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» Double entry

The consolidation adjustments that will be made during the preparation of
group accounts can be thought of and will be explained in terms of double

entry.

If you are rusty regarding double entry then you may wish to refer to the
recap on double entry bookkeeping found at the back of this book that
sets out the basic double entry principles. Or you may wish to avoid
double entry terms and that is OK as all the primary explanations and all
the workings will be done in proformas with numbers being added and
subtracted. This book is not about T accounts!

However, the only consolidation adjustment in the above example relates
to the parent's investment in the subsidiary ($300m) and the share capital
and retained earnings of the subsidiary ($300m). All the other numbers have
been cross cast.

The investment is an asset and thus a DR balance, and the share capital
and retained earnings of the subsidiary are equity and thus are CR
balances. Accordingly, when in w3 they are offset against each other the
result is a perfect cancellation.

S

......................................
...............
-----

Substance over form

There is a concept in accounting known as “substance over form”.
Accounting concepts are ideas and assumptions that are generally

accepted.

Substance over form means that when preparing accounts it is assumed
that we are striving to reflect the true economic reality of events and
transactions i.e. to account for the truth rather than reflect the strict legal

situation.

The preparation of group accounts is often quoted as an example of
substance over form. You see, strictly the parent company and the

any are two separate legal entities but we prepare the

ts as if they were a single entity to reflect the fact that

nt company is in sole control. Because the parent controls the

‘s assets and liabilities it is appropriate to fully cross cast them to
re that the shareholders of the parent company can appreciate the total

urces that are controlled, even if the parent does not hold 100% of the

5 shares in the subsidiary.

| suppose preparing a statement of financial position for the group is a bit
like preparing one for a marriage! It may be useful to aggregate the assets
and liabilities of a husband and wife in a single statement but legally the
husband and wife have separate legal personalities.

The parent company is not responsible for the liabilities of its subsidiary ‘
company, after all the parent is simply a shareholder in the subsidiary, which
is a limited liability company. To that extent the preparation of the group
accounts could appear misleading to a casual user as the group accounts
aggregate all the assets and liabilities of the parent and its subsidiary '
companies together. For example a lender to a highly geared and potentially
insolvent subsidiary company needs to be reviewing the individual
company’s financial statements to assess the likelihood of recovering its
money, rather than the overall group accounts.
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§ Negative goodwill of financial position of two companies are as follows. 5
o = ]
c In exam questions — and in real life — goodwill almost inevitably arises on , , ) . E
:':: the acquisition of a subsidiary. This is because it is normal for the value i tnvestment in the goodwill caleulation w3. 2
= of the subsidiary's business as a whole (as represented by the parent's i . : ; f
- consideration and the NCI) to exceed the identifiable assets acquired ' Trinidad Tobago =
= and liabilities assumed by the parent. As we have seen this excess, this , $m $m '—;;
& premium, that arises in the group accounts is treated as an intangible asset. ‘ T
é As we shall see in Chapter 7 Impairment review of goodwill, it will then be ment in Tobago 800 8
o subject to an annual impairment review. 1,000 900 o
ET; Thus for example, if the parent pays $200m for 100% of a subsidiary with ﬂ _S00 f
= net assets of $150m then the goodwill arising is $50m. ‘ °
P .igs‘ $1) 400 300
$m ' i 500 400
e g ings _ 2o A
Cost of parent’s investment 200 S 900 : 700
NCI at acquisition ' Nil §i |
Less the subsidiary's net assets at acquisition 150
° Subsidanys net assets et aca — 900 200
Goodwill “positive = an asset | 50 1.800 a00
This positive goodwill is an asset and arguably is attributable to the ge! . Bformation
reputation of the business, its prospects of making future profits, and g
reflects a strong loyal customer base and a skilled workforce. as today acquired{225m shares of Tobago's 300m)shares.
But there is a very unusual situation where on the consolidatio \f a  of the non-controlling interest in Tobago at acquisition is $175m.

situation where instead of the parent paying a premiu investment o I - & wl aron

in the subsidiary it is able to acquire the subsidiary at a discount. Thus for ﬂ‘% the nulmb&r of shares baufjﬁf {fl thes il gronp
example, if the parent pays $140m for 100% of the $150m net assets of trActinre wor km@ to show the parent’s interest and NCL
subsidiary the goodwill arising is a negative $10m.

subsidiary the goodwill that arises is not an asset. Let @der the

$m e consolidated statement of financial position for Trinidad.
Cost of parent's investment 140
NCI at acquisition Nil
Less the subsidiary's net assets at acquisition (150)
Goodwill "negative = a profit” _(10)

This is negative goodwill. It arguably arises because the future prospects Of:
the business are poor. This negative goodwill is really a discount arising on
consolidation. It comes about where there has been a bargain purchase if
you like. Negative goodwill is therefore treated as a profit. This means it is
included in group retained earnings (w5) as a positive number!




>
—
)
=
W
0
3
w
o
=
-
L=
=
=
E
=
0
Q
>
=
(]
=
-~
-
o
]
=
o
>
&
Q
c
=}
o
c
=
e
o
(&}
[
o
-

Let's look at a comprehensive example.

