Total opening 75,000 17,000 58,000
Addition 1: Machine B 17,250 10% 9/12 1,294
Addition 2: from inventory 8,000 10% 8/12 533
Addition 3: Parts added 4,000 10% 6/12 200

7,608

*12mx(0.9)3
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Example 36:
Following information pertains to plant and machinery of Alpha Enterprises (AE):

i. As at 1 January 2018, balances of cost and accumulated depreciation amounted to Rs. 12,700,000 and Rs.
6,240,000 respectively.

ii. On 1 April 2018, an old machine having fair value of Rs. 340,000 was exchanged for a new machine. The
balance of the purchase price was paid through a cheque of Rs. 680,000. The list price of the new machine
was Rs. 1,130,000. The old machine had been acquired for Rs. 870,000 on 1 September 2015.

iii. On 1 February 2018, a plant having a list price of Rs. 10,000,000 was acquired. A trade discount of 5% was
allowed on the list price. The plant was ready for use on 1 August 2018 after incurring the following costs:

Freight charges 660
Consultant fees 540
Installation and testing 600
Administration and other general overheads 160
Staff training 120
Opening ceremony 100

2,180

iv. On 31 October 2018, another machine was sold for Rs. 334,000. It was acquired on 1 January 2015 and had
anet book value of Rs. 512,000 on 1 January 2018. A cost of Rs. 25,000 was incurred on its disposal.

v. AE depreciates plant and machinery at 20% per annum using the reducing balance method.

Required:

Prepare following ledger accounts pertaining to the plant and machinery for the year ended 31 December 2018:
a) Cost

b) Accumulated depreciation

c) Assets disposal

Answer:

Alpha Enterprises

Plant and machinery - Cost

1-Jan-18  Balance 12,700 1-Apr-18  Assets disposal

1-Apr-18  Assets disposal (340+680) 1,020 31-Oct-18  Assets disposal (W2) 1,000

1-Aug-18  Capital WIP (W4) 11,300 31-Dec-18 Balance 23,150
25,020 25,020

Accumulated depreciation - Plant and machinery
| Date | Description | Rs.000 | _Date | __ Description | Rs.000

1-Apr-18 Assets disposal (W-1) 376 1-Jan-18 Balance 6,240
31-Oct-18 Assets disposal (W-2) 573 31-Dec-18 Depreciation (W3) 2,292
31-Dec-18 Balance 7,583

8,532 8,532
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Assets disposal - Plant and machinery

1-Apr-18 P& 1-Apr-18 Acc. depreciation (W-1)
1-Apr-18 Cash paid 680 1-Apr-18 P&M (New) 1,020
31-Oct-18 Cost 1,000 31-Oct-18 Acc. depreciation (W-2) 573
31-Oct-18 Bank (disposal cost) 25 31-Oct-18 Bank (Sales proceeds) 334
31-Dec-18 Loss on disposal (P&L) 272
2,575 2,575
Depreciation for 2015 870x20%x4/12 58
Depreciation for 2016 (870-58)x20% 162
Depreciation for 2017 (870-58-162)x20% 130
Accumulated depreciation up to 31-12-2017 350
Depreciation for 2018 w3 26
376
W2: Accumulated depreciation - Machine sold
u Cost [512 /(0.8)3] 1,000
g Accumulated depreciation up to 01-01-2018 1,000 - 512 488
g Depreciation for 2018 w3 85
= Accumulated depreciation at the date of disposal 573
[
W3: Depreciation (Year 2018) Cost 1 ]an 2018 Months Rs. 000
Rs. 000
Disposed 1 870 350 520 20% 3/12
Disposed 2 1,000 488 512  20% 10/12 85
Other remaining 10,830 5,402 5,428 20% 12/12 1,086
Total opening 12,700 6,240 6,460
Addition 1 1,020 20% 9/12 153
Addition 2 11,300 20% 5/12 942

2,292

Purchase price of the plant 10,000%x95% 9,500
Other relevant cost 660+540+600 1,800
11,300
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» Example 37:
Following information pertains to a building acquired by SK Limited (SKL) on 1 July 2012 for Rs. 360 million:
i.  The building is being depreciated on straight-line basis over 10 years.

ii. SKL uses revaluation model for subsequent measurement of buildings. It accounts for revaluation on net
replacement value method. The details of revaluations as carried out by independent valuer are as follows:

. Fair value
Revaluation date . .
(Rs. in million)

31 December 2013 323
31 December 2015 208
31 December 2017 167

iii. There is no change in useful life of the building.

iv. SKL transfers the maximum possible amount from the revaluation surplus to retained earnings on an
annual basis.

v. SKL’s financial year ends on 31 December.

Required:

Prepare entries to record revaluation surplus/loss on each of the above revaluation date. (Entries to record
depreciation expense, incremental depreciation and elimination of accumulated depreciation are not
required)

o
» Answer: Q0
=
Date Description 5
31 Dec 2013 Accumulated depreciation [18 + 36] 54
Building 54
Building 17
Gain on revaluation (OCI) 17
31 Dec 2015 Accumulated depreciation [38+38] 76
Building 76
Loss on revaluation (OCI) 13
Loss on revaluation (PL) 26
Building 39
31 Dec 2017 Accumulated depreciation [32+32] 64
Building 64
Building 23
Reversal of revaluation loss (PL) 18
Gain on revaluation (OCI) 5
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360

Cost 1 Jul 2012
2012 Depreciation 360 / 10 years x 6/12 (18)
2013 Depreciation 360 / 10 years x 12/12 (36)
306
Gain on revaluation (balancing figure) 17 17
Fair value on 31 December 2013 323 17
2014 Depreciation 323 / 8.5 years (38) (2)
2015 Depreciation (same) (38) (2)
247 13
Loss on revaluation (balancing figure) (39) (13) (26)
Fair value on 31 December 2015 208 0 (26)
2016 Depreciation 208 / 6.5 years (32) 4
2017 Depreciation (same) (32) 4
144 (18)
Gain on revaluation (balancing figure) 23 5 18
Fair value on 31 December 2017 167 5 0

» Example 38:

On 31 December 2013, Omega Chemicals Limited (OCL) changed its valuation model from cost to revaluation for
its buildings. The following information pertains to its buildings as at 31 December 2013:

Estimated Prior to revaluation Revalued amount
useful life as asat 31-12-2013 as per valuation
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originally Accumulated depreciation* report

estimated
Factory buildings 20 years 100.00 37.50 52.00
Office buildings 25 years 164.50 26.32 149.94

*Including depreciation for the year ended 31 December 2013

As per the report of the professional valuer, there was no change in estimated useful life of the buildings. OCL
recorded revaluation effect for the office buildings on 31 December 2013 as per the valuation report. However,
no valuation effect was incorporated for the factory buildings as the change in their value was considered to be
temporary by OCL.

On 1 July 2014, one of the office buildings was sold for Rs. 30 million. On 31 December 2013, written down value
before revaluation and revalued amount of the sold building amounted to Rs. 27.72 million and Rs. 31.92 million
respectively.

On 31 December 2014, factory buildings were revalued at Rs. 64 million whereas there was no change in value
of the office buildings.

OCL uses straight line method of depreciation which is charged from the date the asset is available for use up to
the date of disposal. Revaluation is to be accounted for by using net replacement value method.

Required:

In the light of the requirements of the International Financial Reporting Standards, prepare accounting entries
from the above information for the year ended 31 December 2014 including correcting entries as on 31
December 2013.
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» Answer:

Accounting entries

Factory buildings
31-Dec-13 Acc. depreciation-Factory buildings 37.50
Factory building 37.50
31-Dec-13 Retained earnings (2013 loss) [52 - (100 - 37.5)] 10.50
Factory buildings 10.50
31-Dec-14 Depreciation expense(52+12.5W1) 4.16
Acc. depreciation-Factory buildings 4.16
31-Dec-14 Acc. depreciation-Factory buildings 4.16
Factory buildings 4.16
31-Dec-14 Factory buildings[64 - (52 - 4.16)] 16.16
Reversal of loss (PL) [10.5-(10.5+12.5W1)] 9.66
Revaluation gain (OCI) (Bal.) 6.50
OFFICE BUILDINGS =
1-Jul-14 Depreciation expense[31.92 + 21 x 0.5] 0.76 %
Acc. depreciation-Office buildings 0.76 lé
1-Jul-14 Revaluation surplus [(31.92-27.72=4.2) + 21 x 0.5] 0.10 -
Retained earnings 0.10
1-Jul-14 Bank 30.00
Acc. depreciation 0.76
Loss on disposal 30- (31.92-0.76) 1.16
Office buildings 31.92
1-Jul-14 Revaluation surplus(4.2 - 0.1) 4.10
Retained earnings 4.10
31-Dec-14 Depreciation expense (149.94 - 31.92) + 21 5.62
Acc. depreciation-Office buildings 5.62
31-Dec-14 Revaluation surplus [149.94-(164.5-26.32)-4.2]+21 0.36
Retained earnings 0.36

W1 - Remaining useful life of the buildings on revaluation date of 31 December 2013

Factory buildings 20-[(37.5 + (100=+ 20)] 12.5
Office buildings 25-[(26.32 + (164.5+ 25)] 21
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» Example 39:

PQR Enterprises was incorporated on 1 July 2012. The company depreciates its property, plant and equipment
on straight line basis over their useful life. It uses revaluation model for subsequent measurement of the
property, plant and equipment and has a policy of revaluing these after every two years.

Following information pertains to its property, plant and equipment:

Costas on | WDV as on Vaglye ;:0?:::;:2:?(1 Useful life in years
Assets valuer Original at Revised during
on 30-06-2014 acquisition 2015
Office building 6,000 5,500 5,750 12 8
Factory building 4,400 3,960 3,320 10 9
Warehouse 4,500 4,050 3,350 10 8

During the year there were no addition or deletion in the above assets. As per policy, PQR transfers the maximum
possible amount from the revaluation surplus to retained earnings on an annual basis.

Required:
Prepare necessary journal entries for the year ended 30 June 2014 and 2015.
» Answer:

Journal entries

Credit
%

;
E 30-Jun-14 Depreciation for the year (W-1) 1,390
2 Acc. depreciation - Office building 500
5 Acc. depreciation - Factory building 440
Acc. depreciation - Warehouse 450
30-Jun-14 Acc. depreciation - Office building (W-1) 1,000
Acc. depreciation - Factory building (W-1) 880
Acc. depreciation - Warehouse (W-1) 900
Office building 1,000
Factory building 880
Warehouse 900
30-Jun-14 Office building (W-1) 750
Revaluation loss (PL) - buildings and warehouse 450
Revaluation gain (OCI) 750
Factory building (W-1) 200
Warehouse (W-1) 250
30-Jun-15 Depreciation expense (W-1) 1,507
Acc. depreciation - Office building 719
Acc. depreciation - Factory buildings 369
Acc. depreciation - Warehouse 419
30-Jun-15 Revaluation surplus (750 / 8 years) 94
Retained earnings 94
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W-1:

Revalued
amount

Dep. for

the year Acc. Dep.

D=A-B+C

2014 (C) (E)

Revaluation
gain (loss)
F=E-(A-D)

Dep. for
the year
2015

Office building 6,000 5,500 500 1,000 5,750 750 719
Factory building 4,400 3,960 440 880 3,320 (200) 369
Warehouse 4,500 4,050 450 900 3,350 (250) 419

1,390 1,507

» Example 40:

The following information pertains to Piano Limited (PL):

T e |

Acquisition

o Date of acquisition

1 January 2015

1 July 2015

e Cost Rs. 500 million Rs. 360 million

o Estimated useful life 10 years 12 years

e Residual value Rs. 60 million Nil

e Depreciation method Straight line method Straight line method

Revaluation on 31 December 2016
Rs. 526 million Rs. 280 million

Rs. 78 million Nil

e Fairvalue

e Residual value
Revaluation on 31 December 2018
Rs. 310 million Rs. 275 million

Rs. 64 million Nil

e Fairvalue

e Residual value

Additional information:

i.  PLuses revaluation model for subsequent measurement and accounts for revaluation on net replacement
value method.

ii. There is no change in useful life of plant. The remaining useful life of equipment was estimated as 15 years
and 10 years in 2016 and 2018 respectively.

iii. PL transfers maximum possible amount from the revaluation surplus to retained earnings on an annual
basis.

iv. PL’s financial year ends on 31 December.
Required:
a) Calculate depreciation on each asset for 2015 to 2018.

b) Prepare entries to record revaluation in 2018. (Entries to record depreciation expense, incremental
depreciation and elimination of accumulated depreciation are not required. Further, entries prior to 2018
are also not required.)
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» Answer:

Part (a)

s e | e

Cost
Depreciation 2015 [(500-60)/10], [(360/12) x (6/12)]
Depreciation 2016 [(456-78)/9], [345/15]

Revaluation-surplus/(loss) 2016 (balancing)
Fair value

Depreciation 2017 [(526-78)/8], [280/14]
Depreciation 2018 [(470-64)/7], [260/10]

Part (b) Accounting entries for revaluation

500 360
(44) (15)
456 345
(42) (23)
414 322
112 (42)
526 280
(56) (20)
470 260
(58) (26)
412 234

Debit Credit
Date Particulars
Rs. m Rs. m

31-Dec-18 Revaluation loss (PL)
Loss on revaluation (OCI) 84
Plant 102
31-Dec-18 Equipment 41
Reversal of revaluation loss (PL) 35.1
Gain on revaluation (OCI) 5.9

T ran T pamen:

W1: Revaluation gain (loss)

Fair value

Book value [From part(a)]

Increase / (Decrease) in asset

Adjustment for previous:
Revaluation gain 112- (112+8)- (112+8)
Revaluation loss 42- (42+14)- (39+10)

Revaluation gain (loss)

310 275
(412) (234)
(102) 41

84
(35.1)
(18) 5.9
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» Example 41:

Sputnik Sea Limited (SSL) runs a cruise business across oceans. Following information in respect of one of SSL’s
cruise ship is available:

i

il.

iii.

SSL bought a cruise ship on 1 March 2018. After completing all the required formalities, the ship was ready
to sail on 1 April 2018.

