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After studying this chapter, you should be able to: 
understand the nature of the group covered in this chapter, and the initial adjustments required 
in the consolidation worksheet 

explain how a consolidation worksheet is used 

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 

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 statements. As discussed in chapter 20, under IFRS 10 Consolidated Financial Statements consolidated financial statements are the result of com-bining the financial statemnents of a parent and all its subsidiaries. (The determination of f whether an entity is a parent or a subsidiary is discussed in chapter 20.) The two accounting standards mainly used in this chapter are lPRS 10 and IFRS3 Business Combinations. The accounting principles relevant for busines comhieT 

tions have been discussed earlier (see chapter 14) and an in-depth understanding of that chapter is essential 
to the preparation of consolidated financial statements because the parent's acqu1sition of shares in a sub. 
sidiary is simply one form of a business combination. 

In lPRS 3 Appendix A, 'acquisition date' is defned as the date on which the acquirer obtains control af 
the acquiree. As discussed in chapter 14, both the fair values of the identifiable assets and liabilities of the 
subsidiary and the consideration transferred are measured at the acquisition date. In this chapter, the onlw 
Combinations considered are those where the parent acquires its controlling interest in a subsidiary and. as 
a result, owns all the issued shares of the subsidiary - the subsidiary is then a wholly owned subsidiary This may occur by the parent buying all the shares in a subsidiary in one transaction, or by the parent acquiring the controlling interest after having previously acquired shares in the subsidiary. 

Note, however, as discussed in chapter 20, control of a subsidiary does not necessarily involve the parent acquiring shares in a subsidiary. The consolidated financial statements of a parent and its subsidiaries include information about a subsidiary from the date the parent obtains control of the subsidiary; that 1s, from the acquisition date. A subsidiary continues to be incduded 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. 
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 so (IFRS 10 paragraphs B92-B93). In most cases where there are different dates, the subsidiary will 

is practicable to do 
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 prepared using uniform accounting policies for like transactions and other events in similar circumstances (IFRS 10 paragraph 19). Where different policies are used, adjustments are made so that like transactions are accounted for under a uniform policy in the consolidated financial statements. 
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 reguired by IFRS 3, at the acquisition date the acquirer must recognise the identifable assets acauired and liabilities assumed of the subsidiary at tair value. Adjusting the carrying amounts of the subsidiary's assets and liabilities to fair value and recognising any identifiable assets acguired and liabilities assumed as a part of the business combination but not recorded by the subsidiary is a part of the consolidation process. The entries used to make these adjustments are referred to in this chapter as the business combination valuation entries. As noted later (see section 21.2) these adjusting entries are generally not made in the records of the parent or of the subsidiary, but in a 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-acquisition entries. As noted in paragraph B86(b) of IFRS 10, this involves eliminating the carrying amount of the parent's investment in each subsidiary and the parent's portion of pre-acquisition equity in each subsidiary. The name of these entries is derived from the fact that the equity of the subsidiary at the acquisition date 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 between the entities within the group subseguent to the acquisition date, including events such as sales of inventory or non-current assets. These intragroup transactions are reterred to in IFRS 10 paragraph B86(c) (adiustments for these 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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" the parent owns all the issued shares of (partially owned subsidiaries, where it is necessary 
the subsidiary; 

covered later (see chapter 23)) " there are no intragroup transactions between the 

Parent 

are discussed later. 

FIGURE 21.1 A wholly owned group 

21.2 CONSOLIDATION WORKSHEETS 

Financial statements 

Investment in S Ltd 

Other assets 

The consolidated financial 
Parent and the subsidiary. It is the fnancial statoments of the parent and the subsidiary, raue prepared by adding together the financial statements of the 

underlying accounts, which are added together. 
The financial 

statements that are added together are the statements of 
There are no consolidated ledger accounts. 

inancial position, statements of profit or loss 

and other comprehensive income and statements of changes in eguity prepared by the management ol 
uie parent and the subsidiary. Consolidated statements of cash flows must also be prepared, but these ale 
beyond the scope of this book. 

Share capital 
Retained earnings 

statements are 

10 tacihtate the addition prOcess, particularly where there are several subsidiaries, as well as to make 
the necessary valuation and pre-acquisition entry adiustments, a worksheet or computer spreadsheet 1S 
often used. From the worksheet. the external statements are prenared - the consolidated statement or 
hnancial position, statement of proft or loss, and other comprehensive income and staterment of changes 
in equity. 

The format for the worksheet is presented in fgure 21.2, which contains the information used for the 
consolidation of the parent, P Ltd. and the subsidiarv, S Ltd. Assume that P has paid £20 000 for all oT 
the shares of S. At the time of acquisition S 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 

line-by-line basis. 

Parent 
P Ltd 

20000 
35 000 

55 000 
30 000 
25 000 

100% 

55 000 

Subsidiary 
S Ltd 

27 000 

27 000 

15 000 
12 000 

parent and its subsidiary after the acquisition date. 

that is, the subsidiary is wholly owned 

to account for the non-controlling interest, are 

Note the following points about the worksheet: 

27000 9 

FIGURE 21.2 Consolidation worksheet � basic format 

Subsidiary 

1 

1 

Dr 

Adjustments 

15 000 

5 000 

20 000 

Cr 

20000 

20 000 

1 

Consolidation 

62 000 

£62 000 

30 000 
32 000 

£62 000 

.The frst column contains the names of the accounts, as the financial statements are combined on a 

,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 eroun 

.The next set of columns, headed Adjustments, are used to make the adjustments required jin 
the consolidation process. These include adjustments for valuations at acquisition dáte, pre. 
acauisition equity, and intragroup transactions such as sales of inventory between the parent and 
Suhsidiay. The adjustments, written in the form of journal entries, are recorded on the worksheet 
WIhere there are many adjustments, each journal entry should be numbered so that it is clear 
which items are being affected by a particular adjustment entry. In figure 21.2 there is only one 
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worksheet entry, hence the number '1' is entered against each adjustment item. The workeh adjustment entry is: 

() Share Capital of S 
(1) Retained Earnings of S (balance at acquisition) Investment in S Ltd 

Dr 
Dr 

Share capital: 
Retained earnings: 
Investment in S Ltd: 

Cr 

" As noted earlier, the process of consolidation is one of adding together the financial statements of the members of the group and making various adjustments. Hence, figures for each line item in the right-hand column, headed 'Consolidation', arise through addition and subtraction as you proceed horizontally across the worksheet. 

15 000 

" The share capital and the retained earnings at acquisition date (on S Ltd's financial statements) are eliminated against the Investment in S Ltd (on P Ltd's financial statements). 

