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	LEARNING OBJECTIVES

1.
Apply the method of accounting for business combinations (HKFRS 10).

2.
Account for the effects of intra-group trading in the statement of financial position.

3.
Determine appropriate procedures to be used in preparing group financial statements.

4.
Apply the equity method of accounting for associates and joint venture (HKAS 28).

5.
Outline and apply the key definitions and accounting methods that relate to interests in joint arrangements (HKFRS 11).

6.
Understand and discuss the issues associated with disclosure of interest in other entities (HKFRS 12).
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1.
Control and Significant Influence
1.1
Definitions
1.1.1
HKFRS 10 Consolidated Financial Statements amended some of the definitions. Note that there is no change to the basic principles or mechanics of how to prepare group accounts, rather it is the application of the definition of control which has changed.

	1.1.2
	Definitions

	
	(a)
Group – A parent and its subsidiaries.
(HKFRS 10)

(b)
Parent – An entity that controls one or more entities.
(HKFRS 10)

(c)
Subsidiary – An entity that is controlled by another entity.
(HKFRS 10)

(d)
Control – An investor controls an investee when the investor is exposed, or has rights, to variable returns from its involvement with the investee and has the ability to affect those returns through power over the investee.



(HKFRS 10)

(e)
Power – Existing rights that give the current ability to direct the relevant activities.
(HKFRS 10)
(f)
Relevant activities – Activities of the investee that significantly affect the investee’s returns.
(HKFRS 10)

(g)
Associate – An entity over which the investor has significant influence.


(HKAS 28)

(h)
Significant influence – is the power to participate in the financial and operating policy decisions of the investee but is not control or joint control of those policies.
(HKAS 28)


1.1.3
Before we move on to discuss the principles of consolidation, the following table is useful in summarising different types of group investment and how they are accounted for.
	Investment
	Criteria
	Required treatment

	Subsidiary
	Control
	Full consolidation (HKFRS 3 (revised) / HKFRS 10

	Associate
	Significant influence
	Equity accounting (HKAS 28)

	Joint arrangement

(joint venture)
	Contractual arrangement
	Equity accounting (HKFRS 11 / HKAS 28)

	Investment which is none of the above
	Asset held for accretion of wealth
	As for single company accounts per HKFRS 9


1.2
Control
1.2.1
HKFRS 10, issued in June 2011 provides an amended definition, and identifies three separate elements of control. It states that an investor controls an investee if and only if it has all of the following:

(a)
Power over the investee,

(b)
Exposure, or rights, to variable returns from its involvement with the investee, and

(c)
The ability to use its power over the investee to affect the amount of the investor’s returns

1.2.2
If there are changes to one or more of these three elements of control, then an investor should reassess whether it controls an investee.

(a)
Power
1.2.3
Power is defined as existing rights that give the current ability to direct the relevant activities of the investee. There is no requirement for that power to have been exercised.
1.2.4
Relevant activities may include:

(a)
selling and purchasing goods or services

(b)
managing financial assets

(c)
selecting, acquiring and disposing of assets

(d)
researching and developing new products and processes

(e)
determining a funding structure or obtaining funding

1.2.5
In some cases assessing power is straightforward, for example, where power is obtained directly and solely from having the majority of voting rights or potential voting rights, and as a result the ability to direct relevant activities.
1.2.6
In other cases, assessment is more complex and more than one factor must be considered. HKFRS 10 gives the following examples of rights, other than voting or potential voting rights, which individually, or alone, can give an investor power:
(a)
Rights to appoint, reassign or remove key management personnel who can direct the relevant activities

(b)
Rights to appoint or remove another entity that directs the relevant activities

(c)
Rights to direct the investee to enter into, or veto changes to transactions for the benefit of the investor

(d)
Other rights, such as those specified in a management contract.
1.2.7
HKFRS 10 suggests that the ability rather than contractual right to achieve the above may also indicate that an investor has power over an investee.
	1.2.8
	Example 1

	
	An investor acquires 48% of the voting rights of an investee. The remaining voting rights are held by thousands of shareholders, none individually holding more than 1% of the voting rights. None of the shareholders has any arrangements to consult any of the others or make collective decisions. When assessing the proportion of voting rights to acquire, on the basis of the relative size of the other shareholdings, the investor determined that a 48% interest would be sufficient to give it control.

In this case, on the basis of the absolute size of its holding and the relative size of the other shareholdings, the investor concludes that it has a sufficiently dominant voting interest to meet the power criterion without the need to consider any other evidence of power.


	1.2.9
	Example 2

	
	Investor A holds 40% of the voting rights of an investee and twelve other investors each hold 5% of the voting rights of the investee. A shareholder agreement grants investor A the right to appoint, remove and set the remuneration of management responsible for directing the relevant activities. To change the agreement, a two-thirds majority vote of the shareholders is required.
In this case, investor A concludes that the absolute size of the investor’s holding and the relative size of the other shareholdings alone are not conclusive in determining whether the investor has rights sufficient to give it power. However, investor A determines that its contractual right to appoint, remove and set the remuneration of management is sufficient to conclude that it has power over the investee. The fact that investor A might not have exercised this right or the likelihood of investor A exercising its right to select, appoint or remove management shall not be considered when assessing whether investor A has power.


(b)
Returns
1.2.10
An investor must have exposure, or rights, to variable returns from its involvement with the investee in order to establish control.

