LEARNING
OBJECTIVES

IFRS 3 Business Combinations
IFRS 10 Consolidated Financial Statements
IFRS 12 Disclosure of Interests in Other Entities

After studying this chapter, you should be able to:

y understand the nature of the group covered in this chapter, and the initial adjustments required
in the consolidation worksheet

y explain how a consolidation worksheet is used
y prepare an acquisition analysis for the parent’s acquisition in a subsidiary

prepare the worksheet entries at the acquisition date, being the business combination valuation
entries and the pre-acquisition entries

prepare the worksheet entries in periods subsequent to the acquisition date, adjusting for
movements in assets and liabilities since acquisition date and dividends from pre-acquisition equity

prepare the worksheet entries where the subsidiary revalues its assets at acquisition date

y prepare the disclosures required by IFRS 3 and IFRS 12.
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21.1

THE CONSOLIDATION PROCESS

This chapter discusses the preparation of consolidated financial staFements. A;ttilsacrlelsile]d in chap
under IERS 10 Consolidated Financial Statements consolidated fmanaal ;tatem;ation ofw; tr;sult of om.
bining the financial statements of a parent and all its subSIdlarleS_- (The gterdml inl usede' o an entiry i
@ parent or a subsidiary is discussed in chapter 20.) The two accounting standar ls ma fy . 10 this Cha' ter
are IFRS 10 and IFRS 3 Business Combinations. The accounting principles re'evan; }?r ESIHQSS. combin,.
tions have been discussed earlier (see chapter 14) and an in-depth understallmdmg of that ¢ falilter IS essentiq]
o the preparation of consolidated financial statements because the parent’s acquisition of shares 1N a syb.
sidiary is simply one form of a business combination. h th . biai

In IFRS 3 Appendix A, ‘acquisition date’ is defined as the date on Wthh the acquirer % lt'albn.s.c_omro] of
the acquiree. As discussed in chapter 14, both the fair values of the 1d§r}t}ﬁable assets and liabilities of g,
subsidiary and the consideration transferred are measured at the vamSlt_lon.date' In this chaptgr, the only
combinations considered are those where the parent acquires its COHUO!lmg interest in a subsidiary and, a5
a result, owns all the issued shares of the subsidiary — the subsidiary is then a whqlly owned subsidiary,
This may occur by the parent buying all the shares in a subsidiary in one transaction, or by the paren
acquiring the controlling interest after having previously acquired shares in the sub31.dla.ry.

Note, however, as discussed in chapter 20, control of a subsidiary does not necessarily 1nvplve the. parent
acquiring shares in a subsidiary. The consolidated financial statements of a parent and its s.ut'>s1dlaries
include information about a subsidiary from the date the parent obtains control (?f the sul?SIdlarY; that
is, from the acquisition date. A subsidiary continues to be included in the parent’s consolidated finan-

cial statements until the parent no longer controls that entity; that is, until the date of disposal of the
subsidiary.

ter 20,

Before undertaking the consolidation process, it may be necessary to make adjustments in relation to

the content of the financial statements of the subsidiary:

¢ If the end of a subsidiary’s reporting period does not coincide with the end of the parent's reporting
period, adjustments must be made for the effects of significant transactions and events that occur
between those dates, with additional financial statements being prepared where it is practicable to do
so (IFRS 10 paragraphs B92-B93). In most cases where there are different dates, the subsidiary will
prepare adjusted financial statements as at the end of the parent’s reporting period, so that adjustments
are not necessary on consolidation. Where the preparation of adjusted financial statements is unduly
costly, the financial statements of the subsidiary, prepared at a different date from the parent, may be
used subject to adjustments for significant transactions. However, as paragraph B93 states, for this to be
a viable option, the difference between the ends of the reporting periods can be no longer than
3 months. Further, the length of the reporting periods, as well as any difference between the ends of
the reporting periods, must be the same from period to period.

* The consolidated financial statements are to be prepar

ed using uniform accounting policies for like
transactions and other events in similar circumstances

(IFRS 10 paragraph 19). Where different policies

The preparation of the consolidated financial statements involves adding together the financial state-
ments of the parent and its subsidiaries as well as processing a number of adjustments, these being
expressed in the form of consolidating journal entries:

* As required by IFRS 3, at the acquisition date the acquirer must recognise the identifiable assets
acquired and liabilities assumed of the subsidiary at fair value, Adjustin,
subsidiary’s assets and liabilities to fair value and rec

generally not made in the records of the parent or of the subsidiary, but in 3 consolidation worksheet.
* Where the parent has an ownership interest (i.e. owns shares) in a subsidiary, adjusting entries are
made, referred to in this chapter as the pre-acquisiti jes. ;

10, this involves eliminating the carrying amount of the parent’s in

_ ! e su ate is referred to as pre-acquisition
equity, and it is this equity that is being eliminated. These entries are also made in the consolidation
worksheet and not in the records of the parent or subsidiary.

* The third set of adjustments to be made is for transactions betwe

rent ' . en the entities within the group
subsequent to the acquisition date, including events such as sale

s of inventory or non-current

transactions are discussed in detail in chapter 22).
In this chapter, the group under discussion is one where:
* there are only two entities within the

group: one parent and one subsidiary (see figure 21.1)
* both entities have share capital
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104 Subsidiary

FIG X
GURE 21,1 A wholly owned group

¢ the parent oy
s all the issie i o
(partially owneq (“llli\iti.‘“"}lul shares of the subsidiary; that is, the subsidiary is wTO”){ owne;i e
verad ] subsidiaries, where it is nece - n-controlling interest,
covered later (See chapter 2.‘*)5 et I ecessary to secont for the o

e there are no ipgr
¢ ntragr Ty o g § . tas
BTOUp transactions between the parent and its subsidiary after the acquisition date.

CONSOLIDATION WORKSHEETS

The consolid: . )
parent aflodh?lj;eguggg]imal statements are prepared by adding together the ﬁnan.cxz.il staterlr]le?tti1 :ﬁ $2
underlying accounts ?:y It is the financial statements of the parent and the subsidiary, rat ]—f than
statements that ar ,Zlv ich are added together. There are no consolidated ledger accounts. T eﬁ n 2
and other compr ia qed ,together are the statements of financial position, statements of profit or to :
the parent and It)he ﬂlglye. income and statements of changes in equity prepared by the management O
beyond the sco by §1d1ary, Consolidated statements of cash flows must also be prepared, but these are
- pe of this book.
th"el"o facilitate the addition process, particularly where there are several subsidiaries, as well as to make
necessary valuation and pre-acquisition entry adjustments, a worksheet or computer spreadsheet is
often psed. Erom the worksheet, the external statements are prepared — the consolidated statement of
.ﬁnana.al position, statement of profit or loss and other comprehensive income and statement of changes
in equity.

The format for the worksheet is presented in figure 21.2, which contains the information used for the
consolidation of the parent, P Ltd, and the subsidiary, S Ltd. Assume that P has paid £20 000 for all of
the s:hares of S. At the time of acquisition $ reported £15 000 in share capital and £5000 in retained
earnings. Note that this simple example does not deal with goodwill or fair value adjustments, which
are discussed later.

i Adjustments

Parent Subsidiary
Financial statements P Ltd S Ltd Dr Cr Consolidation
Investment in S Ltd 20000 — 20000 1 =
Other assets 35000 27000 62 000

55000 27 000 20000 £62 000
Share capital 30000 15000 1 15000 30000
Retained earnings 25000 12000 1 5000 32000

55000 27000 20000 £62000

FIGURE 21.2 Consolidation worksheet — basic format

Note the following points about the worksheet:

e The first column contains the names of the accounts, as the financial statements are combined on a
line-by-line basis. ' _ .

e The second and third columns contain the internal financial statements of the parent, P Ltd, and
its subsidiary, S Ltd. These statements are obtained from the separate legal entities. The number of
columns is expanded if there are more subsidiaries within the group.

e The next set of columns, headed ‘Adjustments’, are used to make the adjustments required in
the consolidation process. These include a(.ijustments for valuations at acquisition date pre-
acquisition equity, and intragroup transactions such as sales of inventory between the llbarent and
subsidiary. The adjustments, written in th.e form of journal entries, are recorded on the worksh
Where there are many adjustments, each journal entry should be numbered so that it is cl eet.
which items are being affected by a particular adjustment entry. In figure 21.2 there is onl}fzrne
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worksheet entry, hence the number ‘1’

is entered against each adjustment item. The Worksheey
adjustment entry is:
‘ 1
(1) Share Capital of § Br 2838
(1 Retained Earnings of S (balance at acquisition) Cr
Investment in § | f 20009

As noted earlier, the process of consolidation is one of adding togetftlier the ?nancclﬁll§tat§ments of
the members of the group and making various adjustments. Hence, gures 1or each line j

tem iIl [he
right-hand column, headed ‘Consolidation’, arise through addition and subtraction as YOU proceeq
horizontally across the worksheet.