5 000 

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

£30000 + £15000 � £15 000 = £30000 
£25 000 + £12 000 - £5 000 = £32 000 
£20000 £20 000 = £0 

20 000 

The figures in the right-hand column provide the information for the preparation of the consolidated financial statemnents of the group, P Ltd and S Ltd. Note that the retained earnings reported by the group include only £7 000 of the £15 000 reported by S. This is because S Ltd generated this amount in undistrib uted profit since acquisition. The subsidiary's retained earnings at acquisition amounted to £5 000 whereas 
at the date of consolidation this amount had increased to £12 000. Only the earnings of the subsidiary post acquisition are attributable to the group's performance and hence only £7 000 is absorbed into the consolidated retained earnings. 

In preparing the consolidated financial statements, no adjustments are made in the accounting records 
of the individual entities that constitute the group. The adjusting entries recorded in the columns of the worksheet do not affect the accounts of the individual entities. They are recorded in a separate consoli 
dation journal, not in the journals of any of the entities within the group, and are then recorded on the consolidation worksheet. Hence, where consolidated financial statements are prepared over a number of 
years, a particular entry (such as a pre-acquisition entry) needs to be made every time a consolidation work 
sheet is prepared, because the entry never affects the actual financial statements of the individual entities. 

21.3 THE ACQUISITION ANALYSIS: DETERMINING GOODWILL OR BARGAIN PURCHASE 

PART 4 Economic entities 

Dossibly, the value of a previously held stake) to 

On acquisition involving 100% of the 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 determined. In a simple case, this is the cash amount paid. 
Often, however, the acquirer uses other payment methods. Under one popular method, the acquirer issues 
its own shares in return for the shares in the target company (or a combination of cash and shares). In tns 
case, the fair value of the shares issued should be determined. Occasionally. the fair value of the targetS 
shares, rather than the acquirer's, may be measured more reliably and hence used instead (paragraph 3 
of IFRS 10). The fair value of the consideration given should also take into account contingent payme 
(payments that are made in the future to the previous shareholders of the target company if certain co 
ditions are met). These should also be tair-valued (paragraph 37). A slight complication arises when 
acquisition is done in steps (step acquisition). For example, in the first step 30% of the target's shares 
acquired and in the second step an additional 70% stake is purchased. In such a case the acquirer ne 
combine the value of consideration transferred in the last stage with the acauisition-date fair value o 
initial 30% (paragraphs 41-42). The total of these two components is then regarded as the overall va 
the 100% stake assumed (see section 21.3.2). The second measurement task requires the determination of the fair value of net assets (assets less llaD 
ties) in the target's acquisition-date balance sheet. This typically involves fair-valuing of all on-balance-sheet assets and liabilities, as well as some off-balance-sheet items (e.g, intangible assets and contingent 
ties) (see chapter 14). 

The third measurement task is to assess the value of goodwill to show in the consolidated balance sheet. As discussed in chapter 14, this is done by comparing the value of considerations transferred (plus, the fair value of net assets acauired. If the tar vas 



consideration trarnsferred (plus, 
net assets acquired, then goodwill arises. If there is no 

possibly, the value of a previously held stake) exceeds that of fair value of 

then negative goodwill arises. This is regarded as a bargain 
excess whereby the fair value of net assets is higher, 

purchase. In such a case IFRS 10 (paragraph 36) 

eqe cquirer to conduct a review of its calculationsf the calculations hold, the negative goodwil 0s recorded in income (paragraph 35). 
Shouia be noted that any acquisition-related costs. suuch as fnders' fees; advisory, legal, accounting 

vauauon and other professional or consulting fees do not enter the above calculations and they neea to be expensed (paragraph 53). 
We discuss next several scenarios that mav arise on acquisition date. 

21.3.1 Parent has no 
the subsidiary 

e Palent aCquires all the shares of the subsidiary at acquisition date in one transaction. ln 
terms of paragraph 32 of iFRS 3 and as mentioned above. goodwill arises when the consideration tans 
ferred (32(a)(i)) is greater than the net fair value of the identifiable assets and liabilities acquired (32(D)): 
Where the reverse occurs, a gain on bargain purchase is recognised. 

An acquisition analysis is conducted at acauisition date because it is necessary to recognise uie 
tunable 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 hrst step in the consolidation process is to undertake the above acquisition analysis in order to 
obtain the information necesary 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 (300 000 shares), giving in 
exchange 100 000 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: 

ASSETS 

Land 
Equipment 
Accumulated depreciation 
Investment in Sub Ltd 

Inventory 
Cash 
Total assets 

LIABILITIES AND EQUITY 

Liabilities 
Provisions 

previously held equity interest in 

Trade and other payables 
Tax payable 
Total liabilities 

Equity 
Share capital 
Retained earnings 

Total equity 
Total liabilities and equity 

Parent Ltd 

FIGURE 21.3 Information at acquisition date 

Carrying 
amount 

£120000 
620 000 

(380 000) 
500 000 

92 000 
15 000 

£967 000 

30 000 
27 000 
10000 

£ 67 000 

550 000 
350 000 
900 000 

£967 000 

Carrying 
amount 

£150 000 
480 000 

(170 000) 

75 000 
5 000 

£540 000 

60 000 
34 000 

6000 
£100 000 

300 000 
140 000 
440 000 

£540 000 

Sub Ltd 

Fair 
value 

£170000 
330 000 

80 000 
5 000 

£585 000 

60 000 
34 000 

6 000 

£100 O00 

unrecorded patent with a fair value of £20 000, and a contingent liability At acquisition date, Sub Ltd has an 
This contingent liability relates to a loan guarantee made by Sub Ltd which did with a fair value of £15 000. 

did not consider it could reliably measure the liability. The a liability in its records because it dic 
not recognise 
tax rate is 30%. 
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ferred and the net fair value of the identifiable assets and liabilities of the subsidiary at acquisition 
The analysis at acquisition date consists of comparing the fair value of the 

consideration trans-
the subsidiary from the carrying amounts to fair values, renmembering that under IAS 12 Income Taxes 

date. The net fair value of the subsidiary could be calculated by revaluing the assets and 

liabilities of 

the tax effect of such a difference has to be recognised. However, in calculating the net fair value of 

where tlhere is a difference between the carrying amount and the tax base caused by the revaluation, the subsidiary, because particular information is required to prepare the valuation and pre-acquisition entries, the calculation is done by adding the recorded equity of the subsidiary (which represents the recorded net assets of the subsidiary) and the differences between the carrying amounts of the assets and liabilities and their fair values, adjusted for tax. The book equity of the subsidiary in figure 21.3 Consists of: 

These fair value adjustments, are recorded initially against the business combination valuation w 
(BCVR). This reserve is not an account recognised in the subsidiary's records, but is recognised in the consolidation process as part of the business combination. For example, for land there is a difference of £20 000 in the fair value carrving amount and, on revaluation of the land to fair value, a businese 
bination valuation reserve of £14000 (ie. £20 000 (1 - 30%)) is raised. The total of pre-tax fair wal 
adjustments is £50 000, giving rise to deferred tax liability of £15 000. 

The acquisition analysis, including the determination of the goodwill of the subsidiary, is as shown in 
figure 21.4. 

