Chapter 1

In Malaysia, the accounting standards that

govern the preparation and presentation
of consolidated financial statements are:

(a) MFRS 3 Business Combinations;
(b) MEFRS 10 Consolidated Financial Statements;
(¢) MFRS 11 Joint Arrangements:

(d) MFRS 12 Disclosure of Interests in Other Entities:

i

(e) MFRS 127 Separate Financial Statements; and
(f) MFRS 128 Investments in Associates and Joint Ventures.

MEFRS 3 is effective for annual periods beginning on or after | January 2012. MFRS
10, MFRS 11, MFRS 12, MERS 127 and MFRS 128 are effective for annual periods
beginning on or after 1 January 2013.

The transition provisions of MFRS 10 are discussed in section 1.7 “Appendix B of
this chapter,

1.2 WHO HAS TO PRESENT CONSOLIDATED FINANCIAL STATEMENTS

MFRS 10 requires an enti
statements (paragraph 4).

(A parent is defined in MFRS 10 as an entity that controls one or more entities. The
concept of control is discussed in section 1.6 “*Appendix A’ of this chapter. For purpose
of discussions in this book, an entity that holds more than 50% of the issued share capital

of another is assumed to have control and is therefore the parent, unless specified
otherwise.)

ty that is a parent to present consolidated financial

However, a parent that is itself

a subsidiary of another entity need not present
consolidated financial statement if all t

he following conditions are met (paragraph 4 (a)):
(1) Itis itself a wholly owned subsidiary,

entity and its other owners do not obj
financial statements:

or is a partially-owned subsidiary of ancther
ect to the parent not presenting consoiidated

(ii) Tts debt or equity instruments are not traded in a stock exchange;

(iii) Tt did not file, nor is in the process of filing, its financial statementswith a securities

commission or other regulatory organization for the purpose of issuing any debt and
equity Instruments; and

(iv) Tts ultimate or any intermediate
that are available for public use.

Notwithstanding paragraph 4 (a), MFRS 10 requires the ultimate Malaysian parent
1o present consolidated financial statements (para 4AA).

parent produces consolidated financial statements

Hlustration 1.1

Scenario [
A Bhd is the parent of B Bhd,

In this case, A Bhd must present consolidated financial statements,
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D Bhd is the parent of E Bhd, which, in furn, is the parent of F Bhd

is case, E Bhd need not present consolidated financial statements if all the conditions in paragraph

:ﬂ)”;rlz lcu‘el .D Bhd must present consolidated financial statements.
4 y
Scenario 11T _ .
K Bhd is the parent of L Bhd. L Bhd is the parent of M Bhd. M Bhd is the parent of N :

his case, L Bhd and M Bhd need not present consclidated ﬁnlancial statements if all the conditions in
Ir,llrl.;:;__lu;aC])I;A (a) are met. K Bhd must present consolidated financial statements.
P “
Scenario IV
oteldl W - . - - .
W Ltd (a company incorporated in Australia) is the parent of X Bhd. X Bhd is the parent of ¥ Bhd
Bhd is the parent of Z Bhd.

his case. Y Bhd need not present consolidated financial statements if all the colldillon§511‘pgr?grafchi;
zﬂ)tll‘-‘;tl:‘;m, X Bhd, being the ultimate Malaysian parent, is required to present consolidated fina
a) a : ,
statements (para 4AA).

(Note: The Interational financial reporting standard IFRS 10, on which MFRS 10 is based, does
not contaimparagraph 4AA.)

temidy be noted that, if all the conditions in paragraph 4 (_a) are met, tgcrlntegéfgggiz
mr'ntn’s consolidated financial statements will be of very little use, and are
sxempted.

Effective 1 January 2014, a parent which qualifies as an “investee entity’’ (see
paragraph 27) need not presented consolidated financial statements.

1.3 CONSOLIDATION PROCEDURE

There are two basic methods of consolidation, namely, the acquisition methfod (315;3
referred to as the purchase method), and the poolingl-qf_-mteres:lmgt}ilsdb;al?grr?hzrrren 0
g i the acquisition method 1s
as the merger method). However, since _ WA SR T
[ d that MFRS 3 has disallowed the use of t
commonly used method in practice, an MF] : he
i i in : 5, this book adopts the acquisi

ling-of-interest method in almost all gons_ohdahpns, boo :

ir)n(:;};:)lg (The pooling-of-interest method is briefly discussed in Chapter 10 of this book.)

