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CHAPTER 6

REVENUE

==

This chapter will help you to:

+ understand the nature, definition and types of revenue

e deal with the measurement of revenue

= deal with the recognition of sales of goods, rendering of services,
interest, royalties, and dividends

»  apply the disclosure requirements of Section 23 Revenue in MPERS
and

| appreciate some emerging issues of revenue accounting,

enue is usually the first line item in the statement of comprehensive income of reporting entities.
s income of various types that are earned in an accounting period. The types of income that
grouped and presented under revenue depend upon the nature of the entity’s operations. The more
n types are revenues from sale of goods and from rendering of services. However, it may also include
income (of hotel operations), interest income (of financial institutions), royalties, commissions and
ds. Revenue thus represents the gross inflow of cash, receivables or other considerations arising in
y activities of an entity. The ordinary activities of an entity are any activities which are undertaken
ty as part of its business and such related activities in which the entity engages in furtherance of,

to, or arising from those activities.

case of a single entity, the identification of “what” constitutes revenue is usually not a problem in
For example, in the case of a trading company, revenue will represent sales of goods and rendering
s as these are activities in its ordinary course of business. For such companies, a sale of a property
be classified as revenue as it is not part of its ordinary activities (the gain or loss arising from the
erty would be reflected separately in its profit or loss). However, for a property developer, sales
s would be its revenue as they are activities within the ordinary course of business of a developer.
interest income is not treated as part of revenue for most entities (but shown separately as interest
in the case of banks and financial institutions, interest income is the main source of revenue.

case of a group or of an entity with diversified operations, the identification of revenue items
some difficulties. For example, a group with operations in trading, property and finance sectors
various types of revenues, such as sale of goods, sales of properties as well as interest income.
th_e group, an item such as interest income which is revenue for a finance subsidiary will not be
d property subsidiary. In such cases, the aggregation of items to be included as revenue for the
depend upon the classification of revenues accorded to each subsidiary. In other words, the
the companies in a group are consolidated as they stand in their respective income statements.
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For private entities, Section 23 Revenue of MPERS prescribes the accounting treatments of revenye
arising from certain types of transactions and events. The Standard identifies the circumstances in which tha
criteria for revenue recognition are met. It also provides guidance on the application of those eriteria.

The Standard defines revenue as the gross inflow of economic benefits during the period arising in the
course of the ordinary activities of an entity when these inflows result in increases in equity, other tha
increases relating to contributions from equity participants. The scope of the Standard covers revenue arising.
from:

(a) the sale of goods

(b) the rendering of services

(¢c) construction contracts in which the entity is the contractor, and

(d) the use by others of entity’s assets yielding interest, royalties and dividends [MPERS S23.1].

6.2 Measurement of Revenue

MPERS prescribes that revenue shall be measured at the fair value of the consideration received o
receivable [MPERS $23.3]. The fair value of the consideration received or receivable takes into account
the amount of any trade discounts, prompt settlement discounts and volume rebates. For example, a sale
transaction with a gross invoiced amount of RM 100,000 and a trade discount of 10% shall be recorded af
sales revenue of RM90,000.

An entity shall include in revenue only the gross inflows of economic benefits received and receivable by
the entity on its own account. An entity shall exclude from revenue all amounts collected on behalf of third
parties such as sales taxes, goods and services taxes (GST) and value-added taxes. In an agency relationship.
an entity shall include in revenue only the amount of its commission. The gross amounts collected on behalf g
of the principal are not revenue of the entity. )

Where transactions, such as sales of goods and rendering of services, have been conducted af ans
length and in a competitive free market exchange, the measurement of revenue is usually straightfor vard by
reference to the agreed price or consideration. This will usually consist of cash and cash equivai=is received
or receivable. In other circumstances, it may be necessary to apply the substance over form.consideration (@
measure the amount of revenue to be recognised. These circumstances include:

(a) transactions which are exchange of non-cash assets such as barter trades
(b) deferred considerations which are in substance financing arrangements, and
(c) transactions which are combination of sales and services, such as a franchise arrangement.

6.2.1 Barter Trades — Exchanges of Goods and Services

MPERS requires that an entity shall not recognise revenue: (a) when goods or services are exchanged
for goods or services that are of a similar nature and value, or (b) when goods or services are exchanged for
dissimilar goods or services but the transaction lacks commercial substance.

Where the transaction consists of exchanges of non-cash assets, such as a barter arrangement, revenue
shall be measured at the fair value of the non-cash assets received or receivable, adjusted for the amoull
of any cash and cash equivalents transferred. It is, however, important to note that in such circumstances
revenue can only be recognised if it has been eamed or realised, and not a mere transfer of assets. *:‘?E
example, a transaction involving a transfer of goods to a third party and receiving in exchange similar goods
from the third party to the equivalent value of goods transferred, shall not be recognised as a sales revenie
(in which case, it shall be adjusted in the stock account, by decreasing the amount for the goods transfe
and increasing the amount for goods received). However, when the goods are sold or services are renderedil
exchange for dissimilar goods or services, the exchange is regarded as a transaction which generates revenut:
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Example 1

A §dn Bhd transferred to B Sdn Bhd trading stocks with a cost of RM8&0,000 for an invoice amount of RM 100,000,
[n return, A Sdn Bhd received from B Sdn Bhd similar trading stocks at a cost of RM90,000 and can be sold at a retail
price of about RM 110,000, Apart from the exchange of stocks, A Sdn Bhd paid cash of RM 10,000 to B Sdn Bhd.

Required
Explain whether the above barter transaction can be recognised as revenue by A Sdn Bhd. Also, show the journal
entries to record the above transaction in the accounts of A Sdn Bhd.

Solution 1
In this case, the transaction shall be treated as a mere transfer of stocks and not as a realised sale transaction,
because it involves giving up one class of stocks and receiving another similar class of stocks, both of which are for the

purpose of A Sdn Bhd’s trading operations. The journal entry to record the transaction, assuming a perpetual stock
system, would be as follows:

RM RM

Dr Stock (new; account 90,000
Cr Stor i (old) account 80,000
Jr Zash account 10,000

However, if the transaction is in the nature of a sale to the third party for which cash or cash equivalents
would have been received or receivable, but the entity chooses to receive the consideration in non-cash assets

including stocks, the consideration in the form of non-cash asset shall be recognised as revenue on the basis
of their fair value.

Example 2

Assume in Example | that the transaction represents a sale of goods to B Sdn Bhd, but B Sdn Bhd pays for the
| goods by transferring to A Sdn Bhd a machine with a fair value of RM100,000.

f
Required
Iﬂxpla'in howr the transaction shall be recognised and show the journal entry in the accounts of A Sdn Bhd.

Iﬁpl_ntion 2

‘ . ¢ - ;
. In this case, A Sdn Bhd shall recognise the (ransaction as sales revenue because the barter trade is for a dissimilar

assel. The amounl of revenue shall be measured at the RM 100,000 fair value of the machine received. The journal
ey, assuming a perpetual stock system, would be as follows:

RM RM
Dr Machinery account under fixed asset 100,000
B Cr Sales revenue 100,000
Dr Cost of goods sold 80,000
Cr Stock account 80,000

laysian Private Entities Reporting Standard 6.2.1
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Sometimes, it may be more difficult to measure reliabl
In such circumstances, revenue may be
provided. Fair value of the goods sold o

r services provided shall be based on the selling
services.

y the fair value of the non-cash assets TeCois
better measured by reference to the fair value goods sol
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X d or SE{";5
prices for 200ds 4

Eample 3

X Sdn Bhd sold goods with a cost of RM
for the goods received, Y Sdn Bhd transferred
value of which cannot be determined reliably.

In this case, the transaction shall be reco
price less trade discount given. Note that b
RM150,000. The difference between this amo

RM

Dr Sundry assets 140,000
Cr Sales revenue

Dr Cost of goods sold 100,000

Cr Stock account

100,000 to Y Sdn Bhd at an invoice amount of RM140,000, In payme
to X Sdn Bhd non-cash assets worth about the invoic
The normal selling price of X Sdn Bhd’s goods is 50%

€ amount, {

o mark-up on
Required
Explain how the transaction shall be recorded and show the journal entry in the accounts of X Sdn Bhd. ¢
L
Solution 3

RM ‘ ;

|

140,000 |
|

| ‘

\Q

100,000 )

6.2.2  Deferred Consideration

Deferred considerations are commo
credit, such as goods
is deferred beyond tl

n for entities which provide credit to customers
purchased under instalment plan or a hire purchase transactio
e normal credit term, the transaction constitutes in effect

shall be recognised based on the normal i
as the difference between the total consi

income shall be spread over the financing period.

constitutes a financing |

e financing provided. The fair value of revenue from the sale of {

who buy goods on

“r
fr il

the consideration

rest in the arrangement,
price may be used if this is clearly the more evident. This revenue.

requirement for sale of goods. The interest income can be measured
deration receivable and the fair value of the sales revenue; and this

3

Example 4

MNO Sdn Bhd sold a stock item with a cost of

sale include a five yearly instalments of RM15,000
stock is RM60,000.

Required

Explain how the transaction above shall be recognised in the accounts of MNO Sdn Bhd.

6.2.2

RM350,000 to PQR Sdn Bhd on 1 January 19x6.
each payable at the end of each year. The cash selling price of the

The terms of th
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olution 4 : : i 15,000 x 5 years]. The cash selling price of the stock item
i tion receivable is RM75,000 [ie RM135, ¥ : i hall

The total ccmslclerable used to measure the revenue from the sale of goods. Thus, the difference of RMIi,DO{) 8 a]:L

E 60,000 am}? m?é interest income and recognised in the income statement over the ﬁ_ve-year perio L}csluéi «':; .

p reatd a‘sbd?sezlch as the effective interest rate method. The journal entries fo recognise revenue wou

rapriate bas

RM RM
60,000
) : ; :
Dr Trade receivables accoun o
Cr Sales revenue
50,000
I ds sold :
" Dr Cost of goo o
Cr Stock account

. "I'h T cace that € 1ates t] € esent value of iture CaSh pay nents a]:ld the Sf:lllllg plice Of the St“ck S
e Inieres ) t qu p S v f he
7 gw ' th(’ U R the prese: value eqllat Q At [llﬁ en(l ()‘ ca I yEa OVE [he iVe*y il rlod, m
{54 C 5
5 (] = ) ear pe; erest imcome 18

' isec at this effective interest rate, and the amount in each year and the balance of the receivable at the end of each

recognisec al it

year wii b> as follows:

i e : b'l - . .

i C i Opening amount  Interest income at 7.93% Payment received Closing amount

= RM RM RM RM
1 60,000 4,758 (15,000) 49,758
2 49,758 3.946 (15,000) 38,705
; 38,705 3,070 (15,000) 26,774
4 26,774 2,123 (15.000) 13,898
5 13,898 1,102 (15,000) -

15,000 (75,000)
6.2.3 Combination of Sales of Goods and Rendering of Services

Transactions which combine sale of goods and renderm_g of services mcludgl Sﬁle ;)\feiogﬁfglerszzgtg a;?
plus free after-sale services and technical support, franchllse arrar_lgerr}entfi erii-:ter_{;am  itiel sHpply ol
equipment and continuing services, and sale o_f goods which p1'0v1_de torh ete dsactions Sobdon
specified periods. Under such circumstances, it is necessary to split up the drand ;md b 100 iR B
components: one for the sale of goods and the other for the services to be rendered, i
separately.

i i ected
The amount to be allocated to revenue for the services to bteh provided may be Eiifiuézge? gl;eaggnmwas
i ice, and this revenue 1s recog
costs of that service plus a reasonable profit on that service, B s
i ice r iti ich i Ily based on the percentage of comple .Th
olicy for service revenue recognition {which is usually : TRIEILTIE
gif‘f'el?::uce between the fair value of the total consideration and the amount recognised for service
the revenue from the sale of goods.

6.2.3
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Example 5

W Sdn Bhd enters into a franchise arrangement with X Sdn Bhd for the latter to use and market

chicken products. The arrangement calls for payment of RM10m upfront to cover initial supply o
technical support and services for five years,

its patented fried |
f equipment plu
4
It is difficult to estimate precisely the value of the technical support and services because W Sdn Bhd products aa
unique and there is no market equivalent service prices of this nature. However, estimates of the cost to provide
technical support and services, based on the company’s similar franchise arrangements in the past, is about RM2m 4 nd
it is considered that a 50% mark-up on cost is a reasonable profit for services, 1

Required
Explain how the RM10m franchise fee shall be recognised as revenue in the accounts of W Sdn Bhd.
Solution 5

The fair value of the service revenue shall be measured first. In this case, it can be measured by reference to cost
plus a reasonable profit, ie RM2m + RM1m = RM3m. This service revenue of RM3m will be recognised progressively |
over the five-year period by reference to the stage of completion of the services provided. The difference of RM7m (ie

RM10m - RM3m) shall represent revenue from the sale of the franchise equipment. ,.

6.2.4

The measurement issue also affects the timing
measured before it can be recognised. When there are
of revenue arising from a transaction, revenue rec
resolved. Circumstances of uncertainties relating to

When there are Measurement Uncertainties

of revenue recognition as revenue must be reliably
uncertainties relating to the measurability of the amount
ognition shall be postponed until the uncertainties are
the measurement of revenue may include the following:

eterminable within reasonable limits, the recognition

Consideration — when consideration is not d
revenue shall be postponed

Costs (including warranties) — when costs an
recognition shall be postponed. Note that if th
revenue recognition is not postponed, and

Returns — where an entity is exposed to si

revenue recognition shall be postponed. N
provision for the returns shall be made an

d warranties cannot be reasonably determined. i=yonue
€se costs can be determined reasonably and acerued for,

gnificant and unpredictable amounts of goods being returned,
ote that if the returns are significant but predictable, adequate
d thus it is not necessary to defer reverue recognition,

6.3 Identification of the Transaction

6.3.1 Separating the Components in a Single Transaction

3

servicing component and account for them separ:

P

ately. The sale component is recognised based on the criteria
for sale of goods while the servicing component is recognised based on the criteria for rendering of services.

The latter may require that the sale proceeds allocated to the servicing component be deferred and recognised
as revenue over the period of the service using the percentage of completion method. Another example is
sale, as a package, of a set of mobile phones with free usage time for a specified period.
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. am S hd. The

Sdn Bhd enters into an agreement to sell 'heavy TR jstg(llin?liTCESStrﬁctio11 by

: install and commission the heavy equipment to a dam curr y equired to service the
gurecment requires Bagus to issioning s a significant part of the agreement. Also, Bagus s requit
gkun. The instailat_log a??hf-g?\lzlars from the date of completion of the installation and commlisswmng. fitra?
;é‘g@ﬁpmem ‘sl ?éno (') i thc; agreement is RM50m payable upon complet‘lo.ﬂ O.fthe msjtallatlog ai-ld C(;li;ﬂls—";lllii(;];l‘;i
The total consideration in £ tie heavy equipment, installation and comn.l(;jssm;m%; jinbt ;f;t:rziﬁﬁcate R d oo
Bagus y. A 40% mark-up on costs 1s considered a
RM25

‘ﬁé-instaﬂﬂ“o“ and commissioning, an:

"'E;smple 6

Bagus Engineering

estimates that the costs @

Ve 1 1
5m and RM10m, respective ( :
- d the service components.

