

Financial Accounting


Chapter 16 Group Accounting I

1.
Objectives

1.1
Define a parent, a subsidiary, a group, minority interests, group accounts and consolidated financial statements.

1.2
Discuss the legal requirements of group accounts and the relevant requirements of HKAS 27.

1.3
Explain the disclosure requirements of group accounts under HKAS 27.

1.4
Explain the consolidation procedures and relevant conceptual issues, in particular, with regard to:

(i)
goodwill

(ii)
minority interests

1.5
Prepare the consolidated income statement and balance sheet for a group of companies with a simple structure.
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2.
Definitions

	2.1
	DEFINITIONS

	
	(a) Subsidiary
In accordance with Section 2(4) of the Companies Ordinance, a subsidiary shall be deemed to be a subsidiary of another company if that another company:

(i)
controls the composition of the board of directors of the investee company; or
(ii)
controls more than 50% of the voting power of the investee company; or
(iii)
owns more than 50% of the issued equity share capital of the investee company.

HKAS 27 widens the definition of a subsidiary based on the concept of control. It defines a subsidiary as an enterprise that is controlled by another enterprise (known as the parent). For this purpose, control is defined as the power to govern the financial and operating policies of another enterprise so as to obtain benefits from its activities.

Adopting the wide definition of a subsidiary in HKAS 27 could result in an enterprise being classified as a subsidiary when the enterprise does not meet the legal definition of a subsidiary under the Companies Ordinance.
(b)
Holding company – a company is a holding company of another if that other company is its subsidiary.
(c)
Holding company – a company is a holding company of another if that other company is its subsidiary.

(d)
Group companies – consist of a holding company and its subsidiaries.

(e)
Group accounts – are the financial statements of a group of companies.

(f)
Consolidated financial statements – is one particular form of group accounts that represent the financial information as if they were the financial statement of a single entity.

(g)
Non-controlling interests (Minority interests) (非控股權益/少數股東權益) – is the equity in a subsidiary not attributable, directly or indirectly, to a parent.



3.
Control and Special Purpose Entity
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(A)
Concept of control

	3.1
	DEFINITION

	
	HKAS 27 establishes a parent-subsidiary relationship on the concept of control. Control is the power to govern the financial and operating policies of an enterprise so as to obtain benefits from its activities.


3.2
Control is presumed to exist when the parent owns, directly or indirectly through subsidiaries, more than one half of the voting power of an enterprise. Control also exists even when the parent owns one half or less of the voting power of an enterprise when there is:

(i)
power over more than one half of the voting rights by virtue of an agreement with other investors;

(ii)
power to govern the financial and operating policies of the enterprise under a statute or an agreement;

(iii)
power to appoint or remove the majority of the members of the board of directors or equivalent governing body; or

(iv)
power to cast the majority of votes at meetings of the board of directors or its equivalent.

	3.3
	EXAMPLE 1

	
	ABC Ltd is considering an investment in Samson, the capital structure of which is as follows: 10,000 class A voting ordinary shares and 10,000 class B non-voting ordinary shares. Both classes of shares have the same dividend rights.

Required:

Describe the appropriate group accounting for Samson if:

(a)
ABC Ltd purchases 6,000 class A ordinary shares.

(b)
ABC Ltd purchases 10,000 class B and 4,000 class A ordinary shares.

Solution:

(a)
ABC Ltd has purchased 6,000 of the 10,000 class A voting shares. With 60% of the voting shares ABC should control Samson. Samson should therefore be treated as a subsidiary.

(b)
ABC Ltd has purchased 4,000 of the 10,000 class A voting shares and 10,000 class B non-voting shares. As ABC has less than 50% of the voting share this time, it probably will not be able to control Samson. Samson will not be a subsidiary.