In preparing consolidated financial statements under the acquisiti];)_n 1cllleth(d)21,_ fﬂz
financial statements of the parent and subsichanes:b n a grcclmp ai'% Ocnorr{) al;liz ];l;laddi;ug
' idation™ princi i i sis and on o ;

““full consolidation’ principle, on a line by line bas ‘ _ ;
together like items of assets, liabilities, equity, revenue and expenses. The }i}ve(s)t;n;]lle
account should, however, be eliminated against the pre-acquisition equity
subsidiaries so as to avoid double counting.

Where the parent has less than 100% interest in a subsidiary, the interest _og ttbe
outside shareholders in the subsidiary (non-controlling interest) must be accounted for
and shown separately in the consolidated financial statements.

All the assets and liabilities of the subsidiary (including those that are ni)t rdecoggliﬁd
by the subsidiary) at the acquisition date should be recogn}sed and .fau va ue.f,_ 21}1)11 ne{i
difference, if any, between the cost of investment and the fair value of the identifiable
assets acquired (goodwill) should also be accounted for.
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Where there are intragroup transactions, the account balances must be eliminated.
Profits and losses arising therefrom may be unrealised from the group’s viewpoint and
therefore must also be eliminated.

In more complex situations where there are many consolidation adjustments
required, it may be necessary to adopt a set procedure so that the sequence of thought and
the procedure of preparation can be logically carried out. One logical sequence that is
adopted in this book is as follows: (i) elimination of Investment account; (ii) elimination
of intragroup items; and (iii) recording of non-controlling interest,

Consolidated financial statements should be prepared using uniform accounting
policies for like transactions and events in similar circumstances. In cases where a
subsidiary is operating overseas and has adopted accounting standards that are not the
same as those adopted by the parent, the financial statements of the subsidiary will have

to be adjusted to comply with the accounting standards adopted by the parent before
conselidation.

The financial statements of all the entities in a group should be based on same
accounting period. When the financial statements of the entitics in the group are drawn
up to different reporting dates, which in any case should not be more than three months,
adjustments should be made for the effects of significant transactions or other events that
occur between the dates and the date of the parent’s financial statements.

Further, in business combinations, there are several terminology that are important
for the purposes of consolidation. In this sub-section, the following terms are further
discussed (i) identifying the acquirer; (ii) date of acquisition; and (iii) costs of acquisition

1.3.1 Identifying the Acquirer (Parent)

MFRS 3 provides that the acquirer in a business combination is the combining entity
that obtains control of the other combining entities (paragraph 17).

In a business combination that is effected through payment of cash, the entify- that

pays for the shares will ultimately gain control of the combining entities and is-th=1efore
the acquirer.

In a business combination that is effected through an exchange of equity interest, the
entity that issues the equity interests is normally the acquirer. However, MFRS 3 requires
that all pertinent facts and circumstances be considered to determine which of the
combining entities ultimately gains control of the comb ining entities (paragraph 21).

In some business combinations, commonly referred to as “‘reversed acquisitions™
(or “‘reverse take-overs’), the acquirer is the entity whose equity interests have been
acquired and the issuing entity is the acquiree. This often happens where a large non-
listed company arranges to have itself acquired by a small listed company as a means of
obtaining stock exchange listing (often referred to as ““back-door listing”?). In these
cases, although legally the issuing listed company is the parent and the non-listed
company 1s the subsidiary, the non-listed company (the legal subsidiary) is, in substance,
the parent since it is the one who ultimately gains control over the combining entities, and
consolidated financial statements have to be prepared from the non-listed company’s
viewpoint. For illustration on reverse acquisition, please refer to Chapter 4.
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1.3.2 Date of Acquisition

It is important, under purchase method of consolidation, to _det_erm_llrlxe] Fhe d?te ((;)f
isition. This is because, under purchase method, an acquirer will have to
L te into consolidated profit and loss account the results of operations of the
mc.or_p_gm g from the acquisition date, and (b) measure the assets and liabilities acql_nred
acqu(lil f; Etlheir respective fair value as at the acquisition date. Further, whc-%re the business
basﬁbination takes place near the accounting ye_a.r—end, the determination Qf th;a1
i isition date will affect the answer to the question of whether or not consolidate

?fli(ilc.iellj]lc-ial statements have to be presented for that accounting year.