The share capital and the retained earnings at acquisition date (on S Ltd’s financial Statements) qre
eliminated against the Investment in § Ltd (on P Ltd’s financial statements).

For example, for share capital, retained earnings and the shares in S Ltd, the effect of the adjustmentg are:

Share capital; £30000 + £15000 — £15000 = £30 000
Retained earnings:  £25000 + £12 000 — £5000 = £32 000
Investment in S Ltd:  £20000 — £20 000 = £0

The figures in the right-h

and column provide the information for the
nancial statements of the

group, P Ltd and S Ltd. Note that the retained earnings reported by the group
include only £7 000 of the £15000 reported by S. This is because S Ltd ge

nerated this amount in undistrib.
uted profit since acquisition. The subsidiary’s retained earnings at acquisition amounted to £5 000 whereag
at the date of consolidation thi £12000. Only the earnings of the subsidiary
POSt acquisition are attributable to the group’s performance and hence only £7000 is absorbed into the
consolidated retained earnings.
In preparin
of the indivi

fi

g the consolidated financial Statements, no adjustments are
dual entities that constitute the group. T

made in the accounting records
he adjusting entries

recorded in the columns of the
ual entities. They are recorded in a separate consoli-

tities within the group, and are then recorded on the
d financial statements are prepared over a number of
years, a particular entry (such as a isiti ntry) needs to be made every time a consolidation work-

i the actual financia] Statements of the individual entities.

THE ACQUISITION ANALYSIS: DETERMINING
GOODWILL OR BARGAIN PURCHASE

shares in the acquired entity, there are three main measurement
tasks that should be performed at acquisition date, First, the value of consideration paid to the previous
shareholders of the acquired entity must be de ined.

Often, however,

imple case, this is the cash amount paid.
the acquirer uses other Payment methodg, Under one Popular method, the acquirer issues
its own shares in return for the shares in the target company (or a combinatiop of cash and shares). In this
case, the fair value of the shares issued should be determined

shares, rather than the acquirer’s, m

- Occasionally, the fajr value of the target’s
ay.be measured more reliably and hen

initial 30% (paragraphs 41-42), tWo components is the
the 100% stake assumed (see section 21.3.2). -

The second measurement task requires the determinatjcp, of the fair value of et assets (assets less liabili
ties) in the target’s acquisition-date balance sheet. This typically involyeg fair-valuing of all on—balaﬂCC‘Sh?e.[
assets and liabilities, as wel] ag some off-balance-sheet items (e.g, intangible assetsg and contingent liabill-
ties) (see chapter 14). g

The third measurement task is to ue of goodwill to s
sheet. As discussed in chapter 14, this Omparing the va]ye
possibly, the value of the fair valye of net

assess the ya]
is done by ¢

e) to

. nce
how in the consolidated ga(lams,
of considerations transfe{re ILE)C .
assets acquired. If the fair va
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21.3.1

consideration transferr :

net assets acquired fte]?;? (plus, POSSFMY, the value of a previously held stake) exceeds that of falr' Val'ue of

then negative 800d'wil] : _BO‘OC!"‘V‘!I :jrlses. If there is no excess whereby the fair value of net assets 18 higher,

requires the acquirer (O‘CI(I)S‘: :1 This is regarded as a bargain purchase. In such a case IFRS 10 (paragraplzl3i61)1

. Co duct a revi i ; i tive goodw

is ;ec?rdeﬂ‘m income (Pﬂl'agmph : r)V)lew of its calculations. If the calculations hold, the nega g

t should be note g i

oted that any acquisition-related costs, such as finders’ fees; advisory, legal, accounting,

valuati(m and ()th‘l‘ TOf SSi I con ee
! Iolc“lolnl O i g '
be (~‘X])C’llSLd (lml‘&lgra])h J;) ¢ onsulting fees do not enter the abo l lati

We discuss next sever .
next several scenarios that may arise on acquisition date.

Parent has no previously held equity i i
equity interest In
the subsidiary Y quity

In this case, the parent acquires all the shares of the subsidiary at acquisition date in one transaction. In
terms of paragraph 32 of IFRS 3 and as mentioned above, goodwill arises when the consideration trans-
ferred (32(a)(i)) is greater than the net fair value of the identifiable assets and liabilities acquired (32(b)).
Where the Teverse occurs, a gain on bargain purchase is recognised.

. An acquisition analysis is conducted at acquisition date because it is necessary to recognise the iden-
uﬁab.le: assets and liabilities of the subsidiary at fair value, and to determine whether there has been an
acquisition of goodwill or a bargain purchase gain.

The first step in the consolidation process is to undertake the above acquisition analysis in order to
obtain the information necessary for making both the business combination valuation and pre-acquisition

entry adjustments for the consolidation worksheet. Consider the example in figure 21.3.

On 1 July 2013, Parent Ltd acquired all the issued share capital of Sub Ltd (300000 shares), giving in
exchange 100000 shares in Parent Ltd, these having a fair value of £5 per share. At acquisition date,
the statements of financial position of Parent Ltd and Sub Ltd, and the fair values of Sub Ltd’s assets and
liabilities, were as follows:

Parent Ltd Sub Ltd

Carrying Carrying Fair

amount amount value
ASSETS
Land £120000 £150000 £170000
Equipment 620000 480000 330000
Accumulated depreciation (380000) (170 000)
Investment in Sub Ltd 500000
Inventory 92000 75000 80000
Cash JM 5000 5000
Total assets £967 000 £540000 £585 000
LIABILITIES AND EQUITY
Liabilities
Provisions g (7) ggg 60000 60000
Trade and other payables ol 34000 34000
Tax payable £ 67000 Tosd 5008
Total liabilities 04 DO £% £100000
Equity
Share capital ggg 888 300000
Retained earnings A 140000
Total equity ' 00 440000
Total liabilities and equily £967 000 £540000

At acquisition date, Sub Ltd has an unrecorded patent with a fair value of £20 000, and a

> i tingent liability relates to a loan
4 value of £15 000. This con AD1lI . guarantee made b
with a fair n its records because it did not consider it could reliably measzlr

contingent liability
Sub Ltd which did

not recognise a liability i e the liability. The

. tax rate is 30%.

FIGURE 21.3 Information at acquisition date
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ER 21 Consolidation: wholly owned subsidiaries 581



The analysis at acquisition date consists of comparing the .fallr’ value of the consideragj,,
ferred and the net fair value of the identifiable assets and liabilities o'f the subsidia at acqy;
date. The net fair value of the subsidiary could be calculated by reyalulng the assets anq liabilits'
the subsidiary from the carrying amounts to fair values, remembering that under IAS 1, Incom, 1
where there is a difference between the carrying amount and the tax base cal'lsed by the revaly
the tax effect of such a difference has to be recognised. However, in calculatlpg the net fair v
the subsidiary, because particular information is required to prepare the vglgatlon and Pre-acquigi
entries, the calculation is done by adding the recorded equity of the subsndl'ary (which repreSGntsnon
recorded net assets of the subsidiary) and the differences between the carrying amounts of the

. the as
and liabilities and their fair values, adjusted for tax. The book equity of the subsidiary i figure 21et§
consists of: '

es Qf
axes
ionl

£300000 capital + £140000 retained earnings

These fair value adjustments, are recorded initially against the business combin'an:on valuation Teserye
(BCVR). This reserve is not an account recognised in the subsidiary’s records, but it is recogniseq in the
consolidation process as part of the business combination. For example, for lan.d there is a difference of
£20000 in the fair value carrying amount and, on revaluation of the.land to fair value, a busineg com.
bination valuation reserve of £14000 (i.e. £20000 (1 — 30%)) is raised. The total of pre-tax f,
adjustments is £50 000, giving rise to deferred tax liability of £15000. . N

The acquisition analysis, including the determination of the goodwill of the subsidiary, is as shown iy

ir va]ue

figure 21.4.
Sub Ltd
Carrying Fair value Fair
amount adjustment value
ASSETS
Land £150000 £20000 £170000
Equipment 310000 20000 330000
e 20000 20000
Inventory 75000 5000 80000
Cash 5000 5000
Total assets £540000 £65000 £605 000
LIABILITIES
Provisions 60 000 60000
Trade and other payables 34000 34000
Contingent liability — loan guarantee 15000 15000
Deferred tax liability 15000 15000
Tax payable 6000 6000
Total liabilities 100000 30000 130000
Net Assets £440000 £35000 £i_75/ﬂ9
Determination of goodwill:
1 July 2013
Consideration paid 500000
Less: Fair value of net assets acquired 475000
Goodwill £ 25000

FIGURE 21.4 Acquisition analysis — no previously held equity interests

The information from the completed acquisition analysis is used to prepare the adjustment €1’ fo

the consolidation worksheet. These entries are illustrated below (see section 21.4).