Example

Poland has made an acquisition of 100% of the shares in Warsaw. The
consideration that Poland gave for the investment in the subsidiary Warsaw
comprised:

1 Cash - Poland paid $25,471 to the shareholders of Warsaw.

2 Shares - Poland issued 10,000 shares to the shareholders of Warsaw, each
with a nominal value of $1 and a market value of $4.

3 Interest bearing loan notes — Poland issued $5,000 10% loan notes to the
shareholders of Warsaw.

4 Deferred consideration — $20,000 is to be paid two years after the date of
acquisition. The relevant discount rate is 10%.

5 Contingent consideration — Further monies may be payable at a later
date subject to performance targets being met. The fair value of this
consideration is $38,000.

At the date of acquisition Warsaw's net assets were $80,000.

Required

(i) Determine the fair value of the consideration that Poland has given in
buying its investment in Warsaw.

(i) Determine the goodwill arising on the consolidation of Warsaw in the
Poland group accounts.

(i) Show the subsequent accounting for the deferred consideration.

(iv) Show the subsequent accounting for the contingent caonsideration on the
basis that the performance targets were not met.

0

The cost of the investment that Poland made in Warsaw can be ascertained
by aggregating the fair value of the consideration given.

jnvestment in Warsaw

$
There is no problem ascertaining the fair value
Cash of cash! 25,471
| The fair value of the 10,000 shares that the 40.000
Shares parent issued is the market value of $4 each :
Interest bearing The fair value of the $5,000 10% loan notes is 5,000
loan notes simply $5,000
Deferred The fair value of the $20,000 liability payable in 16,529
consideration two years is the present value of the future cash
flow. Thus with a 10% discount rate, the present
value is the $20,000 multiplied by 1
1.12
Contingent The contingent consideration must also be at
v sideration fair value 38,000
| 125,000
1 —

(i) Having ascertained the correct fair value of the consideration given by the
parent, and since the value of the subsidiary’s net assets at acquisition is

given we can move straight on to working 3 to ascertain the goodwill arising.

$
Fair value of the parent's investment 125,000
NCI at acquisition Nil
Less the subsidiary's net assets at acquisition ﬁ {(80,000)
Goodwill at acquisition Il 45,000

(i) Subsequent accounting for the deferred consideration.

The recognition of the liability of deferred consideration will result in further
accounting entries.

Atthe date of acquisition Poland recorded a liability to pay the shareholders of
Warsaw $20,000 in two year's time, which because of the time value of money
Was discounted and measured at the present value of $16,529. Now whenever
aliability has been discounted that discounting will be need to be subsequently
lmws:-und to reflect the increase in the present value as each year passes. This
tnwinding of the discount creates a finance charge (interest cost). As an extra
EXpense this will reduce the group retained earnings (w5) and as we shall see
later, appear as an additional expense in the group statement of profit or loss.

ent in the subsidiary
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(i) When applying the proportionate method NCI is measured as the % of the n
assets at the date of acquisition.

30% X | $600m ‘= $180m

NCI % The net assets of the
subsidiary at acquisition

NCI at acquisition on a
i proportionate basis

Goodwill is then calculated as follows

W3 Goodwill
Sm
Fair value of the parent's investment 800
NCI at acquisition - proportionate basis (30% x 600) 180
Less the subsidiary's net assets at acquisition (Eﬂ
Goodwill at acquisition - attributable to the parent | 380

(i) You will | hope observe that as a result of the NCI at acquisition being
measured differently this results in the goodwill at acquisition also being mea
differently.

When NCI is measured at fair value then the goodwill arising is said to be the
full goodwill. It represents all the goodwill of the subsidiary, and is attributabledc
the parent and the NCI. As a result when full goodwill is impaired the loss will ba
shared between the parent's profits (w5) and the NCI (w4) in proportion that the
group share profits and losses.

When NCI is measured on a proportionate basis then the goodwill arising is only
attributable to the parent. As a result when the goodwill attribitabile to the par
is impaired the loss will only be charged against the parents profits (w5).

In our Libya example when NCI is measured at fair value the full goodwill is
$470m, but when NCI is measured on a proportionate basis then the goodwill
attributable to the parent is $380m. The difference between the two of $30m is
goodwill that is attributable to the NCI.

Because these are such important principles let's have a look at another examp!
- this time with an impairment loss and NCI being reported at the year-end.

N
- Example
I
Last year Mount acquired 60% of Everest's share capital for $900m when
+ha net assets of Everest were $800m and the market value of Everest's
i shal% $5. Everest has share capital of 200m equity shares. At the reporting

date, the net assets of Everest are $950m; Mount has retained earnings of
$500m and the goodwill has been impaired by $100m.

‘Required

() On the basis of measuring NCI at acquisition at fair value (and therefore
goodwill in full), calculate at the reporting date the goodwill, NCI and the
group retained earnings.

- (i) Onthe basis of measuring NCI at acquisition on a proportionate basis
" (and therefore goodwill is attributable to the parent only), calculate at the
reporting date the goodwill, NCI and the group retained earnings.

{ij NClayfair value / goodwill in full

Firs ey us calculate the fair value of the NCI of the date of acquisition, being the
v ket price of the shares not acquired by the parent.

40% X | 200m x | $5 | = | $400m

'NCI % The number The market ' The fair value
of shares in value of the of the NCI at
Everest - the shares at acquisition
subsidiary | acquisition

Now we can calculate the goodwill arising at acquisition before then deducting
the impairment loss.