ASSETS 

Land 

Equipment 
Patent 
Inventory 
Cash 

Total assets 

LIABILITIES 

Provisions 

Trade and other payables 
Contingent liability �loan guarantee 
Deferred tax liability 
Tax payable 
Total liabilities 

Net Assets 

£300 000 capital + £140000 retained earnings 

Determination of goodwill: 
1 July 2013 

Consideration paid 
Less: Fair value of net assets acquired 
Goodwill 

Carrying 
amount 

£150 000 
310000 

75 000 
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5 000 

£540 000 

60 000 
34 000 

6000 

100 000 

£440 000 

500 000 
475 000 

£ 25000 

FIGURE 21.4 Acquisition analysis � no previously held equity interests 

Sub Ltd 

Fair value 

adjustment 

£ 20000 

be recognised in relation to the assets and liabilities acquired. 

20 000 

20 000 
5 000 

£65 000 

15 000 
15 000 

30 000 

£35 000 

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

Fair 
value 

£170000 
330 000 

20 000 
80 000 

5000 

£605 000 

60000 

34000 
15 000 
15000 

The information from the completed acquisition analysis is used to prepare the adjustment entries for 

In this book, it is assumed that the tax base of the subsidiarv's assets and liabilities is unchang 
result of the parent's acquisition of the subsidiary. In some jurisdictions, where the group becol 

6000 

130000 

£475 000 

he 
taxable entity, there is a change in the tax base to the fair value amounts. In this case, no tax effect.ld id 
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21.3.2 Parent has previously held equity interest in the subsidiary 
The situation used in figure 21.3 will be used here with Parent Lud acquires 80% of the shares in Sub Ltd, giving 

the only difference being that on 1 July 2013 

having a fair value of £5 per share., Parent Ltd had previously 
exchange 80 000 shares in Parent Ltd, these 

£75 000. At 30 June 2013, this investment in Sub Ltd 
acquired the other 20% stake in Sub Ltd for 

was recorded in income since the investment was 
was recorded at £92 000, The appreciation in value 

classified as an equity instrument and measured at fair 

Vaiue rough icome, At 1 July 2013. theee chares bad been reassessed to have a fair value ol 
In accordance with 1FRS3 

recognising the increase in profit or loss. If previously 
paragraph 42, Parent Ltd revalues the previously held investment to fair value, 

prehensive changes in fair value are recognized in other com 

income, then these amounts are then taken The journal entries in Parent Ltd at acquisition 
into profit or loss as a reclassification adjustment. 

date, both for the previously held investment as well as the 

acquisition of the remaining shares in Sub Ltd, are as follows: 

Investment in Sub Ltd 
Profit or Loss 

(Revaluation to fair value) 
Investment in Sub Ltd 

Share Capital 
(Acquisition of shares in Sub Ltd: 80 000 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 
Consideration paid 

Less: Fair value of net assets acquired 
Goodwill 

in 

Dr 

Cr 

Dr 

Cr 

£100 000 

21.4.1 Business combination valuation entries 

400 000 

500 000 
475 000 

8000 

400 000 

£ 25 000al 

FIGURE 21.5 Determination of goodwill � previously held equity 
interests 

8000 

400 000 

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

21.4 WORKSHEET ENTRIES AT THE ACQUISITION DATE 
As noted earlier, the consolidation process does not result in any entries being made in the actual recorde 
of either the parent or the subsidiary. The adjustment enties are made in the consolidation worksheer 

Hence, adiustment entries need to be passed each time a worksheet is prepared, and these entries change 
that would be passed in a consolidation worksheet over time. In this section, the adjustment entries 

pre 
pared immediately after the acquisition date are analysed. 

In figure 21.3, there are three identinabie assets recognised by the subsidiary whose fair values difer fr 
their carrving amounts at acquisition date as well as an intangible asset and a contingent liabili 
nised as part of the business combination. he entries tor the business combination valuations ared 

lidation worksheet rather than n he recods or tne subsidiary (see section 21.6 for a discussion on 
making these adjustments in the records of the subsidiary itself) 

ukis le assets and liabilities that require aajustment to fair value can be easily identifed by ref. ne iuisition analyses in hgures 21.4 and 21.3, hamely land, equipment, inventory, patent and Goodwill also has to be recognised on consolidation. These differences are all 
the unrecorded guarantee. 

valuation entries. Consolidation worksheet adjustment entries for recognised using business combination 
Pach of these assets and the unrecorded liability are given in fgure 21 6 
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Business combination valuation entries 

(1) Land 
Deferred Tax Liability 
Business Combination Valuation Reserve 

(2) Accumulated Depreciation - Equipment 
Equipment 
Deferred Tax Liability 
Business Combination Valuation Reserve 

(3) Inventory 
Deferred Tax Liability 
Business Combination Valuation Reserve 

(4) Patent 
Deferred Tax Liability 
Business Combination Valuation Reserve 

(5) Business Combination Valuation Reserve 
Deferred Tax Asset 

Provision for Loan Guarantee 

(6) Goodwill 
Business Combination Valuation Reserve 

21.4.2 Pre-acquisition entries 

Dr 

FIGURE 21.6 Business combination valuation entries at acquisition date 

Cr 
Cr 

Dr 

Cr 

Cr 

valuation entries. 

Cr 
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Dr 
Cr 

Cr 

D 

Cr 
Cr 

D 
Dr 
Cr 

D 

20000 

170 000 

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

5000 

20 000 

10500 
4 500 

25 000 

6000 
14 000 

150 000 
6000 

14000 

1 500 
3 500 

6000 

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 busines 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 comnponent 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 liabiliy 
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. 

14000 

15 000 

As noted in paragraph BS6(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. 

25 000 

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 chapter 
23). The pre-acquisition entries, then, involve two areas: 

the equity of the subsidiary at the acquisition date (i.e. the pre-acquisition equity). The pre-acquisition 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 analys1s n 

figure 21.4 (including the business combination valuation reserve for the revalued assets includ!n8 
goodwill and the contingent liability). the pre-acquisition entry at acquisition date is as shown in 
figure 21.7. The pre-acquisition entry in this figure is numbered (7) because there were six previcus 



Pre-acquisition entry (7) Retained Earnings (1 July 2013) Share Capital 
Business Combination Valuation Reserve Investment in Sub Ltd 

FIGURE 21.7 Pre-acquisition entry at acquisition date 

21.4.3 Consolidation worksheet 

FIGURE 21.8 Consolidation worksheet at acquisition date 

The pre-acquisition entry is necessary consider the information in figure 21.3 relating to Parent 
to avoid overstating the equity and net assets of the group. To illustrate, 

Having 
acquired the shares in Sub Ld, Parent Ltd records the 

Ltd's acquisition of the shares of Sub Ltd. 

asset 'Investrment in Sub Ltd' at £500 000. This asset 

Epiesents he actual net assets of Sub Ltd: that is. the ownerhin of the shares gives Parent Ltd the right to the 
net assets ot Sub Lid. To include both the asset 'nvestment in Sub ttd' and the net assets of Sub Ltd in the con solidated statement of financial position would double count the assets of the group, because the investment 

acount is Simply the right to the other assets. On consolidation, the investrment account is therefore eliminated 
and, in its place, the net assets of the subsidiary are inchuded in the consolidated staternent of financial position. 