(B)
Special purpose entity

3.3
Special purpose entities (SPEs) (also known as vehicles and quasi-subsidiaries) are legally independent entities that are used to take on the loans or liabilities of another enterprise. An enterprise (often referred to as the sponsor) will sell assets to the SPE, but retain the right to use the asset and gain from any future increase in its value. The SPE normally has no assets or capital of its own. It will borrow the money needed to buy the asset from a “capital provider”.

3.4
The purpose of SPEs is to remove assets and liabilities from the balance sheet of the sponsor. This has the effect of improving the return on capital employed and gearing of the sponsor.

3.5
HKAS-Int 12 “Consolidation – Special Purpose Entities” states that an enterprise should consolidate an SPE if it controls that SPE. A reporting enterprise probably has control over an SPE if:

(i)
in substance, the activities of the SPE are being conducted on behalf of the enterprise according to its specific business needs so that the enterprise obtains benefits from the SPE’s operation;

(ii)
in substance, the enterprise has the decision-making powers to obtain the majority of the benefits of the activities of the SPE;

(iii)
in substance, the enterprise has rights to obtain the majority of the benefits of the SPE and therefore may be exposed to risks incident to the activities of the SPE; or

(iv)
in substance, the enterprise retains the majority of the residual or ownership risks related to the SPE or its assets in order to obtain benefits from its activities.

4.
Exclusion and Exemption of Subsidiaries from Consolidation

(A)
Exclusion of subsidiaries

4.1
The rules on exclusion of subsidiaries from consolidation are necessarily strict, because this is a common method used by enterprises 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 off the balance sheet.
	4.2
	KEY POINT

	
	HKAS 27 prescribes only one circumstance when a subsidiary should be excluded from consolidation. This happen when there is evidence that if there are severe restrictions on the ability of the subsidiary to act independently that are so great that control is lost, then it should not be consolidated. In particular, it notes that loss of control could occur when the subsidiary becomes subject to the control of a government, court, administrator or regulator, or as a result of a contractual agreement, even though there is no indication in share ownership. They should be accounted for under HKAS 39, as investments stated at fair value.


4.3
The previous Standard required a subsidiary to be excluded from consolidation where control is intended to be temporary: the subsidiary was acquired and is held exclusively with a view to its subsequent disposal within twelve months from acquisition and management is actively seeking a buyer. This exclusion has now been removed; subsidiaries held for sale must be consolidated.

4.4
Subsidiaries held for sale are accounted for in accordance with HKFRS 5 “Non-current Assets Held for Sale and Discontinued Operations”.

4.5
It is important to note that exclusion of subsidiaries from consolidation under the reasoning of dissimilar activities is not permitted under HKAS 27.
4.6
Accounting standards do not apply to immaterial items. Therefore an immaterial subsidiary need not be consolidated.

4.7
Summary
	Reason
	HKAS 27
	Treatment

	Severe long-term restrictions meaning loss of control
	Mandatory exclusion
	Non-current asset investment per HKAS 39

	Temporary investment
	Mandatory inclusion
	Consolidate per HKFRS 5

	Different activities
	Mandatory inclusion
	Consolidate. Prepare HKAS 14 segment information

	Immaterial
	Not applicable
	Optional


	4.8
	EXAMPLE 2

	
	(a)
X, an international manufacturing group, has a subsidiary undertaking, Z, which is an insurance company. Can the group be exempted from consolidating Z on the grounds of different activities?

(b)
A owns a subsidiary undertaking, P, which is located in an African state where the Government has for a number of years frozen all remittances out of the country by private individuals and companies.

Does A need to include P in its consolidated accounts?
Solution:

(a)
Z must be included under HKAS 27.

(b)
It depends on whether A controls P. Control is defined as the power to govern the financial and operating policies so as to obtain benefit. The current freeze on remittances does not in itself prove that A does not control P. So P should be included. The actual relationship between A and P must be investigated to decide whether control exists.