In this book, it is assumed that the tax base of the subsidiary’s assets and liabilities is unchan?
result of the parent’s acquisition of the subsidiary. In some jurisdictions,
taxable entity, there is a change in the tax base to the fair value amounts. [
be recognised in relation to the assets and liabilities acquired.

ne
where the group beco’ 4
n this case, no tax eff¢

582 PART 4 Economic entities



21.3.2

TE‘V" 21.4

21.4.1

Parent has Previously held equity interest in the subsidiary

The situati e . uly 2013
I’In“smll.ulum‘ us.ul n figure 21.3 wil be used here with the only difference being t'hmpor:nlr :[d},’ o
:‘“L.:“ 'l:‘ :\(ql;nrs 80% of the shares in Sub 11d giving in exchange 80000 shares in kﬂ o Su‘b i for
aving a fair value of £5 ey share 1 - ; : her 20% stake h

- share. Pare ad 1 ; ed the other L
£75000. At 30 June 201_\] e Parent Ltd had previously acquir tion in value

. The apprecia
investment in Sub [td was recorded at £92000. The app

was recorded in income (rument and measured at fair

since the investment was classified as an equity ins
e \ s clas: : : £100 000.
value through income. AUT July 2013, these shares had been reassessed to have a fair value of

In .u‘.a‘nd'.\ncc with 1FFRS 3 paragraph 42, Parent Ltd revalues the previouSIy held inVesFmen‘t to flz;ur vca(I)lrJ::
recognising the increase in profit or loss. if pl’eViOL‘lﬂly changes in fair value are recogn'zefJ n 2; o ent
prch.cnswc income, then these amounts are then tai(en into profit or loss as a reclassification a lulSIlm th?:
The ]ppl"h'ﬂl entries in Parent 1.1d at acquisition date, both for the previously held investment as well as
acquisition of the remaining shares in Sub Ltd, are 'as follows:

Investment in Sub Ltd Dr 8000

Profit or Loss Gr ok 1
(Revaluation to fair value)
Investment in Sub Ltd Dr 400000

Share Capital Cr 400000

(Acquisition of shares in Sub Ltd: 80000 at £5 per share)

The determination of goodwill is shown in figure 21.5.

Determination of goodwill:

1 July 2013

Value of previously acquired 20% stake £100 000

Consideration paid 400000
500000

Less: Fair value of net assets acquired 475 000

Goodwill £ 25000

FIGURE 21.5 Determination of goodwill — previously held equity
interests

As a result of the numbers used in this example, the goodwill number is the same as that shown in
figure 21.4. There are no subsequent effects on the consolidation process because the parent had previ-
ously held an investment in the subsidiary.

WORKSHEET ENTRIES AT THE ACQUISITION DATE

As noted earlier, the consolidatign_ process dogs not result if_l any entries b_eing made in the actual records
of either the parent or the subsidiary. The ad]ustm'ent entries are m'ade in the consolidation worksheet.
Hence, adjustment entries need to be passed each time a worksheet is prepared, and these
over time. In this section, the qd}gstment entries that would be passed in a consolidation
pared immediately after the acquisition date are analysed.

entries change
worksheet pre-

Business combination valuation entries

3 there are three identifiable assets recognised by the subsidia
i unts at acquisition date, as well as an intangible asset
business combination. The entries for the business co
the consolidation worksheet rather than in the.‘re’.cord.s of the subsidiary
making these adjustments in the'TeCfN.’d_S of the S.Nbb“_i””)’ ‘_fself)-

The identifiable assets and lxabll.mes that require adjustment to fajr value can be easily identified b f-
erence to the acquisition analyses in figures 21.4 and 21.5, namely land, equipment, inventory, patenz’arsci

the unrecorded guarantee. GOOd.wm- alsa tllas FO be re.C_Ogmsed on consolidation. These differences are all
recognised using business combination valuation entries. Consolidation worksheet adjustment entries f
each of these assets and the unrecorded liability are given in figure 21.6. entries tor

In figure 21
their carrying amo
nised as part of the

ry whose fair values differ from
an_d a contingent liability recog-
mbination valuations are done in
(see section 21.¢ for a discussion on

CHAPTER 21 I
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Business combination valuation entries

(1) Land Dr 20000
Deferred Tax Liability Cr 6000
Business Combination Valuation Reserve Cr 14000 ‘
(2) Accumulated Depreciation — Equipment Dr 170000
Equipment Cr 150000
Deferred Tax Liability Cr 6000
Business Combination Valuation Reserve Cr 14000
(3) Inventory Dr 5000
Deferred Tax Liability Cr 1500
Business Combination Valuation Reserve Cr 3500
(4) Patent Dr 20000
Deferred Tax Liability Cr 6000
Business Combination Valuation Reserve Cr 14000
(5) Business Combination Valuation Reserve Dr 10500 !
Deferred Tax Asset Dr 4500
Provision for Loan Guarantee Cr 15000
(6) Goodwill Dr 25000
Business Combination Valuation Reserve Cr 25000

FIGURE 21.6 Business combination valuation entries at acquisition date

The total balance of the business combination valuation reserve at this stage is £60 000. It will be can-
celled to zero when the pre-acquisition entries are processed. The adjustments to assets and liabilities
at acquisition date could be achieved by one adjusting entry, giving a net balance to the business com-
bination valuation reserve. However, in order to keep track of movements in that reserve as assets are
depreciated or sold, liabilities paid or goodwill impaired, it is practical to prepare a valuation entry for
each component of the valuation process. The valuation entries are passed in the adjustment columns of
the worksheet, which is illustrated in section 21.4.3. Note that, in relation to entry (6) for goodwill, there is
no deferred tax liability. This is because paragraph 21 of IAS 12 states that no such deferred tax liability
is recognised, as goodwill is measured as a residual, and the recognition of a deferred tax liability would
increase its carrying amount. Further, note that the goodwill is recognised on the consolidated balance
sheet and not on the balance sheet of the acquiring company.

Pre-acquisition entries

As noted in paragraph B86(b) of IFRS 10, an entry is required to eliminate the carrying amount of the
parent’s investment in the subsidiary against the parent’s stake in the subsidiary’s equity.

The investment in subsidiary on the parent’s balance sheet represents the underlying assets and liabil-
ities. As the consolidation process adds the net assets of the parent and subsidiary together to form the
consolidated balance sheet, the investment in the subsidiary on the parent’s balance sheet is eliminated to
avoid double counting.

When the parent holds 100% of outstanding shares, this implies a full elimination of the subsidiary’s
equity as at the acquisition date. However, when the parent holds less than 100%, then the investment
account is eliminated against the relevant portion of the subsidiary’s equity on acquisition date (see chap!er
23). The pre-acquisition entries, then, involve two areas:

e the Investment in Subsidiary, as shown in the financial statements of the parent

e the equity of the subsidiary at the acquisition date (i.e. the pre-acquisition equity). The pre-acquisitio”
equity is not just the equity recorded by the subsidiary but includes the business combination
valuation reserve recognised on consolidation via the valuation entries.