1.2.11
This is the case where the investor’s returns from its involvement have the potential to vary as a result of the investee’s performance.
1.2.12
Returns may include:

(a)
dividends

(b)
remuneration for servicing an investee’s assets or liabilities

(c)
fees and exposure to loss from providing credit support

(d)
returns as a result of achieving synergies or economies of scale through an investor combining use of their assets with use of the investee’s assets
(c)
Link between power and returns

1.2.13
In order to establish control, an investor must be able to use its power to affect its returns from its involvement with the investee. This is the case even where the investor delegates its decision making powers to an agent.
(d)
Delegated power – principals and agents

1.2.14
When decision making rights have been delegated or are being held for the benefit of others, it is necessary to assess whether the decision-maker is a principal or an agent to determine whether it has control.

	1.2.15
	Principal and agent

	
	(a)
HKFRS 10 introduces the concept of delegated power. If it has the power to direct the activities of an entity that it manages to generate returns for itself, then it is a principal.

(b)
If it is engaged to act on behalf and for the benefit of another party or parties, then it is an agent and does not control the investee when exercising its decision-making authority.

(c)
This is because if that decision-maker has been delegated rights that give the decision-maker power, it must be assessed whether those rights give the decision-maker power for its own benefit, or merely power for the benefit of others.

(d)
As an agent cannot have control over the investee, it does not consolidate the investee.

(e)
A principal may have control over the investee, and if so, would consolidate the investee.


2.
Exclusion and Exemption of Subsidiaries from Consolidation

2.1
Exclusion of subsidiaries from consolidation
2.1.1
Where a parent controls one or more subsidiaries, HKFRS 10 requires that consolidated financial statements are prepared to include all subsidiaries, both foreign and domestic other than:
(a)
those held for sale in accordance with HKFRS 5

(b)
those held under such long-term restrictions that control cannot be operated.
2.1.2
The rules on exclusion of subsidiaries from consolidation are necessarily strict, because this is a common method used by entities to manipulate their results. If a subsidiary which carries a large amount of debt can be excluded, then the gearing of the group as a whole will be improved. In other words, this is a way of taking debt out of the consolidated statement of financial position.
2.1.3
HKFRS 10 and HKAS 27 (revised) do not specify any other circumstances when subsidiaries must be excluded from consolidation.
	2.1.4
	Specific circumstances

	
	(a)
Severe long-term restrictions
Previously, HKAS 27 permitted exclusion from consolidation where the subsidiary was subject to long-term restrictions on the ability to transfer funds to the parent; this exclusion is no longer permitted as it may still be possible to control a subsidiary in such circumstances
(b)
Acquired for resale
A subsidiary acquired exclusively with a view to disposal within 12 months will probably meet the conditions in HKFRS 5 Non-current assets held for sale and discontinued activities for classification as held for sale.
If it does; the effect is that all its assets are presented as a single line item below current assets and all its liabilities are presented as a single line item below current liabilities. So it is still consolidated, but in a different way.

(c)
Materiality
Accounting standards do not normally apply to immaterial items; therefore an immaterial subsidiary need not be consolidated. However, this would need to be kept under review from year to year, and the parent would need to consider each subsidiary to be excluded on this basis, both individually and collectively.


2.1.5
It is important to note that exclusion of subsidiaries from consolidation under the reasoning of dissimilar activities is not permitted under HKAS 27 (revised).
2.2
Exemption from preparing group accounts

2.2.1
A parent need not present consolidated financial statements if and only if:

(a)
it is a wholly-owned subsidiary or it is a partially owned subsidiary of another entity and its other owners, including those not otherwise entitled to vote, have been informed about, and do not reject to, the parent not presenting consolidated financial statements;

(b)
its securities are not publicly traded;

(c)
it is not in the process of issuing securities in public securities markets; and

(d)
the ultimate or intermediate parent publishes consolidated financial statements that comply with Hong Kong Financial Reporting Standards.

3.
Different Reporting Dates and Different Accounting Policies

3.1
Reporting dates

3.1.1
In most cases, all group companies will prepare accounts to the same reporting date. One or more subsidiaries may, however, prepare accounts to a different reporting date from the parent and the bulk of other subsidiaries in the group.
3.1.2
If the subsidiary does not prepare conterminous financial statements to the same reporting date as the parent, the financial statements of that subsidiary should be adjusted for the effects of significant transactions or other events that occur between the two different dates.

3.1.3
HKFRS 10 includes a further restriction that the difference between reporting dates should not exceed three months.

3.2
Accounting policies

3.2.1
Consolidated financial statements should be prepared using uniform accounting policies for like transactions and other events in similar circumstances.

3.2.2
Adjustments must be made where members of a group use different accounting policies, so that their financial statements are suitable for consolidation.
4.
The Basic Consolidation of Statement of Financial Position
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4.1
Steps in preparing the consolidated statement of financial position
	4.1.1
	Steps in preparing the consolidated statement of financial position

	
	(W1) Shareholding in the subsidiary

(W2) Consolidation adjustments.

(W3) Net assets of subsidiary

At date of acquisition

At the reporting date

$

$

Share capital

X

X

Reserves:

Share premium

X

X

Retained earnings

X

X

X

X

(W4) Goodwill

$

Parent holding (investment) at fair value

X
NCI value at acquisition (*)

X

X

Less:

Fair value of net assets at acquisition (W2)

(X)

Goodwill on acquisition

X

Impairment of goodwill

(X)

Carrying goodwill

X

(*) If fair value method adopted, NCI value = fair value of NCI’s holding at acquisition (number of shares NCI own × subsidiary share price).