Similarly, to include both the equity of the narent and the eauity of the subsidiary in the consolidated 
Statement of hnancial 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 eftectively relates to the net assets of the subsidiary. To include in the consolidated statement or 
inancial 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. 

Financial statements 

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 the £500 000 acquisition price. 

ASSETS 

Land 

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: 

Equipment 
Accumulated 

" 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 reseve. 
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. 

depreciation 

" The assets of the subsidiary are carried forward into the consolidated statement of financial position at 

fair value. 

Investment in Sub Ltd 

The adiuusting iournal entries have equal debits and credits (as shown in the line Total adiustments) 

which is essential if the statement of financial position is to balance 

Inventory 
Cash 
Patent 
GoodwilI 

Total assets 

Parent 
Ltd 

£ 120000 

620 000 

(380 000) 
500 000 

92 000 
15 000 

£ 967 000 

Sub 
Ltd 

£ 150 000 
480 000 

(170 000) 

75 000 
5 000 

Dr 

£ 540000 

Dr 

2 

3 

4 

Cr 

6 

Dr 

Dr 

Adjustments 

£ 20000 

170 000 

300 000 

5 000 

140 000 

20 000 
25 000 

60000 

Cr 

500 000 

150 000 

500 000 

2 

Consolidation 

£ 290 000 

950 000 

(380 000) 

172 000 
20000 
20000 
25 000 

£1097 000 

(continued) 
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FIGURE 21.8 (continucd) 

Provisions 
Trade and other payables Tax payables 
Deferred tax liability 

Tolal Liabilities 

EQUITY 

Share capital 
Retained earnings 
( July 2013) 

Total liabilities and equity 
Business combination 

valuation reserve 

Total adjustment 

Investment in Sub Ltd 
Dividend Receivable 

Share Capital 

(7) Retained Earnings (1 July 13) 

£ 30000 
27 000 

Share Capital 

10000 

£ 67000 

550 000 

Dividend Payable 

350 000 
900 000 

Dividend Receivable 

£ 967 000 

PART 4 Economic entities 

£ 60000 

Business Combination Valuation Reserve Investment in Shares in Sub Ltd 

34 000 
6000 

£ 100000 

300 000 

140 000 
440 000 

£ 540 000 

7 

A further consolidation worksheet entry is also required: 

7 

5 
7 

4 500 

300 000 

140 000 

10500 
60 000 

£ 75500 

Dr 

D 
Cr 

Dr 

D 

£ 15 000 

Dr 

6000 

Cr 

6000 

Dr 

1 500 

Cr 

6 000 

14 000 
14000 

3 500 

21.4.4 Subsidiary has recorded dividends at acquisition date 

14 000 

25 000 

£75500 

Using the information in fgure 21.3, assume that one of the trade and other payables at acquisition date 
is a dividend payable of £ 10 000. The parent can acquire the shares in the subsidiary on a Cum div. or an 
ex div. basis. 

5 

If the shares are acquired on a cum div. basis, then the parent acquires the right to the dividend declared 
at acquisition date. In this case, if Parent Ltd pays £500 000 for the shares in Sub Ltd, then the right to 
receive dividend effectively reduces the consideration given by £10 000 to £490 000. The entry it passes to 
record the business combination is: 

1 

2 

3 
4 

2 

3 
4 

In other Words, the parent acquires two assets - the investment in the subsidiary and the dividend 
receivable. In calculating the goodwill in the subsidiary therefore, the consideration given is £490 000. 
Deducting the fair value of net assets received of £475 000 then results in goodwill of £15 000. The pre 
acquisition entry is: 

490 000 
10000 

£ 105 O00 

61 000 
16000 

140 000 
300 000 

15 000 
197 000 

50 000 

550 000 

10 000 

350000 
900 000 

£1 097 000 

500000 

490 000 

10000 



This entry is necessary so that the consolidated statement and liabilities of the group; that is, only 
of financial position shows only the assets 

external to the group. In relation to the dividend 
those benefits receivable from and obligations payable to entities 

the group, because that entity does not expect 
receivable recorded by Parent Ltd, this is not an asset 

to receive dividends from a party external to it. Similarly, 

e atvtend payable recorded by the subsidiary is not a liability of the group. That dividend will be paid within the group, not to entities outside the group. If the shares are acquired on an ex div. basis, then the parent only acquires the shares, as the dividend 

W be paId to previous shareholders and not the parent company. The dividend has no effect on the 
dqusOn analysis. If Parent Ltd had paid g500 000for the shares in Sub Ltd on an ex div. basis, then the 
acquisition analysis is: 

Net fair value of identifiable assets and liabilities of Sub Ltd 

Consideration transferred 
Goodwill 

The pre-acquisition entry is: 

Retained Earnings (1/7/13) 
Share Capital 
Business Combination Valuation Reserve 

Investment in in Sub Ltd 

21.4.5 Gain on bargain purchase 

Determination of gain on bargain purchase: 
1 July 2013 

Consideration paid 

= £475 000 (see the cum div. basis) 
= 100 000 shares x £5 = £500 000 
= 500 000 � 475 000 
= 25 000 

Less: Fair value of net assets acquired 
Gain on bargain purchase 

FIGURE 21.9 Gain on bargain purchase 

Dr 

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. 

Dr 

(6) Business Combination Valuation Reserve 

Gain on Bargain Purchase 

Dr 

Cr 

£470 000 

140 000 
300 000 

475 000 

5 000 

Dr 
Cr 

60 000 

Ar dho net fair value of the identifiable assets and liabilities of the subsidiary is greater than the consid 
eration transfered, in accordance with paragraph 36 of IFRS 3 the acquirer must firstly reassess the identi 
Riration and measurement of the subsidiary's identihable assets and liabilities as well as the measurement of the consideration transferred. The expectation under IFRS 3 is that the exceSs of the net fair val 

500 000 

edoration transferred is usually the result of measurement eTOrS rather than being a real gain to the 
However. having confirmed the identihcation and measurement of both amounts paid and net assets 

agu Fan pxcess still exists, under paragraph 34 it is recOgnised immediately in the consolidated (rather 
purchase. This may happen, for example, when the subsidiary than the acquirer's) profit as a gain on bargain 

e subsidiary's shareholders are forced to offer a discount to a potential buyer. is in poor financial health and the 
that the entry (6) in Figure 21.6 cannot be passed. How Existence of a gain on bargain purchase implies 

the subsidiary has previously recorded goodwill a business combination revaluation a business 
debiting business combination valuation reserve combination revaluation entry crediting goodwill and 

the subsidiary would be required. The reason for this is that if the for the amount of goodwill recorded by 
the subsidiary's identifiable net assets, this implies that no acquisition price paid by the parent is less than 

goodwill can exist in the subsidiary. 