Using the example in figure 21.3, and reading the information from the acquisition analysis ‘1
figure 21.4 (including the business combination valuation reserve for the revalued assets includ /'8
goodwill and the contingent liability), the pre-acquisition entry at acquisition date is as shown &
figure 21.7. The pre-acquisition entry in this figure is numbered (7) because there were six previ:
valuation entries.




w, Siicd
Pre-acquisition entry

(7) Retained I.\lnin)‘c (1 Ju

7 2
Share Capital 'y 2013 Dr 140000

Business Comlsi g Dr 300 000
in ;
Investment i R“;(m Valuation Reserve Dr 60000
Sub
Ltd Cr 500000

FIGURE 21.7 pr T
re-acquisition entry at acquisition date

l'h.c pre-acquisition entry is ne
consider the information in £
acquired the shares in

cessary 10 avoid overstating the equity and net assets of the group- To illustrate,
gure 21.3 relating to Parent Ltd’s acquisition of the shares of Sub Ltd. Havmg
represents the actual neftwll:s Itl‘d’ fParem o~ recgrds the asset ‘Investment in Su.b e ESO(? (t)li)o.ghhtlstsstshe;
et assets of Sub Ld. T, i‘n\ Ie :1 obSub Ltd; that is, the ownership of the shares gives Parent Lt Lii n . oo
solidated statement -Of o clu T oth .the asset ‘Investment in Sub Ltd’ and the net assets of SUb[h[ ‘mv ot
account is simply the ri hanqa position would double count the assets of the group, because ‘e H}' " ted
and, in its place, th right to the other assets. On consolidation, the investment account 1S therefore: elimina e

Similarly. 1o e net assets of the subsidiary are included in the consolidated statement of financial position.
1larly, to include both the equity of the parent and the equity of the subsidiary in the consolidated
statement of financial position would double-count the equity of the group. In the example, Parent Ltd
has equity of £900 000, which is represented by its net assets including the investment in the subsidiary.
Because the investment in the subsidiary is the same as the net assets of the subsidiary, the equity of the
parent effectively relates to the net assets of the subsidiary. To include in the consolidated statement of
financial position the equity of the subsidiary at acquisition date as well as the equity of the parent would
double-count equity in relation to the net assets of the subsidiary.

The.credit balance on the business combination valuation reserve is also eliminated as it represents a
valuation adjustment to the net assets of Sub Ltd and is also included in the £500 000 acquisition price.

21.4.3 Consolidation worksheet

Figure 21.8 contains the consolidation worksheet prepared at acquisition date, with adjustments being

made for business combination valuation and pre-acquisition entries. The right-hand column reflects the

consolidated statement of financial position, showing the position of the group. In relation to the figures
in this column, note the following:

e In relation to the two equity accounts — share capital and retained earnings — only the parent's
balances are carried into the consolidated statement of financial position. At acquisition date, all the
equity of the subsidiary is pre-acquisition and eliminated as well as the business combination reserve.
With the business combination valuation reserve, the valuation entry establishes the reserve, and the
pre-acquisition entry eliminates it because it is by nature pre-acquisition equity.

e The assets of the subsidiary are carried forward into the consolidated statement of financial position at
fair value. ) i ) ]

o The adjusting journal entries have equal del?lts an;l .cred.lts (as shown in the line ‘Total adjustments’),
which is essential if the statement of financial position is to balance.

FIGURE 21.8 Consolidation worksheet at acquisition date

Adjustments
Parent Sub
i S Ltd Ltd Dr Cr Consolidation
ASSETS
e £120000 £ 150000 1 £ 20000 £ 290000
F;:ipment 620000 480000 150000 2 950000

Accumulated (380000)  (170000) 2~ 170000

depreciation it (380000)

Inves[:ment in Sub Ltd 500000 ' 500000 7 R
92 000 75000 3 5000 172 000
'é“’eh”tory 15000 5000 s
as 5 il
Patent - S ig 888 20000
Goodwill 5c7000 £ 540000 25000
Total assets £9670080 Ao £1097000
(continued)
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FIGURF 21.8 (¢ ontinued)

£ 15000 5 £ 105 000
Provigione £ 30000 £ 60000 61 000
Trade and otlyer payables 27000 34000 1 16000
Tax payalsle 10000 6000 g 4500 6000
Deferred 1ay liability 6000 2
1500 3
6000 4 15000
i £_19700g
— gy e _1tY
Total Liabilities £.67000  £_100000 o
EQUITY 55000
000 0
Share capital 550000 300000 7 300
Retained earnings 0 350000
(1 July 2013) 350000 140000 7.4 14000 m
900 000 440000 f_m
Total liabilities and equity £ 967000 £ 540000 e —
Business combination 10500 14000 1
valuation reserve ? 60000 14000 2
3500 3
14000 4
25000 6

Total adjustment £al5000;, £.75500

21.4.4 Subsidiary has recorded dividends at acquisition date

Using the information in figure 21.3, assume that one of the trade apd other paya
is a dividend Payable of £10000. The parent can acquire the shares in the subsidj
ex div. basis,

If the shares are acquired on a cum diy, basis,
at acquisition date. In this case, if Parent Ltd

receive dividend effectively reduces the consid
record the businesg combination is:

bles at acquisition date
ary on a cum div, or 4y

then the parent acquires the
Pays £500 000 for the share
eration given by £10 009 to

right to the dividend declared
$ in Sub Ltd, then the right to
£490000. The entry it passes to

Investment in Sub Ltd

Dr 490000
Dividend Receivable Dr 10000
Share Capital c

500000

In other words, the parent acquires two assets —

the investment in th idi ivi
Ieceivable. In calculating the goodwill in the subsidiary theref, o diary and (L€ Sividend
Deducting the fajr value of

ore, the consideration given is £490000.
Net assets received of £475000 thep T i i g
i esults in goodwi] of £15000. The pre

(7) Retained Earnings (1 July 13)
Share Capital

Dr 140000
Business Combination Valuation Reserve el 300000
Investment in Shares in sub Ltd lgr 20900 00
r 4900
A further consolidation worksheet entry s algg required
Dividend Payable
Dividend Receivable Dr 10000
Cr

1000
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a1y 50 that the consolidated statement of financial position shows only the assets

This entry is necess
and liabiliti > o1 "
external lolllelfeogf|-tc:1|t)g]1mlp" lll_ﬂl is, only those benefits receivable from and obligations p.ayable 0 entlzlg?
the group, because ]11. X .lel.a['On to the dividend receivable recorded by Parent Ltd, this is not an as§l€ ]
the Sividena pay;bl n?l entity does not expect to receive dividends from a party exte-rr}al to lt'.Slml ar.}é’
the dividend pay: e lecordlu.i by the subsidiary is not a liability of the group. That dividend will be pai
Broup, not to entities outside the group.

If the shares are . .
- o > are acquired on an ex div. basi ires the shares, as the dividend
e Pai . a . basis, th t only acquires the shares,
will be paid to previous sharel then the paren y acq

it holders and not the parent company. The dividend has no effect on the
acquisition analysis. If Parent . p pany: div. basis, then the
acquisition analysis is ent Ltd had paid £500 000 for the shares in Sub Ltd on an ex div.

Net fair value of identifiable assets and liabilities

C 2 S;b Ud = £475000 (see the cum div. basis)
B Mansiered — 100000 shares x £5 = £500 000

peswil = 500000 — 475 000

= 25000

The pre-acquisition entry is:

Retained Earnings (1/7/13) Dr 140000

Share Capital Dr 300000

Business Combination Valuation Reserve Dr 60000

Investment in in Sub Ltd Cr 500000

21.4.5 Gain on bargain purchase

In figure 21.3, Parent Ltd paid £500 000 for the shares in Sub Ltd. Consider the situation where Parent Ltd
paid £470 000 for these shares. The gain on bargain purchase analysis is as shown in figure 21.9.

Determination of gain on bargain purchase:

1 July 2013

Consideration paid £470000
Less: Fair value of net assets acquired 475 000
Gain on bargain purchase 5000

FIGURE 21.9 Gain on bargain purchase

r value of the identifiable assets and liabilities of the subsidiary is greater than the consid-
eration transferred, in accordance with_ p'aragra_ph 36 of IFRS 3 the acgui.re‘r must firstly reassess the identi-
fication and measurement of the sub51d1arys'1denuﬁable assets.and liabilities as well as the measurement
of the consideration Uansfengd. The expectation under IFRS 3 is that the excess of the net fair value over
the consideration transferred is usually tf_le res.ult qf measurement errors rather than being a real gain to the
acquirer. However, having copﬁrmed the 1dent1ﬁ;at10r} apd measurement of l?oth amounts paid and net assets
acquired, if an excess still exists, gnder paragrap 3?1 it is F;Ec'ogmsed immediately in the consolidated (rather
than the acquirer’s) profit as a gain on .b;.rga}n iurchasls - mfay happen, for example, when the subsidiary
is in poor financial health and the subsidiarys sl.are ho elis are forced to offer a discount to a potential buyer.