(*) If proportion of net assets method adopted, NCI value = NCI % × fair value of net assets at acquisition (from W2).
(W5) Group retained earnings

$

P’s retained earnings (100%)

X
P’s % of sub’s post-acquisition retained earnings

X
Less: Parent share of impairment (W3)

(X)

X

(W6) Non controlling interest

$

NCI value at acquisition (as in W3)

X
NCI share of post-acquisition reserves (W2)

X
NCI share of impairment (fair value method only)

(X)

X




4.2
Summary of basic consolidation adjustments
	4.2.1
	Basic consolidation adjustments

	
	(a)
Current assets

Cash in transit

Dr. Group Bank/Cash (cash in transit)

Cr. Current account

Goods in transit

Dr. Group inventory

Cr. Current account

(b)
Unrealised profit in inventory

Parent sells to subsidiary

Dr. Group retained earnings

Cr. Group inventory

Subsidiary sells to parent

Dr. Group retained earnings (multiplying the shareholdings)
Dr. NCI (multiplying the proportion of NCI)

Cr. Group inventory

(c)
Unrealised profit in sale of non-current assets

Parent sells to subsidiary

Dr. Group retained earnings

Cr. Group non-current assets

Excessive depreciation

Dr. Accumulated depreciation

Cr. Group retained earnings

Subsidiary sells to parent

Dr. Group retained earnings

Dr. NCI

Cr. Group non-current assets

Excessive depreciation

Dr. Accumulated depreciation

Cr. Group retained earnings

Cr. NCI

(d)
Intra-group lending

Dr. Group loan

Cr. Group investments (or receivables)

(e)
Dividends out of pre-acquisition profits

Dr. Cash

Cr. Investment in subsidiary


4.3
Goodwill

	4.3.1
	Goodwill

	
	Goodwill is an asset representing the future economic benefits arising from other assets acquired in a business combination that are not individually identified and separately recognized.

Goodwill arising on consolidation is the difference between the cost of an acquisition and the fair value of the subsidiary’s net assets acquired.


	4.3.2
	Treatment of Goodwill

	
	(a)
Positive goodwill:

(i)
Capitalised as an intangible non-current asset.

(ii)
Tested annually for possible impairments.

(iii)
Amortisation of goodwill is not permitted by the standard.

(b)
Impairment of positive goodwill:

If goodwill is considered to have been impaired during the post-acquisition period it must be reflected in the group financial statements. Accounting for the impairment differs according to the policy followed to value the non-controlling interests.

(i)
Proportion of net assets method:

Dr Group reserves

Cr Goodwill

(ii)
Fair value method – the goodwill in the statement of financial position includes goodwill attributable to the non-controlling interest. In this case the double entry will reflect the non-controlling interest proportion based on their shareholding as follows:

Dr Group reserves (% of impairment attributable to the parent)

Dr NCI (% of impairment attributable to NCI)

Cr Goodwill

(c)
Negative goodwill:
(i)
Arises where the cost of the investment is less than the value of net assets purchased.

(ii)
HKFRS 3 does not refer to this as negative goodwill (instead it is referred to as a bargain purchase), however this is the commonly used term.

(iii)
Most likely reason for this to arise is a misstatement of the fair values of assets and liabilities and accordingly the standard requires that the calculation is reviewed.

(iv)
After such a review, any negative goodwill remaining is credited directly to the income statement.


4.4
Non-controlling interests

	4.4.1
	Computation of Non-controlling Interests 

	
	HKFRS 3 allows two alternative ways of calculating non-controlling interest in the group statement of financial position. Non-controlling interest can be valued at:

(a)
Proportion of net assets method – NCI value = NCI % × fair value of net assets at acquisition; or

(b)
Fair (full) value method – NCI value = fair value of NCI’s holding at acquisition (number of shares NCI own × subsidiary share price).


4.5
Fair value of consideration and net assets

	4.5.1
	Fair value of consideration and net assets

	
	To ensure that an accurate figure is calculated for goodwill:

(a)
the consideration paid for a subsidiary must be accounted for at fair value;

(b)
the subsidiary’s identifiable assets and liabilities acquired must be accounted for at their fair values.


4.6
Calculation of cost of investment

	4.6.1
	The cost of acquisition

	
	The cost of acquisition includes the following elements:

(a)
Cash paid; and

(b)
fair value of any other consideration, i.e. deferred/ contingent considerations and share exchanges.


4.6.2
Incidental costs of acquisition such as legal, accounting, valuation and other professional fees should be expensed as incurred. The issue costs of debt or equity associated with the acquisition should be recognized in accordance with HKAS 32.

(a)
Deferred and contingent consideration

4.6.3
In some situations not all of the purchase consideration is paid at the date of the acquisition, instead a part of the payment is deferred until a later date – deferred consideration.

(a)
Deferred consideration should be measured at fair value at the date of the acquisition, i.e. a promise to pay an agreed sum on a predetermined date in the future taking into account the time value of money.

(b)
The fair value of any deferred consideration is calculated by discounting the amounts payable to present value at acquisition.

