Group Accounting


 BUSINESS COMBINATIONS

1. The concept and principles of a group

a) describe the concept of a group as a single economic unit. [2]

b) explain and apply the definition of a subsidiary within relevant accounting standards. [2]

c) describe why directors may not wish to consolidate a subsidiary and the circumstances

where this is permitted. [2]11

d) explain the need for using coterminous year ends and uniform accounting polices when

preparing consolidated financial statements. [2]

e) explain why it is necessary to eliminate intragroup transactions. [2]

2. The concept of consolidated financial statements

a) explain the objective of consolidated financial statements. [2]

b) indicate the effect that the related party relationship between a parent and subsidiary

may have on the subsidiary’s entity statements and the consolidated financial statements. [2]

c) explain why it is necessary to use fair values for the consideration for an investment in a

subsidiary together with the fair values of a subsidiary’s identifiable assets and liabilities

when preparing consolidated financial statements. [2]

d) describe and apply the required accounting treatment of consolidated goodwill. [2]

3. Preparation of consolidated financial statements including an associate

a) prepare a consolidated balance sheet for a simple group (parent and one subsidiary)

dealing with pre and post acquisition profits, minority interests and consolidated goodwill. [2]

b) prepare a consolidated income statement for a simple group dealing with an acquisition in the period and minority interest. [2]

c) explain and account for other reserves (e.g. share premium and revaluation reserves). [1]

d) account for the effects (in the income statement and Financial position) of intra-group

trading. [2]

e) account for the effects of fair value adjustments (including their effect on consolidated goodwill) to: [2]

i) depreciating and non-depreciating noncurrent assets

ii) inventory

iii) monetary liabilities

iv) assets and liabilities not included in the subsidiary’s own Financial position, including

contingent assets and liabilities

f) account for goodwill impairment. [2]

g) define an associate and explain the principles and reasoning for the use of equity

accounting. [2]

h) prepare consolidated financial statements to include a single subsidiary and an associate. [2]
IFRS 3 Business Combination
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1. If there is a mid-year acquisition;
Pre 





Post

Apr07




31 Dec 07


31 March 08






(Acquisition)

If subsidiary profit for the year ends 2008 is

$ 12000, then pre acquisition profit
= $ 9000 (good will)

Post acquisition profit


= $ 3000 (group profit)

Pre-acquisition profit (reserve) is included in goodwill calculation.

Post-acquisition reserve should be added to group profit as % of Group retaining earning.

e.g.,
Parent company profit
= $10000


Subsidiary post profit
= $03000


Group profit


= $ 13000


2. Inter-Company transaction
Current Account between Parent and Subsidiary.

If payable company paid the cash to settle his account but receivable company has not been received until balance sheet date. That is called cash in transit.

In consolidating;


Receivable company deemed to be received.



Add to receivable company cash A/C



Reduce it receivable A/C

If current account remain;


Contra all Parent/Subsidiary current A/C

* Cash payment of $200 has not been received at financial reporting date.

3. Intra-Group Profit (unreleased profit) = URP

E.g. (a) Parent sold goods to subsidiary at $ 1000 selling price it has cost 500 and of these goods still in hand at B/S date.

URP;

1000 ÷ 2
= 500



0500 ÷ 2
= 250



URP

$ 250

Parent company profit
- $ 250

Subsidiary inventory
- $ 250

E.g. (b) if subsidiary sold goods to parents at selling price of $ 2500 which has cost $ 1500 and all of which are still at inventory. If Parent own sub share 80%: then

Solution; 

Unrealized profit
 = 
$ 2500 - $ 1500 = $ 1000



Parent company inventory

 - $1000

Subsidiary
Majority Company’s profit
 
- $ 800 (ie.80%)

Profit

Subsidiary’s profit (NCI)

- $ 200 (ie.20%)

4. Internal Loan Notes

Loan note held by the parent (i.e. assets) is cancelled with the same value of loan note (liability) of the subsidiary.

5. If Dividend is paid by subsidiary by the year end. No adjustment is required.

Dividend is declared by the year end but had not been paid.


When consolidation, dividend receivable A/C in parent and dividend payable A/C relating to parent share should be cancelled.


Dividend payable & receivable outside the group remain disclose.

6. Loan interest payable by the subsidiary within the group should be cancelled together with receivable in parent.
7. Deferred cash consideration

If parent company buy subsidiary share, but paid for after more than one year. This amount should be calculated as parent value.

E.g. P acquired S; 100% share at $ 1210.

Payable after (2) years of acquisition.


Assuming discount rate is 10%.


Consideration for investment is therefore.



$ 1210
=
$ 1000, discount amount



(1.1)2


For the first year end is $ 1000x10% = $ 100

Which are debited to income statement and payable account in group account?