Existence of a gain on bargalq purchase ugpd]es t gt I‘lle erll)try.(G) in Flgur‘e 21..6 cannot be passed. How-
ever, if the subsidiary has previously recor e b insiness combination revaluation a business
combination revaluation’entry credmnghgoo l;Nfd'an elldutr)\g bu31.ness combination valuation reserve
for the amount of 800dW'” recordeq bly \ ehSLl i]l’l larybwcc)i%l e reqqlred, The reason for this is that if the
acquisition price paid by the parentis less than the subsidiary’s identifiable net assets, this implies that no

i ist in the subsidiary. o
80\(,)\2‘;:1; ;aar;gi);lrf purchase we replace entry (6) in Figure 21.6, as follows:

As the net fai

mbination valuation Reserve Dr 5000

i C
(6) Business CO S apee Cr

Gain on Bargain 5000
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21.5:1

The pre-acquisition entry for the situation in figure 21.9 is as shown in figure 21.10.

Pre-acquisition entry

(7) Retained Earnings (1 July 2013) Dr 140000

Share Capital Dr 300000

Business Combination Valuation Reserve Dr 30000
Investment in Sub Ltd Cr 470000

FIGURE 21.10 Pre-acquisition entry at acquisition date — gain on bargain purchase

WORKSHEET ENTRIES SUBSEQUENT TO THE
ACQUISITION DATE

At acquisition date, the business combination valuation entries result in the economic entity recpgnising
assets and liabilities not recorded by the subsidiary. Subsequently, changes in these assets fmd liabilities
occur as assets are depreciated or sold, liabilities paid and goodwill impaired. Movgmgnts in the subsid-
iary’s equity also occur as dividends are paid or declared and transfers are made within equity.

Business combination valuation entries

In the example used in figure 21.3, there were five items for which valuation entries were made — land,
equipment, inventory, patent and the guarantee (a contingent liability). In this section, a 3-year time
period subsequent to the acquisition date, 1 July 2013, is analysed (giving an end of reporting period of 30
June 2016) with the following events occurring:

¢ the land is sold in the 2015/16 period, for net proceeds of £199 000

* the equipment is depreciated on a straight-line basis over a 5-year period

* the inventory on hand at 1 July 2013 is all sold by 30 June 2014, the end of the first year

¢ the patent has an indefinite life, and is tested for impairment annually, with an impairment loss of
£5000 recognised in the 2014/15 period

the liability for the guarantee results in a payment of £10000 in June 2014, with no further liability existing
goodwill is written down by £5000 in the 2014/15 period as a result of an impairment test (see chapter
15 for impairment of goodwill).

The statements of financial position of Parent Ltd and Sub Ltd, and the fair values of Sub Ltd's assets
and liabilities, as of 30 June 2016 are shown in figure 21.11.

Parent Ltd Sub Ltd

Carrying amount  Carrying amount  Fair value of net assets
acquired on 1 July 2013 that
are still included in Sub Ltd’s
balance sheet

Assets

Land £170000 £50000

Equipment 750000 680000 £530000
Accumulated depreciation (448 000) (456 000) (298 000)
Patent 15000
Investment in shares in Sub Ltd 500000

Inventory 52000 75000

Cash 65000 95000

Total assets £1 089000 £444 000

Equity and Liabilities

Provisions 40000 40000

Trade and other payables 32000 24000

Tax payable 12000 16 000

Total liabilities £84 000 £80000

Equity

Share capital 550000 300000

Retained earnings 455000 64000

Total equity £1005 000 £364 000

Total liabilities and equity £1089 000 £444 000

FIGURE 21.11 Statements of financial position at 30 June 2016
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The income g

figure 21.12. are shown in

atements
b or |)2 .y .
wrent Ltd and Sub Ltd for the year ended 30 June 2016

Income statemens
Revenue [ B e
Expenses ALY o
85000 _72000
Gain on sale of ng "35' u 2
: - N-curre c
Profit before tax ik 15000 _?4%8%
Incolme tax expense 50 ggg o0
Profit for the period ;; 000 33000
Retai i
Retallned eamnings (1 July 2015) m 220000
etained earnings (30 June 2016) 455000 E§§565

FIGURE 21.12 Income statements at 30 June 2016

We next anal
yse the effect of each of these items on the consolidation process.

Equipment
eoqfurilertniilsf N gcéllmred on 1 July 2013, the subsidiary’s statement of financial position features only the
Sub E d and the patent. The equipment had a remaining useful life of 5 years on acquisition Qate.. Hence,
ub Ltd recorded an annual depreciation expense of ((£480000 - £170 000)/5 = £62000) bringing total
accumulated depreciation for acquisition date’s equipment to £356 000 and net book value of £124000.
However, from the group’s perspective the initial fair value adjustment was £20000. Hence the equip-
ment was restated to £330 000 with zero accumulated depreciation. For the purpose of consolidated state-
ments, therefore, subsequent annual depreciation expense is £66000, or £4000 higher than what was
booked by Sub Ltd. After 3 years the net book value of this equipment is £132 000 (£330000 - £198 000).
Note that the carrying value of the equipment at Sub Ltd’s stand-alone balance sheet (£124 000) is lower
than the carrying value in the consolidated balance sheet (£132 000). The difference of £8000 reflects
40% of the fair value adjustment recorded on acquisition date, because the remaining useful life of this
adjustment is 2 (out of 5) years.
Note also the effect on the group’s earning. The consolidation process effectively absorbs 100% of the
profit reported by the subsidiary since acquisition. However, the calculation of this profit, which is reflected
in Sub Ltd’s equity, is not based on acquisition date’s fair values. Hence, relative to the group, over the
3-year period, Sub Ltd's pre-tax profits are higher by £12 000 owing to lower annual depreciation expense
(£32000 vs. £36000). After tax, Sub Ltd's retained earnings are higher by £8 400. The £8 400 reduction in
retained earnings is split between a reduction of £5600 to opening retained earnings, and a reduction to
the 2014/15 after-tax profit of £2800 (£4000 depreciation less £1200 tax saving).

Valuation entry for 201 5/16 is shown in figure 21.13.

(1) Accumulated Depreciation — Equipment Dr 156000
Depreciation Expense Dr o
Retained Earnings — 30 June 2015 Dr e

Equipment — Cost Cr L

Deferred Tax Liability Gr 0o

Tax Expense Cr g

% 14000

Business Combination Valuation Reserve

FIGURE 21.13 Business combination valuation entries at 30 June 2016

the total effect on consolidated retained earnings as at 30 June 2016 is a reduction of £8400

Note that
0 — £1200).

(£5600 + £400

Patent
The patent w2
alone balance

2014/15 to £15000. Since the patent is not recorded in Sub Ltd’s stand-
sheet, the impairment was recorded only in consolidated income in the previous year.
e, Sub Lt J's retained earnings as of 30 June should be reduced by £3 500 (£5000 X 70%). Deferred
: airiicai)ility chould also be reduced by £1 500 and stand at £400 in the 30 June 2016 consolidated state-

ment of financial position-

S impaired in
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Valuation entry for 2015/16:

(2) Patent Dr 13 (;88
Retained Earnings < 30 June 2015 Dr
Deferred Tax Liability Cr 4500
Business Combination Valuation Reserve Cr 14000
Land

The land was sold in 2015/16. Because Sub Ltd recorded a gain that is based on lower. carrying value thap
what was recorded in the 30 June 2015 consolidated balance sheet, its 2015/16 profit is higher by £14 0gq
(£20000 X 70%). Therefore, this should be deducted from Sub Ltd’s income for the year.

Valuation entry for 2015/16:

(3) Gain on Sale of Land Dr 20000
Tax Expense Cr 6000
Business Combination Valuation Reserve Cr 14000
Inventory

The inventory was sold in 2013/14. Because Sub Ltd recorded gross profit that is based on lower carrying

value than what was recorded in the 1 July 2013 consolidated balance sheet, its 2013/14 profit is higher by
£3500 (£5000 X 70%).

Valuation entry for 2015/16:

(4) Retained Earnings — 30 June 2015 Dr 3500
Business Combination Valuation Reserve Cr 3500

Contingent liability

The guarantee liability was originally stated at £15 000 on the acquisition date consolidated balance sheet.
Since in 2013/14 the settlement involved a payment of only £10 000, the group needs to record a pre-tax
gain of £5000. Sub Ltd’s income statement in 2013/14 recorded a pre-tax loss of £10 000, because in its
stand-alone balance sheet on 1 July 2013 no liability was recognised for the guarantee. Hence there is a
difference of £15000 between Sub Ltd’s income and the group’s income. Sub Ltd's retained earnings need
to be increased by £10 500 (£15 000 X 70%) in the consolidation process.