(c)
Each year the discount is then unwound. This increases the deferred liability each year (to increase to future cash liability) and the discount is treated as a finance cost.
(b)
Share exchange

4.6.4
Often the parent company will issue shares in its own company in return for the shares acquired in the subsidiary. The share price at acquisition should be used to record the cost of the shares at fair value.

	4.6.5
	Example 3 – Calculation of cost of investment

	
	H Ltd acquires 24 million $1 shares (80%) of the ordinary shares of S Ltd by offering a share-for-share exchange of two shares for every three shares acquired in S Ltd and a cash payment of $1 per share payable three years later. H Ltd’s shares have a nominal value of $1 and a current market value of $2. The cost of capital is 10% and $1 receivable in 3 years can be taken as $0.75.

Required:

(a)
Calculate the cost of investment and show the journals to record it in H Ltd’s accounts.

(b)
Show how the discount would be unwound.

Solution:

(a)
Cost of investment

$m

Deferred cash (at present value) [$0.75 × ($1 × 24m)]

18

Shares exchange [(24m × 2/3) × $2]

32
50

$50m is the cost of investment for the purposes of the calculation of goodwill.

$m

Dr Cost of investment in subsidiary

50

Cr Non-current liabilities – deferred consideration

18
Cr Share capital (16m shares × $1)

16
Cr Share premium (16m shares × $1)

16
(b)
Unwinding the discount

$18m × 10% = $1.8m

$m

Dr Finance cost

1.8

Cr Non-current liabilities – deferred consideration

1.8
For the next three years the discount will be unwound, taking the interest to finance cost until the full $24 million payment is made in Year 3.


4.7
Fair value of net assets acquired

4.7.1
HKFRS 3 (revised) requires that the subsidiary’s assets and liabilities are recorded at their fair value for the purposes of the calculation of goodwill and production of consolidated accounts.

4.7.2
Adjustments will therefore be required where the subsidiary’s accounts themselves do not reflect fair value.

5.
Associates and Joint Ventures
5.1
HKAS 28 was revised in 2011 to include accounting for both associates and joint ventures. Previously, HKAS 28 dealt with associates and HKAS 31 dealt with joint ventures. HKAS 31 has now been withdrawn and, where a joint arrangement (as defined by HKFRS 11) also meets the definition of a joint venture, HKAS 28 (revised) requires that any associates or joint ventures are equity-accounted in the group financial statements.

5.2
HKAS 28 (2011) requires that the carrying value of the associate or joint venture is determined as follows:

	Investment in associate or joint venture
	$000

	Cost
	X

	Add: Share of increase in net assets
	X

	Less: Impairment loss
	(X)

	
	X


6.
Joint Arrangements
6.1
HKFRS 11 Joint Arrangements was issued in 2011 to replace HKAS 31. HKFRS 11 provides new or updated definitions to determine whether there is a joint arrangement and, if so, the nature of that arrangement together with associated accounting requirements. It adopts the definition of control as included in HKFRS 10 as a basis for determining whether there is joint control.
	6.2
	Definitions

	
	(a)
Joint arrangements are defined as arrangements where two or more parties have joint control, and that this will only apply if the relevant activities require unanimous consent of those who collectively control the arrangement. They may take the form of either joint operations or joint ventures. The key distinction between the two forms is based on the parties’ rights and obligations under the joint arrangement.

(b)
Joint operations are defined as joint arrangements whereby the parties that have joint control have rights to the assets and obligations for the liabilities. Normally, there will not be a separate entity established to conduct joint operations.
HKFRS 11 requires that joint operators each recognize their share of assets, liabilities, revenues and expenses of the joint operation over which they have rights and obligations. This may consist of maintaining a joint operation account to record transactions undertaken on behalf of the joint operation, together with balances due to or from other parties to the joint operation.
Example:

A and B decide to enter into a joint operation to produce a new product. A undertakes one manufacturing process and B undertakes the other. A and B have agreed that decisions regarding the joint operation will be made unanimously and that each will bear their own expenses and take an agreed share of the sales revenue from the product.
(c)
Joint ventures are defined as joint arrangements whereby the parties have joint control of the arrangement and have rights to the net assets of the arrangement. This will normally be established in the form of a separate entity to conduct the joint venture activities. The equity method of accounting must be used in this situation.
Example:

A and B decide to set up a separate entity, C, to enter into a joint venture. A will own 55% of the equity capital of C, with B owning the remaining 45%. A and B have agreed that decision-making regarding the joint venture will be unanimous. Neither party will have direct right to the assets, or direct obligation for the liabilities of the joint venture; instead, they will have an interest in the net assets of entity C set up for the joint venture.

(d)
Joint control is defined as contractually agreed sharing of control of an arrangement which exists only when the decisions about the relevant activities require the unanimous consent of the parties sharing control. The key aspects of joint control are described as follows:
(i)
Contractually agreed – contractual arrangements are usually, but not always, written, and provide the terms of the arrangement.

(ii)
Control and relevant activities – HKFRS 10 describes how to assess whether a party has control, and how to identify the relevant activities.

(iii)
Unanimous consent – exists when the parties to an arrangement have collective control over the arrangement and no single party has control.


7.
Disclosure of Interest in Other Entities
7.1
HKFRS 12 was issued in May 2011 as part of the ‘package of five standards’ relating to consolidation. It removes all disclosure requirements from other standards of relating to group accounting and provides guidance applicable to the consolidated financial statements.