MFRS 3 defines the date of acquisition as the date on which the acquirer obtains
control of the acquiree (paragraph 8).

MFRS 3 further provides that it is not necessary folr a transaction to be c]qsed or
finalised before the acquirer obtains control. All pertinent facts and circumstances
surrounding a business combination should be considered in assessing when the acquirer
has obtained control (paragraph 9).

1.3.3 Costs of Acyuisition - _

MFRS 2-Ueiined the cost of acquisition as the aggregate of the acquisition-date letll'
values of the-25sets transferred by the acquirer, the liabilities mcu_rred‘by th_ehacqun"m_ ] (;
the formr bwners of the acquiree, and the equity instruments issued by the acquire
(paragrapn 37). | o

WIFRS 3 further provides that cost directly attributable to the business Comll;“?tl?n
{such as professional fees paid to accountants and lawyers c;f'fectm%1 lthc:h usmtcss;
combination), and general administrative expenses should not be included in the cost o
acquisition (paragraph 53). -

To illustrate, assume A Bhd acquires B Bhd._ In exchange for the shares in B Bl’(l]d, A
Bhd issues 10 million of its ordinary shares (which have a market value of l;é\/B 0 _pter
share) and pays RM10 million cash to the former shareholders of B Bhd. A ]?;1 agre{g?vl (1)
assume a liability of RM2 million payable to a supplier of B B}}d. A Bh [33(3{5 o
million professional fees to the accountants apc_l _lawyers for their services ren er;_ul
relation to the acquisition. A Bhd has an acquisition department, the yearly ex%en ; 1lre
of which amounts to RM10 million, and it is est_n_n_ated that approximately 30@ ROMtl 1;
staff time has been spent in relation to this acquisition. A Bhd expects to incur ’
million to restructure B Bhd after the acquisition.

In this case, the cost of acquisition is calculated as equal to RM42 million (Fal;
value of shares issued of RM30 million + Cash of RM10 million + Liability assumed o
RM2 million). - . _

Where the business combination agreement provides for a contingent cons1de_rat10n
arrangement, MFRS 3 requires the acquisition-date fair value of the contmghent
consideration to be treated as part of the cost of acquisition (paragraph 39). Further,
MFRS 3 provides that subsequent changes in the fair value of the contingent
consideration should be accounted for as an adjustment to the cost of acquisition if the
following two conditions are met: (i) the change is made as a consequence of necrv
information about condition existing at acquisition date and (i) the change is made
within the measurement period (not exceeding one year). l_f any one (or both) .Of the
conditions is not met, the subsequent changes in the fair value of the contingent
consideration will be brought to income statement (paragraph 58).

3.3
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To illustrate, assume that A Bhd acquires B Bhd, and the consideration comprises (i)
an immediate payment of RM100 million, and (ii) a further payment of RM5 million

after one year if the profit after tax of B Bhd for the following year exceeds RM10
million.

The payment conditional upon reaching profit target is a contingent consideration.
Assume that, at the date of acquisition, it is estimated that there is a 40% chance that the
profit after tax of B Bhd for the following year will exceed RM10 million, the fair value
of the contingent consideration is therefore estimated to be RM?2 million (40% x RMS
million). In this case, the cost of acquisition will initially be recorded at RM102 million
(Dr Cost of investment RM102 million, Cr Cash RM100 million, Cr Provision for
contingent payment RM2 million).

Subsequently, if the profit target is not met, and no payment is made, the provision
account will be reversed and accounted for as a gain in the Income statement. If the profit
target is met and A Bhd has to pay RM35 million, the additional RM3 million paid will be
accounted for as a loss in the Income statement.

However, if it was discovered, during the measurement period, that B Bhd has some
sales orders existed on the acquisition date which were not taken into account in
estimating the probability of meeting the profit target, and that after taking into
consideration these sales orders, the probability that the profit after tax of B Bhd for the
following year will exceed RM10 million is 60%, and consequently the fair value of the
contingent consideration is RM3 million (60% x RMS5 million). In this case, because both
the conditions are met, the change to the fair value of the contingent consideration of
RM1 million will be adjusted against the Cost of investment.