5 000 
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With a bargain purchase we replace entry (6) in Figure 21.6, as followe. 
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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) 

Share Capital 
Business Combination Valuation Reserve 

Investment in Sub Ltd 

ACQUISITION DATE 

rloURE 21.10 Pre-acquisition entry at acquisition date - gain on bargain purchase 

21.5.1 Business combination valuation entries 

21.5 WORKSHEET ENTRIES SUBSEQUENT TO THE 

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

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

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 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 

Assets 
Land 
Equipment 

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

Accumulated depreciation 

the liability for the guarantee results in a payment of £10 000 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). 

Patent 

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 

Investment in shares in Sub Ltd 

Inventory 
Cash 
Total assets 

Equity and Liabilities 
Provisions 
Trade and other payables 
Tax payable 
Total liabilities 

Equity 
Share capital 
Retained earnings 
Total equity 
Total liabilities and equity 

Parent Ltd 

Carrying amount 

PART 4 Economic entities 

£170 000 
750 000 

(448 000) 

500 000 
52 000 
65 000 

£1 089 000 

40 000 

32 000 
12 000 

£84 000 

550 000 
455 000 

£1 005 000 
£1 089 000 

£50 000 
680 000 

Sub Ltd 

Carrying amount 

(456 000) 

75 000 
95 000 

£444 000 

Dr 140 000 
Dri 300 000 

30000 

40 000 

Dr 

24 000 

Cr 

16 000 
£80 000 

300 000 
64 000 

£364 000 

FIGURE 21.11 Statements of financial position at 30 June 2016 

£444 000 

470 000 

Fair value of net assets 

acquired on 1 July 2013 that 
are still included in Sub Ltd's 
balance sheet 

£530 000 

(298 000) 
15 000 



The income staements for Parent Ltd figure 21.12. 

Income statements 
Revenue 

Expenses 

Gain on sale of non-current assets Profit before tax 
Income tax expense 
Profit for the period 
Retained earnings (1 July 2015) 
Retained earnings (30 June 2016) 

FIGURE 21.12 Income statements at 30 June 2016 

Equipment 

Valuation entry for 2015/16 is shown in figure 21.13. 

and Sub Ltd for the year 

(1) Accumulated DepreciationEquipment 
Depreciation Expense 
Retained Earnings 

Equipment - Cost 
Deferred Tax Liability 
Tax Expense 

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

30 June 2015 

Business Combination Valuation Reserve 

Patent 

Dr 

D 

ment of financial position. 

ended 30 June 2016 are shown in 

Dr 

Cr 

Parent Ltd 

Cr 

120 000 

Cr 

FIGURE 21.13 Business combination valuation entries at 30 lune 2016 

85 000 

O et dssets acquired on 1 July 2013, the subsidiar's statement of financial position features only the 

equupment and the patent. The equipment had a remaining useful life of 5 years on acquisition date. Hence, 

Sub Ltd recorded an annual depreciation expense of ((£480 000 - £170 000)/5 = £62 000) bringing total 

accumulated depreciation for acquisition date's equipment to £356 000 and net book value of £124 000. 

35 000 

However, iTom the group's perspective the initial fair value adjustment was £20 000. 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 £66 000, or £4000 higher than what was 

booked by Sub Ltd. After 3 years the net book value of this equipment is £132 000 (£330 000 - £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. 

15 000 

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 

(£32 000 vs. £36 000). 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 £5 600 to opening retained earnings, and a reduction to 

the 2014/15 after-tax profit of £2 800 (£4000 depreciation less £1200 tax saving). 

50 000 

15 000 

35000 
420 000 

455 000 

Sub Ltd 

158 000 

95 000 

4 000 

72 000 

5 600 

23 000 

31 000 
54000 
21 000 
33 000 

220000 

253 000 

150 000 

AIote that the total effect on consolidated retained earnings as at 30 June 2016 is a reduction of cRA00 

£1200). (£5600 + £4000 

2 400 

1 200 
14000 

The patent was impaired in 2014/15 to £15 000. Since the patent is not recorded in Sub Ltd's stand-

alone balance sheet, the impairment was recorded only in consolidated income in the previous year. 

Hence, Sub Ltd's retained earnings as of 30 June should be reduced by £3 500 (£5000 × 70%). Deferred 

tax liability should also be reduced by £1 500 and stand l at £400 in the 30 June 2016 consolidated state-
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Valuation entry for 2015/16: 

(2) Patent 

Retained Earnings 
Deferred Tax Liability 

Land 

(3) Gain on Sale of Land 

Business Combination Valuation Reserve 

Inventory 

Tax Expense 
Business Combination Valuation Reserve 

Valuation entry for 2015/16: 

The land was sold in 2015/16. Because Sub Ltd recorded a gain that is based on lower carrying value than 
what was recorded in the 30 June 2015 consolidated balance sheet, its 2015/16 profit is higher by £14 000 
(E20 000 x 70%). Therefore, this should be deducted from Sub Ltd's income for the year. 

Valuation entry for 2015/16: 

(4) Retained Earnings 30 June 2015 

Contingent liability 

Land 

Business Combination Valuation Reserve 

(5) Business Combination Valuation Reserve 
Retained Earnings -30 June 2015 

The above analysis 

Patent 

Equipment 
Accumulated 

30 June 2015 

Depreciation 

Total 

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 × 70%). 

Contingent 
Liability 
Guarantee 

PART 4 Economic entities 

summarised in the tables below: 

(1) 

The guarantee liability was originaly 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 £5 000. 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 £15 000 between Sub Ltd's income and the group's income. Sub Ltd's retained earnings need 
to be increased by £10500 (£15 000 X 70%) in the consolidation process. 

Valuation entry for 2015/16: 

Balance sheet 
30 June 2016 

-150 000 

158 000 
8000 

15 000 

£23 000 

(2) 

Balance sheet 
1 July 2013 
-150 000 

170 000 

Analysis of effect of acquisition-date adjustments 
on subsequent balance sheet 

20 000 

20 000 

20000 

5 000 

Dr 

(15 000) 

£50 000 

Dr 

Effect on 
(3) 

Deferred tax 
liability 

30 June 2016 

Cr 

2 400 

Cr 

4500 

Dr 

Cr 
Cr 

Dr 

Cr 

15 000 

D 

3500 

Cr 

20000 

3500 

10500 

(4) 
Deferred tax 

liability 
1 July 2013 

6000 

6000 

4500 
14 000 

6 000 

1 500 

6 000 

(4 500) 
£6 900t oosg 

at7itao Tad £15000 

14000 

3 500 

10500 

(5) 
Retained 

earnings 
30 June 2016 

(8400) 
(14 000) 

(3 500) 

(3 500) 

10500 

£(18 900) 



Equipment 
Accumulated 

Depreciation 

Land 

Patent 

Inventory 
Contingent 
Liability 
Guarantee 

Total 

Note: 

(1) 

Balance sheet 
30 June 2016 

-150 000 

Goodwill 

Analysis of effect of acquisition-date adjustments 

158 000 

Column (3) = 30% of column (1) 

8000 

15 000 

Column (4) = 30% of column (2) 

£23 000 

Share Capital 

(6) Retained Earnings - 30 June 2015 

Goodwill 

(7) Retained Earnings 

(see figure 21.14). 