7.2
The standard requires disclosure of:

(a)
The significant judgments and assumptions made the determining the nature of an interest in another entity or arrangement, and in determining the type of joint arrangement in which an interest is held.

(b)
Information about interests in subsidiaries, associates, joint arrangements and structured entities that are not controlled by an investor.

7.3
The following disclosures are required in respect of subsidiaries:

(a)
The interest that non-controlling interests (NCI) have in the group’s activities and cash flows, including the name of relevant subsidiaries, their principal place of business, and the interest and voting rights of the NCI.

(b)
Nature and extent of significant restrictions on an investor’s ability to use group assets and liabilities.

(c)
Nature of the risk associated with an entity interests in consolidated structured entities, such as the provision of financial support.

(d)
Consequence of changes in ownership interest in subsidiary (whether control is lost or not).

Examination Style Questions

Question 1

Assume that you are Mr. Peter Wong, the accounting manager of Coconut Limited (CCN). CCN is a company incorporated in Hong Kong and is primarily engaged in the manufacturing of shampoo and the manufacturing and selling of facial tissue. CCN has a long history and experience of selling its facial tissue under its own brand name.
CCN has recently formulated its strategic plan to use its own marketing platform to sell and market its shampoo products. Strategically, on 1 April 2009, CCN issued 2,000,000 of its own shares (fair value of $10 per share on 1 April 2009) and paid $6,000,000 in cash to the shareholders of Kakapo Limited (KKP), a company that owns a brand name (Yeh-yeh), to acquire 90% of the shares of KKP. KKP is not related to CCN before this business combination. CCN intends to manufacture and sell its products under the brand name of Yeh-yeh.
To induce the shareholders of KKP to accept the offer, CCN gave a guarantee where CCN agreed to pay additional cash of $1,500,000, if the 2,000,000 shares issued did not have, at 1 October 2009, a value of $8 per share. Fair value of this contingent consideration was estimated to be $400,000 at the date of acquisition.
The book and fair values (before considering the impact of deferred tax) of KKP’s assets and liabilities as at 1 April 2009 are shown below:
	
	Book value
	Fair value

	
	$
	$

	ASSETS
	
	

	Non-current assets
	
	

	Plant and equipment (note c)
	12,000,000
	16,800,000

	Intangible asset (note d)
	-
	6,000,000

	Current assets
	
	

	Inventory (note e)
	500,000
	750,000

	Accounts receivable
	200,000
	200,000

	Cash
	10,000
	10,000

	Total assets
	12,710,000
	23,760,000

	
	
	


	EQUITY AND LIABILITIES
	
	

	Share capital
	10,000,000
	

	Retained earnings
	1,200,000
	

	
	11,200,000
	

	Current liabilities
	
	

	Accounts payable
	1,510,000
	1,510,000

	Contingent liabilities (note f)
	-
	90,000

	Total equity and liabilities
	12,710,000
	


Additional information:

(a)
On 1 October 2009, the market price of the 2,000,000 shares issued by CCN was $7 per share, which is below the guaranteed value of $8 per share. Therefore, on 10 October 2009, CCN had paid $1,500,000 in cash to meet the contingency. The impact of this contingent consideration has been included in the preparation of the financial statements of CCN and KKP for the year ended 31 March 2010.

(b)
Non-controlling interests were measured at their fair value of $2,200,000 as at acquisition date.

(c)
The remaining useful life of plant and equipment as at 1 April 2009 was ten years.

(d)
The intangible asset was a brand name, Yeh-yeh, owned by KKP. This brand name, Yeh-yeh, originally named after a famous singer in the 1960s, had been successful for many years with regard to shampoo products. The brand name is well known internationally and the technology related to the product does not change rapidly. The brand name was classified as having an indefinite useful life.

(e)
90% of the inventory, held by KKP as the date of acquisition, was sold by 31 March 2010.

(f)
As at 31 March 2010, no recognition was made for contingent liabilities in the separate financial statements of KKP. However, a disclosure was made in the footnotes of KKP in relation to the contingent liabilities. Although CCN considered that it was not probable that an outflow of resources would be required, the contingent liabilities involved an obligation that had arisen from a past event and its fair value was measured reliably as $90,000 as at 1 April 2009.

(g)
10% of the goodwill on this business combination was impaired as of 31 March 2010. All the goodwill on this business combination was related and allocated to KKP’s operation and there is no impairment in other assets of KKP after performing the impairment review.

(h)
Investment in KKP was carried at cost. Both companies did not have any reserves other than retained earnings.

(i)
During the year ended 31 March 2010, KKP sold goods costing $3,200,000 to CCN for $4,800,000. On 31 March 2010, CCN continued to hold 40% of its purchases from KKP.