Imujred

E how & 2 f g ction.
lai Bagus En&,meering Sdn Bhd shall account for revenue from the transa
Xplain (=}

3 G : . ly, the sale of equipment,
I-Sﬁl“t‘““ i ment is a single transaction, it has three identifiable components, namely.
Although the agree! i

th fallation ar 1 adte ede £ Crvice us s t! ca lC 1S ration
e 1ns 1 commissionimeg, 1 h Ier r]l],: OI. S CES. Bag na hefCiOOIel a”o e the total consideratt
rece]\;ablf " o} \ﬂ'll'ee ldeﬁtl]iable COIIH)(”leﬂtS i a Cdsonable and falI manner. (] SuC]l baS S of aHOLatl(lll 15 to
te P (FI ylus a reasonable p t fo each the co llpO ents ()f msta on al}d COmimissioning ar (l Iellde ll‘g
Of T

esfima ] f as ] roﬁ L Ilati 00/

TV d lhe balal ce al OLatEd to ﬂle S ale ()[ gOOdS COlllpOTlellT. For exa nple, ]f a 4 0 1 aI](“Up on costs 18
Gf SE€ oo, an

cons de o as [air, the allocation may be made as follows:

Estimated costs 40% mark-up  Revenue allocated

COl]lpD[lel]t M el
issi 1 5, 0, 5 0 o
' nsta”ﬂtiﬂﬂ and commissioning | 0 0 00 4400[),"(]0 4,00(),00()
| ( ) 2 : : == 2),00 ,00“
33 CI() .(} uipment _5,0(10,000 9 : O“ 0
| ) 3
. | U: 3

be recognised by the percentage of .compl e_tion method ?:‘:retl:;
the service revenue shall be recogmsec.l using the percer fition
from the sale of equipment is recognised when tl?e retilo%l i
int of delivery of the equipment or when the installation

The installation and commissioning rev?nu.e shall
period of installation and commissioml.lg. Similarly, -
completion method over the service pvjrlod. The revetr;u !
criteria for sale of goods are met (whlch may be at the p iy s
commissioning is completed, depending upon the terms o ar

6.3.2 Customer Loyalty Programmes | -, e ot
requi nts on customer loyalty programmes which are similar to i
e 1eqL|1reAm e in the MFRS Framework. This Interpretation applies to an e1L ]3; e e
Cl!§f0”?€" ey Pna)tgr': C;I%?TiZfes transaction, award credits or points w_h1ch may, subject to
%ﬁéﬁeﬁ?ﬁgﬁﬁnsﬂf blz: used to redeem for free or discounted goods or services.

]he p](]] a « erat variet 0 yS. S( (5] ogran e equ Ie CL}SII() ers (o accul lulate a
es Op e 1m a y wa p B 5
E mme

them. Other programmes
ified minimum number or value of award credits before they are able to re‘i?:{::éh:&;o i oveI?' aZpeciﬁed
?55: 1thz award credits to individual purchases or group of purCha‘fe(jl”ngrtga?‘[)izipate in a programme operated
' : me its :
: ' erate the customer loyalty programme | ; ity itself and/or rights
Eemt?"];lhe e?;t%ﬁgnggds offered may include goods and services supplied by the entity
Y a third party. The awa !
to claim goods and services from a third party. sces, To-qualify as avard credits
QR e dnsemis promided et buydgoods lE:lsdtS;;:;iiim thus discount vouchers
- . i st be a preceding sa % ’
within the scope of this Interpretation, there mu ; avc Gradits.
and other 'mcegtives given to potential customers to attract sales are not aw

6.3.2
Malaysian Private Entities Reporting Standard

L —




146 Chapter 6: F?ewenue '

For example, if a customer purchases RM10,000 worth of goods and is given 100 points that can be User
to redeem free equivalent goods of RM1.5() per point, what should be the appropriate accounting treatmenygy

One possible approach is to recognise the entire RM10,000 as revenue and cost of redeeming the 10g
points recognised separately as a provision (liability). Another approach is to (reat the sales transactiop as
having two distinct or identifiable components, the first component is the sale of goods worth RM9 85

the second component is the award credits of RM 150 recognised as a deferred income (liability) unti] they
are redeemed by the customer. '

Like IC Interpretation 13, MPERS takes the distinct components approach by requiring that an entify
shall apply this Section and account for the award credits as a separately identifiable component of the saleg.
transaction(s) in which they are granted (the initial sale). The fair value of the consideration receiveg or
receivable in respect of the initial saje shall be allocated between the award credits and the component of saje

The consideration allocated to the award credits shall be measured by reference to their fair value, g
the amount which they could be sold separately. For example, in the above case, if the 100 points cap be
used to redeem equivalent goods worth RM .50 per point (the selling price of the equivalent goods) the fair
value of the total award credits is 100 x 1.50 = RM150. If the fajr value is not directly observable, it must be
estimated. For example, if the 100 points granted in the above case have no stated value of redemption by

therefore be estimated.

An entity may estimate the fair value of award credits by reference to the fair value of the awards for
which they could be redeemed. The estimate of the fair value of award credits shall be made by referenge

to the fair value of the awards for which they could be redeemed. The fair value of the awards takes into
account:

(a) the amount of the discounts and incentives that would otherwise be offered to customers who have 1,
carned award credits from an initial sale, and

(b) the proportion of award credits that are not expected to be redeemed by customers.

If the entity supplies the awards itself, it shall recognise the consideration allocated as revenue v hen the
credit awards are redeemed and it fulfils its obligation to supply awards. The amount of revenue e

Example 7

A grocery retailer grants 100,000 points for customers who purchase goods totalling RM 10,000,000 for the month
of January 20x1. The management estimates that each point can be redeemed for RMI1.25 equivalent groceries. |
However, it expects that only 80,000 points to be redeemed.

The fair value of each point is RM1,25 80,000 / 100,000 = RM]1.00.
It defers recognition of revenue of RM100,000. Tt records the following journal entry:

RIM RM
Dr Cash 10,000,000
Cr Revenue 9,900,000
Cr Deferred award credits 100,000
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{in e 11s] arc 20x 4[) 00 )(]. S are re ed 1 hang fOI' grOCﬁl'iC. = hUb,
A gSUITIE q "C 0 deCl 1E( eXcC! c S
a i C F uarter ended _)1 M ¥ N a > l :
COE ises revenue of 40,000 J‘ 80,000 x RIVI] 00,000 = RI\/ISU,OOO Ihe Ollmal entr y Wou d be
ﬂ e a_ﬁ'[‘-ly reco

' 50,000
Dr Deferred award credits

50,000
Cr Revenue

' d credits is RM50,000.
lance in the deferred award cre | ‘ S T
The ba al]. he second quarter, management revises its estimate anq now expegtsﬁO,ﬂ?}(}}S Cpucr}}llnufative Eoaptren
Suppose m the cond quarter, 41,000 are redeemed (total to date is 81,0‘0() poin 5)'_ voeyeme
ey ﬂgelsg;gn/ 9% 000 . RM]OO 000 = RM90,000. Thus, the entity recognises revenue o A
entity recognises 1s 81, i
the second quarter.

: : dits will reflect
, . - dif vards, the fair value of the award crec .
< from a range of different awar s, ) i which each
[fcust?mefs 1b Lt}?eci];;}gsz of available awards, weighted in proportion to the frequency with w
the fair valuez o

award is expected to be selected.

"

i tel a total of
O ded 31 March 20x1, a hotel operator grants customers who have stayed in the hote
For the quarter en ) ?

ree spa (reatment.
“free stay” food and beverage, and/or free spa
'5 000,000 points which can be used to redeem “free stay”, free foo
The terms of the redemption are as follows:

No of points for redemption Normal selling price

RM
400
2,000
Free one-night stay 1,000 100
Free food & beverage 1,500 160

Free spa treatment

L] £

BaSed on the O])ElatOI ) pa exp ence there is a 40% l()babll]ty tha Sto pt

st experien a i p t cust 15(3[‘8 W I o for the free one-ni L
y Yo y for he Dth(ﬂ t Fur h S €8 lha‘. 2 /{l

‘Sta and a 30 0 ]}10 yabilit each of t WO awardas It further estima 0 (0] 1e customers wi (

redeem their award credits, o} .
The fair value of each point in the award credits is calculated as follows: i
(400 / 2,000) x 40+ (100 /1,000) x .30 + (180 / 1,500) = .30 = RM0.146 per pomc.1 bl
At the end of the first quarter, it defers revenue recognition attributable to the award cre ,000,

een ;
80% = RMS584.000.

5 . ‘ d e =
If a thlId jl Y W y ethe: it i (:()Hﬂctlﬂ" the C(}nSIdEJ ation to the awar T EdltS
i pp i ty assesses Wh th T 1L 1S ; )
4 d S| lleS ﬂ'le awa dS, the enti AL 2
on its owi account (le das the pr]nl.ipal i]:l the tfansactloﬂ) Or on behalf Ofthe thl.d par t)‘ (35 an agent fOI ﬁle thir d paItl

In which case; . . :
ity i i i i f of the third party, it shall: .
(a) if the entity is collecting the consideration on behal : P T
{1) measure its revenue as the net amount retained on its own accoun.t, ie the ; T et ahie
) : ,
allocated to the award credits and the amount payable to the third party for supplyl

i i o supply the awards and
(i1) recognise this net amount as revenue when the third party becomf:s obhgseodmi 5 511; ﬁward TRGR
entitled to receive consideration for doing so. These events ma)é o;cur as‘tl S o AT
i ith
i i an choose to claim awards from e :
ranted. Alternatively, if the customer c : < o
ﬁwsc events may occur only when the customer chooses to claim awards from the party
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Dr Cash
Cr Revenue

Cr Payable to thi

consideration allocat
the awards.

Required

Solution 9

customer is lending money t

arrangement. Thus, no reven

For example, an entity grants 1,000
a fair value of RM0.50. The points can be r
consideration for the points on behalf of the

In this case, the entity records the initial sales {ransaction as follows:

(b) If the entity is collecting the consideration on its own

- i ; mto an agreement to buy Sack
property at the end of Year 2 for a pric - nded at 8% per annum for tw

Explain how the property developer shall account for the sale of the property above.

The arrangement as a whole

property developer. For exam
the customer the agreed buy-back price, Accordingly,

botrowing (a financial liability) with interest at 8% pera

edeemed by the customer from a ¢
third party.

RM
10,000

9,500
500

rd party

account, it shall measure itg fevenue as the g

ed to the award credits and recognise the revenue when it fulfils its obligations in respe

% per annum to the customer. In elfect, th§
0 the property developer as risks and rewa I

ple, if the property value were to drop bel
the transaction as a whole shall be viewed as financin

ad, the consideration received shall be treated as a form of
nnum. ‘

ue shall be recognised. Insie

2017 Commerce Clearing House (Malaysia) Sdn Bhd

points to a customer from an initial sale of RM10,000 and each poin{ h.

hird party. The entity colleggg

enue

hapter 6: Rev!

i iti e made by reference to the agreement
i the' g Ao ;E:izl;\llcl-{icgf:rt)gz, C1f’lz‘a][\}f;3nue shall be recognised‘ 'at the ?tc;;rrii:;
nvo'lvadc;ntothaectiizgncr or. when services are provided. How:et:_ver, ()W[‘};;l\, igﬂgeumi] s
fime Wher g'OOdS o f eléglelreition exist, it may be necessary to_defer the lfciosir;lei/(ir:] s e
wﬁcerniﬂg - Elgﬁjed In such cases, it may be more appropriate to recogn
uncertainties ar

Thus, the pre-requisite con

1n most circ IR
petween the parties 1

> i d that at
e e e Throta rollooton
_ . ;
- 500ds or rendering of services, it would not be unreasonable tt?ﬂt?[;(]gzte collection. revenue
the time of sale‘of 200 the rendering of the service, it-is uln‘reasonable to ?Xg)';:'c el romsonable ex nentition
If-ét i time];ﬁ]ﬁ)l: ;gstponed Th;se pre-requisite COHdlthI‘ILS og meag;nie; cliz);ing of services or any other
oopition sha ' f revenues, be it sale of goods,
recognt ion apply to all types of reve »
- timate collection app
of ultima
: i Id be reasonably
- iti e likely that at the time of sale of good§, ultimate cqlle&%tloﬁ ::;(s)gssed s doubtful
i 1lo:i 3(]}t have made the sale had the ultimate collectmg ee F sale ot the rendering
entity would n : ; : te of sa
inti = C'Htlt{ii\zg ultimate collection are more hkelly o arise e ttl:flreﬁ;dy recognised in revenue,
Uncertainties surlOE“ ncertainty arises about the collectability of an amoun i toboprobimblesissreomrisn
of services. When: ‘:)L]:n'[ or the amount in respect of which recovery hashceabt; adinstment to the atnouit of
the uncollectat?"? C :xami;] e. bad debt or doubtful debt expense), rather than an ad)
. 101 )
45 an expensc (-

revenue orizinaly recognised.

[n practic
axpe{',ted; as t

65 Sales of Goods

[\/lPE es at revenue 1Irom e eo a l c 1e Si—:(l W t < ;0 owin COI"Idl ons
R [‘eq 11
the er t )‘ 1 the g OdS
h t ty l as I‘EmeEJ re d to the bu er the Slgll]flcant IISkb and leW'a.l‘dS Of QwWners p (y)‘ 0
€ th [Y Ietal“s elthe]: C()]lll 1111 nager al 1 1 t 1 gr u
g ma = 1 nv(}]\’{- nent to t < df: cc Suai aSS()Claled W
OWﬂGI’Shlp nor ef..BCHVB COIltI‘O] QVver the gO(JdS S(]ld

(¢) the amount of revenue can be measured rellabet d with the transaction will flow to the entity
: . i fits associated w1 . RS
it ble that the economic bene - ed reliably [MPE
ol Pmbﬂ_ d or to be incurred in respect of the transactions can be measure y
the costs incurre

- inci wnership and the other
‘er of risks and rewards incident fo o and the i1
; of goods, the transfer of risks var : e
i Iﬂ‘ e Ca?e; Zfaiatl]fz san%e time when the legal title is transferred, Whl}i'h ft:(;t?]?e e Eotu ool
€l‘}terla i SE}US 1P;f ossession, or the transfer of risks and_ rewards of leilers ni e s oous s baied
:L’lth - gefls;lrré%aiol silie trallsa(;tion the recognition criteria \{vou}c{[ _}gwe a;egccur ki iy
e i ; sfer of legal title m T et
! er, in other cases, the trans : ; . e e
Pacsi thfe p?)gz:;éilgg\;f ‘(])f the risks and rewards of ownershl]_ak.1 Fgr ei@nlglﬁ;lgililfag oo pa%d iy
Ee e i i ly occur after the final ins ! : =
. ‘ b e i he ti d is delivered to the
}gm E”“jhid & tge Hézigiro(}fo:v%ler%hip are usually transferred at the time when the goo
ut the rislks and re S

£ 1150 SOIT t | 1 € necessar y1 sess the circuly stances o ﬂ et a t d(’-terﬂ]lnt
5 nsaction to
ases, 1t ay b CESS 0 as
¢ other ¢ 5

b i 1 ific i f

lhethe[ I Sl{S al (l cwa (lS i etain a Slgn]l Lallt l‘lsk [8)

[ 1.he buyer. All eﬂt]ty may r ‘ ! - ;

i have been trans effed to d 5 B l ;

DVLHEISh— ] i b\eﬁr Of wavs Examples Of SitllatiOIlS n Whlch l’.hE: ellilty l'nay retain tl e85 g ificant risks
!p i a num y .

and rewards of ownerships are: . . I
(a) hen the entity retains an obligation for unsatisfactory performance not co y
wher

prCVis]'OnS i - - a ].-On OI revenue b)’ t] €
) i t hC cvenue fl‘o T a paﬂicular SalC 15 contingent on the del]\r
(b h‘heﬂ the I‘CCEIp 0 V

buyer from its sale of the goods

6.5
Malaysian Private Entities Reporting Standard




150

Chapter 6: Revenye

(c) when the goods are shipped subject to installation, and the installation is a significant part of the contract
which has not yet been completed by the entity, and
(d) when the buyer has the right to rescind the purchase for a reason specified in the sales contract and the 3.

entity is uncertain about the probability of return [MPERS $23.13].