Parent own 75% subsidiary share

Working Subsidiary profit



$ 170

Group 75%

= 127.5





Minority 25%

= 042.5

Group Profit
= Parent + Sub (group)



= $ 240   + $ 127.5 = $ 367.5

EXAMPLE 1
Holdrite purchased 80% of the issued share capital of Staybrite on 1 April 2005. Details of the purchase consideration given at the date of purchase are: 


- a share exchange of three shares in Holdrite for every five shares in Staybrite 


- the issue to the shareholders of Staybrite 8% loan notes, redeemable at par on 31 March 2008 on the basis of $100 loan note for every 125 shares held in Staybrite 


- a cash sum of $121 for every 100 shares in Staybrite, payable on 1 April 2007. Holdrite’s cost of capital is 10% per annum. 

The market price of Holdrite’s shares at 1 April 2005 was $4.50 per share and market price of Staybrite is $3.5 per share.

 In order to help fund the acquisition of new operating capacity for Staybrite, Holdrite also subscribed for a 10% $4m loan note (2008) issued by Staybrite immediately after the acquisition. A fair value exercise was carried out at the date of acquisition of Staybrite, with the following results: 









Carrying amount

 Fair value 









$000 


$000
Land








 20,000 

23,000

Plant








 25,000


30,000

Inventory 







   5,000


  6,000

The fair values have not been reflected in Staybrite’s financial statements. 

In addition, a note to Staybrite’s financial statements gave details of a contingent liability in respect of outstanding litigation. The directors of Holdrite considered that $5m would be a reliable measurement of this contingent liability. The details of each company’s share capital and reserves at 1 April 2005 are: 










Holdrite 

Staybrite 









   $000 


   $000 
Equity shares of $1 each





 20,000


 10,000 

Share premium 







   5,000 

   4,000 

Retained earnings 






  18,000 

   8,000 

Required; Calculate the goodwill arising on the acquisition of Staybrite.
Answer
Goodwill in Staybrite: 









$000 

$000 

$000
Consideration

Shares 

(10,000 x 80% x 3/5 x $4.50) 








21,600

8% loan notes 

(10,000 x 80% x $100/125) 








  6,400

Deferred cash payment 

($9,680/1.21 see below)









  8,000 












36,000

Less 

Equity shares








 10,000

Share premium








   4,000

Pre-acquisition reserves





   8,000

Less contingent liability 





  (5,000) 
   3,000

Fair value adjustment 

(3,000 + 5,000 +1,000)







   9,000 

26,000 x 80%










 











(20,800)
Goodwill 










  15,200
Non controlling interest Goodwill


($3.5 X 2000 shares) – ($26000 X 20%)






    1,800








Total Goodwill









 17,000

The gross cash consideration will be $9,680 (10,000 x 80%/100 x $121). If $1 was invested for two years, carrying an interest rate of 10%, it would be worth $1.21. 

Note: the 10% loan note issued after acquisition is not part of the consideration.
Highveldt, a public listed company, acquired 75% of Samson’s ordinary shares on 1 April 2005. The purchase consideration consisted of: 

a share exchange of one share in Highveldt for two shares in Samson. The market price of Highveldt shares at the date of acquisition was $4 each 

an immediate $1.75 per share in cash 

a further amount of $81m payable on 1 April 2006. Highveldt’s cost of capital is 8% per annum. 

Highveldt has only recorded the consideration of $1.75 per share.

The summarised balance sheets of the two companies at 31 March 2006 are shown below: 

Highveldt Samson 
$m $m $m $m
Tangible non-current assets 570 380

Investments 150 nil 
720 380

Current assets 130 90
Total assets 850 470
Share capital and reserves:

Ordinary shares of $1 each 270 80

Reserves:

Share premium 80 40

Revaluation reserve 40 nil

Retained earnings 

– 1 April 2005 160 120

– year to 31 March 2006 190 350 101 221 
740 341 

Non-current liabilities

10% loan note nil 60

Current liabilities 110 69
Total equity and liabilities 850 470
The following information is relevant:

i Highveldt has a policy of revaluing land and buildings to fair value. At the date of acquisition, Samson’s land and buildings had a fair value of $20m in excess of their carrying amounts, and at 31 March 2006 this had increased by a further $4m (ignore any additional depreciation). 

ii Samson had established a line of products under the brand name of Titanware. Acting on behalf of Highveldt, a firm of specialists had valued the brand name at $40m with an estimated life of 10 years as at 1 April 2005. The brand is not included in Samson’s balance sheet.

iii Immediately after acquisition, Highveldt sold Samson an item of plant for $15m that it had manufactured at a cost of $10m. The plant had an estimated life of five years (straight-line depreciation) and no residual value.

iv On 1 October 2005 Samson issued $60m 10% (actual and effective rate) loan notes. Highveldt subscribed for $20m of this issue. Samson has not paid any interest on this loan, but it has recorded the amount due as a current liability. Highveldt has also accrued for its interest receivable on this loan.

v Post-acquisition, Samson sold goods at a price of $18m to Highveldt; $5m of these goods were still in the inventory of Highveldt at 31 March 2006. Samson applied a mark-up on cost of 25% to these goods.

vi A post-acquisition impairment test on the notionally-adjusted consolidated goodwill (ie the goodwill relating to the parent and the minority interest) concluded that it should be written down by $20m.

Required
Prepare the consolidated balance sheet of Highveldt at 31 March 2006.
Consolidated Group Statement of Income

1. If there is inter group dividend payment including preference share.

Non-Controlling interest relating to such dividend should be disclosed in Group account.