Valuation entry for 2015/16:

(5) Business Combination Valuation Reserve Dr 10500 !
Retained Earnings — 30 June 2015 Cr 10500

The above analysis is summarised in the tables below:

Analysis of effect of acquisition-date adjustments

on subsequent balance sheet

Effect on
(1) (2) 3) 4) 5)
Deferred tax Deferred tax Retained
Balance sheet Balance sheet liability liability earnings
30 June 2016 1 July 2013 30 June 2016 1 July 2013 30 June 2016
Equipment -150000 -150000
Accumulated
Depreciation 158 000 170000
8000 20000 2400 6000 (8400)
Land 0 20000 0 6000 (14 000)
Patent 15000 20000 4500 6000 (3500
Inventory 0 5000 1500 (3500)
Contingent
Liability —
Guarantee 0 (15000) 0 (4 500) 10500
Total £23 000 £50000 £6900 £15000 £(18900)
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21.5.2

21:5:3

Analysis of effect of acquisition-date adjustments

on 2015/16 profit
Effect on
(1 :
2) 3) @) (5)
Balance shee Deferred Deferred tax After-tax
30 1::.: ;lz,cfl ',]“'“"“‘ sheet tax liability liability profit
Equipment -150000 : 30 June 2015 30 June 2016 1 July 2013 2015/16
Accumulated 158000 -150000
Depreciation 162000
Land Saa ~ 12000 2400 3600 (2 800)
Patent 15 oog o 0 6000 (14.000)
Inventory i 15000 4500 4500 0
Contingent 0 0 0 0 0
Liability — 0 0 0 0
Guarantee
Total
X £23 000 £47 000 £6900 £14100 £(16 800)
Note:

Column (3) = 30% of column (1)
Column (4) = 30% of column (2)
Column (5) = [column (1) — column (2)] - [column (3) — column (4)]

Goodwill

Impairment tests for goodwill are undertaken annually. Goodwill is written down by £5000 in the 2014/15
period as a result of an impairment test. In the consolidation worksheet prepared at 30 June 2015, the business
combination valuation entry will recognise the loss and reduction in goodwill. Because goodwill impairment
is not tax deductible (i.e. itis a permanent difference) there is no effect on deferred tax liability or tax expense.

Valuation entry for 2015/16:

(6) Retained Earnings — 30 June 2015 Dr 5000
Goodwill Dr 20000
Valuation Reserve Gr S

Business Combination

Pre-acquisition entry

with the above entries (1)-(6) recorded, the final entry is to eliminate the investment in Sub Ltd account

against the equity of the subsidiary as it was on acquisition date:
(7) Retained Earnings Dr 140 000
Share Capital . Dr 300000
Business Combination Valuation Reserve Dr 60000
Sub Ltd Cr 500000

Investment in
We are now ready to prepare the consolidated statement of financial position and income statement
(see figure 21.14).
paid/payable from subsidiary equity
[AS 27 C onsolidated arld Separate Financial Statements described a cost method i i
paren ('s investment in a subsidiary. The equity of the subsidiary was then class?ﬁriiapon
uisition components based upon whether the equity existed before or lrfltm
pre acqmsmon a s from p.re-acqmsmon eqmty were accounted for as a recovery of a par:me’ ;
the acdy S i subsidiary and recognised as a reduction in the cost of the investment. Dividends from

. . unted for by a parent as revenue
—acquisition equity were acco .
polsrtl ?’-Coqos the IASB made amendments to IAS 27. These amendments deleted the definition of the cost

method from jAS 27 and required that all dividends paid or payable by a subsidiary were to be accounted

for as revenue by the parent.

Dividends

Prior to July 2008,
to accounting for a

W e t-acq
-acquisition and post-
pre-acd te. Dividend
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Adjustments
Parent Sub

Ltd Ltd Dr Cr Consolidation !
Assels {
Land £ 170000 £ 50000 £ 220000
Equipment 750000 680000 150000 17 1280000
Accumulated depreciation  (448000) (4560000 1 158000 (746 000)
Patent 2 15000 15000
Investment in Sub Ltd 500 000 500000 7
Inventory 52 000 75000 127000
Cash 65000 95000 160000 |
Goodwill 6 20000 __20000
Total assets £1089000 £ 444000 E\M
Liabilities :
Provisions 40000 40000 80000 |
Trade and other payables 32000 24000 56000 1
Tax payable 12000 16 000 28000 |
Deferred tax liability 2400 1 6900 |
4500 2 |
N G e J
Total liabilities £ 84000 £ 80000 £ 170900
Equity
Share capital 550000 300000 7 300000 550000
Retained earnings:
Revenues 120000 95000 215000
Expenses 85000 72 000 1 4000 161000
35000 23000 54000
Gain on sale of non-
current assets 15000 31000 3 20000 26000
Profit before tax 50000 54000 1200 1 80000
Income tax expense 15000 21000 6000 3 28800
Profit for the period 35000 33000 24000 7200 51200
Retained earnings 1 5600 10500 5
(30 June 2015) 2 3500
4 3500
6 5000
420000 31000 7 140000 303900
Retained earnings -
(30 June 2016) 455000 64 000 355100
Total equity £1005000 £ 364000 £481600 £ 17700 £ 905100
Total liabilities and equity £1089000 £ 444000 £481600 £ 24600 £1076 000
Business combination & 10500 14000 1
valuation reserve 7 60000 14000 2
14 000 3
3500 4
) P g 25000 6
Total adjustments —=2 V0

£745100 £745100

FIGURE 21.14 Consolidation worksheet at 30 June 2016

In 2011, the International Accounting Standards Board IASB®) j Finarcial
Statements. Paragraph 12 of this standard states: ( ) issued a new 1S 27 Separate i

An entity shall recognise a dividend from a subsidiary,

! cnC| a joint venture or an associate i in its sep-
arate financial statements when its right to receive the ssociate in profit or loss

dividend is established.

ued in 2011, discuss the reasons for the accounting for di¥z

idends received from a subsidiary, a joint venture Or an associate. BC14 notes that one of the drivif
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forces for the
. current accounti - e e .
acquisition components unting for dividends was the problem of classifying equity into pre- and post
removing the cost meth E)ln first-time adoption of IFRS® Standards by entities. To reduce any risk from
impairment testing of tlo _and any possible overstatement of income by a parent, the IASB lookefl at the
sources of informatio 1€ Investment account recorded by the parent. As a result, as part of the internal
graph 12(h) of IAS 3 N used to determine whether there is any indication of impairment of an asset, para-
for an i 6 Impairment of Assets states:
Investment in a subsidi o : N
. 1ary, . . H fro
ment and evidence ig available :ly]a]t(.)lm venture or associate, the investor recognises a dividend
(i) the carryi . . .
the Cogollli% :tmc(l)‘flim of .the investment in the separate financial statements exceeds the carrying amounts 1n
ed financial statements of the investee’s net assets, including associated goodwill; or

(ii) the divide o
eriod nd. exceeds the total comprehensive income of the subsidiary, joint venture oOr dssodiaie. In the
period the dividend is declared.

Bonus share dividends

aBroeanlls sharg dlyldends involve a subsidiary issuing shares instead of a cash dividend to shareholders. There
LAO entries in the records of the parent as a result of this transaction. Hence, the IASB’s amendments
tﬁ- S 27 do. not apply to this transaction. The effect to be adjusted for in the pre-acquisition entry is that
1s transaction results in moving pre-acquisition equity from one account to another, with no change in
total pre-acquisition equity.
Assume that in the 2013/14 period the subsidiary pays a dividend of £3000 by the issue of bonus shares.
The entries passed in the parent and the subsidiary as a result of the dividend are:

m the invest-

Parent Subsidiary
No entry required Bonus Dividend Paid Dr 3000
Share Capital Cr 3000

No entry is required by the parent because its share of wealth in the subsidiary is unchanged by the
bonus share issue. The pre-acquisition entries for the 2013/14 period are shown in figure 21.15.

Retained Earnings (1 July 2013) Dr 140000
Share Capital Dr 300000
Business Combination Valuation Reserve Dr 60 000
Investment in Subsidiary Cr =50.060
Share Capital Dr 3000
o 3000

Bonus Dividend Paid

FIGURE 21.15 Dividend provided for in the current period.