. In the circumstanc_e when only an insignificant risk and reward of ownership is retained, the transaction
is a sale and revenue is recognised. This includes circumstances when a seller retains the legal title to the
goods sold solely to protect the collectability of the amount due, sales of goods subject to installation but the

installation is a simple process (such as installation of a TV antennae that comes together with the sale of the 4.

TV_ set), sales of goods subject to returns (for example, money-back guarantee sales) but the returns can be
estimated and provided for.

In some rare cases, significant uncertainties may exist at the point of sale concerning probable inflows of
future economic benefits from a sale transaction. In such cases, when the inflows of future economic benefits
are not probable, revenue is recognised only when the uncertainties are resolved. Where the uncertainties

continue, revenue is recognised only when the consideration is received (ie recognised on the cash basis) 3.

The Appendix to Section 23 provides examples for interpreting when risks and rewards have been
transferred in some circumstances of sale of goods. These are summarised as follows:

Type of Sale Transaction Revenue Recognition

1. “Bill and hold” sales in which delivery is |When the buyer takes title, provided:
delayed at the buyer’s request but the (
buyer takes title and accepts billing.

(b) item is on hand, identified and ready for delivery

(¢) buyer acknowledges the deferred delivery

(d)

the usual payment terms apply. |

2. Goods shipped subject to conditions of’

(a)  Installation and inspection. When the buyer accepts delivery and installatior and

a) delivery is probable 6.

instruction, and \ 7
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¢ of Sale Transaction
flype of 7€

Revenue Recognition

Lay away sales where the goods are
delivered only when the buyer makes the
final payment in a series of instalments.

When the goods are delivered.

When experience indicates that most such sales are
consummated, revenue may be recognised when a
significant deposit is received, provided the goods are on
hand, identified and ready for delivery to the buyer.

Orders when payment (or partial
payment) is received in advance of
delivery of goods not presently held in
inventory, for example, the goods are still
to be manufactured or will be delivered
directly to the buyer from a third party.

When the goods are delivered to the buyer.

Sale and repurchase agreements (other
than swap transactions) where the seller
concurrently agrees to repurchase the
same goods at a later date, or when the
seller has = call option to repurchase, or
the buyer has a put option to require the

Need to ascertain whether, in substance, the seller has
transferred the risks and rewards of ownership to the
buyer and hence revenue recognised. When the risks and
rewards of ownership are retained, the transaction is a
financing arrangement and does not give rise to revenue.

renurchase, by the seller, of the goods.

T2.e8 to intermediary parties, such as
distributors, dealers or others for resale.

When risks and rewards of ownership have passed.
However, when the buyer is acting in substance as an
agent, the sale is treated as a consignment sale.

Subscriptions to publications and similar
items.

Straight-line basis over the period in which the items are
despatched, for items of similar value in each period.
Basis of the sales value of the item despatched in relation
to the total estimated sales value of all items covered by
the subscription, for items that vary in value from period
to period.

inspection are complete.

Recognise immediately upon the buyer’s 4cceptance
when:

(i) the installation is simple in nature, for example,
installation of a factory tested television receiver, or

Instalment sales, where the consideration
is receivable in instalments.

At date of sale, revenue is recognised based on sale price.
Sale price is the present value of instalments receivable,
discounted at an imputed rate of interest (equivalent cash
sale price may be used). Interest element is recognised as
revenue as it is earned, using the effective interest

method.

(ii) the inspection is performed only for the purposes of
final determination of contract prices, for example,

shipments of oil, tin ore, sugar and soya beans.

(by On ap_proval when the buyer has  |If uncertain about the possibility of return, revenue is
negotiated for a limited right of recognised when the shipment has been formally
return. accepted by the buyer or the goods have been delivered

and the time period for rejection has lapsed.

(c) Cops.ignment sales where the When the goods are sold by the recipient (consignee) to a
recipient (consignee) undertakes to |third party.
sell the goods on behalf of the
shipper (consignor).

(d)  Cash on delivery sales. When delivery is made and cash is received by the seller

Or its agents.

6.5 2017 Commerce Clearing House (Malaysia) Sdn Bhd

6.6 Rendering of Services
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Services cover performance of contractually agreed tasks such as installation, consultation, service of
architect, engineers, accountants, lawyers and other professionals, financial service such as a loan syndication,
franchise, etc. In some cases, the performance of a service is a one-off transaction and generally short-term
in nature. In other cases, the performance may stretch over several accounting periods.
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6.6.1 Recognition of Service Revenue

An essential feature of any service contract is performance. Thus, revenue shall be recognised gg 1.
service is performed. MPERS requires that when the outcome of a transaction involving the rendering of
services can be estimated reliably, revenue associated with the transaction shall be recognised by refere@
to the stage of completion of the transaction at the end of the reporting period. The outcome of a transactjg,
can be estimated reliably when all the following conditions are satisfied:

(a) the amount of revenue can be measured reliably
(b) it is probable that the economic benefits associated with the transaction will flow to the entity

(c} the stage of completion of the transaction at the balance sheet date can be measured reliably

(d) the costs incurred for the transaction and the costs (o
[MPERS S23.14].

complete the transaction can be measured reliably

The recognition of service revenue by referen
referred to as the percentage of completion me
periods in which the services are rendered. T
and these include:

ce to the stage of completion of a transaction is commop]y
thod. Under this method, revenue is recognised in the accountiyy
he stage of completion may be measured by a variety of methgds

(a) surveys of work performed

(b) services performed to date as a percentage of total services to be performed, or
(¢) the proportion that costs incurred to date bear to the estimated total costs of the transaction.

An entity shall select the method that measures reliably the services performed. Progress payments ang
advances received from customers often do not reflect the services performed.

Example 10

O

Information Management Sdn Bhd is a management company that provides consultancy services to its cliei tg)

On 1 January 20x2, it secured a contract to provide IT consultancy to one of its client for a period of three years. The
fotal consultancy fee receivable is RV20,000,000. The costs of providing the service are mainly professicia: fees,

staff costs, supplies and materials used and allocation of overheads. As at 31 December 20x2, the folluw ing cosls
mcurred and costs estimate were made:

RM*000
Costs incurred to date 5,060
Estimate of further costs to complete service 9,600

The company uses costs incurred as a basis to measure the stage of completion of a service contract,
Required

Determine the amount of service revenue that shall be rec

ognised by the company for the year ended 31 _
December 20x2.

Solution 10

Stage of completion = Costs incurred to date / Estimated total costs

= RM5,000,000 / (RM5,000,000 + RM9,000,000)
=35.71%

6.6.1 2017 Commerce Clearing House (Malaysia) Sdn Bhd
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i : = : i e
re. the amount of revenue that shall be recognised is 35.7% x RM20,000,000 RM7,142,000. The inconi

refo ;
Th:nl would show the following result:
|- RM
: 7,142,000
Eopsultancy fee revenue (5,000,000)
(Costs of service provided 2,142,000

Gepvice profit

m i t
The estimated total profit is RM6.000,000 and based on 2 35.71% completion as at 31 December 20x2, the amoun
sti 000, &

! o;tiecognised can be reconciled as 35.71% = RM6,000,000 = RM?2,142,000.

of pro

e

of

seful i i revenue is
The percentage of completion method has been argued as morde u_seful 1nf(_)r1§13.ltt1(i)srlﬂtljjse;?; T B
; " servi ivity a period. m
and performance during a p :
recogni sed on the extent of service activi ng: . e iome.
Coﬂ 1Ste : t;?ormance of services. However, there could be uncertainties surrounding the ultimat m
fo refiect pe

m inti he ¢ timates.
h as on the amount recoverable from the customers and the uncertainties on the cost es
such as

. i 1 " time, an
ervices are performed by an indeterminable number of acts over a Spemﬁ‘id Pef’;(’gv?dtetrlgé that
t-Wh:oS; ﬂ“;]esbrevcnue on the straight-line basis over the specified period unless there i
ity recoga - .
'::)Imtgother méthod beter represents the stage of completion.

o . . o
: For exan ple- an e“ginee i“g en[lt} enters into a transaction (o Pl'()vlde a buﬂd]e Of services to a cust € s &
<l
E, I]d]e O SE:l\riCEIS is not Spebiﬁed ut baSed or the nEedS ()f he customer over three years. The nun’lbe’ U{ acts ¢ : 10
. i 1 y ars iS RM m. in 15 case,
be dﬁterﬂ]ined at [lle mCeptiOﬂ {)i the contract. he total CDDSldeTﬂtlon OVEr th]'ee (= !l h evenue

is recognised on the straight-line basis of RM Im per year.

6.6.2 When the QOutcome is Uncertain

ion i i eri ices not
The Standard requires that when the outcome of the transaction involving the rendcrmgﬂo‘f S?;\;I;fi lcl::? -
be estiﬁlated reliably, revenue shall be recognised only to the extent of the expcli;ses; l‘:';;]z%cd v
erable [MPERS 823.16]. Thus, when the outcome of a service contract cannot be es 3
recov 16]. ]

profit is recognised.

e i i i 1 rineering contracts (ie

Halia Engineering Sdn Bhd provides engineering services to its clients. For brwo (11 1t:t :él%:]liie; ]1;1g T‘]:;nmlai fées
Contract A and Contract B), management has concluded that the outcome.cannot e Ces I::actA e exﬁeﬂses -
receivable for Contract A and Contract B are RM 10m and RM15m, respectively. For Con -S ,'J;cm-,-ed G
to date are RM2m, all of which are recoverable from the customer. For Contract B, expense

RM5m of which RM 1m is not recoverable from the customer.

Required , e
Determine the amount of revenue that shall be recognised for Contract A and Contract B, and the correspo g

profit or loss.

Solution 11
Contract A Contract B
RM RM
Service revenue 2,000,000 4,000,000
Expenses incurred (2,000,000) (5,000,000)
Profit/(loss) nil (1,000,000)

6.6.2
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summarised below:

The Appendix A to Section 23 provides examples of revenue reco

Chapter 6: Heve“u;

Type of Service

Revenue Recognition

1 |Installation fees.

the installlation_, unless they are incidental to the sale ofy
product, in which case, they are recognised when the
goods are sold.

2 |Servicing fees included in the price of a
product.

sales support and product enhancement of the sale of

software) included in the selling price shall be deferred
and reco_gni.sed as revenue over the period during which
the service is performed. The amount to be deferred shaj]
cover the expected costs of the services under the :
agreement plus a reasonable profit on those services.

3 |Advertising commissions.

Medla_ commissions are recognised when the related
advert1s§ment or commercial appears before the public
Production commissions are recognised by reference tol
the stage of completion of the project.

4 |Insurance agency commissions.

If the agent does not have to render further service
agency commissions are recognised on the effecti\;e
commencement or renewal dates of the related policies
Ifit is probable that the agent will be required to rendef

Recognised by reference to the stage of cornpl;i;;;f‘%1

An identifiable amount for subsequent servicing (eg after |

gnition for some services and these are

—_

furthel_' se_rvic-es during the life of the policy, the |
commission, or part thereof, is deferred and recognised |
|

as revenue over the period during which the policy is 1a
force. :

5 |Admission fees.

Reve_nue from artistic performances, banquets.and other
special events is recognised when the event akes place
Whgn a subscription to a number of evenis is sold, the .
fee is allocated to each event on a basis which reﬂ:acts the
extent to which services are performied 4t éach event.

6 |Tuition fees.

Recognised over the period of the instruction.

Initiation, entrance and membership fees:

(i) If the fee permits only membership
and all other services or products a;e

paid for separately, or if there is a

separate annual subscription.

(11) If the fee entitles member to services
or publications to be provided during
the membership period, or to
purchase goods or services at prices
lower than those charged to non-
members,

The fee_ is recogn_ised as revenue when no significant
uncerfainty as to its collectability exists.

The fee is recognised on a basis that reflects the timing,
nature and value of the benefits provided.

6.6.2

2017 Commerce Clearing House (Malaysia) Sdn Bhd

)

chapter 6: Revenue

155

Type of Service

Revenue Recognition

8 Franchise fees.

These may cover the supply of initial and
subsequent services, equipment and other
tangible assets and know-how.

Recognised as revenue on a basis that reflects the
purpose for which the fees were charged.

Supplies of equipment and other tangible

(a

—

assets.

The amount, based on the fair value of the assets sold, is
recognised as revenue when the items are delivered or
title passes.

—(_5)_ Supplies of initial and subsequent services.

(i) When the separate fee does not cover
the costs of continuing services
together with a reasonable profit.

(i) Whei ftanchise agreement provides
foi franchisor to supply equipment,
mventories, or other tangible assets,
at a price that does not provide a

| reasonable profit on those sales.

(iii) Area franchise agreement covering a
number of individual outlets.

Fees for the provision of continuing services, whether
part of the initial fee or a separate fee, are recognised as
revenue as the services are rendered.

Part of the initial fee, sufficient to cover the costs of
continuing services and to provide a reasonable profit on
those services, is deferred and recognised as revenue as
the services are rendered.

Part of the initial fee, sufficient to cover estimated costs
in excess of that price and to provide a reasonable profit
on those sales, is deferred and recognised over the period
the goods are likely to be sold to the franchisee. The
balance of the initial fee is recognised as revenue when
performance of all the initial services and other
obligations required by the franchisor has been
substantially completed.

Fees attributable to the initial services are recognised as

revenue in proportion to the number of outlets for which
the initial services have been substantially completed.

Continuing franchise fee.

(c

—

Fees charged for the use of continuing rights granted by
the agreement, or for other services provided during the
period of the agreement, are recognised as revenue as the
services are provided or the rights used.

(d)| Agency transactions.

Transactions between the franchisor and the franchisee,
which in substance, involve the franchisor acting as
agent for the franchisee. For example, the franchisor may
order supplies and arrange for their delivery to the
franchisee at no profit. Such transactions do not give rise
to revenue.

9 |Fees for development of customised
software.