(j)
Tax effects on fair value adjustments and intra-group transactions are to be recognised at a tax rate of 16%.
The draft statements of financial position of the two companies as at 31 March 2010 are shown below:
	
	CCN
	KKP

	
	$
	$

	Plant and equipment, at net book value
	89,200,000
	11,000,000

	Intangible assets
	10,800,000
	-

	Investment in KKP, at cost
	26,400,000
	-

	Inventory
	31,200,000
	1,600,000

	Accounts receivable
	2,000,000
	600,000

	Cash
	8,000,000
	100,000

	
	167,600,000
	13,300,000

	
	
	

	
	CCN
	KKP

	
	$
	$

	Share capital
	32,000,000
	10,000,000

	Retained earnings
	56,000,000
	2,000,000

	Loan
	72,000,000
	

	Accounts payable
	7,600,000
	1,300,000

	
	167,600,000
	13,300,000


You have prepared the draft consolidated financial statements of CCN for the year ended 31 March 2010. After you sent these draft consolidated financial statements to CCN’s directors for review, one of the directors, who is not a certified public accountant, sent you an e-mail as follows:
	To: Peter Wong, Accounting Manager, CCN

From: Ronnie Yan (Director)

c.c.: Jacky Lam, Alex Cheng, Nelson Chan (Directors)

Date: 8 May 2010
Consolidated financial statements of CCN as at 31 March 2010
Could you please clarify the following points relating to CCN’s draft consolidated financial statements which I have just reviewed.
(A)
cannot imagine that a singer can have an infinite life. Why don't you estimate the life of Yeh-yeh (the singer) and take it as the useful life of the brand name accordingly? Does it mean that you intend to keep the value of the brand name unchanged forever?

(B)
I am puzzled about the consideration transferred on the acquisition of KKP. You told me that the additional $1,500,000 that CCN paid did not affect the purchase price. This is totally unbelievable.

(C)
I find that you have included a contingent liability of KKP in the calculation of the goodwill. However, the lawyer has advised that the chance of loss is not probable. What has happened?

(D)
I find that it is difficult to obtain the figures in the consolidated statement of financial position. Can you tell me more about how you arrive at each figure?
I would appreciate your clarification in time for the upcoming board meeting.

Best regards,

Ronnie


Required:

Assume that you are the accounting manager, and you are required to draft a memorandum to Ronnie Yan, a Director of CCN. In your memorandum, you should:
(a)
briefly discuss the appropriateness to account for the brand name, Yeh-yeh, as having an indefinite useful life. Advise whether the value of the brand name will remain unchanged forever;
(9 marks)

(b)
discuss and advise the accounting treatment for the contingent consideration of $1,500,000 paid by CCN as a result of the guarantee. Illustrate your response by showing the related journal entries;
(9 marks)

(c)
briefly discuss and advise the accounting treatment for the contingent liability. Illustrate its impact by showing the calculation of goodwill; and
(9 marks)

(d)
prepare an annex to your memorandum showing the consolidated statement of financial position as at 31 March 2010, and the detailed calculations of each figure (Consolidation adjustments are to be shown in the form of a worksheet).


(23 marks)


(HKICPA QP Module A Financial Reporting June 2011 Case)

Question 2

Assume that you are Miss Charmaine Yuen, the accounting manager of Asia Polyethylene Limited (APE), which is a company incorporated in Hong Kong. APE and its subsidiaries (APE Group) are principally engaged in the production and distribution of high density polyethylene (HDPE) which is widely used for the production of plastic bags, bottle caps and fluid containers in Hong Kong. Now, APE intends to expand its business for the production and distribution of HDPE worldwide.
Brazil Polyethylene (BPE) and Curitiba Polyethylene (CPE)

On 1 April 2012, APE, BPE and CPE (the parties), which are not related companies, signed an agreement in which they have agreed the terms according to which they will conduct the manufacturing and distribution of HDPE worldwide. The parties have agreed to conduct manufacturing and distribution activities according to the details described below:

Diadema Polyethylene (DPE)

The parties have agreed to undertake the manufacturing and distribution activity by establishing a new incorporated entity, DPE, in which APE has a 60% ownership interest and hence 60% voting rights, BPE has 20% and CPE has 20%. The contractual agreement specifies that at least 90% of the voting rights are required to make decisions about activities that significantly affect the returns of DPE. In accordance with the agreement, DPE would manufacture and distribute the HDPE in various overseas countries according to the needs of the various markets where DPE sells the product. The contractual arrangement among APE, BPE and CPE did not specify that the parties have rights to the assets, and obligations for the liabilities, relating to DPE.
Embu Polyethylene (EPE) and Fatima Polyethylene (FPE)

APE acquired 80% of the shares of EPE for HK$26.55 million on 1 April 2009. At the acquisition date, EPE’s reported retained earnings were HK$12.25 million. The excess of APE’s acquisition cost over its share of EPE’s book value was assigned to plant and equipment that had a fair value of HK$2.5 million greater than book value and a remaining life of five years at the acquisition date, and the balance to goodwill. Non-controlling interests are to be measured at their fair value at the acquisition date, i.e. HK$6 million. The investment in EPE is carried at cost. There has been no change in the share capital of EPE since the date of acquisition.
On 1 April 2011, APE acquired 30% of the HK$1 ordinary shares in FPE for HK$7.45 million. FPE should be accounted for as an associate. The book value of FPE’s net assets was the same as their fair value as at the acquisition date. There has been no change in the share capital of FPE since the date of acquisition.
An extract of the financial statements of the three companies for the year ended 31 March 2012 is shown below.
	