Details regarding components of the ship are as under:

Cost Estimated residual value
Component Useful life
(Rs. in million) (Rs. in million)

Engine 50,000 hours
Body 535 25 years 35
Dry-docking (overhaul) 60 5 years =

On 1 May 2019, the ship suffered an accident which damaged its body. Repair work took 2 months and costed
Rs. 26 million. The repair work did not change useful life and residual values of the components.

iv. The average monthly sailing of the ship during the last three years are as under:
e | ours
2018 360
2019 480
2020 600 £
©
v. SSL uses revaluation model for subsequent measurement. SSL accounts for revaluation on net replacement =
. . . . . (o]
value method and transfers the maximum possible amount from the revaluation surplus to retained earnings L
on an annual basis.
vi. The revalued amounts of the ship as at 31 December 2019 and 2020 were determined as Rs. 1,400 million
and Rs. 1,000 million respectively. Revalued amounts are apportioned between the components on the basis
of their book values before the revaluation.
Required:

Prepare necessary journal entries to record the above transaction from the date of acquisition of the ship to the
year ended 31 December 2020.

» Answer:

Journal entries

01-Mar-18 Cruise ship 1,435

Bank 1,435
31-Dec-18 Depreciation expense (W2) 75.84

Accumulated depreciation - Cruise ship 75.84
01-May-19  Repair cost 26

Bank 26
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o | cean |

Particulars

31-Dec-19 Depreciation expense (W2) 108.8
Accumulated depreciation - Cruise ship 108.8
31-Dec-19  Accumulated depreciation - Cruise ship 184.64
Cruise ship [75.84 + 108.80] 184.64
31-Dec-19 Cruise ship 149.64
Gain on revaluation (OCI) 149.64
31-Dec-20 Depreciation expense (W2) 165.82
Accumulated depreciation - Cruise ship 165.82
31-Dec-20 Revaluation surplus (W1) 18.62
Retained earnings 18.62
31-Dec-20 Accumulated depreciation - Cruise ship 165.82
Cruise ship 165.82
31-Dec-20 Loss on revaluation (OCI) [149.64 - 18.62 W1] 131.02
Loss on revaluation (PL) [Balancing] 103.16
o Cruise ship (W2) 234.18
5
1 O N
E' Engine
2018: (840 - 40) / 50,000 hours x (360 hours x 9 months) 51.84
2019: (840 - 40) / 50,000 hours x (480 hours x 10 months) 76.80
2020: (796.38 - 40) / (50,000 - 3,240 - 4,800 hours) x (600 hours x 12 months) 129.81
2020 (cost model): (840 - 40) / 50,000 hours x (600 hours x 12 months) 115.20
Body
2018: (535 -35) / 25 years x9/12 15
2019: (535 - 35) / 25 years 20
2020: (559.84 - 35) / (25 - 1.75 years) 22.57
2020 (cost model): (535 - 35) / 25 years 20
Dry Docking
2018: 60 /5 yearsx9/12 9
2019: 60 /5 years 12
2020:43.67 / (5-1.75 years) 13.44
2020 (cost model): 60 /5 years 12
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W1: Depreciation m

Incremental depreciation (Year 2020)

On revalued amount 129.81 + 22.57 + 13.44 165.82
On cost 115.20 + 20.00 + 12.00 147.20
18.62

W2: Revaluation gain (loss) | Engine | Body [ DryDocking
: kevaluation gain (10ss m
840 535

Acquisition cost (1 Mar 2018) 60 1,435
Depreciation 2018 (W1) (51.84) (15) 9 (75.84)
Depreciation 2019 (W1) (76.80) (20) (12) (108.80)
711.36 500 39 1,250.36
Revaluation gain (balancing) 149.64
31 December 2019 796.49 559.84 43.67 1,400
Depreciation 2020 (129.81) (22.57) (13.44) (165.82)
123418
Revaluation loss (balancing) (234.18)
31 December 2020 1,000
» Example 43: g
The following information pertains to property, plant and equipment of Orchid Limited (OL), a listed company: g
o
0
Description Date of Cost Original useful life Depreciation nf::’:;:lel:ﬁ:;t
purchase Rs. m method model
Buildings 1-Jan-15 600 30 years Straight line Revaluation
Plant 1-Jan-15 475 25 years Straight line Cost
Buildings

The revalued amount of buildings as determined by Shabbir Associates, an independent valuer, on 31 December
2015 and 2017 was Rs. 700 million and Rs. 463 million respectively.

On 30 June 2017 a building having original cost of Rs. 66 million was sold to Bagqir Limited for Rs. 85 million. It
was last revalued at Rs. 87 million. OL incurred a cost of Rs. 2 million on disposal.

OL transfers the maximum possible amount from revaluation surplus to retained earnings on an annual basis.

Plant

On 31 December 2016 the recoverable amount of the plant was assessed at Rs. 360 million with no change in
useful life.

During 2017, OL has decided to change the depreciation method for plant from straight line to reducing balance.
The new depreciation rate would be 10%.

Required:

Prepare following disclosure note of property, plant and equipment (along with comparative figures) to be
presented in the financial statements of OL for the year ended 31 December 2017. (Total column is not required)
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» Answer:
Orchid Limited
Notes to the financial Statements for the year ended 31 December 2017

2017 2016

Property, plant & equipment Building Building

Cost / Revalued amount

1 Jan 700 475 700 475
Disposal (87)
Revaluation (Adj.) (42.28)
Revaluation loss W1 (107.72)
31 December 463 475 700 475

Accumulated depreciation and impairment losses

1 Jan 24.14 115 0 19
Disposal W2 (4.5)

g Depreciation W1 22.64 36 24.14 19

E Revaluation (Cancellation) (42.28)

2}

= Impairment W1 77
31 Dec 0 151 24.14 115
Carrying amount 463 324 675.86 360

Carrying amount (cost model)

Cost 534 | [600 - 66] 600

Accumulated Depreciation (53.4) | [534/30x2] (40) | [600/30x2]
480.6 560
T
Measurement basis Revaluation model Cost model
Useful life / depreciation rate 30 years 10%
Depreciation method Straight line Reducing balance

The last revaluation was performed on 31 December 2017 by Shabbir Associates, an independent firm of
valuer.
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Movement of Revaluation surplus m

At1]Jan 2017 [120 - (120/29)] 115.86
Transfer on disposal W2 (22)
Incremental depreciation [(115.86/28 x 6/12) + (115.86 - 22)/27.5x 6/12] (3.76)
Revaluation loss charged to OCI (90.12)
At 31 December 2017 Nil
i~ bepreciionmpiment Revation s “m
Building
2015 - Depreciation [600 / 30 years] 20
2015 - Revaluation Gain [700 - (600 - 20)] 120
2016 - Depreciation [700 / 29 years] 24.14
2017 - Depreciation [((700 - 24.14) - 84)) / 28] + 1.5 W2 22.64
2017 - Revaluation 463 FV - [(700 - 87 Cost) — 42.28 Acc. Dep.] (107.72)
Plant
2015 - Depreciation [475 / 25 years] 19 g
2016 - Depreciation [475 / 25 years] 19 g
2016 - Impairment [475 - 19 - 19] - [360 Recoverable amount] 77 &
2017 - Depreciation [360 x 10% reducing balance] 36
2~ Deprecition an Revaoion gt qupmen | tam | Rom

Cost 66
Depreciation 2015 [66 / 30 years] (2.2)

63.8
Revaluation gain 23.2 23.2
Revalued 31 Dec 2015 87
Depreciation 2016 [87 / 29 years] 3 (0.8)

84

Depreciation 2017 [87 /29 years x 6/12] (1.5) (0.4)

82.5 22
Accumulated depreciation related to disposed equipment 3 + 1.5 4.5
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» Example 42:

Abbas Limited (AL) is engaged in the business of manufacturing near the Karachi-Hyderabad Motorway. Its
property, plant and equipment comprises of land, buildings, plant and machinery, and equipment.

The balances of the property, plant and equipment as at 30 June 2018 are given below:

Assets Gross Carrying Amount Accumulated Depreciation
(Rs. Million) (Rs. Million)

Land 12 N/A
Buildings 125 38
Plant and Machinery 500 300
Equipment 100 36

The relevant information regarding measurement and depreciation is given below:

Depreciation Method Subsequent Measurement

Land Not applicable Revaluation model
Buildings Straight-line Cost model
Plant and Machinery Units of Production Cost model
Equipment Reducing balance Cost model

Additional information for the period up to 30 June 2018 are as follows:

e The equipment was purchased on 1 July 2016. No disposals and acquisitions took place in the period up to
30 June 2018.

e Until 30 June 2018, 12,000 units had been produced by Abbas Limited in its factory. The plant and machinery
does not have any residual value. No additions or disposals of plant and machinery took place till this date.

e Thebuildings were acquired on 1 July 2014 with a residual value of Rs. 11 million. No additions and disposals
took place till 30 June 2018.

]
T
o]
|
I=
9]
ac
o |

e Theland had actually cost Rs. 15 million on the date of its acquisition.

The following information pertains to the year ended on 30 June 2019:

i.  On1July 2018, land was revalued to Rs. 20 million. The value was determined by an independent firm M/s
Ashfaq Valuation Services.

ii. During the year, 5,000 units were produced in the factory of AL.

iii. OnJanuary 1, 2019, AL disposed 25% of its area comprising of land and buildings at a price of Rs. 90 million.
The portion of land was sold at its fair value as determined on 1 July 2018. The legal costs of drafting transfer
agreements were Rs. 0.1 million. It is assumed that value of land and buildings is spread evenly across the
area occupied.

iv. Further equipment costing Rs. 60 million was acquired on 1 November 2018.

v. Inthe meeting of its board of directors, it was decided to open a new factory premises near Lahore-Islamabad
motorway. An expenditure of Rs. 20 million was spent of the construction of the factory on 1 December 2018.
The construction had not been completed by the end of the year.

vi. Moreover, the directors also made a contract with M/s Uni Power & Co. to purchase plant and machinery
worth Rs. 35 million once the construction of factory building is completed.
Required:

Prepare the disclosure note in accordance with IAS 16 in relation to property, plant and equipment in the notes
to the financial statements for the year ended 30 June 2019. (Comparatives and column for total is not
required).
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» Answer:

Notes to the financial statements for the year ended 30 June 2019

w1 w2 w3 W4
caupmere """

equipment

Gross carrying amount

1 July 12 125 500 100
Additions 60
Revaluation gain 8

Disposal (25%) (5) (31.25)

30 June 15 93.75 500 160

Accumulated depreication

1 July 38 300 36
For the year 8.31 125 20.8
Disposal (10.69) IE
30 June 0 35.62 425 56.8 g
o
o
n)
Carrying amount 15 58.13 75 103.2
Measurement model Revaluation Cost Cost Cost
Depreciation method N/A Straight line Unit of production Reducing
balance
Useful life / Dep. rate N/A 12 years Rs. 0.025m /u 20%
Carrying value: cost model Rs.11.25m
Effective date of revaluation 1 July 2018
Independent valuer M/s Ashfaq Valuation Services

Movement in revaluation surplus

1 July 2018 0
Revaluation gain (OCI) 8 - 3 5
PL

Transfer on disposal 25% (1.25)
30 June 2019 3.75
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A factory building near Lahore-Islamabad motorway is under construction and Rs. 20 million expenditure has
been incurred so far. Contractual commitments to acquire plant and machinery for the factory building under
construction at year end are Rs. 35 million.

W1 - Land

Cost model Rs. 15m original cost - 25% disposed Rs.11.25m

W2 - Buildings
Total useful life of building [Rs. 125 - 11m] / [Rs. 38m / 4 years] 12 years

Accumulated depreciation of disposed building Rs. 10.69m
Rs.125m - 11m =Rs. 114m x 25% /12 years x 4.5 years

Depreciation for the year Rs.8.31m
On disposed [(125m - 11m) x 25% /12 years x 6/12] = Rs. 1.19m
On Other [(125m - 11m) x 75% /12 yearsx 12/12] =Rs. 7.13m

W3 - Plant & machinery
Depreciation rate per unit [Rs. 300m / 12000 units made so far] Rs. 0.025m
Depreciation for the year Rs. 0.025m x 5,000 units Rs. 125m

W4 - Equipment
Depreciation rate = 1 - ((100-36)/100)1/2 20%
Depreciation for the year Rs.20.8m

On addition Rs. 60m x 20% x 8/12 = Rs. 8m
On opening Rs. (100-36) x 20% = Rs. 12.8m

]
T
o]
|
I=
Q
ac
=

» Example 43:

The following information pertains to Sherdil Limited (SL):

—

Buildings and equipment were acquired on 1 January 2014 for Rs. 450 million and Rs. 50 million
respectively.

ii. The relevant information relating to both assets is summarised below:

Depreciation method Life/rate Subsequent measurement

Buildings Straight line 20 years Annual revaluation

Equipment Reducing balance 10% Cost

SL transfers the maximum possible amount from revaluation surplus to retained earnings on an annual basis.

—

ii. The revalued amount of buildings as determined by Accurate Valuers (Private) Limited, an independent
valuation company, on 1 January 2015 and 2016 was Rs. 456 million and Rs. 378 million respectively.

iv. Equipment costing Rs. 35 million was purchased on 1 August 2015. Half of the equipment purchased on 1
January 2014 was disposed of on 30 June 2016.

Required:

In accordance with International Financial Reporting Standards, prepare a note on ‘Property plant & equipment’
(including comparative figures) for inclusion in SL’s financial statements for the year ended 31 December 2016.
(Columns for total are not required)
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» Answer:

Notes to the financial statements for the year ended 31 December 2016

2016 2015

Property, plant and equipment Building Building

Gross carrying amount

1 January 456 85 450 50
Additions 35
Revaluation (Adj) (24) (22.5)

Revaluation gain (loss) (54) 28.5

Disposal (50 x 50%) (25)

31 December 378 60 456 85

Accumulated depreication

1 January 24 10.96 22.5 5
Revaluation (Adj) (24) (22.5)
For the year 21 6.39 24 5.96 -
Disposal (5.76) §
31 December 21 11.59 24 10.96 'é
Carrying amount 357 48.41 432 74.04 o
Carrying value: cost model 382.5 405

[450 - 450/20 x 3 years] [450 - 450/20 x 2 years]

| Buldig | Equpment

Measurement basis Revaluation model Cost model
Useful life / dep. rate 20 years 10%
Depreciation method Straight line Reducing balance

The revaluation was performed on 1 January 2016 by Accurate Valuers (Private) Limited, an independent firm

of valuers.