Recognised as revenue by reference to the stage of
completion of the development, including completion of

services provided for post-delivery service support.

6.7 Interest, Royalties and Dividends

Revenue arising from the use by others of entity assets yielding interest, royalties and dividends shall be

recognised when:

(a) it is probable that the economic benefits associated with the transaction will flow to the entity, and
(b) the amount of the revenue can be measured reliably [MPERS 523.28].

Malaysian Private Entities Reporting Standard
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CHAPTER 15

OTHER FINANCIAL INSTRUMENTS
ISSUES

This chapter will help you to:

« ~understand derivative instruments and the accounting for such
instruments

< understand financial risks

)« understand the basic principles of hedging and deal with hedge
accounting, and

+  apply the disclosure requirements on derivatives and hedge accounting.

.1 Introduction — Scope of Section 12

* This Chapter covers the requirements of Section 12 Other Financial Instruments Issues of MPERS that
I with other, more complex financial instruments and transactions that are not basic financial instruments.
main areas dealt with in this Section are derivative instruments, other complex instruments and hedge
sounting. The Section would not be applicable if a private entity applying MPERS has only basic financial
ments, which are covered in Section 11.

.1 Contracts to Buy or Sell Non-Financial Items

Most contracts to buy or sell a non-financial item such as a commodity, inventory or property, plant and
jipment (PPE) are excluded from this Section 12 because they are not financial instruments. However, this

ion applies to contracts that impose risks on the buyer or seller that are not typical of contracts to buy
sell tangible assets. For example, this Section applies to contracts that could result in a loss to the buyer
seller as a result of contractual terms that are unrelated to changes in the price of the non-financial item,
ges in foreign exchange rates, or a default by one of the counterparties [MPERS $12.4].

ple 1

Entity K purchases crude palm oil (CPO) from plantation entities and processes the CPO into consumer products.
November 20x8, Entity K has contracted to purchase 1 0,000 tonnes of CPO from various plantation entities, the
& of which will be determined when the CPOs are delivered in three months’ time. As at 30 November 20x8, the
itment date, the price per tonne of CPO is RM2,500. At 31 December 20x8, the company’s year-end date, the
of CPO increases to RM3.200 per tonne. Based on the selling prices of the consumer products at year-end, Enfity
mates that there will be loss of RM300 per tonne of CPO when the CPOs are processed into finished consumer

cts and sold.

Malaysian Private Entities Reporting Standard 15.1.1
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Although the contract to purchase CPO is not a financial ite

1, it has become onerous at the end of the TePorting '
period. Hence, Entity K shall recognise the loss as follows: -

RM

Dr Loss on onerous contract in profit or loss 3,000,000

|
Cr Provision for onerous contract (300 x 10,000) 3,000,000 i
Ii

|

— lo recognise loss on an onerous coniract,

15.1.2 Non-Financial Contracts with Net Settlement in Cash

This Section also applies to contracts to buy or sell non
cash or another financial instruments, or by exchanging financial instruments as if the contract were
instruments, with the following exception: contracts that were entered into and continu
purpose of the receipt or delivery of a non-financial item in accordance with entity’s exp
Or usage requirements are not financial instruments for the purpose of this Section |

There are various ways in which a contract to buy or sell a non-financial item can be settled net in cash or
another financial instrument or by exchanging financial instruments. These include:
(a) when the terms of the contract permit either
or by exchanging financial instruments

when the ability to settle net in cash or another fin
instruments, is not explicit in the terms of the contract,

contracts net in cash or another financial instrument, or
with the counterparty,
or lapses)

-financial items if the contract can be settled net i

financjy|
e to be held fgr the
ected purchase, sale
MPERS S12.5].

party to settle it net in cash or another financial Instrumen;
(b) ancial instrument, or by exchanging financig]
but the entity has a practice of settling similap

by exchanging financial instruments (whether
by entering into offsetting contracts or by selling the contract before it is eXerciseg

(¢) when, for similar contracts, the entity
it within a short period after deliver
fluctuations in price or dealer’s margi

has a practice of taking delivery of the underlying ana coliing
y for the purpose of generating a profit from shortterig price
n, and

(d)

when the non-financial item that is the subject of the contract is readily convertible intc cash.

Example 2

If'a manufacturing entity enters into a forward contract wit
month forward, and it takes delivery of the CPO at the en
forward contract, though a commodity-based derivative, is n
Similarly, for a commodity producer that enters into forw
delivery of the commodity on maturity,
the entity’s expected sale requirements
contracts are outside the scope of MPE

h a plantation entity to purchase 10 tonnes of CPO th
d of the three-month period for its usage in processing,
ot within the scope of derivative accounting in

ard contracts to sell its commodity forward and m:
such contracts are for the purpose of delivery of the commodity in accord
and are thus outside the scope of MPERS. Note that although such forw
RS, it may be necessary to assess whether any of such contracts has become
d exceed the benefits expected), and if so, recognise a provision (as expla

in Example 1).

For commodity-based contracts that are cash-settled, they shall be accounted for as if they were financial
instruments. This would typically apply to most commodity futures contracts. For example, if an entity enters
into CPO futures contracts on the firtures exchange to buy or sell CPOs, whether for trading or for hedging

purposes, those contracts are accounted for as financial instruments, regardless of whether the CPO contracts
traded are cash-settled contracts or physical delivery contracts.

For commodity forward contracts that an entity trades on and takes a short-term

profit margin, they shall
also be accounted as financial instruments within the scope of MPERS.
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i forward contract to purchase a commodity with a counterparty. It takeg clehverg of the
A ]'mo P d sclls the commodity forward to another counterparty. In thls'caseg _oth the
o it Sg?n pﬁriﬁe commodity shall be accounted for as financial ins@meuts notwﬁhs'taridmg that
. t_O b]U()if El"r\l/e : Z?' the underlying commodity. The exception applies only if the gross physical delivery
o Iz)l;zs(])(f:‘z:neztilngrgle entity’s expected purchase, sale or usage requirements.

An entity ente‘
”odjty and wit

this Section is the same as that applied for basic ﬁnanc;:ﬂ ;Estgcl::ter:giilﬁ
ancial liability only when the entity has become a part)lz_ ot_ e gontractua
le for recognition is based on the rights and (_)b igations approach,
the date it enters into a contract with a counterparty.

The recognition requirement in
ised a financial asset or a fin al |
isions of the instrument. As Fhr-: princip
P~1‘O;rn’:ity recognises all of its derivative contracts on
an

contract where there is no initial outlay, the entity recognises its rights and

2, in a forward e e 4 g i eptually different
l'FOE' E;isﬂ [:;ptgé éont“ract even if the net fair value is nil. Recognition of a nil amount 1s conceptually
obligatlo

: tity recognises
ecognitidribecause the fair value of the contract may change s:ﬂ;\s{c_a&ute}gtslifeﬁ:i gz eet;]t 351(1 deri%ative
g0 1o reCOgnUE : in the subsequent remeasurement. With »
: in fairwvalue in the contract in the subseq e 2 ce sheet).
g 11111 'E;e an balance sheet (in the previous PERS framework derivatives were off-balan )
contracts will ; &

) M. | |
15.2.( Derivativ ' R
ivatives are instruments that derive their values from changes in values of their ying primary
erl ~ . - " :
1 t:lments. A derivative as a financial instrument or other cont_rauts. nfimtmmads
4 I lue changes in response to the change in a specified interest rate, security price, comm
whose valu

| it rati it i imilar variable
E foreign exchange rate, index of prices or rates, a eredit rating or credit index, or sim
price, e rate, e
sometimes called the “underlying”) . . ‘ oy
(b) Eh t requires no initial net investment or an initial net investment that is smaller than wo qui
(o) al

1mi in the market
for other types of contracts that would be expected to have a similar response to changes in a
or 0
conditions, and
is future date.

(¢) thatis settled ata | N

Derivative instruments create rights and obligations thgt h?,ve the effeqcrth of t(li'inj(f}i:rrrlle Cge ke bl
the financial risks inherent in an underlying primary ﬁnangal 1r{[§trr111r:)1{?$.e Cof]}t/ract ecasaey ool e

i i ial instrument on inceptio

transfer of the underlying primary ﬁpanc:a BmERs O
not necessarily takes place on maturity of the derivative instrument.

; ts, swap contracts, option
ivative 1 2 d contracts, futures contracts,
f derivative instruments are forward _ | . e oo
mnﬁzggp]ﬂ?br?d or synthetic instruments that combine options m swap contracts or other
: g in debt instruments.

such as caps, floors or collars in o |

ildi g nancial
The diagram below provides a simplified view of the building blocks to derivatives and finan
instruments.

/ﬂ Synthetics
Derivatives Call options Put options
.u'/ Forwards Futures Swaps
Commodity Index of price or
ity pri Interest rate Currency rate '
Underlying Security price e 3
instruments
15.2.1
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15.2.2 Financial Risks

UIl

In the study of thig Section, an understanding of financial risks
hedging and hedge accounting. Financial risks refer to the volatility or
cash flows of financjal mstruments. Financial risks are classified into t
(a)  marker risk, which is the risk that the fair value or future ¢

fluctuate because of changes in market prices. Market risk co
(1) currency risk, which is the risk that the
fluctuate because of changes in foreign exchange rates

(ii) interest rate risk, which is the risk that the fair value or future cash
will fluctuate because of changes in market interest rates

is crucial, particularly in fhe :
variability of the fair valyeg or

Lr K { Forward Contracts
he following types:

. .
y
o dal cOor tra thetwean [)aI‘tIES to bll or Se“ an asset at a SPEC!“ed
a.Ct 15 4 non stan d]sed e two )

lying asset in the future
arty that agrees to buy the underlying e ocailien The

ontr .
fﬁtr&a;SuiTe and at a price agreed tOdath?hoenp h
i ' ate of the contract. ' ture assUmMes a s :
i rocci on e gﬂe the party that agrees to sell the asset m;he faLxlrc\ rice at the time the contract is
ga 2 lone pos}tlonl?:d the delivery price, which is equal to the forward p
is ca
agreed upon

ash flows of a financial instrumeng o

: ¥ tract on:
R derlying asset. The more common oOnes are forward con
y n any undaerlyl '
d contract can be o
- A forwar

iti rities)
ity securities and bond secu
o I . : ;s ! i ; asset (such as gold, equity
(iii) other price risk, which is the risk that the fair value or future cash flows of a financial ing I an mvestmelnt B s, g
will fluctuate because of changes in market prices (other than those arising from interest rg B ption asset (su

ontract), and
forward USD currency ¢ o
ign currency (such as a ced to KLIBOR).
e interest rate (such as a forward rate agreement referen
ference 10

Ip l)etwee t (5] TW d p cea dt e ()t p 1ce expla ed by the Sp()t'f O[V\‘ald Pal’ y -
11 h 0 ar TiIce an h Sp T 18 11 It

flows of a financia) ins

(b)  credit risk, which is the risk that one party to the
other party by failing to discharge an obligation

(¢)  liquidity risk, which is the r
with financial liabilities.

are

The relaticna
s follows:

isk that an entity will encounter difficulty in meeting obligationg assog;

with simple compounding, or
with continuous compounding

e B R

fo=So e’

15.3 Measurement Principles

15.3.1 Initial Measurement o e o
is the cost of carry _ . b

? 11: the time to maturity, express 1n years or fractlc;nzo;z; zg

e is the base of the natural logarithms = constant ol 2. 3

When a financial asset or financial liability is recognised initially, an entity shall measure it at )
‘ value, which is normally the transaction price [MPERS 512.7]. In the absence of any evidence to 1
otherwise, an entity may presume that the transaction price is fair value. For example, the price paid

acquire a private debt instrument is presumed to be its fair value without having to subject i 19 a present
value calculation.

Fﬂaerﬁ: Fo is the forward price
|
3
i

Transaction costs are exclud

15.4.1.1 Forward Contract on an Investment Asset
‘ 5.4.
\ measured at fair value which ch

ed in the initial Mmeasurement if the financial asget or

ty share that pays no dividend), the cost
anges in fair value recognised in profit or loss,

financial liability is where Rf is the risk-free rate of

i equi

For an investment that provides no income Efc%r eéarﬁlf?fff: F% e

of is the risk-free rate of return. Thus, Fo.— o} ek e

oy oted Treasury Bill rate with the same ; i

. dividend paying equity share is ‘_RM] 0 anc e

n-ontlract price of the equity share is determined as ! :
C

15.3.2 Subsequent Measurement

At the end of each reporting period, an
of Section 12 at fair value and recognise ¢
instruments that are not publicly traded an
contracts linked to such instruments shall b

i ial i s if the t market price ofano
entity shall measure all financial mstruments within the scope For e)‘.aplp_le, if th:?jl thll;{;? a six-month forward
hanges in fair value in profit or loss, except as follows: equity Treasury Bill is quote ’
d whose fair value cannot otherwise be measured reliably, and

ith simple compounding
¢ measured at cost less impairment [MPERS $12.8), with simp

| Fo =10 (1.04)*% = 10.19804 ----=-=-------===-

e AR e with continuous compounding
[f'a reliable measure of fair value is no longer available for an equity instrument that is not publicly traded Fo =10 (2.71828)"10=10.202 - _ tion. Tf 108
but is measured at fair value through profit or loss, its fair value at the last date the instrument was reliably - the dividend income is factored into the equa ligllcnown
measurable is treated as the cost of the Insttument, the entity shall measure the instrument at this cost amount For an investment asset that pays dividends, set is known, the present value of that discre
less impairment until a reliable measure of fair value becomes available. e investment as

: < o ays dividend, there
| i income to be palclll e t}z price in the equations above. Intuitively, if an asset pay
. . ) . . the spo
, the measurement preference is the fair value basis. In particular, : income is subtracted from P

. (o1 lq”es Df l i ding, the
C Iltlm.lous C()mp()un
hn rwar d FOT Xampl 5 uSl]:lg
. basic Elllla ion t i .v ] ce are beﬂii‘flts fOl' h()ldmg the asset I’athEI‘ than the fO € € 8]
: . : l . . . | = .C WNETe 18 e p t h.le i € knO d]. 1d d IDCOI‘H .
: t.h resent v
FO (SD D) . Rf1 h D a 0 th Wl viden e

and the periodic valuations provided by counterparty bankers to determine the fair value of its derivative |
instruments, ‘
15.4.1.1
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However, if dividend income is not known in advance, the dividend
the equity share) may be used. Thus, for a dividend paying investment

. Fo=So0 (1+Rf-Y)".......... with simple compounding T

Or
': Fo=8oe®-vT . with continuous compounding ‘l

Where Y is the % annualised dividend yield.