W3 Goodwill

$m
‘Fair value of the parent's investment 900
Fairvalue of NCI at acquisition 400
!Llfnsme subsidiary's net assets at acquisition (800)
‘Goodwill at acquisition - in full E
‘Less impairment loss (100)

As NGl is at fair value, so the goodwill is in full i.e. attributable to both the parent

and the NCI. Accordingly the impairment loss of $100m is then split between the

PAIEAL'S profits (w5) and the NCI (w4) in the usual proportions that they share

Profits and losses . 60/40.
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& W1 Group structure . &
5 Malta S $m 5
= . 0 B
2 l Parent's interest 90% The subsidiary was acquired one Eﬁ of the parent's investment 900 12&
o LI o
= NCI 10% TR ae RV of the NCI at acquisition 50 £
E Clarke l}.;ess the FV of the subsidiary's net assets at acquisition (450) E
= ] e o
8 In the group structure it is now highly relevant to note that the subsidiary was ‘Goodwill at acquisition 599 2
f acquired one year ago as this will mean that there will be one year of extra ‘Less impairment loss (Nil) Z
b= depreciation required on the plant. - f 500 5
5 " Goodwill at reporting date =
'"5.: The fair value adjustment of $50m on the plant increases the net assets both at — a
@ acquisition as well as at the year-end. Because the plant is being increased in W4 NCI @
3 value there will be an increase in depreciation in the post-acquisition period. The B
__5: plant has a remaining five year life and has been held by the group for one year, sm o
) Fai thé NCI at acquisition 50 )
£ The additional depreciation is $50m x /5 x 1 year = $10m. 2 1ue of "l | - &
S Plus the NS1% of the post-acquisition profits w2 (10% x 140) 14 g
= This additional depreciation decreases the net assets at the year-end. } 64 &
- __Jax 2
g W2 Net assets of the subsidiary ) 8
f‘ ho faroup retained earnings %
© I At acquisition At year-end S o) ©
$m $m

Share capital 200 500 ,. Parent's retained earnings 400

; dlus the parent's % of the post-acquisition profits w2 | (90% x 140) | 126

Retained earnings 200 350 Jee e p 3 E 3 S %

Fair value adjustment 50 &0 | = |
| -Adckibia degyockation i \110) Malta group statement of financial position
450 590 T om
R Goodwill w3 . S00
¢ :
140 (600 + 650 plus the fair value adjustment
Assets 50 less the additional depreciation 10) 1,290

The increase in the net assets since acquisition is $140m ($590m - $450m) i
and this represents the profits the subsidiary has made since acquisition. The 1,780
parent’s share of this will be taken to the group retained earnings in w5 and the
NCI's share to the NCI in w4. The post-acquisition profits of $140m include the

additional depreciation that has been charged. G’d'“af‘f shares ($1) 800
. Retained earnings w5 526
As a proof the $140m can be thought of as the rise in the unadjusted profits of NGI =
the subsidiary since acquisition ($350m - $200m) = $150m less the additional I w4 L
depreciation of $10m arising from the fair value adjustment. Equity 1,390 |
The goodwill, NCI and group retained earnings can now be processed in the ..
normal way. Liabilities (300 + 100) 400
1,790

.
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Determining the recoverable amount

There are two ways of recovering cash from an asset or collection of net
assets (cash-generating unit).

One way of recovering cash from an asset is to sell it. The measurement of
the recoverable amount can therefore be the fair value less costs to sell i.g,
sale proceeds less any costs necessary to achieve the sale.

The other way of recovering cash from an asset is to keep and use the
asset so that it generates a cash flow in the future. This second way is
termed the “value in use”. When measuring the future cash flows it will be
necessary to discount the figures to a present value.

The recoverable amount is the higher of the net sale proceeds and the
value in use. It is the higher because that is what the standard’ says - but
actually also to reflect the common sense that losses will always try to be
minimised.

For example if an asset could be sold for $230m net of selling costs, but
has a value in use of $150m, the recoverable amount will be $230m (the
higher) as the sensible decision will be to sell the asset. But if the asset = %
could be sold for $125m net of selling costs and has a value in use of
$200m, then the asset will be kept, making the recoverable amount .$200m.
The recoverable amount will always be the higher of the two figures-on offer

The measurement of the recoverable amount is of course subjective since

the sale proceeds are an estimate as indeed are the futuresgash flows in thes
value in use calculation.

1 IAS36 Impairment of Assels

Question Singapore

. e following information relates to Singapore a 60% subsidiary.

| Fair value
w"?; at assb;i; | oim Parent's RE"““E'table
isition | year-end NCI at investment s 3
o d acquisition year-en
1 ¥ $m $m $m
500 600 | 250 | 800 1.000
¥ red

| ) Assuming that NCI at acquisition is measured at fair value and so that

‘goodwiitis full, determine the goodwill that will be recognised in the
group statement of financial position at the reporting date i.e. after the
finpairment review.

q;, Assuming that the NCI at acquisition is measured as a proportion of
3 t assets so that goodwill is attributable to the parent only, determine

the goodwill that will be recognised in the group statement of financial
position at the reporting date i.e. after the impairment review.

where the @oadwrﬂ (s attributable to the parent
only, when dm’n@ the impairment review the
@oadwt[[ will have to be notionally gmss&d up
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J i? ? ation provided to calculate the purp may be expressed in terms of
V\b h al's new: gross profit margin or a gross profit mark-up.