4.9
Under Companies Ordinance section 124(2)(b), a company may omit any subsidiary from them if the company’s directors are of the opinion that:

(i)
it is impracticable, or would be of no real value to members of the company, in view of the insignificant amount involved, or would involve expense or delay out of proportion to the value to members of the company; or

(ii)
the result would be misleading, or harmful to the business of the company or any of its subsidiaries; or

(iii)
the business of the holding company and that of the subsidiary are so different that they cannot reasonably be treated as a single undertaking.

(B)
Exemption from preparing group accounts

4.10
A parent need not present consolidated financial statements if and only if:

(i)
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;

(ii)
its securities are not publicly traded;

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

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

5.
Different Reporting Dates and Different Accounting Policies

(A)
Reporting dates

5.1
Both Section 127(1) of the Companies Ordinance and HKAS 27 requires that the financial year-ends of all group companies must coincide.

5.2
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.

5.3
HKAS 27 includes a further restriction that the difference between reporting dates should not exceed three months.

(B)
Accounting policies

5.4
Consolidated financial statements should be prepared using uniform accounting policies for like transactions and other events in similar circumstances.

5.5
If it is not practicable to do so, HKAS 27 requires the reason be disclosed together with the proportions of the items in the consolidated financial statements to which the different accounting policies have been applied.

6.
Disclosure Requirements

6.1
The disclosures required by HKAS 27 are as follows:

(i)
The reasons for not consolidating the subsidiaries, their summarized financial information, either individually or in groups, including the amount of total assets, total liabilities, revenues and profit or loss.

(ii)
The reasons for consolidating the subsidiaries which the parent does not have majority voting control.

(iii)
The nature and extent of any significant restrictions (e.g. resulting from borrowing arrangements or regulatory requirements) on the ability of subsidiaries to transfer funds to the parent in the form of cash dividends or to repay loans or advances.

(iv)
If the group elected only to present the parent’s financial statements, and not consolidating its subsidiaries, jointly controlled entities and associates, those separate financial statements shall disclose the method of accounting for investments in subsidiaries, jointly controlled entities and associates.

7.
The Basic Balance Sheet Consolidation

7.1
The steps for preparing the consolidated balance sheet:

(i)
Shareholding in the subsidiary;

(ii)
Adjustments;

(iii)
Goodwill;

(iv)
Consolidated reserves;

(v)
Minority interest;

(vi)
Consolidated balance sheet.

7.2
Goodwill arising on consolidation is the difference between the cost of an acquisition and the fair value of the subsidiary’s net assets acquired. The difference can be negative: the aggregate of the fair values of the separable net assets acquired may exceed what the parent company paid for them. In this situation:

(i)
An entity should first re-assess the amounts at which it has measured both the cost of the combination and the acquiree’s identifiable net assets. This exercise should identify any errors.

(ii)
Any excess remaining should be recognized immediately in profit or loss, that is in the income statement.

	7.3
	EXAMPLE 3

	
	The summarized draft balance sheets of a group at 31 December 2008 were:

H Ltd

S Ltd

H Ltd

S Ltd

$

$

$

$

Sundry assets

106,000

34,500

Share capital ($1 ord.)

100,000

20,000

Investment in S Ltd (at cost)

27,000

-

Profit and loss a/c

22,000

6,500

Creditors

11,000

8,000

133,000

34,500

133,000

34,500

Prepare the consolidated balance sheet for each of the following alternatives:

(a)
H Ltd acquired all the shares in S Ltd on 1 January 2008, when S Ltd had profit and loss account reserves of $6,000.

(b)
Facts as in (a) above, except that only 16,000 ordinary shares in S Ltd were purchased for $27,000.

Solution:

(a)

Step 1 Shareholdings in S Ltd.
%

Group

100

Minority

-

100

Step 2 Calculation of Goodwill
$

$

Cost of investment

27,000

Less: Share of net assets of S Ltd at the acquisition date

Share capital

20,000

Profit and loss account

6,000

26,000

Group share

x 100%

(26,000)

Goodwill capitalized at cost

1,000

Step 3 Consolidated reserves
$

H Ltd:

22,000

S Ltd: 100% x (6,500 – 6,000)

500

22,500

Step 4 Minority interest

There is no minority interest at the balance sheet date as H Ltd owns 100% of the shares of S Ltd.