	APE
	EPE
	FPE

	
	HK$’000
	HK$’000
	HK$’000

	Sales
	80,000
	35,750
	18,000

	Cost of sales
	(55,000)
	(24,500)
	(12,000)

	Other income (including gain on disposal and EPE’s dividend)
	3,700
	-
	-

	Depreciation expense
	(8,000)
	(1,700)
	(400)

	Interest expense
	(5,900)
	(1,600)
	(550)

	Other expenses
	(3,800)
	(4,200)
	(2,850)

	Profit for the year
	11,000
	3,750
	2,200

	Retained earnings, 1 April 2011
	44,000
	22,500
	11,250

	Dividends declared
	(3,500)
	(1,250)
	-

	Retained earnings, 31 March 2012
	51,500
	25,000
	13,450


	Plant and equipment, net
	43,000
	19,000
	10,800

	Investment in EPE, cost
	26,550
	-
	-

	Investment in FPE, cost
	7,450
	-
	-

	Other investments
	20,750
	1,250
	-

	Inventory
	41,250
	20,000
	10,400

	Receivables
	10,000
	11,000
	9,000

	Cash and cash equivalent
	156,500
	60,000
	36,000

	
	
	
	

	Share capital (HK$1 par)
	30,000
	15,000
	7,500

	Retained earnings
	51,500
	25,000
	13,450

	Payables
	75,000
	20,000
	15,050

	
	156,500
	60,000
	36,000


On 1 April 2011, APE held inventory of HK$2.5 million purchased from EPE during the year ended 31 March 2011; these goods had been manufactured by EPE at a cost of HK$1.6 million. During the year ended 31 March 2012, EPE sold goods costing HK$6 million to APE for HK$9 million. APE sold the inventory of HK$2.5 million on hand at the beginning of the year, but held 35% of its current year’s purchases from EPE on 31 March 2012.
APE sold plant and equipment at a transfer price of HK$10 million (with an original carrying amount of HK$8 million) to FPE on 1 April 2011. On that date, that plant and equipment had a remaining useful life of five years.
Bankrupt Customer

APE has a financial year end of 31 March 2012 and the financial statements are to be authorised for issue on 15 June 2012. On 15 May 2012, it was discovered that a customer owing HK$650,000 had gone into bankruptcy. The adjustments, if necessary, have not been recorded in the draft financial statements listed above.
Ms. Pindy Lee, a director of APE is concerned about the implications of the above transactions and information. She wonders if it is necessary for APE to take into account the results of the above investments, arrangements and events and if it may make a difference in the consolidation process.
Question 1 (50 marks – approximately 90 minutes)

Assume that you are Charmaine Yuen, the accounting manager, and you are required to draft a memorandum to Ms. Pindy Lee, a Director of APE. In your memorandum, you should:
(a)
For the investment in DPE in the consolidated financial statements of APE, identify and justify the applicable financial reporting standard, and advise the appropriate classification and accounting treatment.

(You are not required to describe the detailed accounting method.)



(13 marks)
(b)
Discuss and advise as to the accounting treatments for the bankrupt customer in the consolidated financial statements of APE for the year ended 31 March 2012.



(7 marks)

(c)
Prepare an annex to your memorandum, showing the worksheets for:
(i)
the consolidated statement of comprehensive income of APE for the year ended 31 March 2012,
(10 marks)

(ii)
the consolidated statement of financial position of APE as at 31 March 2012, and
(10 marks)

(iii)
the consolidated statement of changes in equity of APE for the year ended 31 March 2012.
(10 marks)

(Ignore the deferred tax implications. Consolidation adjustments are to be shown in the form of a worksheet. For Question 1(c)(i) and (ii), you may use the template in green colour paper provided and/or the script booklet for Case Questions to prepare your answers. You are required to show the detailed calculations for each figure, journal entries are not required.)


(HKICPA QP Module A Financial Reporting December 2012 Case)
Question 3

Assume that you are Mr. Raymond Wong, the accounting manager of Debussy Limited (DBL), which is principally engaged in the manufacture and sale of musical instruments. DBL is a company incorporated in Hong Kong and is listed on the Main Board of the Stock Exchange of Hong Kong. The financial year end date of DBL is 30 September. DBL acquired 70% of the ordinary shares of Stanford Limited (STF) for $768 million on 1 October 2008.
At the acquisition date, STF reported retained earnings of $350 million and a revaluation reserve of $10 million. The carrying amount of all assets and liabilities approximated the fair value except for intangible assets. The book and fair values of the intangible assets of STF (with a remaining useful life of eight years), excluding deferred tax liability on fair value adjustments, were $40 million and $120 million respectively at the date of acquisition.
Non-controlling interests are measured as the non-controlling interest’s proportionate share in the recognised amounts of the acquiree’s net identifiable assets as at the acquisition date. Investment in STF was carried at cost. Both companies had no reserves other than retained earnings and revaluation reserves.
On 1 October 2011, DBL held inventory purchased from STF at an invoiced price of $36 million which had been manufactured by STF at a cost of $24 million. During the six months ended 31 March 2012, STF sold musical instruments costing $96 million to DBL for $144 million. As at 31 March 2012, DBL had sold the entire beginning inventory, but continued to hold 35% of its current period purchases from STF.
DBL adopted the revaluation model for property, plant and equipment while intangible assets were carried at cost. Depreciation and amortisation is provided using the straight-line method. The tax rate for the years of assessment from 2008/09 to 2011/12 was 16.5%.
On 1 May 2012, DBL entered into a contract with Forever Young Limited (FYL). The contract requires DBL to make a ten-year variable rate $30 million loan to FYL while FYL at the same time makes a ten-year fixed rate loan for the same amount to DBL. There are no transfers of principal at inception of the two loans, since DBL and FYL have a netting agreement. During the ten years, DBL will pay a fixed rate of 3% per six months and receive a variable amount based on six-month HIBOR, reset on a semi-annual basis. The fixed and variable amounts are determined on the basis of a principal amount of $30 million.
The draft financial data of the two companies for the six months ended 31 March 2012 are shown below:
	