Betion of the purp w th a margin

on gives a gross profit margin, this is a % based on the sales price. As
inventory is at the internal selling price this % can be multiplied by the
inventory to determine the purp.

| don’t think you can make a profit from selling to yourself!

So on that basis, as the group is in substance a single entity there can be
no profits from the sale and purchase of goods between the parent and the
subsidiary!

o, the example could be expressed in a question as “The parent has

ory for $100 to the subsidiary at a margin of 20% and at the year-end
n in inventory at the year-end.”

Where there is trading between the parent and the subsidiary, the sale of good;
may be sold at a transfer price rather than at cost. For example the parent may
have sold goods that it purchased for $80 to the subsidiary for $100 and the
goods remain in inventory at the year-end. The parent company therefore has
recognised a profit of $20 on the sale and the subsidiary has inventory in its
accounts at a cost of $100.
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Did inventory at the The gross profit margin The purp

However if we consider the group context, the parent and subsidiary as if they X 206 : = $20

were a single economic entity, then there has been no profit to the group from th
inter-company sale and the cost to the group of the inventory remains at $80. I
cannot make a profit by simply selling goods to ourselves.

@pplled to reducing the inventory in current assets and because
seller the purp is also applied to reducing the parent's retained

Therefore a consolidation adjustment is required to both eliminate the unrealised e _ _
profit of $20 and to reduce the asset of inventory by $20 to bring it back to the IRsation of the purp with a mark-up

original cost when it was first purchased by a group company. f the question gives a gross profit mark-up, this is a % based on the cost of
As the unsold inventory is at the internal selling price the mark-up %

 to be converted to a new fraction before it can be multiplied by the
inventory to determine the purp. The mark-up % is used to create a

n where the mark-up % is the numerator (top half of the fraction) and the
ninator (bottom half of the fraction) is 100 plus the mark-up %. In other

-a mark-up of 25% becomes 25/125.

This consolidation adjustment is known as making a “provision for unrealise ¢
profit” (purp).

Where the parent company is the seller then the parent's profits n
reduced. This is achieved by charging the purp against the pare ts in
group retained earnings w5.

ate, the example could be expressed in a question as “During the year the

has sold inventory for $100 to the parent at a mark-up of 25%. At the
it all remains in inventory."

Where the subsidiary is the seller then it is appropriate t the subsidiary’s
post-acquisition profits with the knock on effect of spli the charge be
the parent and the NCI. This is achieved by charging the purp against the
subsidiary's year-end retained earnings in net assets w2.

e unsold i
inventory at the The gross profit mark-up The purp

Who is the selling company?
x  25/125 7 = $20

L7 & .- :
purp will be applied to reducing the inventory in current assets and because
. . —_ idiary is the seller the purp is also applied to reducing the subsidiary's
Parent is the selling company Subsidiary is the seller d earnings at the year-end in net assets w2.
v W

Deduct the purp from the
subsidiary's retained earnings 4
the year-end in net assets We

Deduct the purp from the
parent's retained earnings wb
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Statement of financial position

Non-current assets

Intangibles Parent plus
subsidiary.
Tangibles Parent plus
subsidiary.
Investments Parent plus
subsidiary.
Current assets
Inventory Parent plus
subsidiary.
Receivables Parent plus
subsidiary.
Cash at bank Parent plus
subsidiary.

Plus the goodwill
arising on the
consolidation of the
subsidiary less any
impairment losses.
(w3)

Plus the fair value
adjustments at
acquisition on
subsidiary assets
that remain held
less any cumulative
extra depreciation.

Less inter-company
long term loans.

Plus goods in

transit.

Less inter-company
current accounts.

S

Plus cash in trangiQ

. share  Parent only.
Plus intangible
assets of the
subsidiary
recognised
as a fair value
adjustment less g
amortisation,

are premium  Parent only.

Less the provision
for unrealised
profit net on intey
Cﬂmpany :;"':
of non-current
assets between
group companies,

Parent plus
the parent’s

share of the
O® subsidiary’s

reserves

0)* increases.

ed w5
Less the inve s
that the parent )
made on acquiring oling w4
the subsidiary. -

N E —
Less ition for urrent Parent plus
unrf iseq profit. i subsidiary.
Parent plus

subsidiary.

post-acquisition

Plus any previously

unrecorded shares
issued on the
acquisition.

Plus any previously
unrecorded
premium on shares
issued on the
acquisition less
issue costs.

Plus any previously
unrecorded
deferred or
contingent equity
consideration on
the acquisition.

Less inter-company
long term loans.

Less inter-company
current accounts.

Plus any previously
unrecorded
deferred or
contingent
consideration on
the acquisition,
including the
finance costs to
date.

recap on further adjustments
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1l the first thing to do is to make sure that we are happy with the group

Cairo is an 80% subsidiary of Egypt that was acquired one year ago.
The following information relates to Cairo at the date of acquisition. The acquisition was one year ago so
there will be no need to time apportion

l Parent’s interest 80%
the results of Cairo.