Step 5 Consolidated Balance Sheet at 31 December 2008
$

Sundry assets

140,500

Goodwill

1,000

Creditors

(19,000)

Total assets less current liabilities

122,500

Call up share capital

100,000

Profit and loss account

22,500

122,500




	7.4
	EXERCISE 1

	
	The summarized draft balance sheets of a group at 31 December 2008 were:

H Ltd

S Ltd

H Ltd

S Ltd

$

$

$

$

Sundry assets

106,000

34,500

Share capital ($1 ord.)

100,000

20,000

Investment in S Ltd (at cost)

27,000

-

Profit and loss a/c

22,000

6,500

Creditors

11,000

8,000

133,000

34,500

133,000

34,500

Prepare the consolidated balance sheet – H Ltd acquired 16,000 ordinary shares in S Ltd on 1 January 2008, when S Ltd had profit and loss reserves of $6,000.


	Solution:




8.
Consolidated Profit and Loss Account

(A)
Basic principles

8.1
In essence, a consolidated income statement is prepared by adding all individual items in the subsidiaries’ income statement to those in the holding company’s accounts.

8.2
Where a subsidiary is partially owned, not all the profits of the subsidiary are the entitlement of the group. The minority interest in the profit needs to be established and deducted from the aggregate profits of the holding company and the subsidiary, in arriving at the profit attributable to the group.
	8.3
	EXAMPLE 4

	
	The income statement of H Ltd and S Ltd for the year ended 31 December 2008 are given below:
H Ltd

S Ltd

$

$

Turnover

300,000

180,000

Cost of sales

(120,000)

(60,000)

Gross profit

180,000

120,000

Administrative, selling and distribution expenses

(90,000)

(60,000)

Profit before taxation

90,000

60,000

Taxation

(14,000)

(10,000)

Profit before extraordinary items

76,000

50,000

Extraordinary items

10,000

4,000

Profit for the year

86,000

54,000

H Ltd acquired 80% of the ordinary share capital of S Ltd on 1 January 2008.

Solution:

Consolidated income statement for the year ended 31 December 2008
Workings

$

$

Turnover

480,000

(300,000 + 180,000)

Cost of sales

(180,000)

(120,000 + 60,000)

Gross profit

300,000

Administrative, selling and distribution expenses

(150,000)

(90,000 + 60,000)

Profit before tax

150,000

Taxation

(24,000)

(14,000 + 10,000)

Profit after tax

126,000

Minority interest

(10,000)

(50,000 x 20%)

Profit after tax

116,000

Extraordinary income

13,200

(10,000 + 4,000 x 80%)

Profit for the year attributable to the group

129,200




	8.4
	EXERCISE 2

	
	The income statement of H Ltd and S Ltd for the year ended 31 December 2008 are shown below:
H Ltd

S Ltd

$

$

$

$

Trading profit

70,000

60,000

Investment income –

Dividends from S Ltd

Received

12,000

Receivable

16,000

28,000

Dividends from other companies

6,000

34,000

104,000

Less: Taxation

(20,000)

(10,000)

Profit after tax

84,000

50,000

Appropriations

Dividends: Paid

20,000

15,000

Proposed

25,000

20,000

45,000

35,000

Transfer to reserves

20,000

10,000

65,000

45,000

Retained profit

19,000

5,000

Retained profit brought forward

80,000

20,000

Retained profit carried forward

99,000

25,000

H Ltd acquired 80% of the ordinary share capital of S Ltd on 1 January 2005 when the retained profit of S Ltd was $5,000.
Prepare the consolidated income statement for the year ended 31 December 2008.


	Solution:
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