On the maturity of a forward contract, the forward price would converge to the spot price. The fo
price in the equation above, forms the basis for setting the agreed price (contracted price) in a f
contract at the contract date. As there is no cash exchange on the contract date, the fair value of the f
contact on contract date is nil. Subsequently, after the contract date, the fair value of the forward may
if' the spot price changes. For example, the

forward price of a six-month forward contract is agreed at
RMI10 (1+.06 - .02)* = RM10.1980. If after three months, the spot

of the forward contract per item is determined as follows:

FV of forward contract =[10.50 (1-.06 - .02)*%] - [contracted price]
=10.6035 - 10.1980 = RM0.4055

amount would be a loss to the seller (short

position). The fair value calculation above ignores the effect g
discounting for the time value of money. As

the actual cash flows will only be paid at the agreed future
the effect of discounting in the above valuation is FV =RM.4055 / (1 +.06)* = RM.3996.
Thus, the formula for determinin

g the fair value of forward contract on a dividend-paying invasu-‘.‘.em
valuation date, time (t) is as follows:

FVt = (Ft - Fo) / (I+Rf)T
FVt=(Ft- Fo) e®"

with simple compounding
with continuous compounding

Where Ft = Forward price at time (t)
Fo = Contracted price

FVt= [10.50 (1 +.06 - .02)* - 10.1980]/ (1 + .06)=
= [10.6035 - 10.1980] / (1.06)5 = RM.3996
FVt= 0.4055 (2.71828)%125 = RM 4048

Example of forward contract on an investment asset
Example 4

Aman Bhd enters into a forward contract with Damai Bhd to purchase 1,000,000 shares of Solo Bhd in anticipat
that the share price of Solo Bhd will rise in the next six months due to a reduction of gaming tax on Solo
operations.

15.4.1.1 2017 Commerce Clearing House (Malaysia) Sdn Bhd
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ing i ion i ilable at the date of transaction:
The following information is avai

Contract date -1 April 20x3

’:‘ 1 rity date : 30 September 20x3 ‘
e price of Solo Bhd RM3.00 per share

gpmonth risk-free rate : 4% (annualised) . ‘
'Is:ividend yield of Solo Bhd shares is 2% (annualised).

ial F Aman Bhd is 30 June 20x3.
. financial year-end of Aman e b4
o that the market price of Solo Bhd increases to RM3.10 on 30 June 20x3 and closes at RM on ‘
. Assume
i maturity date. |
ng te the farward price of the forward contract on: (i) contract date, (ii) year-end date of Aman Bhd (30 June
Compu

), and (11i) the maturity date. Also determine the fair value of the forward contract (gain or loss) on 30 June \
20x3), and (11} : -
~ 90x3 ans 30 September 20x3.

net cash settlement basis, record the accounting entries to account for the forward purchase.

Assome a : : . .

A}j the journal entries required to record the forward purchase, assuming gross physical settlement

Lshewe

on 4 ‘

The fair value of the forward contract. ‘

At 1 April 20x3 (contract date): ;

Forward price agreed, Fo = RM3.00 (1 + 0.04 - 0.02)" = RM3.030 ‘
Fair value of forward contract is nil.

2 At 30 June 20x3 (reporting date): ‘
Eorward price at time (t), Pt = RM3.10 (1 + 0.04 - 0.02)' = RM3.115 . |
Fair value of forward contract = (3.115 - 3.030) / (1.04)'* (1,000,000) = RM84,171.

ity date): |

At 30 September 20x3 (maturity ‘
Forward price on maturity Ft = RM3.30(1 + 0.04 - 0.02)" = RM3.30
Fair value of forward contract = (3.30 - 3.03) (1,000,000) = RM270,000. |

Accounting entries to record the above transaction and events: ‘

- 1 April 20x3: |

4 On contract date, the forward contract has a nil fair value.

Fair value of forward recognised in the statement of financial position = Nil.

\
Note that one can also record the journal at a net nil amount as follows:

Dr Forward Solo shares (derivative asset) 0 ) |
Cr Forward liability

15.4.1.1 l
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In this case, the principal amount of RM3.,030,000 is recorded separately in 2 memorandum account, ylution 5
in practice, it is not necessary to make a journal entry in the books when the net fair value of a derivatiy, "
recognition is nil. 0x3: _ . |
| Forward sale contract is recognised at n‘?‘_ﬁ“r va.llue oiai
30 June 20x3: Derivative on statement of financial position = ni
RM
Dr Forward Solo Shares (derivative asset) 84,171 20x3: RM RM
Cr Gain on Forward (profit or loss) i 84,171
: tract in profit or loss
—fo recognise gain on change in Jair value of forward contract. Dr Loss on forward contra B 84,171
Forward contract in the statement of financial position (asset) = 84,17 Cr Forward Liability (Solo Shares)
— o recognise loss on forward contract.
, i ition (Hability) = 84,171
30 September 20x3: Derivative in the statement of financial position ( ty
Dr Forward Solo Shares (derivative asset) 185,829
Cr Gain on Forward (profit or loss) mber- 20x3: 185.820
— 1o recognise guin on change in Jair value of forweard contrac, >+ [Loss on forward contract in profit or loss 185,829
Forward contact in the statement of financial position (asset) = 270,000 Cr Forward Liability
(b)  Net cash settlement basis: i (oo Lo 6 jorwerd canirace e 0 I
Derivative in statement of financial position (liability) = 270,00
30 September 20x3 (on settlement):
Dr Cash 270,000 ember 20x3 Net cash settlement: 298,00
Cr Forward Solo Shares (derivative asset) Dr Forward Liability 270,000
— 1o record net cash setilement of forward contraet. O Csli
|
(¢)  Gross physical settlement: o et e seciovies Jilerudid ket |
Dr Investments at FIFVPL 3,300,000 prember 20x3 Gross physical settlement: -
Cr Cash iabilit ’
‘ Dr Forward Liability 3,030,000
Cr Forward Solo Shares (derivative asset) Dr Cash 3.300.000
— o record purchase of investment and gross seltlement of forward contract. €r Tavestment in Solo shates e
— 1o record sale of investment and gross settlement of forward contract.
i et
Example 5 15.4.1.2 Forward Contract on a Consumption Ass ts for holding the assets. The forward
. : - ] : f iti storage cos ; ?
Assume the same information as in Example above. The year-end of Damai Bhd is also 30 June, | For consumption assets such as corﬂinodltltﬁza g]::;:tr:as - % dditional cost of holding the asset because
- e : iders these stor
. ce of a consumption asset const i
Reduinad grage costs make the final price of the commodity higher.
What would be the accounting treatment for Damai Bhd? Also, show the journal entries for the above '
contract. .
15.4.1.2
2 : . - ing Standard
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The cost of carry is the sum of the risk-free rate and the storage costs, The forward price ofa COnSUmpy 4
asset is thus: B The

i follows:
using the contracted price as

Fo=So(l +Rf+ O e with simple compounding
FO =80 @M e

RM
- with continuoug compounding 3,042,000

| | | : . inventory (1,000 x 3,042)
Where U is the annualised % storage cost Proportional to the price of the asset. Dx CPO inventory

Cr Cash
Example ¢

Bam Soon Bhd purchases CPO for processing of oil related products. On 31 October 20x2, it enters into

contract to purchase 1,000 metric tonnes of CPO from KKK Plantation Bhd for delivery on 31 January 2
Soon Bhd’s financial year ends on 31 December.

On 31 October 20x2, the spot CPO price is RM3,000 per metric tonne. The three-month treasury bil] ry
date is quoted at 3.5, The storage cost a year for a metric tonne is about RM60).

On 31 December 20x2, the spot CPO price is RM3,400 per metric tonne. The reference one-month treasury
on this date is 3.6%,

(= i £ WS
0 WERS The aCCO\lnting requlrﬂﬂlen[s are as tOHO
the sCop .

On contract date (31 October 20x2): :
jﬁ gnise the forward contract at net fair value of nil —
Reco )

( fries required)

((No entries requ |
On the reporting date (31 December 20x2):

‘F rward price of the forward contract, is as follows:
T

On 31 January 20x3, the 1,000 metric tonnes of Cpo are delivered by KKK Plantation Bhd and the spot CPQ

a0 e+ 02) (112) — 3,4|6
OF Hks dais i RM3,600 per metric tonne, Ft=3,400 ¢

i i fi s
" Usiny fxcel, the Ft is derived as follow

Required BN 3,400
(@) Compute the price in the forward contract above. | € ! Spot price 271828
(b) Assuming that the computed price is the actua] contracted price between both parties, show the journal en ' '
the books of Bam Soon Bhd. = 4 36 + 02 0.056
* 1 Cost of carry - : 0.083333
Solution ¢ | Tim 1 month .
ine
(a) Forward price in the contract: 0004007
‘ T
The % storage cost Per year = 60 / 3,000 = (.02 or 2%. The forward is o three-month confract and the s, a 1.004678
maturity is 3 / 12 = 0,25 Thus, the forward price is: Set = power (e.ct) 3416
Fo = 3,000 et035+.02) 0.25) _ 3,042, Forward price

You can calculate the above directly using a scientific calculator Or operationalise it in Exce] ag foilows:

Spot price

3,000 d contract is RM373,000. Bam Soon recognises this gain as follows:
’ ard contrac ;

e 2.71828 = 1 i
| 373,000
S 5 =) ] act
e - e i Dr Derivative asset (forward CPO contract)
Time 3 months 0.25 |

FLIL] e
Cr Other comprehensive income (hedge reserve)

= 0.01375

1.013845

Set = power (e,ct)
Forward price

4 contract as follows:
1 RM
(b) Journal Entrieg | .

If Bam Soon Bhd does not apply hedge accounting, the aboye forward contract on z commodity is not within the
scope of MPERS because the contract is entered into for meeting the entity’s purchase or usage requirements. Note

had the spot price decreased at the reporting date (31 December 20x2), Bam Soon Bhd needs to consider whether thal |
contract has become oneroyg and if so recognises a. provision,

185,000
Dr Derivative asset (forward CPO contract)

Cr Other comprehensive income (hedge reserve)

i { ities Reporting Standard
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@ am Soon Bhd records the
ised. When the CPO is delivered on 31 January 20x3, Ba
ract is not recognised.
above contrac

RM

3,042,000

-)t p al S
3 con
on s trac T 11 It ap S h £¢ acc g
d ['egu!ar t] ddes liC! contracts o ta lie: Ed Ol I tl en the ah( WWE CO &
Bﬂm SOU[’] Bh

= = = . £ he
I € ia a E(sd 1€ TOTrW QINLT er tonne 4[6 042 0 6 Dal ain on
gC Of ] ﬂ.rd C act per (3, 3, ) / ( 3 ) ; J:i I J t

¥

RM

373,000

| OH I 53“1]]':)1' alld delive y date t31 Jalluary 20 ﬂle IWa[d leCE COonver to [ile Sp()t [“ ce. Ihe fal f
| ‘ ges 1
| XB)j fO T Value O
HJE 103 wa ‘ T 0 i 2 = : . SDU gﬂ Ch ng

Jotil » 5
| Id contract per tonne 5 f; O J; 04 RM558 Bal 1 N reco, 8Es the ange In t‘ (<} Eﬂll value o e

185,000
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ies in the specified
i i the exchange of the currencies 1 _ ‘

. bove is the agreed rate for g X ; i
e forv¢ pmt:EE Cm;fgltteesdbay dealer-bankers would include the “bid-ask” spread, in whi
n practice, o
.dig:i.c([: ispthe forward rate quoted by the bank and agree ]p . e
F .

the fair value of the cont :
i :}:mfelilcza?g: tri?;;’change due to movements in exchange rates and interest
e fair

' d USD currency
i contract date, a buyer of the forward re
; mcreaseezeﬁerr(f?ihe forward USD currency forward (short position)

When the CPO is delivered, Bam Soon records the purchase as follows:

RM RM‘ \

{ the inception of a fo
3,600,000

), However, subsequently,
it i t rat

itively, if the USD spot r
I;gusiltilou) would have a gain while th

d have a loss. i f the valuation (t) can be estimated as the
d contract at the time 0 _ st e ol thie

of the currency forwar ‘ ! . t rate over the remaining if
e (t) discounted at the foreign inferes of domeetic tisk-tres

Dr CPO inventory

Cr Cash (paid based on the contracted price)

Cr Derivative asset (forward CPO contract)

he fair . i
trate at time iration discounted
e once between the spo d (contracted) rate at expiration
t value of the forwar
act and the presen

The valuation formula at time (t) is as follows:

Depending on its accounting policy, it may release the OCI hedo
the cost of CPO inventory (in which cas

e, the carrying amount of the inventory will be adjusted to RM3,
reclassify (as a reclassification adjustme

nt) the hedge reserve to profit of loss when the inventory is sold

C_Fo /(1 +1)T -mmmmmmiene- ith simple compounding
vt= St/(1+rHT-Fo/(l+1)" -=---- with simp

with continuous compounding
15.4.1.3 Forward Currency Contracts

OrVt= Ste™ - Foe™ —mssmamammms e
L Where: Vi iz the value of the contract at time t

; 1 N spot rate at time t
greement between two parties to exchange one currene _ G 1., the sp oL
) on the date of the contract but the o is the forward rate agr

.

Such contracts may be entered into to hedge currency risks of trade receivables and trade pay
denominated in foreign currencies. For example, if an entity has a trade payable denominated in the US]
may enter into a forward currency contract to purchase the USD$ forward (the entity is “short” on the
and needs to purchase the USD$ forward). Similarly, if an entity is “long” on the USD$ (for example

it has a trade receivable denominated in the USDS$), it may enter into a forward currency contract to sel
USDS forward.

== . 4

b Saaple 7 : th forward currency contract with its banker to buy forwar
i . ters into six-month forward ¢ ; / e e

o Septembf; 20t):11rrir;€tltan3 fnh;axch 20x2. On this date, the spot rate is RM3.050 per USD, the six

| 00 with settle : e 15 0.5%.

,WOF:E-'ﬁee rate is 3.8% while the six-month US risk-free rate is 0.5 Aj. d at RM2.9500. The three-month

b ber 20x1, the financial year-end of Entity K, the spot rate 1s quoted a F el '

1 December 20x1, the

j ‘ sl
estic risk free rate is 3.5% and the three-month US risk-free rate is 0.4%

The forward price of a currency forward contract is computed as follows:
Fo=So[l+(r-H] ... with simple compounding
Fo=Soe with continuous compounding

Where: Fo = forward price
So = spot price ution 7
r = domestic risk-free interest rate ] v Forward price calculation
rf = foreign risk-free interest rate

Fo=3.050 (1 +.038 - .005)* = RM3.0999 e
. 5 5 s . 5 = a .
T =time period to maturity expressed in years or fraction of a year, On contract date, the fair value of forward currency con

'On 31 March 20x2, the spot rate closes at RM2.8800.