: NCI 20%
Ordinary Reserves Fair value Fair value  Cost of the
share ofthenet  of the NCI investment

(Cairo

capital assets =
whilst when doing the consolidation of group statement of financial positions
n $m $m $m $m is a consistent structure to w2 to w5 the same is not true when preparing
300 500 1,000 250 2,000 p statement of profit or loss.
Statements of profit or loss Bnter-compaRy trading (including purp
w there aré%a consolidation adjustments in respect of the inter-company
Egypt Cairo sale and @ at it is worthwhile clearing up at this stage. The question informs
$m $m s that theré has been an inter-company sale (and therefore automatically an inter-
v purchase) and that a purp will arise in respect of the unsold inventory.
Revenue 9,000 4,000
Cost of sales (5,000) (2,000) minate the effects of the inter-company sale both revenue and cost of sales
e —— reduced. The elimination of the inter-company transaction has no impact
Gross profit 4,000 2,000
Operating costs (2,000) (1,698)
Finance costs (500) Reduce revenue $100m
Profit before tax 1,500 0 juce cost of sales $100m
Tax _(700) .\\ _(100) is a provision for unrealised profit in this question that arises from the

d goods following the inter-company sale at a transfer price.

Profit for the year 80 ’&’ 200
===

aronal information

d inventory at the year-end Gross profit margin

1 During the year Egypt has sold goods to Cairo for $100 million. These - $100m) x  40% = $20m

goods were sold at a margin of 40% and one half remains in inventory at

the year-end. s $20m is an extra expense.

2 At the date of acquisition the fair values of Cairo’s net assets were equal
to their book value with the exception of an item of plant that had a
remaining useful life of five years.

3 Goodwill is to be calculated using the fair value of the non-controlling
interest at the date of acquisition. An impairment review at the year-
end reveals that one tenth of the goodwill that arose on acquisition was
impaired during the year.

e cost of sales $20m
ce inventory (in current assets) $20m

‘e parent is the seller in the inter-company transaction there will be no impact
i the NCI as the adjustment to profit relates to the parent.

Required

Prepare the consolidated consolidated statement of profit or loss for Egypt.
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For the record all the components of other comprehensive income? are

* gains or losses on the revaluation of non-current assets recognised in
accordance with IAS16 Property, Plant and Equipment (as iltustrated

* the group exchange gains and losses arising from translating the
statement_s of a foreign operation in accordance with I1AS21 The Effe
Changes in Foreign Exchange Rates (see Chapter 19 Overseas sy

* the re-measurement gains and losses on defined benefit pension plang

|
3 al =
L Nno
. i B
)

rofit or loss and other comprehensive INCOME

‘an 80% subsidiary of Japan that was acquired two years ago.

recognised in accordance with IAS19 Employee Benefits Japan Tokyo

. %a:ins a;c{l)ltosses on remeasuring financial assets classified as Fair Vgl ent of profit or loss $m $m

rough Other Comprehensive Income in accordance with IF
Instruments and, RS9 Finan 5,000 1,000
; : . 2,000 200
* the effective portion of gains and losses on hedging instruments in a ga of sales (2,000) (200)
flow hedge in accordance with IAS39 Financial Instruments: Recognitin ss profit 3,000 800
and Measurement. ! (1,500) (450)
The objective of this book is to concentrate on the preparation of group accoy 1,500 350
and not to explain the finer points of accounting for financial instruments or In arit income 1,500 350
defined benefit pensions plans! *‘ . b (300) 50)
Frnarice co
;cf:; furti:_er detaitls on why these gains and losses are treated in this way and rofit before tax 2,700 A5
rmation on all other international financial reporting standards please see A Ta
’, : . ; A 400 100
student’s guide to International Financial Reporting Standards by Clare Finch . Tax (400) (100)
(Published by Kaplan Publishing.) | ‘fmﬁi for the year 2,300 550
A _
1 Other comprehensive income

||:Ftevaluatinn gains 100 10
.\\ Total comprehensive income for the year 2,400 560

&

| remain unsold by Japan.

goodwill was impaired during the year.

1 During the year Tokyo has sold goods to Japan for $750m. These goods
were sold at a mark-up of 50%. At the year-end one fifth of these goods

| 2 Animpairment review was conducted at the year-end. This reveals that no

3 Strictly the tax on these items should also be recognised in other comprehensive income.

On the acquisition of Tokyo a fair value adjustment of $50m was made to
the plant of Tokyo. The plant had a remaining useful life of five years and

is depreciated on a straight-line basis down to a nil residual value. The fair
value adjustment had not been incorporated into the accounting records of |
the subsidiary.

At acquisition Japan advanced Tokyo a loan of $500m and charged its
subsidiary an effective rate of interest of 10%. Both companies have
correctly accounted for the transaction.

RBQL.'-_--;

Prepare the consolidated statement of profit or loss and other
| comprehensive income for Japan.

chapter 12 The group stalement of other comprehensive income



the group as being a high risk. In these circumstances the group
find it harder to refinance debt and borrow new funds or be charged a
r rate of interest to compensate for the lender’s increase in risk.

& Technical corner

Consolidating all subsidiaries

perceived as highly geared can also potentially have a negative

on the share price as one method of a highly geared group raising

is from the shareholders in the form of a rights issue of shares. The
issued in a rights issue are issued at a discount on the current

price with the result that normally after the rights issue the share

of the company will fall due to the increased shares in circulation.

it can be argued that if there is a perception that the company is

hly geared and so may make a rights issue the share price may fall as
reholders sell in anticipation of the fall in the share price. Fear of a fall in
e price can therefore become a self-fulfilling prophecy.

s

©

|AS27 Separate Financial Statements (as amended) is quite explicit in
requiring that the consolidated accounts should include all of the parent's
subsidiaries.