Wi pepreciaion
2015 - Building [456 / 19 years] 24
2015 - Equipment [45%x10% =4.5] + [35x10% x 5/12 = 1.46] 5.96
2016 - Building [378 / 18 years] 21
2015 - Equipment [74.04 - 20.25] x 10% + 1.01 6.39
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CAF 1: FINANCIAL ACCOUNTING AND REPORTING

W2 - Depreciation on disposed equipment

Cost50x 50% 25
Depreciation 2014 10% (2.5)
22.5

Depreciation 2015 10% (2.25)
20.25

Depreciation 2016 10% x 6/12 (1.01)
19.24

Accumulated depreciation related to disposed equipment 2.5 + 2.25 + 1.01 5.76

» Example 44:

Following information pertains to property, plant and equipment of Tsuki Limited (TL):

Acquisition:
@ Date of acquisition 1 July 2017 1 July 2018
El Cost (Rs. in million) 96 156
g Estimated useful life (in years) 16 12
Revalued amount:
1 January 2019 (Rs. in million) 116 138
1 January 2021 (Rs. in million) 80 143
Revised useful life on 1 January 2020 (in years) 9 14

Additional information:

i. TL uses revaluation model for subsequent measurement and accounts for revaluation on net replacement
value method.

ii. TL transfers maximum possible amount from the revaluation surplus to retained earnings on an annual
basis.

iii. The revalued amounts were determined by Sagheer Valuers (Private) Limited, an independent valuation
company.

Required:

In accordance with IFRSs, prepare a note on ‘Property, plant and equipment’ (including comparative
information) for inclusion in TL’s financial statements for the year ended 31 December 2021. (Column for total
is not required)
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» Answer:

Notes to the financial statements for the year ended 31 December 2021

2021 2020

Property, plant and equipment

Gross carrying amount

1 January 116 138 116 138
Revaluation (Adj) (20) (21D
Revaluation gain (loss) (16) 26
31 December 80 143 116 138

Accumulated depreication

1 January 20 21 8 12

Revaluation (Adj) (20) (21)

For the year 10 11 12 9

31 December 10 11 20 21

Carrying amount 70 132 96 117

Carrying value: cost model 63 117 72 126.75
[70-7] [132 - 15] [96 - 24] [117 + 9.75]

| buldmg | Wachouse

Measurement basis Revaluation model Revaluation model

Useful life 9 years 14 years

Depreciation method Straight line Straight line

The revaluation was performed on 1 January 2021 by Sagheer Valuers (Private) Limited, an independent firm of

valuers.

(ovementin revauatonsurpis———— || o |
1 January 2021 Building 24 + Warehouse 0 24
Revaluation loss Building (16)
Revaluation gain Warehouse 16.25
Transfer to retained earnings Building 1 + Warehouse 1.25 (2.25)

31 December 2021 22
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2017 & 2018: Depreciation 96 / 16 years x 1.5 years 9
1 Jan 2019: Gain on revaluation (OCI) Rs. 116 - (96 -9) 29
2019: Depreciation 116 / 14.5 years 8
2020: Depreciation (116 -8) / 9 years 12
1]Jan 2021: Loss on revaluation (OCI) 80-(116-8-12) 16
Revaluation surplus balance 29 - 29/14.5 years - 27 /9 years 24
Depreciation 80 / 8 years 10
Transfer to RE (24 -16) / 8 years 1
v
2018: Depreciation 156 /12 yearsx 6/12 6.5
1Jan 2019: Loss on revaluation (PL) Rs. 138 - (156 - 6.5) 11.5
2019: Depreciation 138 / 11.5 years 12
2020: Depreciation (138-12) / 14 years 9
1Jan 2021: Gain on revaluation 143 -(138-12-9) 26
g Reversal in PL 11.5-11.5/11.5 years - 10.5/14 years 9.75
%I Gain in OCI 26-9.75 16.25
E’ Depreciation 143 / 13 years 11
Transfer to RE 16.25 / 13 years 1.25

» Example 45:

Following information pertain to property, plant and equipment of Harappa Industries Limited (HIL) for the year
ended 30 June 2020:

i.

Balance as on 30 June 2019

Cost/revalued Accumulated Revaluation Depreciation Useful
Assets o .
amount depreciation surplus method life /rate

Land* 100,000 - - - Infinite
Buildings 70,000 14,000 16,000 Straight line 20 years
Plant 180,000 60,000 - Straight line 15 years
Vehicles 8,300 4,000 - Reducing balance 20%

*An amount of Rs. 12 million had been charged to profit or loss upon previous revaluation.

ii. On 30 June 2020, the revalued amounts of the land and buildings were assessed by Smart Consultant at Rs.
120 million and Rs. 35 million respectively.
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iii. Setting up of a new plant was commenced on 1 July 2019 and substantially completed on 29 February 2020.
The plant was available for use on 1 April 2020 and immediately put into use. Useful life of the plant was
estimated at 10 years. Details of the cost incurred are as under:

1st payment 1 August 2019 12,000
2nd payment 1 October 2019 48,000
3rd payment 29 February 2020 48,000
4th payment 31 July 2020 12,000

120,000

iv. The cost of the plant was financed through an existing running finance facility with a limit of Rs. 200
million carrying mark-up of 12% per annum. A government grant of Rs. 20 million related to the plant was
received on 1 January 2020. The grant amount was used for repayment of the running facility.

v. One of the vehicles had an engine failure on 1 January 2020 and its engine had to be sold as scrap for Rs.
0.1 million. The vehicle had been acquired on 1 January 2018 at a cost of Rs. 2.5 million. 40% of the cost is
attributable to its engine. Though the engine of similar capacity was available at a cost of Rs. 1.2 million, the
old engine was replaced on 1 January 2020 with a higher capacity engine at a cost of Rs. 1.8 million.

vi. HIL uses cost model for subsequent measurement of property, plant and equipment except for land and
buildings.

vii. HIL accounts for revaluation on net replacement value method and transfers the maximum possible
amount from revaluation surplus to retained earnings on an annual basis.

viii. HIL deducts government grant in arriving at the carrying amount of the asset.

|-
I
9
|
=
o
o
0

Required:

In accordance with IFRSs, prepare a note on ‘Property, plant and equipment’ for inclusion in HIL’s financial
statements for the year ended 30 June 2020. (Comparatives figures and column for total are not required).

» Answer:

Notes to the financial statements for the year ended 30 June 2020

Land Buildings Plant Vehicles
(w1) (W2) (W3) (wW4)

Property, plant and equipment Rs. 000 Rs. 000 Rs. 000 Rs. 000

Gross carrying amount

1 July 100,000 70,000 180,000 8,800
Additions 102,840 1,800
Revaluation (Adj) (17,500)
Revaluation gain (loss) 20,000 (17,500)
Disposal (1,000)
30 June 120,000 35,000 282,840 9,600
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Land Buildings Plant Vehicles
(W1) (W2) (W3) (W4)

Property, plant and equipment Rs. 000 Rs. 000 Rs. 000 Rs. 000

Accumulated depreication

1 July 14,000 60,000 4,000
For the year 3,500 14,571 1,068
Revaluation (Adj) (17,500)
Disposal (352)
30 June 0 0 74,571 4,716
Carrying amount 120,000 35,000 208,269 4,884
Measurement model Revaluation Revaluation Cost Cost
Depreciation method N/A Straight line Straight line Reducing balance
Useful life / Dep. rate Infinite 15 years 15 & 10 years 20%

- Carrying value: cost model 112,000 37,500

3[ Effective date of revaluation 30 June 2020

E Independent valuer Smart Consultants

" Movement in revaluation surplus
1 July 2019 0 16,000
Transfer to RE [16,000 / 16] (1,000)
Revaluation gain (loss) OCI 8,000 (15,000)
30 June 2020 8,000 0
Gain in OCI Rs. 20,000 gain - previous reversal in PL 12,000 Rs. 8,000
Carrying amount under cost model Rs. 120,000 - 8,000 gain Rs. 112,000

W2 - Buildings

Annual depreciation Rs. 70,000 / 20 years Rs. 3,500
Remaining useful life 20 years - [Rs. 14,000 / 3,500] 16 years
Loss on revaluation [Rs. 35,000 - (Rs. 70,000 - 14,000 - 3,500)] Rs. 17,500
Loss in PL Rs. 17,500 - 15,000 reversal in OCI Rs. 2,500
Carrying amount under cost model Rs. 35,000 + 2,500 loss Rs. 37,500
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Cost of plant Rs. 000
Cost 120,000
Government grant (20,000)
Capitalisation of borrowing cost:
1 August - 1 October 2019 12,000x12%x2+12 240
1 October - 31 December 2019 60,000x12%x3+12 1,800
1 January - 29 February 2020 (60,000-20,000)x12%x2+12 800
2,840
102,840
Depreciation
On opening balance 180,000+15 12,000
On the new plant 102,840+10x3+12 2,571
14,571

W4 - Vehicle

Written down value: Engine disposal Rs. 000
Cost 2,500x40% 1,000
Accumulated depreciation: I:E
Six months upto 30 June 2018 1,000x20%x6+12 100 %
For 2018-2019 (1,000-100)x20% 180 lé
Six months upto 31 Dec. 2019 (1,000-280)%20%x6+12 72 o
352
648
Depreciation
On disposal of old engine (1,000-280)%20%x6+12 72
On remaining opening balance [(8,800-1,000)-(4,000-280)]x20% 816
On addition of new engine 1,800%x20%x6+12 180
1,068

» Example 46:
The following information is available regarding property, plant and equipment of Khangarh Limited (KL):

i.  On 1 July 2023, KL revalued its factory building for the second time, resulting in an upward revaluation of
Rs. 18 million. Before this revaluation, the carrying amount was recorded as Rs. 81 million (gross amount of
Rs. 90 million and accumulated depreciation of Rs. 9 million). This followed a previous revaluation on 1 July
2021, which had resulted in a revaluation loss of Rs. 12 million.

ii. On 1 November 2023, KL replaced a significant part of its machine that accounted for 30% of the machine’s
total value. The new part had a price of Rs. 35 million, however, only Rs. 22 million was paid as the old part
was given in exchange. This replacement extended the machine’s life by an additional year. Originally, the
machine was purchased for Rs. 75 million on 1 January 2021, and it had accumulated depreciation of Rs. 12.5
million as at 30 June 2023 based on useful life of 15 years.
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iii. On 1 January 2024, KL sold a vehicle for Rs. 36 million and incurred a disposal cost of Rs. 2 million. The
vehicle was originally purchased on 1 April 2021, for Rs. 40 million.

Other information:

i. KL accounts for revaluation using the net replacement value method and transfers the maximum possible
amount from the revaluation surplus to retained earnings on an annual basis.

ii. All items of property, plant, and equipment are subsequently measured using the cost model, except for the
factory building.

iii. Depreciation is applied using the straight-line method, except for vehicles, which are depreciated using the
reducing balance method at 15% per annum.

Required:

Prepare the journal entries to be recorded in the books of KL during the year ended 30 June 2024 in respect of
the above information. (Show all necessary workings. Narrations are not required)

» Answer:

Khangarh Limited’s General Journal

-

Factory building

1]Jul 2023 Accumulated depreciation - factory building 9.00
g Factory building 9.00

g 1]Jul 2023 Factory building 18.00
g Revaluation gain (P&L) 12 - 12x10%(i.e. 9+90) 10.80
Revaluation surplus (OCI) Bal. fig. 7.20

30Jun 2024  Depreciation expense 5.50
Acc. dep. - factory building (81+18)+18(W-1) 5.50

30 Jun 2024  Revaluation surplus 0.40
Retained earnings 7.2+18(W-1) 0.40

Machinery

1 Nov 2023 Depreciation expense (75+15 years)x4+12 1.67
Accumulated dep. - machinery 1.67

1 Nov 2023 Machinery 35.00

Accumulated depreciation (12.5+1.67)x30% 4.25

Loss on disposal Bal. fig. 5.25
Cash 22.00
Machinery 75x30% 22.50

30 June 2024 Depreciation expense 3.92
Accumulated dep. - machinery (W-2) 3.92

Vehicles

1]Jan 2024 Depreciation expense ~ (W-3) 2.08

Accumulated depreciation - Vehicles 2.08
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" Debit | credit |

Description

1Jan 2024 Cash 36-2 34.00
Accumulated depreciation - Vehicles (W-3) 14.25
Vehicles 40.00
Gain on disposal Bal. fig. 8.25

W-1: Remaining life of building

Yearly depreciation 9:2 Rs. 4.5 million
Remaining life of building on 1 July 2021 90+4.5 20 years
Remaining life of building on 1 July 2023 20-2 18 years

W-2: Depreciation on machinery for next 8 months m

Remaining book value of machinery

Cost 75-22.5+35 87.5
Accumulated depreciation 12.5+1.67 - 4.25 (9.92)
77.58 i
Remaining life = (15+1) - 2.83 = 13.17 years §
Depreciation (November 2023 - June 2024) 77.58 +13.17 x 8+12 3.92 lé
0
W3:Acrumutte depreciaton o veico o disposal | Rwomilion
Depreciation for 2020-21 40x15%x3+12 1.50
Depreciation for 2021-22 (40-1.5)x15% 5.77
7.27
Depreciation for 2022-23 (40-7.27)x15% 4.90
12.17
Depreciation for 2023-24 (40-12.17)x15%x6+12 2.08
14.25
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

1. OBJECTIVE BASED Q&A

1. An entity purchased a property 15 years ago at a cost of Rs. 100,000 and have been depreciating it at a rate of
2% per annum, on the straight-line basis. The entity has had the property professionally revalued at Rs. 500,000.
What is the revaluation surplus that will be recorded in the financial statements in respect of this property?

a) Rs.400,000
b) Rs.500,000
c) Rs.530,000
d) Rs. 430,000

2. An entity owns two buildings, A and B, which are currently recorded in the books at carrying amounts of Rs.
170,000 and Rs. 330,000 respectively. Both buildings have recently been valued as follows:
Building A Rs. 400,000
Building B Rs. 250,000

The entity currently has a balance on the revaluation surplus of Rs. 50,000 which arose when building A was
revalued several years ago. Building B has not previously been revalued.