2. Pre-acquisition dividend

Reduce cost of investment in subsidiary


(Or)

Treated as income. (IAS 39)

3.  Intra-Group Sale (Transaction)


Revenue in Seller Company and cost of sale in Buyer Company should be cancelled.

* If closing stock remain in Buyer Company.

(In realized profit should be added to group cost of sale account.)

4. If non-current asset are sold to group member, at profit. Such profits are unrealized profit and should be eliminated in consolidation.

NCA
 in Buyer – Un-realized - Profit

Profit
 in Seller – Un-realized - Profit


This means that Non-current assets should be kept at its original (carrying) amount.

* Depreciation on exceed amount should be added back to profit & non-current assets.

5. Fair value (or) he valued of NCA after acquisition by parent company. However subsidiary may disclose in original (carry) value.

· Depreciation may be less than if the fair value is used.

· Profit may be more than it should be

The depreciation amount (differences) should be deducted from subsidiary’s profit.

6. Interest paid & received within the group should be cancelled when consolidation.

Non-Controlling interest in group Account (Pre & Post Acquisition)







$

Share capital
100000

Premium
50000

Retain earning (Pre+post
80000

Exceed in revaluation At acquisition
10000

Additional depreciation of its Value
(1000)

If sub does not take account revalue

Derecognize of non-current assets at
(20000)

Acquisition

Depreciation of such assets if sub
2000

Does not take account of it

Derecognized of Asset during the year
(8000)

Depreciation of such asset if
800

Sub does not take account

Unrealized profit (SP)
(650)


213150


If Non-Controlling interest is 20%, then


213150x20%
= 



$42630

(ADD) Goodwill relating to NCL




$  XXX
(Less) Impairment of such Goodwill



($ XXX)
The Amount appear in Financial Position


 $  XXX
Non-Controlling interest in group Account (Post acquisition only)
For Income Statement










$

Profit (given)
50000

Additional depreciation
(1000)

(As result of do not take 

Account of fair value adjustment)

Transfers from revaluation reserve
500

Unrealized profit (SP)
(650)

Derecognized of non current assets
(8000)

During the year (post acquization)

Depreciation of recognized assets
800


41650
If Non controlling interest is 20% then 41650 x 20%

   = $ 8330


If there is revaluation of non-current assets during post-acquisition period, it does not take into account in income statement, but in balance sheet.


80% of 41650 = $ 33320 is relating to group profit

$ 33320 + parent company profit



= Group retaining earning

IAS 28 
Investments in Association


An association is an enterprise over which the investor has significant influence and which is neither a subsidiary (nor) a joint venture of the investor.


Associated investor (controlling interest between 20% and 50%)

- is represented on the board.

- Actually participates in major polices decisions

- has material transactions with the invested.

Accounting treatment (Equity method of accounting)

The investment is initially recorded at cost and adjusted therefore for the post acquisition change in the investor’s share of net assets of the associate.


Fair value & cost


Goodwill (+, -)

* Investor’s shares (investment) may be increase by its post-tax profit.

* Investments in associated should be classified as non-current assets and shown separately.

Consolidated income statement


The investor’s share of associate’s pre tax-profit and tax charge are included.


Instead of the dividend receivable.


* write off the goodwill



Adjust profit


* Changes to depreciation to reflect fair value

Differing accounting date

Associated companies should adjust its account as at the same date the financial statement of the investors.


If not, different date may be used, but adjustments for the effects of any significant events of transactions between the dates.

Different Accounting Policies:
Adjustments should be made to the associate’s financial statements before inclusion.

* Reserves will be increased by the group share of post-acquisition reserves of the associate.

* Reserves will be decreased by any goodwill written off.

Goodwill in Associated Company






$


$

Cost of investment






1000


Less: share capital


800



Share premium

200




Reserve

100







1100


275







X 25%

=




Goodwill




725


Statement of reserves





Group 

Associate

Total

Brought forward

1000

40


1040

Retained for the year

  200

20


  220





 1200

60


1260

Transactions between the group and the association

· Loan between group members should not be cancelled. They should be presented in group account.

· Trading between group and associate.

Adjusted only for unrealized profit E.g. inventory

As a % group share

Consolidated inventory – unrealized profit

Investment in association –unrealized profit (if inventories in the hand of association) 

As a % of group interest

Receivable and payables arising from trading transaction with associates

1. Include under respective current assets or liabilities without netting off.

2. Disclose separately if material.

Investment in Association








$

Cost of association




100

Share of post acquisition



  


Retained reserve - post profit x 25%

  10

Unrealized profit - $20 x 25%


  (5)

Impairment Loss




  (2)

Investment in association



103

Intra group transaction (unrealized profit)

For upstream - Associated              Parent/ Subsidiaries

Dr.: Retain earning of parent (A %)

Cr:  Group inventory

(A %)

For downstream - Parent/ Subsidiaries             Associated 

Dr.: Retain earning of parent/ Subsidies
(A %)

Cr:  Investment in association


(A %)

5

