

Paper 7 Financial Accounting


Chapter 17 Accounting for Associated Companies & Joint Ventures

1.
Objectives

1.1
Define an associated company.

1.2
Explain the meaning of significant influence.

1.3
Discuss and contrast different methods of accounting for investments in shares.

1.4
Explain the requirements of HKAS 28 in relation to accounting for investments in associates in an investor’s own financial statements.

1.5
Describe the disclosure requirements under HKAS 28.
1.6
Differentiate between investments in a joint venture and other types of investments.

1.7
Identify the major types of joint venture:

(a)
jointly controlled operations

(b)
jointly controlled assets

(c)
jointly controlled entities

1.8
Describe the disclosure requirements for interests in a joint venture under HKAS 31.
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2.
Definition under HKAS 28
	2.1
	DEFINITIONS

	
	(a)
An associate (聯營企業) is an entity, including an unincorporated entity such as a partnership, over which the investor has significant influence and which is neither a subsidiary nor a joint venture of the investor.
(b)
Significant influence (重大影響力) is defined to mean the power to participate in the financial and operating policy decisions of the investee but is not control over those policies.


2.2
HKAS 28 does not apply to investments in associates or joint ventures held by venture capital organizations, mutual funds, unit trusts, and similar entities that are measured at fair value in accordance with HKAS 39 “Financial Instruments: Recognition and Measurement”.

2.3
Significant influence does not need to be actually exercised; the real test is whether the investor possesses such power to exercise if he wants to. Whether significant influence is exercisable or not is a matter of judgement, but its presence may be indicated by one or more of the following factors:

(i)
representation on the board of directors or equivalent governing body of the investee;

(ii)
participation in the financial and operating policy making processes (including dividend policy);

(iii)
material transactions between the investor and the investees;

(iv)
interchange of managerial personnel; or

(v)
provision of essential technical information.

2.4
The Standard states a rebuttable presumption that where the investor holds, directly or indirectly through subsidiaries, more than 20% of the investee’s voting rights, it should be presumed to have the ability to exercise significant influence unless the contrary is clearly demonstrated.

2.5
Conversely, there is a rebuttable presumption that if the size of shareholding is less than 20% of the voting rights, then significant influence does not exist unless it can clearly be demonstrated otherwise. The demonstration should include a statement concurred by the associate that the investor is in a position to exercise significant influence.

3.
Accounting Methods for Investments in Associates

(A)
Cost method

	3.1
	KEY POINTS

	
	Under the cost method, the investment is recorded and remains at historical cost in the accounts of the investing company. Only dividends received and receivable out of the post-acquisition profit of the investee are recognized as income from the investment.


	3.2
	EXAMPLE 1

	
	H Ltd, with subsidiaries, acquired 25% interest in A Ltd for $90,000 on 1 January 2008. For the year ended 31 December 2004, A Ltd declared dividend of $10,000 on 29 December 2008.

Journal entries (H Ltd):

(a)
1 January 2008
Dr ($)

Cr ($)

Investment in A Ltd

90,000

Cash

90,000

Being investment in A Ltd recorded at cost.

(b)
31 December 2008
Dr ($)

Cr ($)

Cash ($10,000 x 25%)

2,500

Dividend income

2,500

Being dividend received from A Ltd.




3.3
The cost method is not appropriate to account for the results of the associate in the consolidated financial statements of H Ltd. The major weaknesses of the cost method are that:

(i)
mere recognition of dividend received or receivable is inadequate to measure the income earned by an investor where it conducts an important part of business through the medium of other companies;

(ii)
the cost of investment, as stated in historical cost, will become increasingly unrealistic from its underlying value.

3.4
However, the cost method applies in the separate financial statements of the investor.

3.5
The revised version of HKAS 28 no longer allows an investment in an associate to be excluded from equity accounting when an investee operates under severe long-term restrictions that significantly impair its ability to transfer funds to the investor. Significant influence must be lost before the equity method ceases to be applicable.

3.6
Once the investor ceases to have significant influence, the carrying amount of the investment at the date that it ceases to be an associate shall be regarded as its cost on initial measurement as a financial asset under HKAS 39 “Financial Instruments: Recognition and Measurement”.

(B)
Consolidation method

3.7
As for the consolidation of subsidiaries, the application of consolidation method would combine the financial statements of an investor with the financial statements of an associate for all items of assets, liabilities, revenue and expenses.

3.8
However, as the investor does not have absolute control over its associates, it is misleading to add together assets, liabilities, revenue, and expenses of the associates with those of the investor. Therefore, consolidation method is not an appropriate technique. Instead, the inclusion in consolidated financial statements of a share of an associate’s profits or losses known as the equity method, also sometimes described as a one-line consolidation, is used to account for the results of an associate.