21.5.2 Pre-acquisition entry 

on 2015/16 profit 

Balance sheet 
30 June 2015 

-150 000 
162 000 

(2) 

12 000 
20 000 

Column (5) = [column (1) � column (2)) - (column (3) - column (4)] 

Business Combination Valuation Reserve 

15 000 

£47 000 

for as revenue by the parent. 

Effect on 

(3) 
Deferred 

tax liability 
30 June 2016 

Business Combination Valuation Reserve 

Investment in Sub Ltd 

2 400 

4 500 

With the above entries (1)-(6) recorded, the final entry 

against the equity of the subsidiary as it was on acquisition date: 

£6900 

Dr 
Dr 
Cr 

Impairment tests for goodwill are undertalken 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. it is a permanent difference) there is no effect on deferred tax liability or tax expense. 

Valuation entry for 2015/1 6: 

Dr 

Dr 

(4) 

Dr 

Deferred tax 

Cr 

liability 
1 July 2013 

3 600 
6000 

4 500 
0 

£14 100 

5 000 
20 000 

to eliminate the investment in Sub Ltd account 

140 000 

300 000 

(5) 
After-tax 

60 000 

profit 
2015/16 

21.5.3 Dividends paid/payable from subsidiary equity 

(2 800) 
(14 000) 

£(16 800) 

25 000 

We are now ready to prepare the consolidated statement of financial position and income statement 

500 000 

Prior to July 2008, IAS 27 Consolidated and Separate Financial Staitements described a cost method in relation 

to accounting for a parent's investment in a subsidiary. The equity of the subsidiary was then classified into 

pre-acquisition and post-acquisition components based upon whether the equity existed before or after 

the acquisition date. Dividends from pre-acquisition equity were accounted for as a recovery of a parent's 

investment in a subsidiary and recognised as a reduction in the cost of the investment. Dividends from 

post-acquisition equity were accounted for by a parent as revenue. 

In 2008, the IASB made amendments to IAS 27. These amendments deleted the definition of the cost 

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

Equipment 
Accumulated depreciation 
Patent 
Investment in Sub Ltd 
Inventory 
Cash 
Goodwill 

Total assets 

Liabilities 
Provisions 
Trade and other payables 
Tax payable 
Deferred tax liability 

Total liabilities 

Equity 
Share capital 
Retained earnings: 
Revenues 

Expenses 

Gain on sale of non 
current assets 

Profit before tax 
Income tax expense 
Profit for the period 
Retained earnings 
(30 June 2015) 

Retained earnings 
(30 June 2016) 
Total equity 
Total liabilities and equity 
Business combination 
valuation reserve 

Total adjustments 

Parent 
Ltd 

£ 170000 

750 000 
(448 000) 

500000 
52 000 

PART 4 Economic entities 

65 000 

£1 089 000 

40 000 
32 000 
12 000 

84 000 

550 000 

120000 
85 000 
35 000 

15 000 
50 000 
15 000 
35 000 

420000 

455 000 

£1005 000 
£1089 000 

Sub 
Ltd 

£ 50000 
680 000 

(456 000) 

75 000 
95 000 

£ 444 000 

40 000 
24 000 
16000 

80 000 

300 000 

95 000 
72 000 

23 000 

31 000 
54 000 
21 000 

33 000 

31 000 

64 000 

£ 364 000 

£ 444 000 

FIGURE 21.14 Consolidation worksheet at 30 June 2016 

1 

2 

7 

3 

1 
2 

4 

6 
7 

5 

7 

Adjustments 

Dr 

158 000 
15 000 

20 000 

300 000 

4 000 

20 000 

24000 
5 600 
3 500 

3 500 
5 000 

140 000 

£481 600 

£481 600 
10500 
60 000 

£745 100 

Cr 

150 000 

500 000 

2 400 

4500 

1200 

6000 
7200 

10500 

£ 17700 

£ 24600 

14000 
14 000 
14 000 

3 500 
25 000 

£745 100 

7 

7 

2 

1 

3 

5 

1 

2 

3 
4 

6 

Consolidation 
£ 220 000 

1 280 000 

(746 000) 
15 000 

127 000 
160 000 
20000 

£1 076 000 

80 000 
56 000 

28 000 
6900 

£ 170 900 

550 000 

215 000 

161 000 
54 000 

26 000 

80 000 
28 800 
51 200 

303 900 

355 100 

£ 905 100 

£1 076 000 

In 2011, the International Accounting Standards Board (IASB) issued a new JAS 27 Separate Finarila Statements. Paragraph 12 of this standard states: 
An entity shall recognise a dividend from a subsidiary, a joint venture or an associate in proft or loss in its Sep arate financial statements when its right to receive the dividend is established. Under LAS 27, all dividends paid or payable by the subsidiary to a parent are recognised as revenue the profit or loss of the parent. In relation to dividends, there is no need to classify the equity of the s# sidiary into pre-acquisition and post-acquisition equity. Effectively, all dividends are accounted for a5 they are paid fromn post-acquisition equity. 
Paragraphs BC14 to BC20 of lAS 27, as issued in 2011, discuss the reasons for the accounting ro jdends received from a subsidiary, a joint venture or an associate. BO14 notes that one of the d 



forces for the current accounting for dividends 
and post 

acquisition components on first-time adontion of IERS® Standards by entities. 1o reauet the was the problem of classifying equity into pre 

removing the cost method and any possible overstatement of income by a parent, 
mpaiment testing of the investment account recorded by the parent. As a result, as part ol ue 
sources of information used to determine whether there graph 12(h) of IAS 36 Impairment of Assets states: for an investment in a subsidiary, joint venture ment and evidence is available that: 

period the dividend is declared. 

Bonus share dividends 

he carying amount of the investment in the separate fnancial staterments exceeds the carrying amouns 
tne consolidated financial statements of the investee's net assets, including associated goodwill; or (ii) the dividend exceeds the total comprehensive income of the subsidiary, 

Parent 

No entry required 

DOnds snare dividends involve a subsidiary issuing shares instead of a cash dividend to shareholders. There 

a cuies ln the records of the parent as a result of this transaction, Hence, the IASB's amendments 

to IAS 27 do not apply to this transaction, The effect to be adjusted for in the pre-acquisition entry 1s that 
this 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 pavs 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: 

Investment in Subsidiary 

or associate, the investor recognises a 

Business Combination Valuation Reserve 

Share Capital 
Bonus Dividend Paid 

Subsidiary 
Bonus Dividend Paid 

Share Capital 

Retained Earnings (1 July 2013)aphisoff Dr 

Share Capital 

any indication of impairment of an asset, para 

FIGURE 21.15 Dividend provided for in the current period. 