E tract date.
| i SD currency on the contra
iermine the forward price of the U : : . i sty
Determ'me hat the forward price in (a) is the contracted price, determine the fair value of the
Assuming thal J IR HIEE o
contract on 31 December 20x1. Show the journal entries e
7 Determine the fair value of the contract on settlement date and s

|
The (r - rf) is the interest rate differential between the domestic interest rate and the foreign interest rate
that exists between the two markets. If 1 1s more than rf, the forward price will be higher than the spot price

(forward is at a premium). Conversely, if r is less than rf, the forward ice

price will be lower than the spot pﬁ@
forward s at a discoun) However, on maturity of a contract, the forward rice will converge to the spot
P g

price. For example, if the current spot price per USD is RM3.030), the six-

Fair value of forward currency contract on 31 Decernber 20x1: il
FVt=2.9500/(1 +.004)"-3.0999 /(1 + .035)12% = RM-0.1263 per

i 26,300
Total fair value of the forward currency contract is a loss of RM1
Entity K recognises the loss as follows:

month domestic treasury bill rate is ] RM RM

3.5% and the six-month US treasury bill rate is 0.5%, the forward price of a six-month forward USD currency 126,300
is: i | i Dr Loss in profit or loss ) 126,300

Fo=3.030 (2.71828)035- 09105 = RM3,075 8. ! : . l' Cr Derivative liability (forward currency

If the six-month US treasury bill rate is 5%, the forward price of a six-month USD currency is: R |

Fo=3.030 (2.71828)035- 950(5 = RM3.0074. l B

15.4.1.3

15.4.1.3

. . : iti riing Standard
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(c)  On settlement date, the forward price would conver:

g€ to the spot price on that date. The fair value of the col '
(cumulative total loss) on that date is USD1,000,000 x (3.0999 - 2.8800) = RM219,900. Entity K Tecor A
change in fair value as follows: 1 [
RM
Dr Loss in profit or loss 93,600
Cr Derivative liability (forward currency)
Entity K records the settlement as follows:
RM
Dr USD Cash — USD 1,000,000 x 2.880 2,880,000
Dr Derivative liability (foreign currency) 219,900

Cr RM Cash — USD 1,000,000 x 3.0999

15.4.2 Futures Contracts

The forward price of the underlying in a futures contract represents the expecteq

: ; Luture value of the
underlying discounted at the cost of carry. The formula is the same as the one used foi a

Torward contract, as
follows:
Fo=S8o (1 + Q)T

............................... with continuous compounding
Fo=S8SpeT

..................................... with continuous compounding
Where: Fo is the forward price at time (o)
So is the spot price at time (0)

C is the cost of car

ry (is the risk-free rate adjusted for storage cost and dividend yield, if
applicable)

T is the time period to maturity expressed in years or fraction of a year,

As futures contracts are traded o

n futures exchanges, there is usually no need for a separate valuation in
the accounting for such instruments. The fu

ture price at the date of the contract is simply the traded market
price. Similarly, the future price at any other date is the closing market price on that other date (marled to
market).
15.4.2

2017 Commerce Clearing House (Malaysia) Sdn Bhd

HHUUHUR TR T e ——

Chapter 15: Other Financial Instrumentg Issy

419
ter 15: Other Financial Instruments Issues
p 4

value of a futu y tw rw ice at
fu i i iff between the forward price a
tion date is the difference : &
i res contract at any valua : o K
E t : contactecI price and discounting it for the time \;alue_lof(r\r;iotneyr. 51\15 Iulttolses p i e’ are qit\elo dr
n]desselfeutu position in the contact is marked to marke daily h gain or los be ng ¢ d : do
IB:) o the pe R s 2ol e i t the difference for the time value of
e on i t), there is no need to discount the F e
rformance margin account), _ e g ol
: the qulo d future prices would have factored in the time value of money, Thus, the fair va lt] roesf
058) ¢ i y i een the quoted futu.
E tt(?h p agleor loss) can be determined directly as the difference betw quoted f
fl ontract (the g 3 : i A
rfiigle (t) and contracted price. Thus, the value at time (1)
a

i i 0).
i V(t) = Quoted futures price at time (t) - Contracted price at time (0)

F exalr p e, 1T a entit pUIC ase () t()]l es oI 1.]:[ at eE'l[]OBt ul.llIE:S a2
Or 5 i SES 1, O NS fc - contract al.
tonne aitel one ]1“1{':11, Lhat fUtL].I'BS GO]JtI‘aCl' Wi.t]l a Iellla]llmg P oT 2()“) = R VI ;““ HO.
‘." 3 5 O CI tonne. Ihe [ai[ \«‘a]ue Of the letuI’GS COI’ltaCl l.S a ga]_n Df 1,000 (3,500 X 3, Pl

:" ., 0 p

15.4.2.1 Commodity Futures

; red s d
. heir expected sales an
i dity futures to hedge t oy q
: ers may enter into commo : : < selling forward in

Connno}?ﬂ}’ pr?;igéer; ;ﬁh;lcfer of CIB;O may want to hedge aga:clilst a g;‘lf[:j Sﬁ;ﬁm;-z}éu 3 fo%“ i e
Quichases. Lor exan 3 is in a long position on the CPO and needs i i ase by buying
fhe CPO futures e pll'Odugi:Irl‘:iSlafllya a us%all"J of CPO may want to hedge agamsé atpl‘llgﬁ mocrr?)uy it)ifvhen he
g P()Odgit&?:é The user’is in a short position on the CPO and needs to long

ward 1n tae < :
g;?:;ats uiice to increase.

inated CPO
i ivatives Bhd are the MYR-denomina (
1t ' d on the Bursa Malaysia Deriva e
. E%VSP%};(;IST;? Sgd];denommated o fumg : (FhUP?i)(éeii:;bﬁS}?;a?nOtrade date. The MYR-
furwus ; ine 25 metric tonnes of CPO at the p : B ATEE
"ﬂuival.ent tg ]E‘g]i::ggfﬁilfrzl;%éntract is a physically settled (_:onltré{;;[(,)w%lif: GE;??SC ;};aall\?ays sxity of the
P t delivery of the physica . The ot £
: ' : et e inated FUPO futures co
e ity 1 ing i reverse trade. The USD—d_enom _ . ool
e bEfleTe extp]r{' Egoin;;;?r%( IXLS? ﬂie FUPO contract is denominated in the USD, there wi
a cash settled contrac .

currency risk to the buyer and the seller.

' i i llows:
The future price of a consumption asset is determined as fo

Fo=So (1 +Rf+U)"......... with simple compounding, orl
PO TN e L with continuous compounding
0= BT, e s

Where: Fo = Future price
So = Spot price
= Risk-free rate - . ;
¢ = ];tlgrage cost expressed as % of the value of COHSUII"lpthI;‘ asset,r an
g ; Time period to maturity expressed in years or fraction of a year.

V Soilc Q Bh(] '0OCESSES P Vi e5. np 20x o1lcorp B]}d
: 3 1 On 30 Septe €T = 1.. S 11
) !) i i d prOdUCtS fO sales ;

r 1 C O into various finishe . . :

: h fit e&ds to Pll ChaSe 10 000 tonnes Uf CP() m each ()i the ]Ianl.hS 01 .!anﬂa.[ b —: O.X,..: atldll kp“l 20X2 C
foIeCaS[St atl 1t n I 5 -

0“ 30 SE[!tEIHbEI ZOXI, ﬂle current SPOT Price Of CP() 18 RMZ,OSO pEI tOI] ne. AIll;lCl[)atlﬂg tllat‘ the pTlCe. Of I O
wou d mcrease it the next six mOnth al’ld [he]'eby Would merease 1ts cost oI Imventory, 01 CBIP
\ ‘ . 1 f t S B]d enters nto CPO
1 | Purcha (4] B = W -*4 0 I = itures con S 25 tonnes per (:Dntrﬂct),

00 . three mOnth f{} a.l'd 0 DECEmbe 3]. 01 res trac (
( ) s€ 1 ,0 tonnes
3 aICh 3 1-02 letU.IeS contracts _': 5 tonnes [}B[ cont; aCt).
(

(n) I LlIChaSe ].0 (000 tonnes s1x lIlU]ltl fDIWald 400 hi

) 15.4.2.1 |
i dard ‘
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The risk-free rate per annum is 4% and the st
spot prices on 31 December 20x1 and 31 March

Required

(a) Compute the future prices in the futures contracts.

(b)  Assuming that these are the contracted
Joumal entries required at each applic

Solution 8

In this question, the risk-free

continuous compounding rate, Rec = mLN (1+ Ra/m),
compounded quarterly and LN is the natural logarithm

rate and the storage cost are compounded quarterly. To convert to the equivale;
where m is the no of times compounded per year, Rm ig the

Re=4 LN (1+0.09/4)=0.089 or 8.9%

Contract Date: 30 September 20x1

Time period

Contract price

No journal entry is required,

Yeatr-end Date: 31 December 20x1

15.4.21

Bt ol &

Futures contract recognised at ni| fair value,

e=(Rf+ Q)T

Chapter 15: Other Financial Instruments Issyeg

Orage cost per annum is 5%, both with quarterly compounding, Tﬁa
20x2 are RM2,250 and RM2,500, respectively. 3

prices and the quoted futures prices in the futures contracts, show tha.
able date (Ignore accounting for performance margin account),

= power (e, x) 1.022499985

Fo =Soe** (Rf+ C)T

.

0.02250609

March 31-02 Futures
2,250
2.71828

Total

0.022250609
1.22499985

2017 Commerce Clearing House (Malaysia) Sdn Bhd

¥

|Derivativc

vh“nmgc accounting is applied:

N\

Cr Other comprehensive income

pter 15: Other Financial Instruments Issues
cha

March 31-02 Futures

December 31-01 Futures
Fo 2,250.000 2.300.625
=ik 153.875 157337

10,000

10,000

1,538,750 1,573,372
22
Derivati sset (1,538,750) b e e e i i )
Dr Derivative ass
1573372
Cr Gain in profit or loss 1,538,750

|Dr Cash

(1,538,750)

1,538,750

— 1,538,750

L(‘\' Derivative assel

~

asset carried forward in the statement of financial position

(1,573,372)|  (1,573.372)

December 31-01 Futures

March 31-02 Futures

(1,538,750)

(1,573,372)

Dr Derivative asset

1,538,750

1573372

- Record gain in hedge reserve

(22,500,000)

| Cr Cash

Dr [nventory

22,500,000

— Record purchase in January 20x2

Dr Other comprehensive income

(1,538,750)

1,538,750

Cr Inventory

~ Release hedge reserve to inventory

Net cost of inventory

(20.961,250)

(2,096.125)

Cost per tonne

Malaysian Private Entities Reporting Standard
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23.13 2D3isicr3ib1ution of Profits under the Companies Act 2016 '
81 Ditibubom ant el BB L
13y ebUtOR OUl OF PRORES vt CHAPTER 23
5 13-3 Ro vency Requirement for Distribution. T
13, equirements on Disttbation IR,
RS Sabeeny Festom] Solvency Statement. TG
23141 SOlVency T@St ...................................................................................
PI142 Sofarsy (bt
23.15 pEE LT —————

2P;elsentation and Disclosure Requirements on Equity
5.1 Presentation of the Statement of Changes mEqulty ................................................

23.15.2 Disclosure of Sh e s SRl
_ are Capital and Ot [ LT TSt neses s e L S
23.16 Comparison with the MFRS Framework ther Equity Tems...........ccoooeecermvmvvrceen

.............................................. ThlS chapter Wll]. help y@U. to:

. understand the principles for classifying liabilities and equity
instruments

. deal with the classification of compound financial instruments

. understand the legal requirements on the issuance of ordinary shares
and preference shares ;

.~ understand the legal requirements on distribution of profits to owners

| + deal with some measurement issues of liabilities and equity .
instruments, and

- apply the disclosure requirements on liability and equity instruments.

23.1 Scope of Section 22 Liabilities and Equity

Section 22 Liabilities and Equity of MPERS establishes principles for classifying financial instruments
45 either liabilities or equity and addresses accounting for equity istruments issued to individuals or other
parties acting in their capacity as investors in equity instruments (ie in their capacity as owners). It applies to
classifying all types of financial instruments except:
{a) those in interests in subsidiaries, associates and joint ventures
(b) employees’ rights and obligations under employee benefit plans
{¢) contracts for contingent consideration in a business combination (exemption applies to the acquirer

only), and

(d) financial instruments, contracts and obligations under share-based payment transactions.

232 Classification of an Instrument as Liability and Equity

232.1 Substance over Form Consideration

MPERS uses the substance over form consideration to require an issuer of a financial instrument shall
classify the instrument, or its component parts, on initial recognition as a financial liability or an equity
instrument in accordance with the substance of the contractual arrangement and the definitions of a financial

liability and an equity instrument.

The classification of a simple financial instrument as a liability or an equity is a straightforward matter.
For example, ordinary shares issued by an entity shall normally be classified as equity while straight bonds
issued shall be classified as financial liabilities. In such cases, the legal form and the substance of the financial

nstruments are consistent.

Malaysian Private Entities Reporting Standard 23.21
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i

I]lerf., dare hOWe €I, S0m 1]& 1al mstruments wihich ta e eg I() I(li € ly ut are bl

3 v [ C l t

< a2 I n 5 hl h [{C h 1 al a }lt]

1]1. AMUbStE.IISLG s.;uCh mstr uments Ethu]d be Class[“ed as ﬁnal Cla] hﬂ])]][t €8 11 accot da ce

(8] [ ]:4]{ . ] or ej(a]]:lp]eq d ]leic ence Shale Wthh !]r“\*]d(’;s fO] I‘ndndat.
Or

the maturity d o . i :
ty date. Similarly, if the preference share gives the holderc{[?ltgr?g;totgay th‘? redemption amoypg at
require t

the shares at or after a partic |
option), it meets theeg;ﬁ?lcil:ité;ul? date for a fixed or determinable amount (e S B
of a financial liability (although in form, it is a share capital). F .
) - F'or a preferap
CTenge

e classit ed S e [y e (| l)a cnts or reaemptio 1S ( Cre 1ar a

sha O De ld S1 al ql.“ d Vld 3

o 5 y I mus 5 1ona y 1e at he d SCr
E'[Qn

In determining w i i
) i ¢ whether a financial inst isafi
. o rumentisa 1al liabili -
ii ety S ¢ nanc1alhab1]tyo an equity instrumen :

an equity mstrument if, and only if, both conditions (a) and (b) b(lgi rar o ? tnstrument, the Mstrumeng
Ow are met;

o . _.
(a) the instrument includes no contractual obligation:

i} todeli g i
(i) deliver cash or another financial asset to another entity, or

(ii) to _exchange financial assets or financial [i
potentially unfavourable to the issuer. and

(b) 1 hL Ins ment ] 1 ly ett (51 1€ 1SSUer’'s o eqru S men 1S a Non-( [er] at
1 iyl W]] [6) cl be Si ] d i i i {5
: . 5 w = . s «
that L[]C.[Udes 10 contr aCtLIa[ ()b ﬂt]‘() [8) 0 : y | e‘ I Q S Own .
g n I he 1ssuer t deli\/er d va lab[e nun'lb. ( )f i % e

S men r(l)adLII tive 1 e set 6([!)}‘ = Suer E:X(Ea]g g’a X(}(la[()[ {)i(ﬂ h
tr lmer t, 0 1 4 vartiy ﬂ']al w ” b T

1—- S l hL 15 SN 0
B.]lOthLl Hlan(«lal asset 101 a fle!d nun bC] 01 1ts own Cqul y lnbtﬂlmellt

abiliti ith i
ities with another entity under conditions that are

23.2.2 Puttable Instruments

n ent I.la J1ve € nolae (] g e 1T ne YA k ( H[B ssue )T asl'
t\ ] anc al nstr umen t gives th h ld Qr
= Sir
anot er f‘[I]al lCld] asset (a Juttab]e mnstrun bl[t) IS a ﬁnanC[al 1 abl]lty ()I the SSuer. WhEH an 1ssuer has a

Ob]lgﬂt on fO [)Lll(.‘]lase tb OWI S] ares 101 cas or ar ()tl Cr namncia et ] crei1s a iah[ y 01 ti € amo i
. un a.