What double entry will need to be made to record the revaluations of buildings A and B?
a) Dr Non-current assets Rs. 150,000

Dr Statement of profit or loss Rs. 80,000

Cr Other comprehensive income (revaluation surplus) Rs. 230,000
b) Dr Non-current assets Rs. 150,000

Dr Statement of profit or loss Rs. 30,000
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Cr Other comprehensive income (revaluation surplus) Rs. 180,000

c) Dr Non-current assets Rs. 150,000

Cr Other comprehensive income (revaluation surplus) Rs. 150,000
d) Dr Non-current assets Rs. 150,000
Dr Statement of profit or loss Rs. 50,000

Cr Other comprehensive income (revaluation surplus) Rs. 200,000

3. An entity purchased property for Rs. 6 million on 1 July 2013. The land element of the purchase was Rs. 1 million.
The expected life of the building was 50 years and its residual value nil. On 30 June 2015 the property was
revalued to Rs. 7 million, of which the land element was Rs. 1.24 million and the buildings Rs. 5.76 million. On 30
June 2017, the property was sold for Rs. 6.8 million.

What is the gain on disposal of the property that would be reported in the statement of profit or loss for the year
to 30 June 20177

a) GainRs. 40,000

b) Loss Rs. 200,000
¢) GainRs. 1,000,000
d) GainRs. 1,240,000
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CAF 1: FINANCIAL ACCOUNTING AND REPORTING CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT

4. Which of the following statements are correct?

i.  Ifthe revaluation model is used for property, plant and equipment, revaluations must subsequently be made
with sufficient regularity to ensure that the carrying amount does not differ materially from the fair value at
each reporting date.

ii. When an item of property, plant and equipment is revalued, there is no requirement that the entire class of
assets to which the item belongs must be revalued.

a) Only statement i is correct
b) Only statement ii is correct
c) Both statements are correct

d) None of the statement is correct

5. The following trial balance extract relates to a property which is owned by Maira Limited as at 1 April 2014.

| b | C |

Rs. 000 Rs. 000
Property at cost (20 year original life) 12,000
Accumulated depreciation as at 1 April 2014 3,600

On 1 October 2014, following a sustained increase in property prices, Maira Limited revalued its property to Rs.
10.8 million.

What will be the depreciation charge in Maira Limited’s statement of comprehensive income for the year ended
31 March 2015?

a) Rs.540,000
b) Rs.570,000
¢) Rs.700,000
d) Rs.800,000

6. A company purchased a building on 1 April 2007 for Rs. 10,000,000. The asset had a useful economic life at that
date of 40 years. On 1 April 2009 the company revalued the building to its current fair value of Rs. 12,000,000.
What is the double entry to record the revaluation?

a) Dr.Building 1,500,000

Dr. Accumulated depreciation 500,000

Cr. Other comprehensive income 2,000,000
b) Dr. Building 2,000,000

Dr. Accumulated depreciation 500,000

Cr. Profit or loss 2,500,000
c) Dr. Building 2,000,000

Dr. Accumulated depreciation 500,000

Cr. Other comprehensive income 2,500,000
d) Dr. Building 1,500,000

Dr. Accumulated depreciation 500,000

Cr. Profit or loss 2,000,000
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

7. The carrying value of property at the end of the year amounted to Rs. 108 million. On this date the property was
revalued and was deemed to have a fair value of Rs. 95 million. The balance on the revaluation reserve relating
to the original gain of the property was Rs. 10 million.

What is the double entry to record the revaluation?
a) Dr. Profit or loss 3 million
Dr. Other comprehensive income 10 million
Cr. Property 13 million
b) Dr. Profit or loss 10 million
Dr. Other comprehensive income 3 million
Cr. Property 13 million
c) Dr. Profit or loss 13 million
Dr. Other comprehensive income 3 million
Cr. Property 16 million
d) Dr. Profit or loss 13 million
Cr. Property 13 million

8. A company revalued its property on 1 April 2009 to Rs. 20m (Rs. 8m for the land). The property originally cost
Rs. 10m (Rs. 2m for the land) 10 years ago. The original useful economic life of 40 years is unchanged. The
company’s policy is to make a transfer to realized profits in respect of excess depreciation.

At which amount the property be presented at as at 31 March 2010?
a) Rs. 20 million

b) Rs. 19.6 million

c) Rs. 12 million

d) Rs. 11.6 million
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9. A company revalued its property on 1 April 2009 to Rs. 20m (Rs. 8m for the land). The property originally cost
Rs. 10m (Rs. 2m for the land) 10 years ago. The original useful economic life of 40 years is unchanged. The
company’s policy is to make a transfer to realized profits in respect of excess depreciation.

What is amount of balance in revaluation surplus account as at 31 March 20107?
a) Rs. 12 million

b) Rs. 10 million

c) Rs. 9.8 million

d) Rs. 11.8 million

10. Which of the following is an optional disclosure requirement of IAS 16?

a) Measurement bases for determining gross carrying amount
b) Depreciation method
c) Useful lives or depreciation rates

d) The carrying amount of temporarily idle PPE
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CAF 1: FINANCIAL ACCOUNTING AND REPORTING CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT

11.

12.

13.

Following information is available for equipment account of a business on 1st January 2018:

Opening balance of equipment, a/c (Revalued amount) Rs. 7,500,000
Surplus on revaluation of equipment a/c Rs. 2,000,000
At start of year company sold equipment for Rs. 90,000,000

Company has a policy of charging 20% depreciation on straight line basis.
What will be treatment of revaluation surplus at disposal of asset?
a) Dr Surplus on revaluation Rs. 2,000,000
Cr Retained earnings Rs. 2,000,000
b) Dr Retained earnings Rs. 2,000,000
Cr Surplus on revaluation Rs. 2,000,000
C) Dr Surplus on revaluation Rs. 3,500,000
Cr Retained earnings Rs. 3,500,000
d) Dr Surplus on revaluation Rs. 2,0000,000
Cr Equipment account Rs. 2,000,000

A non-current asset costing Rs. 216,000 and carrying value Rs. 145,000 is revalued to Rs. 291,000.

How should revaluation be recorded?
a) DrAsseta/cRs. 75,000
Cr Surplus on revaluation Rs. 75,000
b) Dr Asseta/cRs. 75,000
Dr Accumulated Depreciation Rs. 71,000

SPOTLIGHT

Cr Surplus on revaluation Rs. 146,000
c) Dr Surplus on revaluation Rs. 146,000

Cr Asseta/c Rs. 75,000

Cr Accumulated Depreciation Rs. 71,000
d) Dr Accumulated depreciation Rs. 146,000

Cr Surplus on revaluation Rs. 146,000

When items of property, plant and equipment are stated at revalued amounts the following must be disclosed:
i. the effective date of the revaluation

ii. whether an independent valuer was involved

iii. for each revalued class of property, plant and equipment, the carrying amount that would have been
recognised had the assets been carried under the cost model;

iv. the revaluation surplus, indicating the change for the period and any restrictions on the distribution of the
balance to shareholders.

a) (i), (ii) and (iv) only
b) (i), (ii), and (iii) only
¢) (ii), (iii) and (iv) only
d) (i) to (iv) all
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

14.

15.

16.

17.

IAS 16 encourages disclosure of the following information as users of financial statements might find it to be
useful.

i.  the carrying amount of temporarily idle property, plant and equipment
ii. the gross carrying amount of any fully depreciated property, plant and equipment that is still in use
iii. the carrying amount of property, plant and equipment retired from active use and held for disposal

iv. when the cost model is used, the fair value of property, plant and equipment when this is materially different
from the carrying amount

a) (i), (ii) and (iii) only
b) (i), (ii) and (iv) only
c) (i), (iii) and (iv) only
d) (i) to (iv) all

Which of the following statements is correct?

a) An entity may present PPE at gross carrying amount or net carrying amount under IAS 16
b) Either useful lives or depreciation rates are to be disclosed, both are not required.
¢) Under revaluation model, PPE are revalued at end of each year

d) Ifan entity chooses revaluation model, it must apply revaluation model to all of its PPE.

Wagqas Limited purchased a machine for Rs. 30,000 on 1 January 2015 and assigned it a useful life of 12 years.
On 31 March 2017 it was revalued to Rs. 32,000 with no change in useful life.

What will be depreciation charge in relation to this machine in the financial statements for the year ending 31
December 2017?

a) Rs.2,462
b) Rs.2,500
¢) Rs.2,667
d) Rs.3,087

A business purchased building costing Rs. 7,500,000 on 1 January 2018.
The policy of business is to charge straight line depreciation over its useful life of 20 years.

On 31 December 2020, building was revalued to Rs. 7,650,000.

What is the amount of incremental depreciation to be transferred to retained earnings at year ending 31
December 20217

a) Rs.25,000
b) Rs.50,000
¢) Rs.75,000
d) Rs.100,000
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CAF 1: FINANCIAL ACCOUNTING AND REPORTING CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT

18.

19.

20.

21.

22.

A business purchased an asset on 1 January 2016 costing Rs. 5,000,000 having a useful life of 10 years with nil
residual value. On 1 January 2018 balance of accumulated depreciation was Rs. 1,000,000. Asset is revalued to
Rs. 4,500,000 on 1 January 2018 (start of the year).

Business has a policy to charge straight line depreciation.

What is the depreciation charge for the year ended 31 December 20187
a) Rs.450,000

b) Rs.500,000

c) Rs.555,555

d) Rs.562,500

A business purchased an asset on 1 January 2016 costing Rs. 5,000,000 having a useful life of 10 years with nil
residual value. On 1 January 2018 balance of accumulated depreciation was Rs. 1,000,000. Asset is revalued to
Rs. 4,500,000 on 1 January 2018 (start of the year).

Business has a policy to charge straight line depreciation.

What is the amount of revaluation surplus at the date of revaluation?

a) Rs.Nil

b) Rs.500,000

c) Rs. 1,000,000

d) Rs.1,500,000

A business purchased an asset on 1 January 2016 costing Rs. 5,000,000 having a useful life of 10 years with nil

residual value. On 1 January 2018 balance of accumulated depreciation was Rs. 1,000,000. Asset is revalued to
Rs. 4,500,000 on 1 January 2018 (start of the year).

SPOTLIGHT

Business has a policy to charge straight line depreciation.

What is the amount of incremental depreciation for the year ended 31 December 2018?
a) Rs.50,000

b) Rs. Nil

c) Rs.55,555

d) Rs.62,500

A revaluation gain is credited into?

a) Revaluation reserve
b) Capital reserve

c) Profitand loss

d) Any of the above

After initial recognition, an entity has a choice to choose cost and?

a) Realizable model
b) Replacement model
c) Revaluation model

d) Carrying value model
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

23.

24.

25.

26.

27.

28.

When an item of property, plant and equipment is revalued, what should be revalued?

a) Aselection of assets decided by management
b) The whole class of assets to which it belongs
c) The individual asset

d) A selection of assets picked at random

If an asset increases in value, the increase is noted as?

a) Anincrease in net profit in the SOCI
b) Anincrease in retained earnings in SOFP
c) Anincrease in revaluation surplus in the SOFP and other comprehensive income in the SOCI

d) Anincrease in “other profit” in SOCI

Which of the following is not a valid reason for reporting non-current assets at revaluation amount rather than
cost?

a) To prevent long life assets from being reported at out of date historical costs

b) To keep owners of the business better informed of their equity in the business.

c) Toreport performance correctly by matching earnings with the proper costs of assets used.

d) To avoid having to pay higher taxes

An entity has a policy of revaluing its PPE. An asset cost Rs.5m on 1 January 2020 and has a useful life of five
years and is depreciated on a straight-line basis to a zero residual value. The value of the asset at 31 December
2020 was Rs.3.8m. The fall in value will be accounted for as follows?

a) Depreciation Rs.1m and fall in value of Rs.200,000 both to the reserves

b) Depreciation Rs.1m to the income statement and fall in value of Rs.200,000 ignored until there is a
revaluation surplus

c) Depreciation Rs.1m to income statement and fall in value of Rs.200,000 to the reserves

d) Depreciation Rs.1m and fall in value of Rs.200,000 both to the income statement

Which TWO of these items would be recognised in other comprehensive income?

a) Gain of Rs. 10million arising on the revaluation of freehold land. The land has been revalued for the first time

b) Gain of Rs. 10 million arising on the revaluation of freehold land, upon previous revaluation a loss of Rs. 15
million was recognised in profit or loss

c) Loss of Rs. 10 million arising on revaluation of freehold land, upon previous revaluation a gain of Rs. 15
million was recognised in other comprehensive income

d) Loss of Rs. 10 million arising on revaluation of freehold land. The land has been revalued for the first time

The following gains may legally be withdrawn from the company by shareholders:

i.  gains that arise from the upward revaluation of non-current assets

ii. gains that arise from the sale of non-current assets
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CAF 1: FINANCIAL ACCOUNTING AND REPORTING CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT

29.

30.

31

32.

What is the validity of each statement?
a) Bothi.and ii are true

b) i.istrue and ii. is false

c) Bothi.andiiare false

d) ii.is true and i. is false

The financial statements of Saadi Limited for the most recent year indicated the following:
i.  Revaluation loss on property, plant and equipment

ii. Transfer of revaluation surplus to retained earnings

iii. Revaluation gain on non-current assets

iv. Disposal of property, plant and equipment

Which of the above involved a movement of cash?

a) i.andii

b) ii. and iii.

c) iii only

d) ivonly

An apartment is revalued upwards by Rs. 1 million. It was acquired 5 years ago for Rs. 5 million. Its useful life
remains same as 10 years.

What is the revised depreciation charge for the year after revaluation?
a) Rs.500,000
b) Rs.600,000
c) Rs.700,000
d) Rs.800,000

A building is revalued upwards by Rs. 2 million. It was acquired five years ago for Rs.10 million. Its useful life
remains same as 20 years. What is the incremental depreciation charge for the year?

a) Rs.100,000

b) Rs.133,333

c) Rs.166,667

d) Rs.200,000

An IT equipment being carried at revaluation model has revaluation reserve balance of Rs. 50,000. During the
year, it reduces its value due to technological obsolescence. It has Rs. 70,000 decrease in value. What would be
the impact of this revaluation decrease?

a) The decrease of Rs.50,000 is debited to revaluation reserve and Rs.20,000 to profit or loss for the year

b) The decrease of Rs.50,000 is debited to profit and loss account and Rs.20,000 to revaluation reserve for the
year

c) The whole decrease is debited to revaluation reserve

d) The whole decrease is debited to profit or loss for the year

THE INSTITUTE OF CHARTERED ACCOUNTANTS OF PAKISTAN m

SPOTLIGHT




()]
T
o]
|
c
@
ac
o |

CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

33.

34.