The effect of the bonus dividend is to increase thg share capital of the. subsidiary by £3000 and to reduce
the retained earnings by the same amount. There is no overall change in the pre-acquisition equity of the
subsidiary, just a transfer from one equity acco?m to another. Accordingly, there is no change in the bal-
ance of the investment account in the records o dth_e'parem.

The pre-acquisition entry in subsequent periods is:

Retained Earnings (opening balance) [£140 000 — £3000] Dr 137000
Share Capital _ Dr 303 000
Business Combination Valuation Reserve Dr 60000

[nvestment in Subsidiary Cr 500000

21.5.4 Pre-acquisition reserve tfransfeders |
. . o subsidiary may transfer retained earnings to reserves, or make transfe

From Irlr;fit:a?nrrilrfgt: These do not cause any chal_lge in the totgl pre-acquisition equity butrZifrrr?p?l]yrsgzrrYeZ
:lcierect(’;l;]posiﬁon of that equity. Therefo;fe, thgrle) is t}?o change in the investment account recorded by t}%e

t entity. In fact, the parent 1s una ected by these transfgrs. Howgver, the parent needs to decide if
paren lidation purposes such transfers should Pe r_eﬂected in consolidated equity. With such approval
for co.nsO (;t anything t0 account for in the cqnsohdatnon purpose. For example, if the subsidiary fnpa l?eVsa ’
?rl:rl;:fésr r(;ut from retained earnings to a restricted reserve, and this is approved, or even instructed, by thz
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parent, the restricted reserve should appear in the consolidated balance sheet. In what follows, however
we would assume this is not the case. ,

Assume for the cases illustrated below that the pre-acquisition entry for the year ending 30 June 2014
apart from the effect of reserve transfers, is as follows: ’

Retained Farnings (1/7/13) Dr 140000
Share Capital Dr 300000
Business Combination Valuation Reserve Dr 60000
Investment in Subsidiary Cr 500000
Case T: Transfers from retained earnings to other reserves

Assume that in the 2013/14 period the subsidiary transfers £4 000 to general reserve from retained earn-
ings. The entry passed in the subsidiary as a result of the transfer is:

Retained Earnings Dr 4000
General Reserve Cr 4000

The pre-acquisition entries for the 2013/14 period are shown in figure 21.16.

Retained Earnings (1 July 2013) Dr 140000
Share Capital Dr 300000
Business Combination Valuation Reserve Dr 60 000
Investment in Subsidiary Cr 500000
General Reserve Dr 4000
Retained Earnings Cr 4000

FIGURE 21.16 Transfer to general reserve in the current period

As both the transfer to general reserve and the general reserve accounts are pre-acquisition in nature,
they are eliminated as part of the pre-acquisition entry. The pre-acquisition entry in subsequent periods is:

Retained Earnings (opening balance) [£140 000 — £4000] Dr 136 000
Share Capital Dr 300000
Business Combination Valuation Reserve Dr 60 000
General Reserve Dr 4000
Investment in Subsidiary Cr 500000

In this case and in the following cases, the only equity account in which movements (transfers to and
from) are specifically identified is retained earnings. Movements within the general reserve account are not
specifically noted. This is because, as illustrated in figure 21.13, the retained earnings account and changes
therein are used to connect the statement of profit or loss and other comprehensive income accounts and
the statement of financial position accounts. In preparing the consolidated statement of changes in equity.
where movements in all equity accounts are disclosed, adjustments for pre-acquisition transfers must be
taken into account. Whether such adjustments are necessary can be seen from viewing the consolidation
worksheet and the adjustments made to individual equity accounts. A similar issue arises in preparing
other notes to the consolidated financial statements, such as for property, plant and equipment, where
movements such as additions and disposals must be disclosed.

Case 2: Transfers to retained earnings from other reserves

This case uses the information in case 1, in which a £4 000 general reserve was created. Assume that in the

2014/15 period the subsidiary transfers £1 000 to retained earnings from general reserve. The entry passed
in the subsidiary as a result of the transfer is:

General Reserve Dr 1000 ‘
Retained Earnings Cr 1000
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y 1.6 REVALUATIONS IN THE RECORDS OF THE

y/ 21.7

The pre-acquisi
acquisition engries
tries for the 2014/15 period are shown in figure 21.17.

Retained Earni
arnings (1 p
Share Capital 8s (T July 2014)
Business Combinati Br ;(3)8 388
GeerallResert ation Valuation Reserve D: e
Investment in Subsidiary Dr 4000
Retained Earnings G 500000
SeheliReCive Dr 1000
Cr 1000

FIGURE 21.17 Transfer
ransfer from general reserve in the current period

nts are pre—acquisition in

Since both
the tr -
ansfer from general reserve and general reserve accou
ry in subse-

nature, they are elimi
! 1minat .o A
quent periods is: ed as part of the pre-acquisition entry. The pre-acquisition ent

Retained Earnings (opening balance) [£140 000 — £4000 + £1000] Dr 137000
Share Capital Dr 300000
Business Combination Valuation Reserve Dr 60000
General Reserve Dr 3000
Cr 500000

Investment in Subsidiary

SUBSIDIARY AT ACQUISITION DATE

f the assets of the subsidiary at acquisition date should be

er the valuation o
f the subsidiary. It is expected that most entities

IERS 3 does not discuss wheth

done in the consolidation worksheet or in the records o

will make their adjustments in the consolidation worksheet, for two reasons:

e Adjustments for assets such as goodwill and inventory are not allowed in the actual records of the

subsidiary. Goodwill is not allowed to be revalued because it would amount to the recognition of
odwill, and inventory can

internally generated go not be written to an amount greater than cost.
» The revaluation of non-current assets in the records of the subsidiary means that the subsidiary has
del of accounting for thos

effectively adopted the revaluation mode! e assets. As discussed in chapter 11,
IAS 16 Property, Plant and Equipmefzt requires the assets to be recoeded at amounts not materially .
different from fair value. For entities wanting to measure assets using the cost model, the revaluation of
bsidiary assets would be undertaken 1n the ,COHSOhd.anon wqusheet. .
subsidiary he business combination valuation entries applied in the consolidation worksheet for
Note that nd equipmem assets in this chapter are of the same form as those applied for prop-
property: plant a ipment in chapter 11. The revaluation surplus created in the financial statements of
erty, it | l Il;e climinated as part of the pre-acquisition entries and the underlying asset will
the subsidiary W Onsolidated statement of financial position at fair value. Hence, the consolidated
be shown on the ¢ ¢ acquisition date are the same regardless of whether revaluation occurs on con-
ments a In future periods, differences will arise because there is no

ancial state X
o dad or in the records of the subsidiary. In fut
B reme tions done in the consolidation worksheet to be updated for subsequent changes

requirement for valua e
in the fair values of the assets:

RE
DISCLOSU ¢ Appendix B to IFRS 3 cover the disclosure of information about business combi-
64-B67 © s require an acquirer to disclose information that enables users of its financial
a he nature and financial effect of business combinations that occurred during the
the end of the reporting period and when the finan-

valuate tl s those that occur between
ples of disclosures required by these paragraphs are given in

reporting period, :Sa :&o?ised for issue. Exam
. ts ar

cial statemen
figure 21.18.
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FIGURE 21.18 Disclosure of business combinations

Note 4. Business combinations

On 20 October 2013, Libra Ltd acquired 100% of the voting shares of PISCGSstd/

a listed company specialising in the manufacture of electronic parts for Sou:cialist
equipment. The primary reason for the acquisition was to gain access to'sa'on of all
knowledge relating to electronic systems. Control was obtained by acquisiti

the shares of Pisces Ltd.

: d
To acquire this ownership interest, Libra Ltd issued 600000 ordlnar.y' s'harzsétzallyhee
at £2.50 per share, which rank equally for dividends aftef t.h'e acquisition .
fair value is based on the published market price at acquisition date.

The total consideration transferred was £1 800000 and consisted of:

£7000

Shares issued, at fair value 1500
: 240

Cash paid 60
Cash payable in 2 years’ time et i
Total consideration transferred 1800

The fair values and the carrying amounts of the assets acquired and liabilities
assumed in Pisces Ltd as at 20 October 2013 were

Fair Carrying
value amount
£000 £000

Property, plant and equipment 1240 1020
Receivables 340 340
Inventory 160 130
Intangibles 302 22
Goodwill 54 0
2096 1512

Payables 152 152
Provisions 103 103
Tax liabilities 41 41
296 296

Fair value of net assets of Pisces Ltd 1800

Goodwill in Pisces Ltd can be attributed to the synergies existing within the
company, and relate to the high level of training given to the staff as well as the
professional expertise of the employees. Further, there exist in-process research
activities in Pisces Ltd for which it was impossible to determine reliable fair values
for the separate recognition of intangible assets.