Example 1

Y H 5 X
Bl]t t 1Isa nvestment trust fl[nd. Oll | anuary ‘..:OK,; , 1L 1ssues 0 000 000 nits at ]J R. 0 Per w to
3 a u a price ()f M C nit

an exter ﬂl third palty I het ]Id arty has a [? Pt O = ) 000 000 (= ( s b trike price
S o
: RM g - . 1 /tO sel ack 5, o units at h el‘ld tYE( E aras PrIC:

Required
Explain an v i
P d show the accounting requirements in the above case

Solution 1

th § case, l;lltlty I haS lSSUEd a COlllpOLmd nstrument Ihe habIht}‘ COIDPODeIl[ Sha” b lIleaSLlled at the Pr esent
Vallle Of the amount (lfCaS 1 payable o the 1 d pa when (e t") 00 8 are E[) Irc. 356(! a l € end c Year 5,
¥ Y 0, 0 ; .
L] E f

]le cas ]:}aya.b is} 0‘ I{Ml_:! s att f ear 5 count d at 0 18 8 507 2
he erld 0 Y al d}S ounte S(y 1 RM 0 90 Hl]tlty Hs 131 eco d [ﬁe
) 2 *

Dr Cash account (10m x 2) RM RM
o gl 20,0
Cr Financial lability — put option 00,000
Cr Equity units 8.507,290
11,492,710

— to record issuan 17
rd issuance of 10 million units with a put option

23.2.2
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The financial liability shall subsequently be carried at amortised cost effective interest methad as follows:

—

Financial Liability at Amortised Cost Model

Year Opening balance Interest expense at 8% Closing balance

RM RM RM

1 8,507,290 680,583 9,187,873

2 9,187,873 735,030 9,922,903

3 9,922,903 793,832 10,716,735

4 10,716,735 857.339 11,574,074

i 11,574,074 925,926 12,500,000
3,992,710 J
When the put option is exercised by the third party at the end of Year 5, Entity H shall record the following

seftlement:
RM RM
Dr Firancial liability — put option 12,500,000

12,500,000

Cr Cash account
_ (o record settlement of put option.

licable for a private company because the Companies Act 2016 does not

Note: The above example would not be app
hares by private arrangement. The restriction, however,

permit a private company to repurchase or buy back its own 8
does not apply to other business entities that are not incorporated under the Act.

23.2.3 Some Exceptions
MPERS clarifies that some instruments that meet the definition of a liability are classified as equity

because they represent the residual interest in the net assets of the entity, examples include:

(a) A puttable instrument that has all of the following features is classified as an equity instrument:

(i) Tt enables the holder to a pro rata share of the entity’s net assets in the event of the entity’s
liquidation. The entity’s net assets are those assets that remain after deducting all other claims on

its net assets.
(i) The instrument is in the class of instruments tha
(iii) All financial instruments in the class of instruments
instruments have identical features.
(iv) Apart from the contractual obligation for

or another financial asset, the instrument
or another financial asset to another entity,

t is subordinate to all other classes of instruments.
that is subordinate to all other classes of

the issuer to repurchase or redeem the instrument for cash
does not include any contractual obligation to deliver cash
or to exchange financial assets or financial liabilities

with another entity under conditions that are potentially unfavourable to the entity, and it is not a

contract that will or may be settled in the entity’s own equity instruments.

nstrument over the life of the instrument are based
the recognised net assets or the change in the fair
of the entity over the life of the instrument

(v) The total expected cash flows attributable to the i
substantially on the profit or loss, the change in
value of the recognised and unrecognised net assets

(excluding any effects of the instrument).
that are subordinate to all other classes of instruments are

(b) Instruments, or components of instruments,
ity an obligation to deliver to another party a pro rata share

classified as equity if they impose on the ent
of the net assets of the entity only on liquidation.

Malaysian Private Entities Reporting Standard 23.2.3
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For example, unit holders’ capital in open ended trust funds contains a put option to the unit holders, who may py
back their units for cash redemption by the fund. The redemption amount is calculated based on the proportionate share
of the asset value per unit. Hence, unit holders’ capital is presented as equity rather than a financial liability.

23.2.4 Examples of Financial Liabilities

MPERS also provides examples of instruments that are classified as liabilities rather than equity, as
Tollows:

(a) An instrument is classified as a liability if the distribution of net assets on liquidation is subject tg B
maximum amount (a ceiling). For example, if in liquidation the holders of the instrument Teceive a pro
rata share of net assets, but this amount is limited to a ceiling and the excess net assets are distributed ¢
a charity organisation or the Government, the instrument is not classified as equity.

(b) A puttable instrument is classified as equity if, when the put option is exercised, the holder receives 5
pro rata share of the net assets of the entity measured in accordance with this Standard. However, if the

holder is entitled to an amount measured on some other basis (such as local GAAP), the instrument is
classified as a liability.

(¢) An instrument is classified as a liabjl ity if it obliges the entity to make payment to the holder before
liquidation, such as a mandatory dividend

(d) A puttable instrument that is classified as equity in a subsidiary’s financial statements is classified as a
liability in the consolidated group financial statements.

(e) A preference share that provides for mandatory redemption by the issuer for a fixed or determinable
amount at a fixed or determinable future date, or gives the holder the i ght to require the issuer to redeem
the instrument at or after a particular date for a fixed or determinable amount, is a financial liability.

23.3 Classification of Compound Instruments by an Issuer

23.3.1 Separating the Components

A compound financial instrument is an instrument that contains identifiable components nf liapility and
equity. Examples of compound financial instruments are convertible securities, such as convariible unsecured
loan stocks (CULS) and convertible preference shares, and bonds issued with warrants.

The Standard requires that the issuer of a non-derivative financial instrument shall evaluate the terms
of the financial instrument to determine whether it contains both a liability and an equity component. Such
components shall be classified separately as financial liabilities or equity instruments in accordance their
respective definitions in the Standard. In other words, the debt component should be classified as a financial
liability and the equity component should be classified as an equity instrument [see MPERS §22.13].

—
Example 2

At the beginning of Year 1, ABC Bhd issued RM10,000,000 CULS of RMI1,000 per unit at its nominal value. The
loan stocks carry a coupon interest rate of 3% per annum and have a term of five years. Each unit of loan stock is
convertible at any time up to maturity into 250 ardinary shares of RM1 each. Loan stocks not converted by that date
will be redeemed in cash at their nominal value. On the date of the issue, the prevailin g market interest rate for similar
risk class loan stocks without the conversion option was 10%.

Required

Show how the proceeds of the loan stocks shall be allocated to the liability component and the equity component.

23.2.4 2017 Commerce Clearing House (Malaysia) Sdn Bhd
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i i i / follows:
3 The liability component 1s measured by using the discounted cash flow model as
5  RM300.000 RM 10,000,000
Bond value (liability) = IE[ W i TN

= RM7,346.449

Therefore the equity value (residual) = Proceeds - Bond value
= RM10,000,000 - RM7,346.449 = RM2,653,551

On initial recognition, ABC Sdn Bhd records the following journal:
RM
10,000,000
Dr Bank — cush received S
Dr Bot d aiscount — contra account ,653,
O Bond liability — nominal value

Cr Equity component of CULS

iabili i the net
g Bl pi-‘:S’Emmtd' 0; amortised cost effective interest method as sho
the liability component 15 ;
measurement of the liability

i g Nt
| amount (net of bond discount) at RM?7,346,449. The subseque
wn below:

677

RM

10,000,000
2,653,551

Interest expense at . e

ing liabili 10% Coupon interest paid  Closing liability

Year Opening lia ;t‘\z . e -

4

7,346,449 734,645 (300.000) 7;’2;324

1 7’781 094 778,109 (300,000} SWSS,IM

: 8,259 204 825,920 (300,000) 8,7 63,6;6

3 8‘785 124 878,512 (300,000.) 9,363, ;)0
- 9,363’636 936,364 (300,000) 10,000,0

5 ,202,
4,153,551 (1,500,000)

At the end of Year 1, the journal
of the liability component would be as follows:

RM

734,645
Dr Interest expense in profit or loss

Cr Cash — coupon interest paid

Cr Bond discount — amortisation

The carrying amortised cost amount of the liability compoi
(=] . i <
is repeated at the end of each subsequent yeat untﬂ.mamn o
component would be equal to the redeemable amount if there were

Cntl'y to I'eCOnglSe the interest EXpe 15€ a“d lhe amortisation 0[ tl = bOlld discount

RM

300,000
434,645

nent at the end of Year 1 is RM7,781,094. This pro.cec.h}re
ty, by which time the carrying amount of the liability

Malaysian Private Entities Reporting Standard
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23.3.2 On Conversion of a Convertible Instrument at Maturity

On conversion of a convertible instrument at maturity, the entity derecognises the lja

recognises it as equity. The original equity component remains as equity (although it ma
one line item within equity to another). There is no gain

The Tiability component of a compound instrument is carried at the amortised cost effectiye intereg
method. Thus, on maturity and if there were no conversion prior to the maturity date, t

- he carrying amount g
the liability should be equal to the redemption amount. The equity component, on the

other hand, femaing g
the original amount on i '

nitial recognition. Thus, if the compound instrument is not converted, the balance ;
the equity component may be transferred directly to retained profits (movement within equity),

bility COmponepg 5

y be transferre( from
or loss on conversion at maturity.

Example 3

Assume that in the Example 2 above, all the loan stocks are converted into ordinary shares at maturity,

Required

(2)  Show the journal entry required on conversion of the Joan stocks at maturity,
(b)  Show the journal entry required if the loan stocks are not converted but redeemed at maturity.
Solution 3

(a) At maturity, the carrying amounts of the liability component and the equity component are RM10,000,000 ang
RM?2,653,551, respectively. The joumnal entry on conversion is as follows:

RM RM
Dr Loan stocks — liability component 10,000,000
Dr Loan stocks — equity component 2,653,551
Cr Contributed share capital 12,653 &7

(b) At maturity, if the share price does not exceed the conversion

price (the conversion option is “out ol tre money”,
and holders of the loan stocks would choose settlement in ca

sh), the journal entry is as follows:

RM RM
Dr Loan stocks — Liability component 10,000,000
Dr Loan stocks — equity component 2,653,551
Cr Cash account 10,000,000

Cr Retained profits

2,653,551

23.3.3 Effect of Transaction Costs

values [MPERS §22, 13].

The effect of including the transacti

on costs in the initial measurement of the liability component is an
increase in the effective interest rate.
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Sdn Bhd issues 10
| k. l o{’fzgst? ll:?:lxi #cﬁcl:ll?ahjndem’riting fees .amour;t-r ';0
- .153,3“[ the end of each year ox.fer th‘e term of ﬁv-e ye Ashare_

yablEﬂ. sue at a conversion price of RM2 per ordinary
W lgft:e hond is RM1.60 per share. Bonds
‘-},fgm per unit on maturity.

Al I i 15lc- O i acon TSion ff:am € 18
20 1, ma ket .llltel'est ate ror Sil'ﬂl]a]' l’lsk. C!aSS b 1'}d3 Wl[hout VE T

| Al X

On 1 Janua y ]

¥ n ana s 53 nd 1ssue mn t
I al d 51]0\)‘4 the aLC-OLllltl 12 Tequir ements fUl the bO 0
E‘(P al

_Snluﬁ()l’l 4

Measu ement Uf the 1 abl] ty and €q Lllty co IlpOIle ts: ) ,
1t [y a8 me th [}1‘ Sen ue { the interest pa able anc ede tion

I a h component 1s DCﬂSUIEd at 53 € tv al
l c ll b

Wwere no conversion, as follows:

000,000
5 2,000,000 . 3 — RM76,044,000
Vo= Z 5
1 =1 (1.08) e

_ Lo = 22,956,000
the e Llity LD[npD[lent ]0“,000,000 ﬂ61044,000 RM r i | | -
: q [ b 1 [a 5, Of ) OollOWS

. T1 e measuremet t and the allocation O [ insaciion costs, ¢n a 0 rata basis, are an

; issue price of RM1 per unit.
St Cm\f&?ﬁiﬁﬁé ::rry a cozpon interest ralze of 2%
’}F{iive%’gf?ds, can. be converted in}o ordiﬂar.y ‘Shares at any tifme
The fair value of the ordinary shares tﬁt the ti me of :he
not converted by the end of Year 5 will be redeemed at the nominal value

he accounts of Alpha Sdn Bhd.

8%.

sum as if there

Malaysian Private Entities Reporting Standard

Cash flows Transaction costs Net allgeation
S RM’000 RM’000 RM>000
1 2,000
2 2,000
3 2,000
4 2,000
5 102,000
: 924
NPV 76,044 (1,521) 7?477
i balance) 23,956 (479) 23,
i a
- ( 100,000 (2,000) 98.000
i f sould be as follows:
1 ition, the journal entry to record the issuance of the bond wou
initial recognition,
On initial recog ey sy
100,000
Dr Cash account — gross proceeds i
C'r Bond account — liability component (net) e
Cr Bond account — egquity component
i 2dls.
record issuance of convertible bond and allocation of proceeq
e ¢ ,
23.3.3
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i i T )‘ = l C as
t f i [ 1 erest ex cref iT ntw
the e Lo € E]I Entry to COgH]SC interest pe S€ and ac {8 f 1o iA d b
A h nd o Y ar l, th _|0L11T1 yn OT car amaourn Q a

RM’000 RM000 follows:
Dr Bond account — liability component 1,521 RM’000 RM000
Dr Bond account — equity component 479 6,303
Cr Cash — transaction cost paid 2,000 Drlvier e cRpenss : ) 2,000
—to allocate transaction to liability and equity components. Cr Cash — coupon interest paid 4303
Cr Bond account — liability component
If there were no conversion, the equity component would remain constant over the term of the issue. For the — to recognise interest expense and accretion of bond account.

liability component which is carried at the amortised cost method, the carrying amount would accrete to the redemption
sum on maturity. With the inclusion of the transaction costs in the initial measurement of the liability component, the

lrled 1 ~1ng thf IRR i 1 ¥ each
can i i i L : h abo Tir Dl.'ild be epeﬂ
arket 1 t rate 24 i g [S101N €X Clbed OVET t}le term 0[- C, e Ve en W T ted
ssur Cr C 88
"V : ; W : . - v & ] '1terCS ate. hjs 1 be determ' . 2 Assuimit 1ere was no convers e Vi the

; F s are redeemed,
The carrying amount of the liability component at maturity would be RM100,000,000. If the bonds are redeemed,
year.

formula, as shown below: the journal entry would be as follows:
RM?000 RM*000
5 2,000,000 100,000,000 .
20D =SF S = =g e . 100,000
=1 (1) (I+ry Dr Bond acerant — liability component o
where r is the effective interest rate = 8.458% Dr Band account — equity component 23, il
T : id ;
i ive i tren Cr Cash account — redemption sum pat
You may also determine the effective interest directly by using the IRR function in an Excel programme, as e 23.477
folloyrs: s Cr Retained profits
I ecord redemption and close bond accounts.
Year Cash Flows — to record redemp
1 : ; ion price of RM2
- 2 ine that the bonds were all converted into ordinary shares on maturity and at the conv.ermonlp;i; f)for -
0 (74,523) | [;::ugjlp]%a Sdn Bhd would need to issue 50,000,000 new shares to the bond holders. The journa y
i per share,
I 2,000 conversion would be as follows:
2 2,000 RM000 RM*000
. i 100,000
4 2,000 Dr Bond account — liability component i
. 23477
: 102,000 Dr Bond account — equity component et
IRR 8.4582@ : e caital §es
Cr Contributed share capita
L _ to record conversion of bond and issuance of 50 million shares.