35.

36.

37.

The correct accounting treatment of initial operating losses incurred during the commercial production due to
under-utilization of the plant would be to:

a) capitalise as a directly attributable cost

b) defer and charge to profit or loss account when profit is earned from the plant

c) charge directly to retained earnings since these are not considered to be normal operating losses

d) charge to profit or loss account

Which of the following is NOT considered as an item of property, plant and equipment?

a) A standby generator expected to be used for seven years
b) Aplotofland held for resale
c) Abus for pick and drop of staff members

d) A generator for rental to others

An entity acquires a plant in exchange of old machinery which has carrying amount of Rs. 760,000 and fair value
of Rs. 750,000 at the date of exchange. The list price of plant acquired is Rs. 850,000. The entity is also required
to pay cash of Rs. 55,000 in this exchange transaction.

At which amount the acquired plant should be initially recognised?

a) Rs. 850,000

b) Rs. 760,000

c) Rs.815,000

d) Rs. 805,000

An item of plant was purchased on 1 April 2008 for Rs. 2,000,000 and is being depreciated at 25% on a reducing
balance basis. What would be its residual value after its useful life of 5 years?

a) Rs. 632,809

b) Rs. NIL

c) Rs. 474,609

d) Rs.400,000

A non-current asset cost Rs. 96,000 and was purchased on 1 June Year 1. Its expected useful life was five years
and its expected residual value was Rs. 16,000. The asset is depreciated by the straight-line method.

The asset was sold on 1 September Year 3 for Rs. 68,000. There were no disposal costs. It is the company policy
to charge depreciation on a monthly basis. The financial year runs from 1 January to 31 December.

What was the gain or loss on disposal?

a) Rs. 8,000 gain

b) Rs. 8,000 loss

c) Rs.12,000 gain

d) Rs.12,000 loss
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT

38. Anon-current asset was purchased on 1 June Year 1 for Rs. 216,000. Its expected life was 8 years and its expected

39.

40.

41.

42.

residual value was Rs. 24,000. The asset is depreciated by the straight-line method. The financial year is from 1
January to 31 December.

The asset was sold on 1 September Year 4 for Rs. 163,000. Disposal costs were Rs. 1,000.

It is the company policy to charge a proportionate amount of depreciation in the year of acquisition and in the

year of disposal, in accordance with the number of months for which the asset was held.

What was the gain or loss on disposal?

a)
b)
)
d)

Rs. 24,000 gain
Rs. 24,000 loss
Rs. 32,000 gain
Rs. 32,000 loss

A change in depreciation method is a?

a)
b)
<)
d)

Change in accounting policy
Change in accounting estimate
Change in accounting method

Change in accounting standard

When an asset is sold or disposed of, where is the gain or loss recognised?

a)
b)
<)
d)

Asset disposal account
Profit and loss
Revaluation reserve

Depreciation

How often should the useful life of an asset be reviewed?

a)
b)
<)
d)

An entity acquired laptops in exchange of desktops which have carrying amount of Rs. 450,000 and fair value of
Rs. 300,000 at the date of exchange. The list price of the laptops acquired is Rs. 600,000. The entity is also

Every six months
As and when the market value will significantly change
At least at each financial year end

Never

required to pay cash of Rs. 275,000 in this exchange transaction.

The laptops should be initially recognised at:

a)
b)
0)
d)

Rs. 300,000
Rs. 575,000
Rs. 450,000
Rs. 600,000
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

43. During the year 2019, an entity purchased a machine for Rs. 20 million to be used for 6 years. Which of the
following would represent residual value of this machine in 2019?
a) Rs. 15 million can be currently obtained from disposal of the machine in present condition
b) Rs. 4 million can be currently obtained from disposal of a 6 year old similar machine
¢) Rs. 18 million can be obtained in 2025 from disposal of the machine in present condition

d) Rs.7 million can be obtained in 2025 from disposal of a 6 year old similar machine

44. An asset was purchased on 1 January 2017 for Rs. 100 million with useful life of 6 years and residual value of Rs.
10 million. On 1 January 2020, it is revalued to Rs. 120 million with remaining useful life of 3 years and expected
residual value of Rs. 15 million. How much excess depreciation will be charged for the year ended 31 December
20207
a) Rs.15million
b) Rs. 35 million
¢) Rs.20 million
d) Rs. 25 million

45. When items of property, plant and equipment are stated at revalued amounts, which of the following disclosures
shall be made?
a) Any restrictions on the distribution of the revaluation surplus to shareholders
b) The carrying amount of temporarily idle property, plant and equipment
c) The gross carrying amount of any fully depreciated property, plant and equipment that is still in use
d) All of the above
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ANSWERS

I T

02.

03.

04.

05.

(a)

(a)

(a)

()

Current value 500,000

Carrying amount

(100,000 - (100,000 x 2% x 15 years)) (70,000)

Revaluation gain 430,000
I TS RO

Current value 400,000 250,000

Carrying amount (170,000) (330,000)

Revaluation gain/(loss) 230,000 (80,000)

The gain on Building A will be credited to other comprehensive income and the revaluation surplus.

The loss on Building B will be debited to the statement of profit or loss expenses because we do not
have a balance on the revaluation surplus in respect of building B to offset the loss.

We make an overall debit to non-current assets of Rs. 230,000 - Rs. 80,000 = Rs. 150,000

Rs.

Rs. m Rs.M
Cost 1 July 2013 1.00 5.00 6.00
Building depreciation
Rs. 5 million/50 years x 2 years (0.2) (0.2)
Carrying amount 30 June 2015 1.00 4.80 5.80
Revaluation gain 0.24 1.96 1.20
Revalued amount 1.24 5.76 7.00
Building depreciation
Rs.5.76m/48 years x 2 years (0.24) (0.24)
Carrying amount 30 June 2017 1.24 5.52 6.76
Disposal proceeds 6.80
Gain on disposal 0.04

The gain on disposal is Rs. 40,000. The Rs. 1.2 million balance on the revaluation reserve is transferred
from the revaluation reserve to another reserve account (probably retained earnings) but is not
reported through the statement of profit or loss for the year.

IAS 16 (para 31) states that when the revaluation model is used, revaluations should be made with
sufficient regularity to ensure that the carrying value of the assets remains close to fair value. IAS 16
also states (para 36) that, if one item in a class of assets is revalued, all the assets in that class must be
revalued.

Six months’ depreciation to the date of the revaluation will be Rs. 300,000 (12,000/20 years x 6/12).
Six months’ depreciation from the date of revaluation to 31 March 2015 would be Rs. 400,000
(10,800/13.5 years remaining life x 6/12). Total depreciation is Rs. 700,000.
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

06.

07.
08.

09.

10.
11.

12.

13.
14.
15.
16.

17.

18.
19.
20.

(c)

(a)
(b)

(d)

(d)
(a)

(b)

(d)
(d)
(b)
(d)

()

(d)
(b)
(d)

S 7 N
10,000,000 Acc. dep 500,000

Surplus 2,500,000 c/d 12,000,000
12,500,000 12,500,000

Building net debited by Rs. 2,000,000 (2,500,000 - 500,000)
Total loss Rs. 13 million, Rs. 10 will be charged to revaluation surplus and remaining to profit or loss.

Depreciation (20 - 8) / 30 years = Rs. 0.4 million
Carrying amount Rs. 20 million less 0.4 million = Rs. 19.6 million

Depreciation Now (20 - 8) / 30 years = Rs. 0.4 million

Depreciation Cost (10 - 2) / 40 years = Rs. 0.2 million

Revaluation surplus

= Land Rs. 6 million + Building Rs. 6 million - incremental depreciation 0.2 million = Rs. 11.8 million

On disposal of a revalued asset, the full balance of surplus on revaluation is transferred to retained
earnings.

Accumulated depreciation = Rs. 216,000-Rs. 145,000=Rs. 71,000

Surplus = Rs. 291,000-Rs. 145,000=Rs. 146,000

Net amount debited to asset = Rs. 146,000-Rs. 71,000=Rs. 75,000

(i) to (iv) all

(i) to (iv) all

Either useful lives or depreciation rates are to be disclosed, both are not required.

The machine has been owned for 2 years 3 months, so the remaining useful life at 31 March 2017 was

9 years 9 months.

Prior to revaluation it was being depreciated at Rs. 2,500 pa (30,000/12), so the charge for the first
three months of 2017 was Rs. 625.

The machine will now be depreciated over the remaining 9 years 9 months = 117 months. So the
charge for the remaining 9 months of 2017 is Rs. 2,462 ((32,000 / 117) x 9).

So total depreciation for the year ended 31.12.17 is (625 + 2,462) = Rs. 3,087

Incremental depreciation = depreciation on revalued amount - depreciation at cost
Dep. before revaluation = Rs. 7,500,000 / 20 years = Rs. 375,000

Dep. after revaluation = Rs. 7,650,000 / 17 years = Rs. 450,000

Incremental depreciation = Rs. 75,000

Depreciation = Rs. 4,500,000/8= Rs. 562,500
Revaluation surplus = Rs. 4,000,000 - 4,500,000= Rs. 500,000

Incremental depreciation = Dep on revalued amount - Dep on cost
=(4,500,000/8)- (5,000,000/10)

=Rs. 562,500 - 500,000 = 62,500

Alternatively, Rs. 500,000 surplus / 8 years = Rs. 62,500
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21.
22.
23.
24.
25.
26.

27.

28.
29.
30.
31.

32.

33.
34.
35.

36.
37.

38.

39.

(a)
()
(b)
()
(d)
(d)

(a)
&
()
(d)
(d)

()
(b)

(a)
(d)
(b)

(d)

(c)
(a)

(a)

(b)

Revaluation reserve

Revaluation model

The whole class of assets to which it belongs

An increase in revaluation surplus in the SOFP and other comprehensive income in SOCI
To avoid having to pay higher taxes

Depreciation Rs. 1 million in PL
Revaluation loss Rs. 0.2 million in PL

In case of (a) & (c) Rs. 10 million gain or loss effect will be included in other comprehensive income.
However, in case of (b) and (d), the Rs. 10 million gain or loss effect will be included in profit or loss.

Distribution of dividend from revaluation surplus is prohibited
Revaluation gain (loss) or its transfer does not involve movement of cash.
Rs. 3.5 million / 5 years = Rs. 700,000

Rs. 9.5 million / 15 years = Rs. 633,333
Rs. 10 million / 20 years = Rs. 500,000
Incremental Rs. 133,333

Upto balance in revaluation surplus Rs. 50,000 in OCI
Remaining Rs. 20,000 in profit or loss

Charge to profit or loss account

A plot of land held for resale

SPOTLIGHT

Fair value of asset given up + cash paid
=Rs. 750,000 + 55,000 = Rs. 805,000

Rs. 2,000,000 x (0.75)° = 474,609

Net sale proceeds = Rs. 68,000

Accumulated depreciation = Rs. 80,000 / 5 years x 2.25 years = Rs. 36,000
Carrying amount = Rs. 96,000 - 36,000 = Rs. 60,000

Gain on disposal = Rs. 68,000 - 60,000 = Rs. 8,000

Net sale proceeds = Rs. 163,000 - 1,000 = Rs. 162,000

Accumulated depreciation

Depreciation year 1

(Rs. 216,000 - 24,000) / 8 years = 24,000 x 7/12 14,000
Depreciation year 2 =» Rs. 24,000 x 12/12 24,000
Depreciation year 3 =» Rs. 24,000 x 12/12 24,000
Depreciation year 4 =» Rs. 24,000 x 8/12 16,000

78,000

Carrying amount = Rs. 216,000 - 78,000 = Rs. 138,000
Gain on disposal = Rs. 162,000 - 138,000 = Rs. 24,000

Change in depreciation method is change in accounting estimate.
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

40.
41.
42.
43.
44,

45,

(b)
(c)
(b)
(b)
(c)

(@)

Gain or loss is recognised in profit or loss
Useful life is reviewed annually at each financial year end, at least.
Rs. 575,000

Rs. 4 million can be currently obtained from disposal of 6 year old similar machine

Previous depreciation expense (100 - 10) / 6 years =Rs. 15m
Depreciation expense now (120 - 15) / 3 years =Rs.35m
Excess depreciation 35-15 =Rs. 20m

Other items are also disclosure requirement but not for revalued assets.
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STICKY NOTES

Elements of cost

Including non-refundable taxes

Purchase price Excluding discounts, rebates and interest due to deferred settlement
terms (cost is cash price equivalent)
Costs for bringing the asset to the location and condition necessary for
it to be capable of operating in the manner intended by management.
Examples:

Directly Employee benefits costs (construction or acquisition);
attributed

costs of site preparation;
costs - . .
initial delivery and handling costs;
installation and assembly costs;
costs of testing; and

professional fees.

Dismantlin the initial estimate of the costs of dismantling and removing the item
g and restoring the site on which it is located.

Cost of asset acquired in exchange

Transaction has Transaction lacks
commercial substance commercial substance

One or both fair value Fair values of neither
can be measured asset received nor

reliably asset given up is
reliably measurable

STICKY NOTES

Fair value of the asset Otherwise
received is more
clearly evident

= Fair value of asset = Fair value of asset given = Carrying amount of asset given up
received up + Cash paid (received) + Cash paid (received)
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CAF 1: FINANCIAL ACCOUNTING AND REPORTING

Methods of depreciation

Straight line
method

depreciates the
asset evenly
throughout its
useful life

Reducing balance
method

is calculated by
applying a fixed
percentage on
the book value of
the asset each
year.

Sum-of-the-year-
digit method

it will result in
greater depreciati

on in the earlier
years of an asset's
useful life and less
in the later years.

Formula of methods of Depreciation

Formula: Straight-line method

Units of
production
method

is based on the
units produced
during the year.
The estimated
total production
of the asset is the
criteria for
providing
depreciation.