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 (opening balance) [£140 000 - £3000 

Share Capital 
Business Combination Valuation Reserve 

Investment in Subsidiary 

to retained earnings. These do not 
21.5.4 Pre-acquisition reserve transfers 

transfer out from retained earnings to 

Dr 

Cr 

cause any change in the total 

the IASB looked at the 

Dr 

Dr 

dividend from the invest 

Dr 

Cr 

joint venture or associate in the 

Dr 
Dr 
Cr 

3000 

The effect of the bonus dividend is to increase the share capital of the subsidiary by £3000 and to reduce 

the retained earnings by the same amount. Ihere 1s no overall change in the pre-acquisition eguity of the 

SIuhsidiarv, iust a transfer from one equity account to another. Accordingly, there is no change in the bl 

ance of the investment account in the records of the parent. 

140 000 
300 000 

60 000 

3 000 

137 000 

3 000 

303 000 
60 000 

500 000 

3 000 

From time to time the subsidiary may transfer retained earnings to reserves, or make transfers from reserves 

the composition of that equity. Therefore, there is no change in the investmnent account recorded by the 

for consolidation purposes such transfers should be reflected in consolidated equity. With such approval, parent entity. In fact, the parent is unaffected by these transfers. However, the parent needs to decide if 

there is not anything to account for in the consolidation purpose. For example, if the subsidiary makes a 

500 000 

l pre-acquisition equity but simply change 

a restricted reserve, and this is approved, or even instructed, by the 
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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 effet of teserve transfers, is as follows: 

Retained Earnings (1/7/13) 
Share Capital 
Business Combination Valuation Reserve 

Investment in Subsidiary 

Retained Earnings 
General Reserve 

Retained Earnings (1 July 2013) 
Share Capital 
Business Combination Valuation Reserve 

Investment in Subsidiary 

Case 1: 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: 

General Reserve 

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

Retained Earnings 

FIGURE 21.16 Transfer to general reserve in the current period 

Retained Earnings (opening balance) [£140 000 - £4000] 
Share Capital 
Business Combination Valuation Reserve 
General Reserve 

Investment in Subsidiary 

D 

Dr 

D 
Cr 

General Reserve 
Retained Earnings 

Dr 

PART 4 Economic entities 

Cr 

D 

Dr 
Dr 

Cr 

D 

Cr 

Dr 

Dr 

Dr 
Dr 

Case 2: Transfers to retained earnings from other reserves 

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: 

Cr 

140 000 
300 000 

60000 

iDr 
Cr 

4000 

140 000 

300 000 
60 000 

4000 

136000 
300 000 

60 000 

500 000 

4 000 

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 
Speifcally 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 fnancial 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 preparng 
other notes to the consolidated financial statements, such as for property, plant and equipment, where 
movements such as additions and disposals must be disclosed. 

4000 

This case uses the information in case 1, in which a £4000 general reserve was created. Assume that in e 
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: 

500 000 

1000 

4 000 

500 000 

1 000 
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The pre-acquisition entries for the 2014/5 neriod are shown in figure 21.7 

Retained Earnings (1 July 2014) Share Capital 
Business Combination Valuation Reserve General Reserve 

Investment in Subsidiary 
Retained Earnings 

General Reserve 

FIGURE 21.17 Transfer from general reserve in the current peri0d 

Retained Earnings (opening balance) I£140 000� £4000 + £1000] 

Share Capital 
Business Combination Valuation Reserve 

General Reserve 
Investment in Subsidiary 

SUBSIDIARY AT ACQUISITION DATE 

Dr 
Dr 

D 
Dr 

C 

Dr 

Once Doth the transfer from general reserve and general reserve accounts are pre-acquistion m 
nature, they are eliminated as part of the pre-acguisition entry. The pre-acquisition entuy u 
quent periods is: 

in the fair values of the assets. 

Cr 

21.7 DISCLOSURE 

Dr 

figure 21.18. 

DI 

21.6 REVALUATIONS IN THE RECORDS OF THE 

Dr 
Dr 
Cr 

136 000 

300 000 

subsidiary assets would be undertaken in the consolidation worksheet 

60 000 
4 000 

1 000 

137000 
300 000 

60 000 

500 000 

3 000 

IFRS 3 does not discuss whether the valuation of the assets of the subsidiary at acquisition date should be 

done in the consolidation worksheet or in the records of the subsidiary. It is expected that most entities 

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

1000 

" AdiuStments 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 

internally generated goodwill, and inventory cannot 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 

effectively adopted the revaluation model of accounting for those assets. As discussed in chanter 11 

500 000 

LAS 16 Property, Plant and Equipment requires the assets to be recorded at amounts not materially 

different from fair value. For entities wanting to measure assets using the cost model, the revaluation of 

Note that the business combination valuation entries applied in the consolidation worksheet for 

property, plant and equipment assets in this chapter are of the same form as those applied for prop-

erty, plant and equipment in chapter 11. The revaluation surplus created in the financial statements of 

the subsidiary will be eliminated as part of the pre-acquisition entries and the underlying asset will 

be shown on the 
consolidated statement of financial position at fair value. Hence, the consolidated 

financial statements at acquisition date are the same regardless of whether revaluation occurs on con-

solidation or in the records of the subsidiary. In future periods, differences will arise because there is no 

requirement for valuations done in the consolidation worksheet to be updated for subsequent changes 

Paragraphs B64-B67 of Appendix B to IFRS 3 cover the disclosure of information about business combi-

nations. These paragraphs require an acquirer to disclose information that enables users of its financial 

statements to evaluate the nature and financial effect of business combinations that occurred during the 

reporting period, as well as those that OCcur between the end of the reporting period and when the finan-

cial 
statements are 

authorised for issue. Examples of disclosures required by these paragraphs are given in 
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FIGURE 21.18 Disclosure of business combinations 

Note 4. Business combinations 

On 20 October 2013, Libra Ltd acauired 100% of the voting shares of Pisces Ltd, 
a listed company specialising in the manufacture of electronic parts for sound 

equipment. The primary reason for the acquisition was to gain access to specialist 
knowledge relating to electronic systems. Control was obtained by acquisition of all 
the shares of Pisces Ltd. 

lo acquire this ownership interest, Libra Ltd issued 600 000 ordinary shares, valued 
at £2.50 per share, which rank equally for dividends after the acquisition date. The 
fair value is based on the published market price at acquisition date. 
The total consideration transferred was £1 800 000 and consisted of: 

Shares issued, at fair value 
Cash paid 
Cash payable in 2 years' time 
Total consideration transferred 

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

Property, plant and equipment 
Receivables 

Inventory 
Intangibles 

GoodwilI 

Payables 
Provisions 
Tax liabilities 

Fair value of net assets of Pisces Ltd 

Fair 
value 

£'000 

Consolidated revenue 
Consolidated profit 

1240 
340 

PART 4 Economic entities 

160 
302 

54 

2 096 

152 
103 

41 

296 

1800 

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

£'O00 
1500 

240 
60 

£'000 
36654 

6341 

1800 

Carrying 
amount 

£'000 

1 020 
340 
130 

22 

1512 

152 

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. 