The carrying amount of the liability component and the effective interest expense in each year are shown below:

23.3.4 Conversion before Maturity

(i : : :
2y at Amorised Cost A sion option in a convertible bond is a call option that gives the holder the right (but not the
CONVErs

Year Opening amount  Interest expense at Coupon interest Closing amount bligation) fo convert his bon d into ordinary shares undell’ specified terms and condlt_IOHS-tEO]dETS Y |
i ! lga;l?l;}e bonds may choose to convert their bonds into ordinary shares before the maturity date.
converti ) ke )
; i : . . - S ition i to the liabilit
RM’000 RM’000 RM’000 RM'000 When the conversion option is exercised before maturity, a s11p11a1 d(—necc‘)gmuon is apgi}lsgrsjon tor thji
i 74,523 6,303 (2,000) 78,826 t and equity component, and the issuer records the issuance of shares on Cl - énent e |
2 78.826 6,667 (2,000) 83,493 ;ﬂgizge?t would be necessary for the issuer to allocate the total amounts of the habtt ];‘;5; ic;'O iepa oE s
B 5 3 se, oo : 1 on a per uni s
3 83,493 7,062 (2,000) 88,555 equity component to the total units issued an_d monitor the conversion p sial pschanition waald he
. 4 above, the allocation per unit of RM1,000 bond on initia g
4 88,555 7,490 (2,000) 94,045 allocation. In the Example above, 234.77 for the equity component.
5 94,045 7.955 (2,000) 100,000 RM745.23 for the liability component and RM234.
35477 (10,000)

23.3.4
. ’ . i dard
23.3.3 2017 Commerce Clearing House (Malaysia) Sdn Bhd Malaysian Private Entities Reporting Stan



682 Chapter 23: Liabilities and Equity

.

hares at the end of Year 3.

Example 5
Assume in the Example 4 above, 50% of the bonds were converted into ordinary st

The journal entry to record the conversion of the bonds is as follows:

RM RM
Dr Bond — liability component (50% x 88,555) 44,2775
Dr Bond — equity component (50% x 23,477) 11,738.5
Cr Contributed share capital 56,016.0

— to record conversion of bond and issuance of 25 million shares.

23.3.5 Bonds Issued with Free Warrants or Options

Some bonds are issued as a

In this case, the issuer is effectively issuing two separate instruments, ie a bond instrument as a liability
and a warrant instrument as equity. If they are each priced separately, then each is accounted for separately as
a financial liability and an equity instrument respectively in accordance with MPERS.

However, if the bonds are issued as a package with free warrants for sin
allocate the proceeds into the liability component (for the bonds) and the e
in accordance with principles for compound financial instruments,

gle proceeds, the issuer shall
quity component (for the warrants)

Example 6

Entity K issues RM10,000,000 bonds of RM] each with free 10,000,000 detachable warrants for net proces

203 of
% per year payable at the end of each
Year 5. Market interest ‘av= of similar

RM10,000,000. The bonds have a term of 5 years and the coupon interest rate is 3

Each warrant entitles the holder to acquire one ordinary share of Enti
Transaction costs of the issue amount to RM200,000.

Required

ty K at an exercise price of RM?2 per share.

(a)  Show how the proceeds shall he allocated between the bond and the wartant components

(b)  Show the carrying amount of the bond component at the end of each year before redemption

(¢) If all the warrants were exercised at the end of Year 5

show the journal entry to record the exercise of the
warrants.

Solution 6

(a)  The proceeds and the transaction costs shall be allocated as follows:

Year Cash Flows
RM
1 300,000
2 300,000

3 300,000

Transaction Costs  Allocated Amount

RM RM

23.35 2017 Commerce Clearing House (Malaysia) Sdn Bhd
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Cr Cash account

' —to allocate transaction costs pro rata.

Year

Cash Flows

RIM

(5, T ST S i =)

(8,561,565)
300,000
300,000
300,000
300,000

10,300,000

IRR

6.4574%

Year Cash Flows  Transaction Costs Allocated Amount
RM RM RM
B 300,000
5 10,300,000
d NPV (6%) 8,736,291 (174,726) 8,561,565
i t 1,263,709 (25.274) 1,238,435
Warrants
1 10,000,000 (200,000) 9,800,000
Tota
On initial recognition, Entity K shall record the following journal entries:
RM RM
10,000,000
Dr Cash account b
Cr Bonds — liability S
Cr Warients — equity
— to alls~a e proceeds between liability and equity components.
174,726
™ Bonds — liability o
Ur Warrants — equity j Bl

(b) The effective interest rate of the bond component is determined as follows:

i ive int : follows:
The carrying amount of the bonds at amortised cost effective interest method would be as

Malaysian Private Entities Reporting Standard

L interest Closing balance
: ing balance Interest expense at Coupon mtcrc's
i s 6.4574% paid
RM RM RM RM
1 8,561,565 552,854 (300,000) 8,814,419
2 8,814,419 569,182 (300,000) 9.083,600
3 9,083,600 586,564 (300,000) 9,370,164
4 9,370,164 605,068 (300,000) D.6T5.232
97675 282 624,768 (300,000) 10,000,000
5 ;615232
Total 2,938,435 (1,500,000)
ota
23.3.5
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A L € s I o2 5 B P
h
t e end of &Cﬂl 5 E 1tlty K 8 a“ derBCO nise t}le hO ld l]ab]i ty of RMIO 0“0 000 Lp(]n ayment o
f the

(c) Ifall the warrants wer i
cre exercised at the end of Year 5 j
, the journal ent
ry would be as follows:

R
Dr Cash — 10,000,000 x RM2 - X
20
Dr Warrants — equity il
. 1,238,43
Cr Contributed share capital : 5
21,238,435

— to derecognis "
erecognise warrants and record issuance of shares

23.3.6 Shares Issued with Free Warrants or Options

When an entity i .
A 1ssues ordina 4 —_
equity instruments. Since both a?:; E;quuy shares with free warrants attached, it essentially i
shares (such as in a rights issue of qurty instruments, such free warrants issued as a Y ISSUCs tWo separiis
> of ordinary shares to sharcholders) are not withi [hpackage with ordinary
A 1 the scope of compou
nd

I S M ] ) l C” (~} 1] ¥ ()Cee(ls (%) ] < 1S 1 sue Q d a y
1Strumen Il]t:;. Ihe ISSLIB, t Crero. C, 1S W L
e [~ f g S 01‘ Shares

In 2008, the MIA is
_ 5 sued FRSIC 8/2008 t i i
1ssue. It clarifies that al to provide guidance on accounting for | .
sl soomermin jgﬂtl}?;gj: ;?filsegal Florm 1s that the warrants are issued f{r]é?gfiognfsr?; Wil_l'l‘am]S s
ind ¢ : ¢ 18 a value attached to th i B b
1ssue pay for both the ordina o b L : . e
. e ; 1 mvestors who subscribe for t]
o L e warrants. The consensus of t} i : il
§ o e _ ofthe FRSIC is that w i
i b . ccounted for in accordan ith t conomie il
R _ : ce with the substance and economic real
warrants. The proceeds receiv 1 T DL it i
B o sl - Lhus, a value should be assiene
2 toamomblo o o ssuer should be allocated to the tw Cequity i o
: priate method of allocati i L : |
: - . it T quity mstruments using
ut requires, as best practice, disclosure of the methogzgiis}c PR e imscrmand's meciud of aHOCa‘j'“:

The methods that may be used include the following:

(a) R ati air q t)f g p Y
hO I
d p] 5 1L th oe 1 strur 1 Vv
e Ve 1 Va]ue met] d ] or example, 1 c 1W u 15ty ents ave ht‘e 1 Luel se a:[atel

( )f h Llnde ritel‘) .]] L < l] 51 ( 1€ 1Ssue ” C Vi c (Ie 1 20 e the
Yy the W 1 h 1C i ] -
. v h. 5 tern ll‘led ]nay bE,‘ LS fu ]OC t h
- A d a

(b) Fair value the war
- rants (for example, using i ici
of the proceeds to e ordinay Shgre; Sing an option pricing model) first and then allocate the balance

Example 7

I he p OLeedQ (8} the l‘i I t i t 0 n. A € date I ry
3 g § 185ue amounts to RM e € e
: ; M( . M . : . .v - s h d: ()ft iSSU » l[]e fdfr Vﬂlue (8) thﬁ Ordiﬂa Shﬂr 5

Required

Xplaimn ]J l .
P oW ompa: ¥ |.11 nt for h lghl SS lth ﬁ W, ts
E ( n A sho d acco tf the T S e W €€ wairan
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gplution 7
The proceeds of the rights issue should be allocated to the two equity instruments as follows:
RM RM
Dr Cash account 10,000,000
Cr Contributed share capital 8,000,000
2,000,000

Cr Warrants — equity component
_ (o allocate proceeds to two equity components.

asured to fair value. If all the warrants are

The warrants, being an equity component, are not subsequently reme
ecognise the warrants, as follows:

subsequently exercised, Company A records the issuance of shares and der

RM RM
Dr Cash (10,500,000 *x RM1.50) 15,000,000
Dr Warrznw — equity component 2,000,000
17,000,000

“r Contributed share capital

e record issuance of shares on exercise of warrants.

cised (for example, when the exercise price is higher than the fair

q By the end of Year 3, if the warrants are not exer
| yalue of the shares), the carrying amount is derecognised and {ransferred back to the contributed share capital account,

i a transfer within the statement of changes in equity.

23.3.7 Irredeemable Convertible Bonds
edemption feature (known as irredeemable convertible

Some convertible bonds are issued without a r
loan stocks or bonds). If a irredeemable convertible bond carrying a mandatory interest payment, it is a
compound financial instrument within the scope of MPERS. In this case, the liability component is measured
at the present value of the interest payable over the term of the instrument without any redemption. There 18

no obligation for redemption of the bond because on maturity, the bond would be automatically converted to

ordinary shares.

FExampIe 8
At the beginning of Year 1, Entity M issues 20 million i

of RM20m. The bonds pay a coupon interest rate of 6%
d into ordinary s
f similar risk-class bonds is 8%.

rredecmable convertible unsecured bonds at RM1 each for
net proceeds at the end of each year over a term of 5 years. At
the end of Year 5, the bonds are automatically converte hares at a conversion price of RM2 per share.

At the time of the bond issue, the prevailing market interest rate o

Required
(a) Show how the proceeds shall be alloc
(b) Show the carrying amount of the liability component at the end of eac

earlier conversion).
Show the journal entry on maturity and conversion of the bonds.

ated between the liability and equity components.
1 year over the 5-year term (assume no

(c)

23.3.7
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Solution 8
(a) The liability component is measured first using the DCF 23.4 Measurement of Equity
the equity component as follows: N method and the batance of the proceeds is allocated to The original MPERS , ,, requires that an entity shall measure equity instruments issued at the fair value
of cash or other resources received or receivable, net of transaction costs. Other resources may include
Cash Flows net assets acquired in a business combination. In accordance with Section 19 Business Combinations and
RM Goodwill, shares issued to acquire a business (such as a subsidiary) shall be measured at their fair value rather
than at the fair value of the net assets acquired, as there may be a control premium paid for the acquisition.
1,200,000 There is thus a potential conflict of the standards in the original MPERS . The amendments to this Section
1,200,000 22 provide an exception from the initial measurement requirements for equity instruments issued as part of a
pusiness combination, including business combinations of entities under common control.

1,200,000

For example, assume Entity P acquires a 100% interest in the equity shares of Entity 5. For the purchase
consideration, Entity P issues 10 million of its equity shares with a fair value of RM2.00 per share. The fair value of the

1,200,000
1,200,000
NPV (8%) 4,791,252
(balance) 15,208,748

20,000,000

net assets of Entity S on the acquisition date is RM15m.
Based on the original MPERS ... Entity P records the shares issued at RM15m, being the fair value of the
resources (net assats) received. In this case, there will be no goodwill on combination. Based on the amended
and Section 19 Business Combinations and Goodwill, Entity P shall record the shares issued at their fair

MPERS
(2013*
value of RN20m. Goodwill on combination of RM35m is recognised on consolidation of Entity S.

Dr Cash account RM RM
2
Cr Bonds — liability component e 23:4.1 7 Debt to Equity Swap
Cr Bonds — equity component 4,791,252 The amended MPERS adds guidance on debt and equity swaps when a financial liability is renegotiated
15.208.748 and the debtor extinguishes the liability by issuing equity instruments, which is based on the requirements in
O IC 19 Extinguishment Financial Liabilities with Equity Instruments in the MFRS Framework.

—to allocate proceeds of bond issue.

23.4.1.1 Full Extinguishment of Debt

The amendment requires that the equity instruments issued shall be measured at their fair value. However,
if the fair value of the equity instruments issued cannot be measured reliably without undue cost or effort, the
equity instruments issued shall be measured at the fair value of the financial liability extinguished [MPERS

(}) Subsec uent carr )‘l}lg amao. l]Sed cost ary ount of the llablhl‘y Lomponellt

Opening balance  Interest expense at Coupon interest

Closing baterce

8% ;
d
RM a1 L3 3 $22.15A].
4,791,252
AL ifj;gg (1,200,000) 3,974,552 Example 9
& : 1,20 ;
| g0 3.092,516 Entity M has a private debt instrument carried at amortised cost amount of RIM9,201,000. The debt instrument was
issued five years ago with a nominal value of RM10,000,000 and carries a coupon interest rate of 6% payable at the end

3,092.5
i 9112 247.401 (1,200,000) 2,139918
2,139, 745193 (1,200,000) L111,111

( 3 O J

(c) At the end of Year 5. th i
> e carrying amount of the liability is ni
component is nil. On conversion. the ;
. the journal entry

of each year. It is redeemable at the nominal value at the end of Year 10. The effective interest rate of the debt

instrument is 8%.
Entity M issues 5,000,000 of its ordinary shares to the holders of the debt instrument as settlement of the financial

liability. The current market interest rate of a similar risk-class debt instrument is 7.4%. Using a price-earnings ratio
method, Entity M determines that the fair value of the ordinary shares on the date of issue at RM1.90 per share,

L R~ S T

Entity M records the following:

would be as follows:
2 R e RM*000 RM’000
T Bonds — equity ¢
quity component 15.208 748 Dr Financial liability — debt instrument 9.201
Cr Contributed share capital N g
I iesag Dr Loss on settlement of liability 299
—lo record conversio ; nl T : e
n of bonds into 10 million ordinary shares. Cr Contributed share capital (5,000 x RM]1.90) 9,500
23.4.11
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