Cost of asset less expected residual value

Depreciation charge
Expected useful life (years)

Formula: Reducing balance method

Carrying amount at the start

Depreciation charge of the year

S3.LON AMOILS

Formula: Sum of the years digits method

n(n+1)
Sum of digits =

Where:

n = the useful life at the start of ownership
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Formula: Units of production method

Cost of asset less expected

Depreciation residual value

charge

Output this

- e e
Expected total output of asset year
over its life

Accounting entries with disposal account

Transfer the cost of non-current asset
disposed (or given in exchange)

Transfer the accumulated depreciation
of asset disposed (or given in
exchange)

Disposal proceeds / cash received

from disposal or part exchange

Part-exchange (asset received)

Disposal costs incurred

Cash paid in part exchange

Gain on disposal

Loss on disposal

Debit Disposal account
Credit PPE (old)

Debit Accumulated depreciation

Credit Disposal account

Debit Bank / Receivable

Credit Disposal account

Debit PPE (new)

Credit Disposal account

Debit Disposal account
Credit Bank /payable

Debit Disposal account

Credit Bank /payable

Debit Disposal account

Credit Gain (profit or loss)

Debit Loss (profit or loss)

Credit Disposal account
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CHAPTER 3: IAS 16 PROPERTY, PLANT AND EQUIPMENT CAF 1: FINANCIAL ACCOUNTING AND REPORTING

Recognition of gain (loss) on revaluation (Summary)

RECOGNITION OF GAIN / LOSS

Assetcarried at cost OCI (and added to Revaluation Surplus)
revalued upwards

OCI [up to the balance in revaluation surplus account*]

Asset carried at surplus | SPL [Remaining amount, if any]
revalued downwards

*Consider impact of incremental depreciation.

Asset carried at cost
revalued downwards

SPL [up to the reversal of impairment/revaluation loss*]

Asset carried at deficit OCI [Remaining amount, if any]
revalued upwards

*= Loss recognised in PL - depreciation decrease due to loss

Key disclosure categories

General disclosures with reconciliation of each class of PPE

Disclosures in specific circumstances (restrictions on title, capital work in progress,
contractual commitment, compensation from third parties)

Specific disclosures for revalued assets (carrying amount under cost model, effective
date of revaluation, independent valuer, movement in revaluation surplus).

Additional disclosures (temporarily idle PPE, fully depreciated PPE, retired from use
PPE and fair value)

0
=
0
)
<
Z
o)
|
m
(0]
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CHAPTER 4
IAS 40 INVESTMENT PROPERTY

AT A GLANCE

IN THIS CHAPTER: . oL

Investment property is land or building or any part of land and

AT A GLANCE building held for capital appreciation or rental to others or
both. 8
Z
SPOTLIGHT Investment property is classified and presented separately j
from other non-current assets because it generates cash flows 0
1. Definitions and classification that are largely independent of other assets held by an entity. l‘f
<

The investment property is initially measured at cost which is
sum of the purchase price and other directly attributable cost
incurred at the time of acquisition.

2. Recognition and measurement

3. Transfers

There is choice of accounting policy for subsequent
4. Disclosure measurement:

e (Cost model: measured at cost less accumulated
depreciation and accumulated impairment losses (same as
IAS 16).

5. Comprehensive Examples

6. Objective Based Q&A
e Fair value model: measured at fair value at each reporting
STICKY NOTES date and fair value gain or loss is charged to profit or loss
account. No depreciation is charged (different from
revaluation model under IAS 16).

The investment property will be derecognised when sold and
gain or loss on disposal will be charged to profit or loss.

IAS 40 also prescribes accounting treatment of transfers of
investment property to/from owner-occupied property (IAS
16) and inventory (IAS 2).

Such transfer is allowed only when there is change in use of
property i.e., when the property meets or ceases to meet the
definition of investment property.

When an entity uses the cost model for investment property,
transfers to/from investment property do not change the
carrying amount of the property transferred. However, in case
fair value model is used for investment property, IAS 40
provides guidance on deemed transfer value and accounting
treatment of difference arising on such transfer.
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1 DEFINITIONS AND CLASSIFICATION

1.1 Definitions [IAS 40: 5, 8 & 9]

Investment property is:

e property (land or a building—or part of a building—or both);
e held to earn rentals or for capital appreciation or both;

e rather than for use in the production or supply of goods or services or for administrative purposes, or sale
in the ordinary course of business.

Owner-occupied property is property held:

e for use in the production or supply of goods or services; or
e for administrative purposes.

The following are examples of investment property:

a) land held for long-term capital appreciation rather than for short-term sale in the ordinary course of
business.

b) land held for a currently undetermined future use i.e,, if an entity has not determined that it will use the
land as owner-occupied property or for short-term sale in the ordinary course of business, the land is
regarded as held for capital appreciation.

c) abuilding owned by the entity and leased out under one or more operating leases (rental arrangement).
d) abuilding that is vacant but is held to be leased out under one or more operating leases.

e) property that is being constructed or developed for future use as investment property.
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The following are examples of items that are not investment property and are therefore outside the scope of IAS
40:

a) property intended for sale in the ordinary course of business;

b) property in the process of construction or development for sale in the ordinary course of business;
c) property acquired exclusively with a view to subsequent disposal in the near future;

d) property acquired exclusively for development and resale;

e) owner-occupied property;

f) property held for future use as owner-occupied property;

g) property held for future development and subsequent use as owner-occupied property;

h) property occupied by employees (whether or not the employees pay rent at market rates); and

i) owner-occupied property awaiting disposal.

1.2 Why separate classification is necessary? [IAS 40: 7]

Investment property is held to earn rentals or for capital appreciation or both. Therefore, an investment property
generates cash flows largely independently of the other assets held by an entity. This distinguishes investment
property from owner-occupied property.

The production or supply of goods or services (or the use of property for administrative purposes) generates
cash flows that are attributable not only to property, but also to other assets used in the production or supply
process. IAS 16 applies to owned owner-occupied property.
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1.3 Property portions held for different purposes [IAS 40: 10]

Some properties comprise a portion that is held to earn rentals or for capital appreciation and another portion
that is held for use in the production or supply of goods or services or for administrative purposes.

Separable portions

Non-separable portions

If these portions could be sold separately, an entity accounts for the portions
separately.

If the portions could not be sold separately, the property is investment property
only if an insignificant portion is held for use in the production or supply of
goods or services or for administrative purposes.

1.4 Impact of ancillary services [IAS 40: 11 to 14]

In some cases, an entity provides ancillary services to the occupants of a property it holds.

If the Services are
Insignificant to the
arrangement as a whole

If the Services are
Significant to the
arrangement as a whole

It may be difficult to determine whether ancillary services are significant to the arrangement as a whole and
judgement is needed to determine whether a property qualifies as investment property. Therefore, an entity is
required to develop (and disclose) criteria for investment property classification so that it can exercise that

judgement consistently.

Classification: Investment Property

Example: The owner of an office building provides security and maintenance
services to the tenants who occupy the building.

Classification: Not Investment Property

Example: An entity owns and manages a hotel and services provided to guests
are significant to the arrangement as a whole.

SPOTLIGHT
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2 RECOGNITION AND MEASUREMENT

2.1 Recognition principle [IAS 40: 16 to 19]

The recognition principle is similar to that of property, plant and equipment. An owned investment property
shall be recognised as an asset when, and only when:

a) itis probable that the future economic benefits that are associated with the investment property will flow
to the entity; and

b) the cost of the investment property can be measured reliably.

These costs include costs incurred initially to acquire an investment property and costs incurred subsequently
to add to, replace part of, or service a property. The costs of the day-to-day servicing ‘repairs and maintenance’
of an investment property are recognised in profit or loss as incurred.

Parts of investment properties may have been acquired through replacement. For example, the interior walls
may be replacements of original walls. In this case, recognise the new parts (if it meets recognition criteria) and
derecognize the replaced parts.

2.2 Measurement at recognition [IAS 40: 20 to 27]

An owned investment property shall be measured initially at its cost. Transaction costs shall be included in the
initial measurement.

The cost of a purchased investment property comprises its purchase price and any directly attributable
expenditure. Directly attributable expenditure includes, for example, professional fees for legal services,
property transfer taxes and other transaction costs.

The cost of an investment property is not increased by:

a) start-up costs (unless necessary to bring the property to the condition necessary for it to be capable of
operating in the manner intended by management);
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b) operating losses incurred before the investment property achieves the planned level of occupancy; or

c) abnormal waste incurred in constructing or developing the property.

The accounting treatment for exchange of assets is same as those applied under IAS 16.

2.3 Measurement after recognition [IAS 40: 30, 31 & 56]

After initial recognition an entity may choose as its accounting policy:
e the fair value model; or

e the cost model (in accordance with the requirements of IAS 16).

The chosen policy must be applied to all the investment property. A voluntary change in policy shall be made
only if the change results in financial statement providing reliable and more relevant information, and such
change shall be retrospectively adjusted in accordance with the requirements of IAS 8. IAS 40 states that a change
from the fair value model to the cost model is unlikely to result in a more appropriate presentation.

2.4 Fair value model [IAS 40: 32 & 35]

Under the fair value model:

e all investment property is remeasured at fair value at the end of each period;

e any resulting fair value gain or loss is recognised in profit or loss for the period; and

e the property would not be depreciated.

This is different to the revaluation model of IAS 16, where gains are reported in other comprehensive income
and accumulated as a revaluation surplus.
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>
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Example 01:

On 1 January Year 1 Entity P purchased a building for its investment potential. The building cost Rs. 1,000,000
with transaction costs of Rs. 10,000. The depreciable amount of the building component of the property at this
date was Rs. 300,000. The property has a useful life of 50 years.

At the end of Year 1 the property’s fair value had risen to Rs. 1,300,000.
Required:

How the above property shall be presented at the end of year 1 under:
a) costmodel; and

b) fair value model.

Answer:

Part (a) Cost model

S cxtract) I N

Cost [Rs. 1,000,000 + 10,000] 1,010,000
Accumulated depreciation [Rs. 300,000 / 50 years] (6,000)
Investment property 1,004,000
s exracy I N
Depreciation [Rs. 300,000 / 50 years] (6,000)

Part (b) Fair value model

S cxracy I N

Investment property [at fair value] 1,300,000
s extracy I NN
Gain on property valuation [Rs. 1,300,000 - 1,010,000] 290,000

IAS 40 requires all entities to measure the fair value of investment property, for the purpose of either
measurement (if the entity uses the fair value model) or disclosure (if it uses the cost model). An entity is
encouraged, but not required, to measure the fair value of investment property on the basis of a valuation by an
independent valuer who holds a recognised and relevant professional qualification and has recent experience in
the location and category of the investment property being valued.

2.5 Disposal [IAS 40: 66 & 69]
An investment property shall be derecognised:
e ondisposal; or

e when the investment property is permanently withdrawn from use and no future economic benefits are
expected from its disposal.

Gains or losses arising from the retirement or disposal of investment property shall be determined as the
difference between the net disposal proceeds and the carrying amount of the asset and shall be recognised in
profit or loss in the period of the retirement or disposal.
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» Example 02:

Continuing the same data as given in Example 01. The investment property was sold in early Year 2 for Rs.
1,550,000, selling costs were Rs. 50,000.

Required:

Calculate the gain on disposal under:
a) costmodel; and

b) fair value model.

» Answer:

Part (a) Cost model

Net sale proceeds Rs. 1,550,000 - 50,000 1,500,000
Carrying amount [Example 01] 1,004,000
Gain on disposal Rs. 1,500,000 - 1,004,000 496,000

Part (b) Fair value model

Net sale proceeds Rs. 1,550,000 - 50,000 1,500,000
[0)
8 Carrying amount [Example 01] 1,300,000
S | e |
% Gain on disposal Rs. 1,500,000 - 1,300,000 200,000
I
o |

2.6 Inability to measure fair value reliably [IAS 40: 53 & 55]

There is a rebuttable presumption that an entity can reliably measure the fair value of investment property on a
continuing basis. However, in exceptional cases following guidance is applicable:

Investment property If an entity determines that the fair value of investment property under

under construction construction is not reliably measurable but expects the fair value of the property to
be reliably measurable when construction is complete, it shall measure that
investment property under construction at cost until either its fair value becomes
reliably measurable, or construction is completed (whichever is earlier).

Investment property If an entity determines that the fair value of an investment property (other than an

(not under investment property under construction) is not reliably measurable on continuing

construction) basis, the entity shall measure that investment property using the cost model in IAS
16.

The residual value of such investment property shall be assumed to be zero.

The entity shall continue to apply IAS 16 until disposal of such investment property.

Previously measured at If an entity has previously measured an investment property at fair value, it shall

Fair value continue to measure the property at fair value until disposal (or transfer to owner-
occupied or Inventory) even if comparable market transactions become less
frequent or market prices become less readily available.
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Example 03:

Victoria owns several properties and has a year end of 31 December. Wherever possible, Victoria carries
investment properties under the fair value model.

Property 1 was acquired on 1 January Year 1. It had a cost of Rs. 1 million, comprising Rs. 500,000 for land and
Rs. 500,000 for buildings. The buildings have a useful life of 40 years. Victoria uses this property as its head office.

Property 2 was acquired many years ago for Rs. 1.5 million for its investment potential. On 31 December Year 7
ithad a fair value of Rs. 2.3 million. By 31 December Year 8 its fair value had risen to Rs. 2.7 million. This property
has a useful life of 40 years.

Property 3 was acquired on 30 June Year 2 for Rs. 2 million for its investment potential. The directors believe
that the fair value of this property was Rs. 3 million on 31 December Year 7 and Rs. 3.5 million on 31 December
Year 8. However, due to the specialised nature of this property, these figures cannot be corroborated. This
property has a useful life of 50 years.

Required:

a) For each of the above properties briefly state how it would be treated in the financial statements of Victoria
for the year ended 31 December Year 8, identifying any impact on profit or loss.

b) Produce an analysis of non-current assets for Victoria for the year ended 31 December Year 8, showing each
of the above properties separately (total column not required).

Answer:
Part (a) Treatment in the financial statements for the year ended 31 December Year 8

Property 1

This property is used by Victoria as its head office and therefore cannot be treated as an investment property. It
will be treated as property, plant and equipment and will be stated at cost minus accumulated depreciation in
the statement of financial position. The depreciation for the year will be charged in the statement of profit or
loss.

Property 2

This is held for its investment potential and should be treated as an investment property. It will be carried at fair
value i.e., Victoria’s policy of choice for investment properties. It will be revalued to fair value at period-end and
any resultant gain or loss shall be taken to the statement of profit or loss (Rs. 400,000 gain in Year 8).

Property 3

This is held for its investment potential and should be treated as an investment property. However, since its fair
value cannot be arrived at reliably it will be held at cost minus accumulated depreciation in the statement of
financial position. The depreciation for the year will be an expense in the statement of profit or loss.