(C)
Equity method

	3.9
	KEY POINTS

	
	(a)
The investment in an associate is initially recorded at cost and the carrying value is increased or decreased to recognize the investor’s share of the post-acquisition net assets of the associate.
(b)
Dividends received from the associate is to reduce the carrying value of the investment.


3.10
The carrying value is also adjusted for the investor’s proportionate interest of any post-acquisition alterations in the associate’s reserves that have not been included in the profit and loss account (e.g. increase in revaluation reserve arising from the revaluation of property, plant and equipment).
	3.11
	EXAMPLE 2

	
	H Ltd acquired 25% interest in A Ltd for $100,000 on 1 January 2008. At the date of the acquisition, A Ltd has the following shareholders’ funds:

$

Ordinary shares ($1 each)

200,000

Share premium

40,000

Retained profits

160,000

For the year ended 31 December 2008, A Ltd records profit after tax of $16,000 and declared dividend of $10,000.

Journal entries:

(a)
1 January 2008 (in H Ltd’s book)

Dr ($)

Cr ($)

Investment in A Ltd

100,000

Cash

100,000

Being investment in A Ltd recorded at cost.

(b)
31 December 2008 (in books of H Ltd’s consolidated financial statements)

Dr ($)

Cr ($)

Investment in A Ltd ($16,000 x 25%)

4,000

Share of profit of A Ltd

4,000

Being equity account for 25% interest in the associate’s profit.

Dr ($)

Cr ($)

Cash ($10,000 x 25%)

2,500

Investment in A Ltd

2,500

Being dividend received from A Ltd.




3.12
Equity method is meaningful because it allows a measure of responsibility of an investor for the performance of an associate by including the associate’s profits or losses into account.

3.13
In addition, the carrying value of investment may better approximate its current value than the cost value. The carrying value of investment is deemed to be increased when the associate makes profits while a decrease in value of investment is recorded when the associate sustains losses.

4.
Disclosure Requirements

4.1
An investor should disclosure the following information for each significant associate:

(i)
the name;

(ii)
the form of business structure;

(iii)
the place of incorporation;

(iv)
an indication of the nature of business;

(v)
the proportion of ownership interest and, if different, the proportion of voting power; and

(vi)
the profit sharing arrangement, if different from the proportion of ownership interest.

4.2
Where the investments in one or more associates are so material that more detailed information about them would assist in giving a true and fair view, further information should be given by separate disclosure of each of such associates’

(i)
current assets;

(ii)
long-term assets;

(iii)
current liabilities;

(iv)
long-term liabilities;

(v)
contingent liabilities;

(vi)
income and profits or losses.

4.3
An investor should disclosure in its consolidated financial statements the following matters:

(i)
the aggregate amount of profits retained by associates included in the group’s retained profits; where there are significant restrictions on the ability of the associates to distribute their profits, the investor should also disclose the aggregate amount of retained profits so affected and a description and a description of the nature of restriction;

(ii)
if financial statements of the associates not coterminous with those of the investor, the names of those associates and their financial period end dates; and

(iii)
the reasons for not accounting for an associate using the equity method, the accounting policy used and the name of the associate excluded.

5.
The Nature of Joint Venture

	5.1
	DEFINITION

	
	A joint venture (合營企業) is a contractual arrangement whereby two or more parties undertake an economic activity which is subject to joint control and none of the parties involved unilaterally has control over the economic activity.


5.2
Joint control is the determining factor. Joint control is the contractually agreed sharing of control over an economic activity.

5.3
Joint ventures are becoming increasingly common as a form of business structure. They are distinguished from other enterprises mainly by the nature and degree of participation by the investing parties.

5.4
Normally, joint ventures are set up for a particular purpose, with the investing parties being interested in achieving some mutual goals directly through the activities of the joint venture and two or more of the parties having joint control over those activities.
5.5
The basic characteristics of a joint venture are the contractual arrangement and joint control. It differs from an investment in associates in which the investor has significant influence on the investing party. The other characteristics of a joint venture are:

(a)
their activities are similar or ancillary to the other economic activities of the venturers;

(b)
the venturers contribute resources other than cash, such as operating assets, technical expertise or staff;

(c)
the life of the joint venture may be limited to that the economic activity undertaken which may be of short or long term duration.

5.6
From an accounting point of view, going concern and accounting entity principles may not be relevant in joint venture. The accounting “period” may be the whole life of the venture and that may be more or less than the conventional accounting of one year. The going concern principle may not be relevant because the joint venture relates to some specific activity. The accounting entity concept may not be relevant as the joint venture may not be formally established in the form of a company, partnership, etc.

6.
Types of Joint Venture

6.1
HKAS 31 broadly classifies all types of joint ventures into three groups:

(a)
jointly controlled operations

(b)
jointly controlled assets

(c)
jointly controlled entities

(A)
Jointly controlled operations

	6.2
	DEFINITON

	
	A jointly controlled operation involves the use of the assets and other resources of the venturers rather than the establishment of a separate legal entity.