For the avoidance of doubt there is specifically no exemption from
consolidating a subsidiary on the grounds that

* jt's an overseas subsidiary

» the subsidiary conducts a business of a different nature from the parent

* or even that the subsidiary operates under severe long-term restrictions
impairing the subsidiary's ability to transfer funds to the parent. Control
must be lost for exclusion to occur.
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Held for sale exemption

There is however one situation where a subsidiary is not consolidated in
the normal way. That is where control over the subsidiary is intended to be
temporary because the subsidiary was acquired and is held exclusively
a view to its subsequent disposal in the near future. For such a subsid
if it is highly probable that the sale will be completed within 12 months the
the parent should account for its investment in the subsidiary as an asse
that is held for sale in accordance with IFRS5 Non-current Assets kiz
Sale and Discontinued Operations. In other words the subsidia
as a current asset investment and held at the lower of ¢ NS
value less costs to sell. OG.\

*
Creative accounting and off balance sheet 1iﬂﬁn®'é

All this regulation is designed to prevent creative accounting i.e. the
manipulation of the group accounts by the deliberate non-consolidation
of an entity that is nevertheless controlled by the group. The hope of
the creative accountant is that, by the non-consolidation of a particular
subsidiary, in some way the users of the group accounts will have a more
favourable impression of the group's performance and position.

For example if a subsidiary has been making losses then creative
accountants may try to find excuses for the non-aggregation of the
subsidiary’s losses.

Another situation where groups try to avoid consolidating subsidiaries is ;
where the subsidiary is highly geared i.e. has a relatively large amount of
liabilities compared to its equity. If a group has a high debt to equity ratio .
it is perceived to be highly geared and then investors and other users may:
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any sales and purchases between group companies and associates or
tures remain.
~es between group companies and associates or joint ventures

Income from associate / joint venture
Parent's % of the associate's / joint venture profit for the year
Less any impairment loss on the parent's investment in the current year

Less the parent's % of the purp

g principle applies to balances (receivables and payables) between group
(where the associate / joint venture is the seller)

-s and associates or joint ventures in the group statement of financial
as it does to transactions, in that as only one balance is aggregated as
f the group statement of financial position the balances cannot be eliminated

<t each other.

this is the figure that goes into the
group statement of profit or loss Just before profit before tax ordingly if at the reporting date the parent has a receivable due from its
' ' ' iate or joint venture, this balance cannot be eliminated on consolidation.

-!e of the associate or joint ventures is not a balance between two group

The income and expenses of the associate or joint venture are not cross castjp s

the group accounts, as the group's interest in their profits are represented in he

one line, regardless of whether any dividend has been paid. ap any current account balances between group companies and associates

i = p ’ . ventures remain.
If the associate or joint venture has been acquired during the accounting pe

then its profit for the year will be time apportioned to reflect only the post-
acquisition element.

If the associate or joint venture has any other comprehensive income recogn
in the post- acquisition period then the appropriate % will be aggregated in
group other comprehensive income.

'» Purps on transactions between group companies and associates and joint

Other issues when applying equity accounting ~ ventures

* Transactions between group companies and associates or joint veiitures ‘There will be consolidation adjustments for the appropriate % of any purps arising
“from these transactions - but let us consider the question first before considering
As we have seen the financial statements of the subsidiary are \censolidated in fi this thorny issue.
group accounts using acquisition accounting. Accordingly, if Guring the account 3

period the parent has sold goods to its subsidiary for $160Q there will be a
consolidation adjustment in the group statement of proiit ¢r loss to eliminate bal
sides of the inter-company transaction as it is between two group companies.
other words it is necessary to cancel the sales (of the parent) against the costa

sales (of the subsidiary) by $100 in the group statement of profit or loss.

‘Well let's have a look at a question.

Now, as associates and joint ventures are not full members of the group, they ;
are only equity accounted (single line approach) and so their revenue and cost ol
sales are not aggregated in the group statement of profit or loss.

Accordingly if a transaction involves an associate or joint venture, e.g. the parent
has sold goods to its associate or joint venture for $100, the transaction ca
be eliminated on consolidation. The purchase by the associate or joint venture i8
not a transaction between two group companies.
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" Question Sierra

The following are the financial statements of Sierra, Leone and Freetg

Statements of financial position

....................................................

Non-current assets

Tangible
Investments

Current assets
Inventory
Receivables
Cash at bank

Share capital ($1)
Retained earnings
Revaluation reserve

Equity

Liabilities

Sierra Leone Freetown
ament of profit or loss $ $ $
500,000 200,000 150,000
(300,000) (140,000 {110,000)
Sies"a '-‘-‘;"E 200,000 60,000 40,000
65,000 10,000 10,000
100,000 80,000 6.0 { ) ( )
130,000 | 135,000 50,000 30,000
Interest receivable 25,000 Nil 4,000
Finance cost (Ni) | (10,000) (Ni)
22,000 30,000 15,000 Profit before tax 160,000 40,000 34,000
58,000 10,000 2,000 i‘fax (60,000) ! (20,000) (19,000)
40,000 20,000 3,000 Profit-for-ihe financial year 100,000 20,000 15,000
350,000 140,000 80,000 Ather comprehensive income
Seyaluation gains 6,000 Nil Nil
100,000 75,000 35,000 Total comprehensive income
190,000 50,000 40,000 for the year 106,000 20,000 15,000
10,000 Nil Nt . _
300,000 125,000 75,000 dditional information
. 1 One year ago Sierra acquired 60% of the equity interests of Leone. The
50,000 15,000 5,000 purchase consideration was $100,000. The fair value of the identifiable
net assets at that date was $150,000 and the retained earnings were
350,000 80,000