	DBL
	STF

	
	$’000
	$’000

	Sales
	2,400,000
	1,152,000

	Cost of sales
	(1,536,000)
	(769,000)

	Gross profit
	864,000
	383,000

	Other income (including dividend income)
	38,000
	-

	Distribution costs
	(90,000)
	(69,000)

	Administrative expenses*
	(150,000)
	(75,000)

	Finance costs
	(172,000)
	(34,000)

	Profit before tax
	490,000
	205,000

	Income tax expense
	(106,000)
	(61,000)

	Profit for the period
	384,000
	144,000

	Other comprehensive income: revaluation surplus
	180,000
	36,000

	Total comprehensive income for the period
	564,000
	180,000


* Administrative expenses include the amortisation of intangible assets.
	
	Share capital
	Retained earnings
	Revaluation surplus
	Total equity

	
	$’000
	$’000
	$’000
	$’000

	DBL
	
	
	
	

	Balance, 1 October 2011
	960,000
	1,092,000
	120,000
	2,172,000

	Total comprehensive income
	-
	384,000
	180,000
	564,000

	Dividends
	-
	(96,000)
	-
	(96,000)

	Balance, 31 March 2012
	960,000
	1,380,000
	300,000
	2,640,000

	
	
	
	
	


	STF
	
	
	
	

	Balance, 1 October 2011
	480,000
	654,000
	30,000
	1,164,000

	Total comprehensive income
	-
	144,000
	36,000
	180,000

	Dividends
	-
	(48,000)
	-
	(48,000)

	Balance, 31 March 2012
	480,000
	750,000
	66,000
	1,296,000


	
	DBL
	STF

	
	$’000
	$’000

	Property, plant and equipment, net
	1,824,000
	788,000

	Investment in STF, at cost
	768,000
	-

	Intangible assets, net
	-
	136,000

	Inventory
	1,536,000
	648,000

	Trade and other receivables
	750,000
	420,000

	Cash and cash equivalents
	690,000
	312,000

	
	5,568,000
	2,304,000

	
	
	

	Share capital
	960,000
	480,000

	Retained earnings
	1,380,000
	750,000

	Revaluation surplus
	300,000
	66,000

	
	2,640,000
	1,296,000

	Trade and other payables
	1,428,000
	408,000

	Long term loan
	1,500,000
	600,000

	
	5,568,000
	2,304,000


You have prepared the draft condensed consolidated financial statements of DBL for the six months ended 31 March 2012. After you sent these draft condensed consolidated financial statements to DBL’s directors for review, one of the directors, Ms. Janice Lam, sent you an e-mail as follows:
	To: Raymond Wong, Accounting Manager, DBL

From: Janice Lam (Director)

c.c.: Lucas Chong, Josiah Wong, Andrea Cheung (Directors)

Date: 7 May 2012

Condensed consolidated financial statements of DBL for the six months ended 31 March 2012
Could you please clarify the following points relating to DBL’s draft condensed consolidated financial statements which I have just reviewed.
(A)
I know that our interim financial report has complied with the requirements of HKAS 34, and thus we have complied with this HKFRS. Why don’t you say that we have complied with HKFRSs in the notes to the financial statements? By the way, I understand that we have to disclose segment information in our annual financial statements. However, this is only the interim financial report; I don’t think we need to disclose segment information!

(B)
I am puzzled about the disclosure in relation to related parties. Who actually are the related parties of DBL? I understand that I am related to DBL because I am a director of DBL, but I don’t think my private business, Beethoven Limited (BTV), is related. Although I have a 100% investment in BTV, which purchases musical instruments regularly from STF, it is not related to DBL in any sense!

(C)
I know that we have just entered into a contract with FYL. How shall we account for this contract?

(D)
I find that it is difficult to obtain the figures in the condensed consolidated financial statements. Can you tell me more about how you arrived at each figure?
I would appreciate your clarification for the upcoming board meeting.
Best regards,
Janice



Required:

Assume that you are Raymond Wong, the accounting manager, and you are required to draft a memorandum to Janice Lam, a Director of DBL. In your memorandum, you should:
(a)
briefly discuss and advise whether DBL should describe its condensed interim financial report as complying with HKFRSs;
(4 marks)

(b)
briefly discuss and advise whether the segment information should be disclosed in DBL’s interim financial report;
(4 marks)

(c)
discuss and identify the related party relationship among DBL, BTV and STF in their respective financial statements;
(7 marks)

(d)
briefly discuss and advise the appropriate accounting treatment of the contract with FYL. Detail calculation is not required; and
(5 marks)
(e)
prepare an annex to your memorandum showing worksheets for:
(i)
the condensed consolidated statement of comprehensive income for the six months ended 31 March 2012, and
(11 marks)

(ii)
the condensed consolidated statement of financial position as at 31 March 2012.
(19 marks)

(Consolidation adjustments are to be shown in the form of a worksheet. For Question 1(e), you may use the template in green colour paper provided and/or the script booklet for Case Questions to prepare your answers. You are required to show the detailed calculations for each figure, journal entries are not required.)


(HKICPA QP Module A Financial Reporting June 2013 Case)
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