6.3
Under a joint control operation arrangement, no separate entity is established. Each venturer uses its own assets and other resources such as its personnel to carry out the joint venture activities. The venturer incurs expenses and liabilities and raises its own finance. The revenue from the sale of joint products and any expenses incurred in common are shared among the venturers in accordance with the contractual arrangement.

6.4
A venturer should account for its interests in jointly controlled operations by recognizing in its separate financial statements and, consequently, in its consolidated financial statements, the following:

(i)
the assets it controls and the liabilities it incurs

(ii)
the expenses it incurs and its share of income earned from the sale of goods or services by the joint venture.

	6.5
	EXAMPLE 3

	
	An example of a jointly controlled operation is when two or more venturers combine their operations, resources and expertise in order to manufacture, market and distribute jointly a particular product, such as the construction of a civil engineering project. Different parts of the manufacturing process are carried out by each of the venturers. Each venturer bears its own costs and takes a share of the revenue from the project, such share being determined in accordance with the contractual arrangement.


(B)
Jointly controlled assets

	6.6
	DEFINITON

	
	This type of arrangement also does not involve the establishment of an entity separate from the venturers themselves. The joint ventures jointly control one or more assets acquired for the purpose of the joint venture. They also take an agreed share of the output from the assets and bear their share of expenses incurred.


6.7
In respect of its interests in jointly controlled assets, each venturer should include in its accounting records and recognize in its own financial statements and consequently in its consolidated financial statements:

(a)
its share of the jointly controlled assets, classified according to the nature of the assets (rather than as an investment). For example, a share of a jointly controlled oil pipeline is classified as property, plant and equipment;

(b)
any liabilities which it has incurred, for example those incurred in financing its share of the assets;

(c)
its share of any liabilities incurred jointly with other venturers in relation to the joint venture;

(d)
any income from the sale or use of its share of the output of the joint venture, together with its share of any expenses incurred by the joint venture; and

(e)
any expenses which it has incurred in respect of its interests in the joint venture, for example those related to financing the venturer’s interest in the assets and selling its share of the output.

	6.8
	EXAMPLE 4

	
	C and D together buy a house which they let to tenants. C is responsible for the initial refurbishment and maintenance of the house and D finds the tenants and collects the rents. C and D each take an agreed share of the rental income from the house.


(C)
Jointly controlled entities

	6.9
	DEFINITION

	
	A jointly controlled entity involves the establishment of a separate legal entity in which each venturer has an interest.


6.10
The venturers enter into a contractual agreement for the establishment of a corporation, partnership or other entity. Assets, liabilities, income and expenses of the joint venture are being controlled by the jointly controlled entity. Each venturer is entitled to a share of the results of the jointly controlled entity according to the contractual agreement.

6.11
In respect of its interests in jointly controlled entities, a venturer includes its contribution of cash and other assets to the joint ventures, or its cost of investments, in its accounting records and recognize in its own financial statements as investments in jointly controlled entities.

6.12
In its consolidated financial statements, a venturer should report its interest in a jointly controlled entity using the equity method. In certain joint venture agreements, proportionate consolidation method may be used.

	6.13
	EXAMPLE 5

	
	E and F enter into a joint venture agreement to manufacture and sell a new product. They set up a company which carries out these activities. E and F each own 50% of the equity share capital of the company and are its only directors. They share equally in major policy decisions and are each entitled to 50% of the profits of the company.


	6.14
	EXERCISE 1

	
	Based on the requirements of HKAS 31,identify the type of joint venture in the cases below:

(a)
C and D together buy a property which they let to tenants. C is responsible for the initial refurbishment and maintenance of the property and D finds the tenants and collects the rents. C and D each take an agreed share of the rental income from the property.

(b)
E and F enter into a joint venture agreement to manufacture and sell a new product. They set up a company which carries out these activities. E and F each own 50% of the equity share capital of the company and are its only directors. They share equally in major policy decisions and are each entitled to 50% of the profits of the company.

(c)
A and B decide to enter into a joint venture agreement to produce a new product. A undertakes one manufacturing process and B undertakes the other. A and B each bear their own expenses and take an agreed share of the sales revenue from the product.


	Solution:




7.
Disclosure Requirements

7.1
According to HKAS 31, the following should be disclosed in the financial statements for each of the significant jointly controlled entities:

(i)
name;

(ii)
the form of business structure, whether corporate or unincorporated;

(iii)
place of corporation;

(iv)
nature of business;

(v)
proportion of ownership interest; and

(vi)
the profit sharing arrangement.

7.2
A venturer should disclose in its financial statements in relation to its interest in jointly controlled operations the aggregate amounts of assets, liabilities, income and profits or losses recognized.

7.3
A venturer should disclose in its financial statements in relation to its interest in jointly controlled assets the aggregate amounts of assets and liabilities recognized.
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