103 

Pisces Ltd earned a profit for the period from 20 October 2013 to 30 June 2014 of 
£520 000. This has been included in the consolidated statement of profit or loss and 

other comprehensive income for the year ended 30 June 2014. 

41 

296 

The consolidated profit is shown in the consolidated statement of profit or loss and other comprehensive income at £5 652 000, which includes the £520 000 contributed by Pisces Ltd from 20 October 2013 to the end of the period. If Pisces Ltd had been acquired at 1 July 2013, it is estimated that the consolidated entity would have reported: 

In relation to the business combination in the 2012/13 period when Libra Ltd acquired all the shares in Orion Ltd, an adjustment was made in the current period relating to the provisional measurement of specialised equipment held by Orion Ltd. A loss of £250 000 was recognised in the current reporting period because of the write-down of this equipment. 

IFRS 3 
paragraph 

B64(a), (b), (c) 

B64(d) 

B64(f)(iv) 

B64() 

B64() 

B64(e) 

B64(q)(i) 

B67 

B64(q)(ii) 

B67(a) (i) 



FIGURE 21.18 (continucd) 
Included in the current period profit are gains on the sale of land acauired as a part of the business combination with Picns Ltrd The gain amounted to £100000 and arose due to an upsurge in demand for inner-city properties. GoodwilI 

Gross amount at 1 July 2013 Accumulated impairment losses 
Carrying amount at 1 July 2013 
Goodwill recognised in current period 
Carrying amount at 30 June 2014 
Gross amount at 30 June 2014 
Accumulated impairment losses 
Carrying amount at 30 June 2014 

Note 5. Subsidiaries 

FIGURE 21.19 Disclosures concerning subsidiaries 

£'000 
120 
(15) 

105 

(a) to understand: 

54 

O 2 DsClosure of Interests in Other Entities also reauires disclosures in relation to a parent's interest in 
its subsidiaries. Figure 21.19 illustrates some of these disclosures. 

Aries Ltd has a 40% interest in Virgo Ltd. Although it has less than half the voting 
power, Aries Ltd believes it has control of the financial and operating policies of Virgo 
Ltd. Aries Ltd is able to exercise this control because the remaining ownership in Virgo 
Ltd is diverse and widely spread, with the next single largest ownership block being 
11%. 

(i) the composition of the group; and 

159 

Aries Ltd has invested in a special purpose entity established by Pictor Ltd. Pictor Ltd 

established Cetus Ltd as a vehicle for distributing the sailing boats it makes. Aries Ltd 

currently owns 60% of the shares issued by Cetus Ltd. However, because of the limited 

decisions that the board of Cetus Ltd can make owing to the constitution of that entity, 

Aries Ltd believes that it does not have any real control over the operations of Cetus Ltd, 

So it sees its role in Cetus Ltd as that of an investor. 

(ii) the interest that non-controlling interests 

and 

174 

Aries Ltd has a wholly owned subsidiary, Gemini Ltd, which operates within the 

electricity generating industry. The end of its reporting period is 31 May. Gemini Ltd 

continues to use this date because the government regulating authority requires all 

entities within the industry to provide financial information to it based on financial 

position at that date. 

(b) to evaluate: 

(15) 

Aries Ltd has a wholly owned subsidiary, Hercules Ltd, in the country of Mambo 

Because of constraints on assets leaving the country recently imposed by the new 

military gOvernment, there are major restritions on the subsidiary being able tn trancfor 

funds to Aries Ltd. 

(i) the nature and extent of significant 

of the group (paragraph 13); 

159 

An ontity shall disclose information that enables users of its consolidated fnancial eta 

B67(e) 

B67(d) 

Dicclosi 1Tes in relation to subsialaries are Set out ln IFkS 12 Disclosure of Interests in Other Entities iceuod 

in 2011. These are discussed in chapter 20. Note, however, the following extract from paragraph 10. 

IFRS 12 

paragraph 

9(b) 

9(a) 

11 

10(b) (i) 

have in the group's activities and cash flows (paragraph 12): 

restrictions on its ability to access or use assets, and settle liabilities, 

..nture of. and changes in, the riskS assoclatea with lts interests in consolidated structured entitioe 
(paragraphs 14-17).. 
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SUMMARY 
Inis chapter covers the preparation of the consolidated financial statements for a grOup consisting of a 

Parent and a wholly owned subsidiarv, Because of the requirements of IFRS 3 to recognise the identifiable 

aSsets acquired and liabilities assUmed of an acauired entity at fair value, an initial adjustment to be made 

On consolidation concerns any assets or liabilities for which there are differences between fair value and 

Carrying amount at the acquisition date. Further, although some intangible assets and liabilities of the 

Subsidiary may not have been recognised in the subsidiary's records, they are recOgnised as part of the 

business combination. 

The preparation of the consolidated financial statements is done using a consolidation worksheet, the 

lett-hand columns of which contain the financial statements of the members of the group. The adjustment 

Columns contain the consolidation worksheet entries that adjust the right-hand columns to form the Con. 

solidated financial statenments. The adiustment entries have no effect on the actual financial records of the 

parent and its subsidiaries. 

At acquisition date, an acquisition analysis is undertaken. The key purposes of this analysis are to deter 

mine the fair values of the identifiable assets and liabilities of the subsidiary, and to calculate any goodwill 

OT gain on bargain purchase arising from the business combination. From this analysis, the main consol 

idation worksheet adjustment entries at acguisition date are the business combination valuation entries 

(to adjust carrying amounts of the subsidiaries' assets and liabilities to fair value) and the pre-acquisition 

entries. 

In preparing consolidated financial statements in periods after acquisition date, the consolidation work 

sheet will contain valuation entries and pre-acquisition entries. However, these entries are not necessarily 

the samne as those used at acquisition date. If there are changes to the assets 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 preparation of consolidated financial 

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. 

Exercises 
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 

STAR RATING � BASIC t* MODERATE *** DIFFICULT 

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 accounts O 

Cancer Ltd? 

2. What equity accounts should be used when revaluing the assets, and should different equity 
counts such as income (similar to recognition of an excess) be used in relation to recognitici 

liabilities? 

3. Do these equity accounts remain in existence indefnitely, since they do not seem to be related te e 
equity accounts recognised by Cancer Ltd itself? 

PART 4 Economic entities 
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