This situation provides the exception to the rule whereby all investment properties must be held under either
the fair value model, or the cost model.
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Property, plant
& equipment Investment property

Part (b)

Cost model el LU Cost model
. model
Analysis on non-current assets for the year ended

31 December Year 8 Rs. 000 Rs. 000 Rs. 000

Cost/valuation

On 1 January 1,000 2,300 2,000
Fair value gain = 400 =
On 31 December 1,000 2,700 2,000

Accumulated depreciation

On 1 January W1 87.5 - 220
For the year W1 12.5 - 40
On 31 December 100 - 260
Carrying amount 900 2,700 1,740

Note: In practice, disclosure note for property, plant and equipment and investment property are separately
presented in financial statements.
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Property 1 (Year 8) Rs. 500 / 40 years 12.5
Property 1 (brought forward) Rs. 12.5 x 7 years 87.5
Property 3 (Year 8) Rs. 2,000 / 50 years 40
Property 3 (brought forward) Rs. 40 x 5.5 years 220
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3 TRANSFERS

3.1 Change is use [IAS 40: 57 & 58]

An entity shall transfer a property to, or from, investment property when, and only when, there is a change in
use.

A change in use occurs when the property meets, or ceases to meet, the definition of investment property and
there is evidence of the change in use. In isolation, a change in management’s intentions for the use of a property
does not provide evidence of a change in use.

Commencement of owner-occupation, or of Investment property Owner-occupied
development with a view to owner-occupation. property
Commencement of development with a view to sale. Investment property Inventories

End of owner-occupation. Owner-occupied property  Investment property
Inception of an operating lease (rental Inventories Investment property

arrangement) to another party.

When an entity decides to dispose of an investment property without development, it continues to treat the
property as an investment property until it is derecognised (eliminated from the statement of financial position)
and does not reclassify it as inventory.

3.2 Transfer to/from investment property (cost model) [IAS 40: 59]

When an entity uses the cost model, transfers between investment property, owner-occupied property and
inventories do not change the carrying amount of the property transferred and they do not change the cost of
that property for measurement or disclosure purposes.

SPOTLIGHT

3.3 Transfer to/from investment property (fair value model) [IAS 40: 60, 61, 62 & 63]

IAS 40 (at FV) IAS 16 Fair value at the date of change of use becomes the deemed cost for future
accounting purposes.

IAS 40 (at FV) IAS 2 Fair value at the date of change of use becomes the deemed cost for future
accounting purposes.

IAS 16 IAS 40 Apply IAS 16 revaluation model (even if policy is cost model) on the date of
(atFV) transfer and treat the difference in accordance with IAS 16. On subsequent
disposal of the investment property, the revaluation surplus included in equity

may be transferred to retained earnings.

IAS 2 IAS 40 Measure investment property at fair value at the date of the transfer, and any
(at FV) difference compared to previous carrying amount is recognised in profit or loss.

» Example 04:

Entity A has investment property carried at its fair value of Rs. 1,000,000 on 1 January 2019 with remaining
useful life of 10 years. Entity A uses fair value model under IAS 40.

On 30 June 2019, it was decided to use the building for administration rather than keeping it for investment
potential. At this date the fair value was Rs. 1,200,000.

Entity A uses cost model under IAS 16. On 31 December 2019 (year-end), the value of property has increased to
Rs. 1,300,000.

Required:

Journal entries for the year ended 31 December 2019.
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» Answer:

Journal entries

Debit Credit
Date
Rs. Rs.

30 Jun 2019 Investment property 200,000

Investment income/gain (PL) 200,000
30 Jun 2019 Property, plant and equipment 1,200,000

Investment property 1,200,000
31 Dec 2019 Depreciation [Rs. 1,200,000 / 9.5 x 6/12] 63,158

Accumulated depreciation 63,158

Here, Entity A applies cost model. In case Entity A had policy of applying revaluation model, the gain of Rs.
163,158 (i.e., Rs. 1,300,000 - (1,200,000 - 63,158) would be recognised in other comprehensive income.

» Example 05:

Entity B has investment property carried at its fair value of Rs. 1,000,000 on 1 January 2019 with remaining
useful life of 10 years. Entity B uses fair value model under IAS 40.

On 30 June 2019, board of directors decided to develop the property and started commencement of development
and use it for sale of plots. At this date the fair value was Rs. 1,200,000. On 31 December 2019 (year-end), the
value of property has increased to Rs. 1,300,000.

Required:

Journal entries for the year ended 31 December 2019.
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» Answer:

Journal entries

. Debit Credit
Date Particulars
Rs. Rs.

30 Jun 2019 Investment property 200,000

Investment income/gain (PL) 200,000
30]Jun 2019 Inventories 1,200,000

Investment property 1,200,000

No adjustment required at year-end unless NRV of inventory is lower as compared to its cost of Rs. 1,200,000.
» Example 06:

Entity C has property being used as warehouse carried at Rs. 1,000,000 on 1 January 2019 with remaining useful
life of 10 years. Entity C uses cost model under IAS 16 for its properties.

On 30 June 2019, property was vacated, and management decided to keep it for investment potential. At this date
the fair value was Rs. 1,200,000. Entity C uses fair value model under IAS 40.

On 31 December 2019 (year-end), the value of property has increased to Rs. 1,300,000. Transfer from
revaluation surplus to retained earnings is made at the time of disposal only.

Required:

Journal entries for the year ended 31 December 2019.
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» Answer:

Journal entries

. Debit Credit
Particulars
Rs. Rs.

30 Jun 2019 Depreciation [Rs. 1,000,000 / 10x 6/12] 50,000

Accumulated depreciation (PPE) 50,000
30 Jun 2019 PPE [Rs. 1,200,000 - (1,000,000 - 50,000)] 250,000

Gain on revaluation (OCI) 250,000
30]Jun 2019 Investment property 1,200,000

Property, plant and equipment 1,200,00
31 Dec 2019 Investment property 100,000

Investment income/gain (PL) 100,000

» Example 07:

Entity D has commercial shop held for resale in its ordinary course of property business carried at Rs. 1,000,000
on 1 January 2019.

On 30 June 2019, it was given on rent to a local business rather than keeping it for resale. At this date the fair
value was Rs. 1,200,000. On 31 December 2019 (year-end), the value of property has increased to Rs. 1,300,000.
Entity D uses fair value model under IAS 40.

Required:

|-
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Journal entries for the year ended 31 December 2019.

» Answer:

Journal entries

. Debit Credit
Date Particulars
Rs. Rs.

30]Jun 2019 Investment property 1,200,000
Inventory 1,000,000
Profit or loss 200,000
31 Dec 2019 Investment property 100,000
Investment income / gain (PL) 100,000

Note: The rent income shall also be recognised in profit or loss.

3.4 Completion of self-constructed investment property [IAS 40: 65]

When an entity completes the construction or development of a self-constructed investment property that will
be carried at fair value, any difference between:

o the fair value of the property at that date; and
e its previous carrying amount

shall be recognised in profit or loss.
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4 DISCLOSURE
4.1 General disclosure (both models) [IAS 40: 75]
An entity shall disclose:
a) whether it applies the fair value model or the cost model;

b) when classification is difficult, the criteria it uses to distinguish investment property from owner-occupied
property or inventory;

c) the extent to which the fair value (as measured or disclosed in the financial statements) of investment
property is based on a valuation by an independent valuer who holds a recognised and relevant professional
qualification and has recent experience in the location and category of the investment property being valued.
If there has been no such valuation, that fact shall be disclosed;

d) the existence and amounts of restrictions on the realisability of investment property or the remittance of
income and proceeds of disposal; and

e) contractual obligations to purchase, construct or develop investment property or for repairs, maintenance
or enhancements.

An entity shall also disclose the amounts recognised in profit or loss for:

a) rental income from investment property; and

b) direct operating expenses (including repairs and maintenance) arising from investment property:
e that generated rental income during the period; and

e thatdid not generate rental income during the period.

4.2 Additional disclosure (fair value model only) [IAS 40: 76 & 78]
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An entity shall disclose a reconciliation between the carrying amounts of investment property at the beginning
and end of the period, showing the following:

a) additions (acquisitions & subsequent expenditure separately);

b) disposals;

c) netgains or losses from fair value adjustments;
d) transfers; and

e) other changes.

For investment properties included at cost model because fair value cannot be measured reliably, in addition, an
entity shall disclose:

e adescription of the investment property;
e an explanation of why fair value cannot be measured reliably;
e if possible, the range of estimates within which fair value is highly likely to lie; and

e the fact of disposal of such investment property, its carrying amount and gain or loss on disposal.

4.3 Additional disclosure (cost model only) [IAS 40: 79]
An entity shall disclose:

e the depreciation methods used;

o the useful lives or depreciation rates used; and

e gross carrying amounts and accumulated depreciation at the beginning and at the end of the period.
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reconciliation between opening and closing values showing:

e additions (acquisitions & subsequent expenditure separately);
e depreciation;

e disposals;

e impairment losses and reversal thereof;

e transfers; and

e other changes.

When the cost model is used, the fair value of investment property shall be disclosed. If the fair value cannot be
estimated reliably, the same additional disclosures should be made as are disclosed under the fair value model
for investment properties included at cost model because fair value cannot be measured reliably.

SPOTLIGHT
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5 COMPREHENSIVE EXAMPLES
» Example 08:

You have recently joined as the finance manager of Corv Limited (CL). While reviewing the draft financial
statements for the year ended 31 December 2020 prepared by the junior accountant, you have noted that CL
acquired a three-story building on 1 March 2020. CL uses the ground floor for its marketing department while
remaining two floors were in excess of CL’s need and therefore were rented out. The first floor was rented out
on 1 June 2020 and the second floor was rented out on 1 December 2020.

The accountant has recorded the building as property, plant and equipment. The depreciation on ground, first
and second floors has been computed from 1 March 2020, 1 June 2020 and 1 December 2020 respectively.

The accounting policy of CL is to carry land and building at fair value (wherever permitted by IFRS).

Required: Discuss how the above issue should be dealt in the financial statements of CL for the year ended 31
December 2020 in accordance with the requirements of IFRSs.

»  Answer:

The accounting treatment adopted by accountant to record complete building under PPE head is incorrect. Two
floors which have been leased/rented out separately should be accounted for as investment property. While
ground floor used by marketing department should be recorded as property, plant and equipment under IAS 16
and depreciated over its useful life and any revaluation surplus on this floor should be recorded in OCI

As per CL policy, investment property should be recorded at fair value and changes in fair value should be taken
to statement of profit or loss. Any depreciation already charged on these floors should be reversed.

» Example 09:

Both IAS 16 ‘Property, Plant and Equipment’ and IAS 40 ‘Investment Property’ deal with tangible non-current
assets of an entity. Discuss any four differences between IAS 16 and IAS 40.

» Answer:

m IAS 16 IAS 40

)] Applicable to tangible assets held for use in Applicable to property held to earn rental or for
business including owner occupied property.  capital appreciation.
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(i) Allows cost or revaluation model for Allows cost or fair value model for subsequent
subsequent remeasurement. remeasurement.

(iii) Changes in fair value are taken to other Changes in fair value are taken to profit or loss only.
comprehensive income and/or profit or loss.

(iv) Assets under revaluation model are Assetsunder fair value model are not depreciated.
depreciated.

» Example 10:
Following information pertains to non-current assets of Distaghil Limited (DL):

i. DL purchased specialised vehicles for Rs. 370 million on 1 July 2017. The vehicles have an estimated useful
life of 10 years with residual value of Rs. 30 million.

The revalued amounts of the vehicle as at 31 December 2018 and 2019 were determined at Rs. 302 million
and Rs. 290 million respectively. There was no change in useful life or residual value.

ii. DL setup a manufacturing plant in a remote area at a cost of Rs. 280 million. The plant had a useful life of 8
years. The plant was purchased on 1 January 2018 and was available for use on 1 April 2018. The commerecial
production started on 1 June 2018.
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On 1 July 2018, DL received a government grant of Rs. 120 million towards the cost of the plant. The sanction
letter states that if DL ceases to use the plant in the remote area before 31 December 2021, DL would be
required to repay the grant in full.

iii. A warehouse was given on rent on 1 January 2018. Previously, the warehouse was in use of DL.

On 1 January 2018, carrying value and remaining useful life of the warehouse was Rs. 80 million and 16 years
respectively. Fair value of the warehouse on various dates are as follows:

01 January 2018

31 December 2018 96

31 December 2019 115
Other information:

DL uses cost model for subsequent measurement of property, plant and equipment except for specialised
vehicles for which revaluation model is used.

DL transfers the maximum possible amount from the revaluation surplus to retained earnings on an annual
basis.

Government grant is recorded as deferred income and a part of it is transferred to income each year.

Investment property is carried at fair value model.

Required: o

Prepare relevant extracts from DL’s statement of profit or loss and other comprehensive income for the year 5

ended 31 December 2019 and statement of financial position as on that date. (Show comparative figures) =

o

» Answer: 3-)
Distaghil Limited

Extracts from statement of financial position as on 31 December 2019

Non-current assets:

Property, plant and equipment:

Investment property 115.00 96.00

Share capital and reserves:

Revaluation surplus:

e Vehicles 5.00 B

e Warehouse
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Non-current liabilities:

Deferred government grant (W-2) 78.75 93.75
Current liabilities
Deferred government grant 15 15

Extracts from statement of profit or loss and other comprehensive income

For the year ended 31 December 2019

Profit or loss:
Depreciation:
e Vehicles (W-1) (32.00) (34.00)
e Plant (W-2) (35.00) (26.25)
[0)
8 Impairment / Revaluation loss - vehicles (W-1) - (17.00)
g Revaluation gain - vehicles (W-1) 15.00
El Grant income - Plant (W-2) 15.00 11.25
Fair value gain (2019: 115-96), (2018: 96-104) 19.00 (8.00)

Other comprehensive income:

Revaluation surplus:

e Vehicles (W-1) 5.00

e  Warehouse (104-80) - 24.00

Purchased on 1 July 2017

Depreciation for 2017 (370-30) +10x (6+12) (17)
Book value on 31 December 2017 353
Depreciation for 2018 (370-30) =10 (34)
Book value on 31 December 2018 before revaluation 319
Revaluation loss Balancing a7
Revalued amount on 31 December 2018 302
Depreciation for 2019 (302-30) +8.5 (32)
Book value on 31 December 2019 before revaluation 270
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Revaluation gain to P&L [17-(34-32)x 1] Or 17x (7.5+8.5)
Revaluation surplus Balancing 5
Revalued amount on 31 December 2019 290

W-2: Plant and government grant m

Initial balance 280.00 120.00
Depreciation for 2018 (280+8) x (9+12) (26.25)

Grant income for 2018 (120+8) x (9+12) (11.25)
Balance on 31 December 2018 253.75 108.75
Depreciation for 2019 280+8 (35.00)

Grant income for 2019 120+8 (15.00)
Balance on 31 December 2019 218.75 93.75

» Example 11:
Following information pertains to non-current assets of GnuCash Limited (GL):

i.  GL purchased a manufacturing plant for Rs. 340 million on 1 January 2021. On that date, the plant had an
estimated useful life and residual value of 13 years and Rs. 60 million respectively. The revalued amounts
and residual value were as follows:

30 June 2021 304 54

SPOTLIGHT

30 June 2022 315 44

ii. A warehouse owned by GL was given on rent on 1 January 2022. Previously, the warehouse was in use of
GL.