Pisces Ltd earned a profit for the period from 20 October 2013 to 30 June 2014 of
£520000. This has been included in the consolidated statement of profit or loss and
other comprehensive income for the year ended 30 June 2014.

None of the above information has been prepared on a provisional basis.

The consolidated profit is shown in the consolidated statemen
and other comprehensive income at £5 652 000, which incly
contributed by Pisces Ltd from 20 October 2013 to the end
Ltd had been acquired at 1 July 2013, it is estimated that th
would have reported:

t of profit or loss
des the £520000

of the period. If Pisces
e consolidated entity

£000

Consolidated revenue
: . 36654
Consolidated profit 6341

In relation to the business combination in the 2012
acquired all the shares in Orion Ltd, an adjustment
relating to the provisional measurement of specialis
Ltd. A loss of £250000 was recognised in the curre
the write-down of this equipment.

/13 period when Libra Ltd

was made in the current period
ed equipment held by Orion

nt reporting period because of
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Included in the current pe
of the business combin
arose due to

. B67(e)
riod profit are gains on the sale of land acquired as a part

ation with Pisces Ltd, The gain amounted to £100 000 and
an upsurge in demand for inner-city properties.
Goodwill

B67(d)
£000
Gross amount at 1 July 2013 s
Accumulated impairment losses T
Carrying amount at 1 July 2013 5
Goodwill recognised in current period —=
Carrying amount at 30 June 2014 12
Gross amount at 30 June 2014 (s
Accumulated impairment losses L
Carrying amount at 30 June 2014 —@

i s i t in
' i i i n to a parent’s interes
IFRS 12 Disclosure of Interests in Other Entities also requires disclosures in relatio p
its subsidiaries. Figure 21.19 illustrates some of these disclosures.

IFRS 12
paragraph
Note 5. Subsidiaries

i 9(b
Aries Ltd has a 40% interest in Virgo Ltd. Although it has less than half the .votlr},g;/' 3 (b)
power, Aries Ltd believes it has control of the financial and operating pohcnﬁs o Vl:rg g
Ltd. Aries Ltd is able to exercise this control because the remaining oyvnsll's Ilfk;Zin g
Ltd is diverse and widely spread, with the next single largest ownership bloc g
11%.

: - 5 " 9(a)
Aries Ltd has invested in a special purpose entity establlshedbby P|§tor led. P}l\cr"czg ttg (
i [ istributing the sailing boats it makes. Ari
hed Cetus Ltd as a vehicle for distri Lt
eStabh:I eowns 60% of the shares issued by Cetus Ltd. However, b-eca'use of the Ilmlted
Tl that the board of Cetus Ltd can make owing to the constitution of that entity,
dAe'CISIEtTjS be?ieves that it does not have any real control over the operations of Cetus Ltd,
ries _
so it sees its role in Cetus Ltd as that of an investor.

idi ini Ltd, which operates within the 11
i Ily owned subsidiary, Gemini Ltd, which o he
prIes .Lt.d nas 2 Wtf;;) )i/ndustry. The end of its reporting perl'od is 31 May. Germm Ltd
eled'nc'ty generath'sg date because the government regulating guthorny requires ?”
contmues':ﬁ.ust‘;e ilndustry to provide financial information to it based on financial
entities within

position at that date.

holly owned subsidiary, Hercules Ltd, in the- country of Mambo. 10(b) (i)
piesiieaae b (')ntz on assets leaving the country recently_lrpposeq by the new
Becalse of ConStrar:t there are major restrictions on the subsidiary being able to transfer
military government,

funds to Aries Ltd.

i bsidiaries
‘e closures concerning su
FIGURE 21.19 Disc

Jation to subsidiaries are set out in IFRS 12 Disclosure of Interests in Other Entities, issued
; in relation
Disclosures 1n I

! A in chapter 20. Note, however, the following.extract from Paragraph 10.
in 2011, These are glscimsee information that enables users of its consolidated financial statements
. isclo
An entity shall dis

d: )
0 o e g

hat non-controlling interests have in the group’s activities and cash flows (paragraph 12);
i interest tha
(ii) the 1

and

(b) to evaluate: nd extent of significant restrictions on its ability to access or use assets, and settle liabilities,
i) the natur

h 13); . . . ..
of the group (Parggéilznges)in, the risks associated with its interests in consolidated structured entities
. ture of, an
(ii) the na

(paragraphs 14—17) .
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SUMMARY

This chapter covers the preparation of the lidated fin i
; < preparation of the consolidz [ ise the identi
parent and a wholly owned subsidiary. Because of the requirements of IFRS 3 to recogn dentifizble

assets acquired and liabilities assumed of an acquired entity at fair value, . initfal gd{l:\,sgr?le?t' © ble made
on consolidation concerns any assets or liabilities for which there are dlffelrencest eandelial:illrit",a ue and
carrying amount at the acquisition date. Further, ﬂlthOL.lgh ‘some intangible assets nised as 1erst 0? the
subsidiary may not have been recognised in the subsidiary’s records, they ate 16608 Rt of'the

business combination idation w

. \ : g . i i consolidation worksheet, th,

The preparation of the consolidated financial statements 1 done using a L e
e ¢ f the members of the group. The adjustment

left-hand columns of which contain the financial statements O
: X . ioht- ns to form .
columns contain the consolidation worksheet entries that adjust the right-hand colum the con

solidated financial statements. The adjustment entries have no effect on the actual financial records of the
parent and its subsidiaries. thi Iysi

At acquisition date, an acquisition analysis is undertaken. The key p}lr_poses of this analysis are to detgr—
mine the fair values of the identifiable assets and liabilities of the subsidiary, a.nd to ca!culate any goodwill
or gain on bargain purchase arising from the business combination. Erom this ar.laly's1s, the main consgl-
idation worksheet adjustment entries at acquisition date are the busmes_s combination valuation gn.tl"les
(to adjust carrying amounts of the subsidiaries’ assets and liabilities to fair value) and the pre-acquisition

ancial statements for a group consisting of

entries. s
In preparing consolidated financial statements in periods after acquisition date, the consolidation work-
these entries are not necessarily

sheet will contain valuation entries and pre-acquisition entries. However, ries ar :
the same as those used at acquisition date. If there are changes to the asset's.and liabilities of the subsid-
iaries since acquisition date, or there have been movements in pre-acquisition equity, changes must be

made to these entries.

Discussion questions

1. Explain the purpose of the pre-acquisition entries in the prepara
statements.

2. When there is a dividend payable by the subsidiary at acquisition date, under what conditions
should the existence of this dividend be taken into consideration in preparing the pre-acquisition
entries?

3. Is it necessary to distinguish pre-acquisition dividends from post-acquisition dividends? Why?

4. If the subsidiary has recorded goodwill in its records at acquisition date, how does this affect the
preparation of the pre-acquisition entries?

5. Explain how the existence of a bargain purchase affects the pre-acquisition entries, both in the year of

acquisition and in subsequent years.

tion of consolidated financial

Exercises STAR RATING % BASIC *% MODERATE %% DIFFICULT

ACCOUNTING FOR ASSETS AND LIABILITIES

% Mensa Ltd has acquired all the shares of Cancer Ltd. The accountant for Mensa Ltd, having studied the
requirements of IFRS 3 Business Combinations, realises that all the identifiable assets and liabilities of
Cancer Ltd must be recognised in the consolidated financial statements at fair value. Although he is happy
about the valuation of these items, he is unsure of a number of other matters associated with accounting
for these assets and liabilities. He has approached you and asked for your advice.

Required

Write a report for the accountant at Mensa Ltd advising on the following issues:

1. Should the adjustments to fair value be made in the consolidation worksheet or in the accoun
Cancer Ltd?

2. What equity accounts should be used when revaluing the assets, and should different equity ¢
c_ou{lt‘s_such as income (similar to recognition of an excess) be used in relation to recognitic’’ °
liabilities?

3. Do .these equity accour.lts remain in existence indefinitely, since they do not seem to be related tc
equity accounts recognised by Cancer Ltd itself?

ts of

e

598 PART 4 Economic entities





{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }


{ "type": "Document", "isBackSide": false }