140,000

ﬁgm in net assets at w2

Hmrmg been given the fair value of the net assets at
acquisition, the fair value adjustment will be the balancing

$30,000. There has been no new issue of capital by Leone since the

‘date of acquisition and the excess of the fair value of the net assets is
due to an increase in the value of plant with a five year life. It is group
policy to value the NCI at acquisition at fair value and the fair value of
the NCI of Leone at acquisition was $63,000. Goodwill has been subject
~ to an impairment review and no impairment loss arises.

. One year ago Sierra acquired 30% of the equity interests of Freetown
and achieved significant influence when the retained earnings were
$25.000. The purchase consideration was $30,000.
frectonn is the associate, so equity account, single ling in the
gloup income and in the group statement of financial position.

---------------------------------

"
"
g
3

-
]

>

i
[
"]
]
g
c
@
W
o
£
7]
=]
@
®

<

m
-
@
=
o
m
':J




> buying r

@
e
3

=
7]
3
=

-
w
o
=
o
.
o
)

=
c
@
o
=t
o

45

Q

L

" s s s s s s s EEEEEEEE A

calculating the goodwill at the date of acquisition on 1 July the
investment made on 1 January must be restated to the fair value at
uisition i.e. to $40,000. The gain to the group on restating the initial

ent compares this fair value with the carrying value of the associate in
e group accounts which is the initial investment of $30,000 plus the share
_ ppsl-acquisiﬁon profits. (30% x 6/12 x $12,000 = $1,800). The gain of
200 is the difference between the fair value of $40,000 and the carrying
= of $31,800 and is reported in retained earnings.

Step acquisition, when the prior holding is an associate and begg
subsidiary.

subsidiary then when preparing the group statement of profit or loss and
other comprehensive income for the accounting period the investment

will be accounted for part of the time as an associate and part of the tima
as a subsidiary. However at the reporting date when preparing the group:

statement of financial position the investment is a subsidiary. $
Accordingly in the group accounts; parent's first investment (30%) 40,000
* the results of the associate will consolidated in the group statement of parent's second investment (45%) 86,000
profit or loss and other comprehensive income on a time apportionment ] sarent's | tment 5
basis using equity accounting (single line approach) from the start of the gl value g parent s investmen 26,000
accounting period to the date of acquisition, and FV of thia.NCI 25,000
* the exceptional gain arising to the group on the revaluation of the first J.ais FV of the net assets (50,000)
investment will be the difference between the fair value of the investment SRS e
and the carrying value of the associate, and &' tzoodwill at acquisition 101,000

» the results of the subsidiary will consolidated in the group statement of
profit or loss and other comprehensive income on a time apportionment

basis, line by line, from the date of acquisition to the reporting date, a'\‘ x months, the gain on the restatement of the initial investment to fair value
_ _ r Onl d the % of the subsidiary's post-acquisition profits.
» at the reporting date the investment is a subsidiary and so the asscts ai

liabilities are cross cast with goodwill, NCI and post-acquisition orofits

. L act from group retained earnings
being accounted for as a normal subsidiary.

$
Consider d
| Parent's % of the associate's 309 ,
On 1 January, the first day of the accounting period, the isarent makes i X, e e RO x81212,000) 1800
: i 4 : Ml .| post-acquisition profits
a 30% investment for $30,000. This level of investnierit gives significant
influence over the financial and operating policies of the investment. | Gain on the restatement of the | (40,000 - 31,800) 8,200
Accordingly in the group accounts the investment is accounted for as an first investment to fair value
associate using equity accounting. On 1 July the parent acquires control E ,
of the investment by acquiring a further 45% of the shares for $86,000 2 fl Spaéer_";_s st1are ot ths S (75% x 6/12 x 12,000) 4,500
at a time when the fair value of the original 30% investment is $40,000 i Subsidiary’s post-acquisition
and the NCI is $25,000. The group policy is to value the NCI at fair value

at acquisition. At the date of acquisition the fair value of the net assets is
$50,000. During the year the investment reports profits of $12,000.

iment at the individual company stage. In which case the $1,800 the

iate's post-acquisition profits would be omitted and instead the gain

on the restatement of the first investment be determined as $10,000 rather
an $8,200. The gain of $10,000 being the difference between the fair value

10f $40,000 and the carrying value to the parent of $30,000.