The warehouse was acquired by GL on 1 July 2019 at a cost of Rs. 200 million and is being depreciated @
10% per annum on reducing balance method.

Fair value of the warehouse on various dates are as follows:
1 January 2022

30 June 2022 214

Rentals earned for the year ended 30 June 2022 amounted to Rs. 10 million out of which Rs. 6 million is
still outstanding.
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iii. GL acquired a property comprising of three similar showrooms at a total cost of Rs. 900 million on 1
October 2021. 40% of the cost of property is attributable to the value of land. Each of the showroom can be
leased out separately and has a useful life of 15 years with no residual value.

GL is using one showroom for its own products while the other showrooms were held to be leased out. On
1 March 2022, the two showrooms were given on monthly rent of Rs. 4 million.

The fair value of each showroom is increasing by Rs. 3 million each month.
Other information:

e Cost model is used for subsequent measurement of all property, plant and equipment except for
manufacturing plant for which revaluation model is used.

e Maximum possible amount is transferred from the revaluation surplus to retained earnings on an annual
basis.

e Fair value model is used for subsequent measurement of all investment properties.
Required:

Prepare notes on ‘Property, Plant and Equipment’ and ‘Investment Property’, for inclusion in GL’s financial
statements for the year ended 30 June 2022. (Comparative figures and column for total are not required)

» Answer:
GnuCash Limited

Notes to the financial Statements for the year ended 30 June 2022

Manufacturing
plant
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Note 1: Property, plant and equipment

Gross carrying amount

1 July 304 200 - -
Additions - - 120 180
Revaluation (Adj) (20.8) (46.1) - -
Revaluation gain (loss) 31.8 52.1 - -
Transfer to investmetn property - (206) - -
30 June 315 0 120 180

Accumulated depreication

1 July 0 38 = =
For the year 20.8 8.1 - 9
Revaluation (Adj) (20.8) (46.1) - -
30 June 0 0 0 9
Carrying amount 315 0 120 171
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Manufacturing Showroom | Showroom
plant building
(W1) (W3)
Note 1: Property, plant and equipment mmmm
Measurement model Revaluation Cost Cost Cost
Depreciation method Straight line Reducing balance N/A Straight line
Useful life / Dep. rate 12.5 years 10% N/A 15 years
Carrying value: cost model Rs.306.2 m
Effective date of revaluation 30 June 2022
Independent valuer

Movement in revaluation surplus

1 July 2021 0
Revaluation gain (OCI) 8.8
30 June 2022 8.8

Warehouse Showrooms
(W2) (W3)

Note 2: Investment property

1 July 2021 - g
Transfer from owner-occupied property 206 - g
Additions - 600 &
Fair value gain 8 54
30 June 2022 214 654

The company uses fair value model for subsequent measurement of all assets in investment property.
The valuation of investment property was performed by

The rental income from investment properties during the year amounted to Rs. 26 million (i.e. Rs. 10 million +
Rs. 4 million x 4 months).

W1 - Manufacturing plant m

Carrying amount 30 June 2021  [340 - ((340-54)/13 x6/12)] 329
Carrying amount 30 June 2022  [329 - ((329-44) / 12.5 years] Cost model 306.2
Revaluation loss (PL) 2021 [304 - 329] 25
Depreciation 2022 [(304 - 44) / 12.5 years] 20.8
Revaluation gain (0OCI) 2022 [315-306.2] 8.8
Wi~ Manutcturing pant atrmative cacation | ram |
Total gain [315 - (304 - 20.8)] 31.8
Reversal in PL [25-25/12.5 years] 23
Gain in OCI [31.8-23] 8.8
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Wa - Warehouse " Rem

Accumulated dep. 1 July 2021 [200 - (200 x 90% x 90%)] 38
Depreciation year 2022 [(200-38)x 10% x 6/12] 8.1
Revaluation gain at transfer [206 - (200 - 38 - 8.1)] 52.1
Gain on investment property [214 - 206] 8
wa-showroom | rsm
PPE (land) [900x 1/3 x 40%] 120
PPE (building) [900 x 1/3 x 60%] 180
Depreciation [180 / 15 years x 9/12] 9
Investment property [900x 2/3] 600
Gain on fair value [3 x 2 showrooms x 9 months] 54

» Example 12:

Following information pertains to non-current assets of Mesopotamia Limited (ML):

Asset (i)

On 1 July 2019, ML acquired a warehouse at a cost of Rs. 300 million and was immediately given on rent to a
third party. On 1 January 2022, ML commenced the development work on its warehouse with a view to put it in
own use. The development work was completed on 31 March 2022 at a cost of Rs. 50 million. ML started using
the warehouse for its inventory on 1 May 2022. Fair value of the warehouse on various dates are as follows:

_ 31 Dec 2020 31 Dec2021 31 Mar 2022 31 Dec 2022

Rs. in million
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Depreciation is charged on warehouse at a rate of 10% per annum using the reducing balance method.

Asset (ii)

On 1 January 2020, ML purchased a heavy duty vehicle for Rs. 360 million. On purchase date, the vehicle had an
estimated useful life and residual value of 5 years and Rs. 72 million respectively.

During 2022, ML has decided to change the depreciation method for vehicles from reducing balance to straight
line.
Asset (iii)

On 1 June 2021, ML started construction of an office building. The building was available for use on 1 October
2022 and was immediately put into use. Details of the construction costs incurred are as under:

1 May 2021

1 January 2022 *100 A&B
1 April 2022 70 C
1 August 2022 160 D

470
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*The bill from the contractor was received on 1 December 2021.

These payments were financed through the following sources:

(A) A short term loan of Rs. 200 million obtained on 1 April 2021 from Bank A at the rate of 16% per
annum. The surplus funds available from the loan were invested in a saving account at 10% per
annum. On 1 March 2022, ML repaid the loan using the proceeds received from a right issue of shares.

(B)  Excess cash available with ML in current bank accounts.

(@] Withdrawals from its short term investments earning a profit of 12% per annum.

(D)  Withdrawals from a running finance facility from Bank B carrying interest at 14% per annum. The

facility is also used for working capital needs.

Depreciation is charged on office building using straight line method over the estimated useful life of 20 years.

Additional information:

o Costmodel is used for subsequent measurement of all property, plant and equipment.

e Fair value model is used for subsequent measurement of all investment properties.

Required:

Prepare relevant extracts (including comparative figures) from ML'’s statement of profit or loss for the year
ended 31 December 2022 and statement of financial position as on that date.

»  Answer:

Statement of profit or loss
For the year ended 31 December 2022

Fair value gain: Warehouse W1A
Depreciation: Warehouse W1B
Depreciation: Vehicle w2
Depreciation: Building W3
Interest expense W3
Interest income W3

Statement of financial position

Mesopotamia Limited (ML):

As at 31 December 2022

Non-current assets

Investment property: warehouse W1A

Property, plant and equipment

Warehouse W1B
Vehicle w2
Office building w3
Capital work in progress (building) w3

Current liabilities
Loan from Bank A W3
Other payables (for building)

2022

Rs. m
(29.55)
(39.04)
(6.18)

364.45
150.08
488.05

2021
Rs. m
28

SPOTLIGHT

(71.81)

(5.33)
2.17

344

189.12

255.17

200
100
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Working 1A: Warehouse (Investment property: Fair value model) m

Cost [1 July 2019]

Fair value gain [till 31 December 2020]
31 December 2020

Fair value gain

31 December 2021

Working 1B: Warehouse (Property, plant and equipment: Cost model)

Cost [fair value is deemed transfer value]

Development costs

Depreciation [394x10% x9/12]
31 December 2022
Note: Fair value not used because cost model is applicable for PPE.

Working 2: Vehicle

Cost [1 Jan 2020]

Depreciation (RBM) [360 x 27.52%]

31 December 2020

Depreciation (RBM) [260.93 x 27.52%)]

31 December 2021

Depreciation (SLM) [(189.12 - 72) / 3 years]

31 December 2022

5

72
Depreication % =1 — |-——= = 27.52%

360
Expenditure 2021 [140 paid + 100 accrued]
Borrowing costs: (Jun to Dec) Specific [200 x 16% x 7/12]

Temp income [60 x 10% x 7/12]

Depreciation [not yet available for use]
31 December 2021
Expenditure 2022 [70 + 160]
Borrowing costs: (Jan & Feb) Specific [200x 16% x 2/12]
Temp income [no amount left]
(Aug & Sep) General [160 x 14% x 2/12]
Depreciation [494.23 / 20 years x 3/12]

31 December 2022

300
16
316
28
344

344
50

394
(29.55)
364.45

360
(99.07)
260.93
(71.81)
189.12
(39.04)
150.08

240
18.67
(3.50)
255.17

255.17
230
5.33

3.73
494.23

(6.18)
488.05
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In profit or loss: | Rem |

Interest expense (Apr & May 2021) [200x 16% x 2/12] 5.33
Interest income (April 2021) [200x 10% x 1/12] 1.67
Interest income (May 2021) [(200-140) x 10% x 1/12] 0.50

217

» Example 13:
The following information pertains to non-current assets of Trout Limited (TL):

Property, plant and equipment

Details of the property, plant and equipment as at 1 January 2022 are as follows:

Cost/revalued Accumulated o
Assets amount depreciation Depreciation Rlz?:e / Subsequent
ife

method measurement
Equipment 360 110 Reducing balance 20% Cost
Office building 280 56 Straight line 10 Revaluation
years*

*Remaining life at the date of last revaluation

As at 1 January 2022, the revaluation surplus related to the office building amounted to Rs. 32 million. However,
on 31 December 2022, due to a slump in the market, the building was again revalued by an independent valuer,
and this time, the office building was valued at only Rs. 156 million.

Equipment

On 1 July 2022, a new equipment was acquired by making payment of Rs. 50 million to the supplier. In addition,
an old equipment was given in exchange to the supplier. The fair values of the old and new equipment were
assessed at Rs. 60 million and Rs. 105 million, respectively. The old equipment had been acquired at a cost of Rs.
80 million on 1 July 2019.

SPOTLIGHT

Warehouse

On 1 January 2022, TL completed construction of the warehouse at a cost of Rs. 55 million for subsequent sale to
customer. However, warehouse was given on rent at an annual rent of Rs. 8 million on 1 April 2022. The fair
value of the warehouse on various dates are as follows:

1 January 2022 65

1 April 2022 73

31 December 2022 80
Other information:

e TL accounts for revaluation using the net replacement value method and transfers the maximum possible
amount from revaluation surplus to retained earnings on an annual basis.

e The fair value model is used for the subsequent measurement of all investment properties.
Required:

Prepare the notes on ‘Property, plant and equipment’ and ‘Investment property’ to be included in TL’s financial
statements for the year ended 31 December 2022.

(Comparative figures and a column for the total are not required)
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» Answer:

Trout Limited
Notes to the financial statements

For the year ended 31 December 2022

N1: Property, plant and equipment m Office building

Cost Rs.m Rs.m

1]Jan 360 280
Addition 110

Disposal (80)

Revaluation adjustment (84)
Revaluation loss (40)
31 December 390 156

Accumulated depreciation

1 Jan 110 56
For the year 56.4 28
Disposal (38.5)
0 Revaluation adjustment (84)
(_)I 31 December 127.9 0
o
El Carrying amount 262.1 156
Measurement base Cost Revaluation
Useful life/ depreciation rate 20% 10 years
Depreciation method Reducing balance Straight line
Effective date of revaluation 31 December 2022
Valuer Independent
Carrying amount under cost model
[Rs. 156m + 12 loss] Rs. 168 m
Revaluation surplus Rs.m
Opening balance 32
Transfer to retained earnings 32 / 8 years 4)
28
Loss on revaluation (28)
Closing balance 0

Charge to PL = Total loss 40 - charged to OCI 28 = 12
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N2: Investment property m

1]Jan 0
Transfer from inventory 73
Fair value gain (balancing) 7
31 December 80
Measurement base Fair value
Rental income Rs. 8m x9/12 Rs. 6m
(Wa: Actumutted depreciaion ot i eqipment | ham

Depreciation 2019 [80x20%x6/12] 8.0
Depreciation 2020 [(B0O-8)x20%x6/12] 14.4
Depreciation 2021 [(B0O-8-14.4)x20%x6/12] 11.5

33.9
Depreciation 2022 [(BO-33.9)x20% x 6/12] 4.6

38.5
On disposed [(80 - 33.9) x 20% x 6/12] 4.6 g
On remaining [(360-110) - (80 -33.9) x 20%] 40.8 5
On addition [110*x 20% x 6/12] 11.0

56.4

*New asset = fair value of asset given up 60 + Cash paid 50 =110

W3: Office building ]

Annual depreciation [280 / 10 years] Rs. 28 million
Year passed [Acc. Dep. 56 / 28 annual depreciation] 2 years
Years remaining [10 - 2 years] 8 years
Rs. m

Cost 280
Accumulated depreciation [56 + 28 for the year] (84)

196
Revaluation loss (balancing) 40
Fair value 156
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» Example 14:

You are the finance manager of Paradox Limited (PL). The financial statements of PL for the year ended 31
December 2023 are under preparation. In the beginning of 2023, PL adopted the revaluation model for the
subsequent measurement of property, plant and equipment. A new CEO has recently joined PL. He has pointed
out the following non-compliances of IFRSs after reviewing the draft financial statements of PL:

i. IAS 16 does not allow selective revaluation, so all classes of property, plant and equipment should have been
revalued.

ii. The adoption