Required

Calculate the goodwill arising on acquisition, the NCI at the reporting date,
and so far as possible the extracts from the group retained earnings.

shares
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The distinction is very important to make, as the accounting for the sale of gpa
will vary depending on whether control has been lost so that there has begp 5
disposal of a subsidiary or whether it is simply a transfer of some of the net ag ' : .

and goodwill to the NCI. ﬁ,.mnagement is committed to a plan to sell
L‘.ambsidiaryr is being actively marketed

ihe subsidiary to qualify as being held for sale at the year-end all the
ng conditions must be met at the year-end:

Discontinued operations —— ; ; :
. the subsidiary is available for immediate sale

In the group statement of profit or loss, where the sale of the subsidiary has
occurred during the year, basic consolidation principles will only allow the inco
and expenses of the subsidiary to be consolidated up to the date of disposal,

', the subsidiary is being offered for sale at a reasonable price
s thesale is highly probable, within 12 months of classification as held for sale

+ actions required to complete the plan indicate that it is unlikely that the plan

But it will also be necessary to consider how the results of the subsidia :
o o Ui \will be significantly changed or withdrawn.

to the date of the disposal are presented in the group statement of profit or
loss, and that will depend on whether the subsidiary's activities are regarded

as discontinued from a group perspective or not. ‘herationale behind stripping out the results of a discontinued operation and

porting them in a separate line in the statement of profit or loss stems from

. wanting to present information in such a way that will be useful to the users of

Discontinued operations Continuing operations e financial statements. It is a well worn criticism that the financial accounts
' lack a certain refevance because they are backward looking i.e. are reporting
Single line presentation Line by line consolidation " onwhat has-happened, whereas users are living in the present and have
information needs about what is going to happen in the future. By separating
If subsidiary that has been If the subsidiary that has ' gut thz sesults of a discontinued operation the users are presented with the
disposed of qualifies as a been disposed of represents ks irom continuing operations that increases the predictive quality of the
discontinued operation in continuing operations of the ‘sitzment of profit or loss and thus aids the users in their interpretation of the
accordance with “IFRS5 Non- group then the pre-disposal O performance of the group.
current Assets Held for Sale and results of the subsidiary are
Discontinued Operations”, then consolidated line by lineupto  » Sale of shares to the NCl i.e. increase in NCI
the grg—dlsposal results of the thr-j\ date qf dlspogal, and tlle hisis similar in principle to the decrease in the NCI in Chapter 14 Changes in the
subsidiary are aggreggted and gain on disposal is reported.as goup structure due to buying more shares.
presented in a single line on the exceptional.
face of the statement of profit or . from the perspective of the group accounts where there is a sale of shares but
loss immediately after profit for the “control is maintained, (as the parent’s holding does not fall below 50%), this is not
year from continuing operations. - ddisposal of a subsidiary rather it is an increase in the NCI. The group has not
AN  80id a subsidiary rather the parent has transferred a stake in the net assets and

To be classified as a discontinued operation basically means that the group @oodwill of the subsidiary to the NCI.

must have stopped, or be about to stop, trading in a particular business
activity (the sale of the subsidiary represents the groups withdrawal from
say the hotel industry) or from a particular region (the sale of the subsidiary
represents the group ceasing to have any operations in say Europe). Of co 58
IFRS5 Accounting for Non-current Assets Held for Sale and Discontinued
Operations has a precise definition and set of conditions as follows.

c«r%mt;h it is a transaction between the parent and the NCI i.e. within equity.

ingly no gain or loss arises in the group accounts. However a difference
-;_@!}e_s'arise where the proceeds from the sale of the investment to the NCI - a cash
iﬁﬂh‘ - Is different from the increase in the NCI's interest in the net assets and
N'MII This difference will be taken to an equity reserve (e.g. other components
ot equity).

A discontinued operation is a component of an entity that either has been
disposed of or is classified as held for sale, and:

* represents a separate major line of business or geographical area of
operations

* s part of a single co-ordinated plan to dispose of a separate major line 0F
business or geographical area of operations; or

« is a subsidiary acquired exclusively with a view to resale and the di nosa!
involves loss of control.

selling shares

in the group structure due t
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» Double entry _7 - Technical Corner

There are no new double entries introduced in complex group structures, \Mixed groups - Step acquisition and reduction in the NCI
instead here is a decision tree to recap on the consequences of the orderip ;

which the group is put together.

A
90% /\25%
2 s

vhen we considered a vertical group, it was relevant to be aware of the
. ar the investments were made so that the date that the ultimate parent
« acquired control of the sub-subsidiary was correctly determined.
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“ Jtis also the case that with D shaped or mixed group structures we need
+ i be aware of the sequence that the investments were made. In our first
+ axample all investments were made at the same time, which neatly side-
stepped potential complications.

» C

We are now going to review three group structures and in each group

B i i} re evaluate the consequences of the group being put together in a
erent sequance.
Group sttucture ABC
Were A and B's YES Both Band C have the sa
investments in C made on » date of acquisition and__ ; A
the same date? group structure has not 90% —
changed.
NO
B » C
70% i
Was C a subsidiary before the what is common to all of the following analysis of this ABC group is
last investment was made?
YES ® Ais the parent company

NO "% Bis a simple subsidiary with an NCI of 10%

A's investment in G =
represents a decreasel
NCI. A difference 10
B's investment in C represents arises.

a step acquisition. A gain to
the statement of profit or loss
arises.

Cis also a subsidiary of the A, with an effective interest of 88% and an NCIE
of 12%. .

lf-ﬁ‘s direct interest in C ' | 25%
As indirect interest (via B) (90% x 70%) 63%
| As interest in C's profits 88%

NClin C (Balancing figure) 12%
100%