1.4 USEFULNESS AND LIMITATIONS OF CONSOLIDATED FINANCIAL
STATEMENTS

There are obvious demands for consolidated financial statements. Investors who arg
investing in the shares of the parent company would also want to know how the othes
companies in the group are performing, and would therefore be interested in the
consolidated financial statements, instead of just the parent company’s \financial
statements. Lenders who lend money to one company in a group would want corporate
guarantee from the other companies in the group and would therefore be interested in the
financial position of the group, instead of Just that of the borrowing oempany. The

usefulness of the consolidated financial statements to each stakeholder is'discussed more
specifically below.

The management of the parent will be most interested in consolidated financial
statements, because it will be evaluated based on its management of all the resources

under its control, the effect of which are reflected in the consolidated financial
statements.

The current and prospective shareholders/investors of the parent will also be
interested in the consolidated financial statements. Ultimately, the profitability of the
parent is affected by the profitability of all the companies in the group.

The long term creditors of the parent may be interested in the consolidated financial
statements in evaluating the overall financial health and profitability of the parent. While
the parent and its subsidiaries are separate legal entities, the creditors have an effective
indirect claim on the subsidiaries through the parent
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inori 1 f the subsidiaries may not be interested
ority shareholders and the creditors o 1€ Su ; _ reste
: e S;lllsrz)lidtz{ted financial statements. The minority Shalehold_ms of 51%_1?[31(??}1] i
in the ¢ only enjoy the profit of the company and have no_mteresﬁ in the profi omes
compaﬂ%fhc creditors of the subsidiary similarly have no claim against group resources,
u;?:fé of course the debt is guaranteed by the parent.

In Malaysia, the tax authority will also not be interested in the consc?]idated ﬁnfitzigé
tatements. All ’companies, whether a member of a group or otherwise, are ta
sta :

individually. .
Consolidated financial statements often represent tge 01111y means (l)agftrghlcc; t];z
i i ities that are under the same ¢
vities and resources of all the entities _ Rt .
aCEW]‘tL;eSquY and conveniently be presented. However, some information is mvanagg
m‘:ta nwhgen data sets are aggregated. Thus, consolidated financial statel_nenlts may
Ir(;:real for example, that some entities in the group are insolvent, or incurring losses.

Consolidated financial statements may not be rgeaninigful i;f the Eni;?gtipmcgl:n %f[oxtl)z
i i issimi iviti lidated results of suc
olved in dissimilar activities. Conso : .
?;I)emg;:ed with industry standards; one conglomerate cannot be compared with another.

This shortcomirg may, however, be overcome to certain extent by the presentation of

segmentinfcrmatlon. | | B
Canselidated financial statements may even be }nésllpgdm% tﬂ t%nsogggégcejl;e;i

ar i ssets and the liabilities of all the e

X s, Wor example, showing both the asse '

16[?\(.%, “n the consolidated financial statements can erroneously imply tha}t all r]q;ogrﬁg

gsaéfs are available to pay all reported liabilities. In fact, the parent sf povx;:{ a

will‘ingness to transfer the assets of the group from one entity to another for wha

purposes are often restricted to certain extent.

Consolidated financial statements are often crit{01sed on Ehe lgrolL;n];lO Lﬂ:g; rit:se
consolidated group is presented as if it were a single entity by 1g111]011;11ge iﬁﬁstame o thé
However, supporters of consolidated financial statements arglg: t at f]-e i
relationships and not merely their legal forms should form the basis of reporting.

1.5 APPROACHES ADOPTED IN THIS BOOK

Since one of the main thrusts of this book is to present a practllcal ap%ror?icsh (Z)L
consolidation, the discussion is based on th_e provisions of the acclounhrtng St?ﬁg&. od;_; A
brief discussion on the various consolidation jchcorles and the alternative
consolidation is provided for in Chapter 10 of this book.)

There are various approaches'to the preparation of c:?nsohdated, }‘inancml sﬁatﬁgr;elglsé
This book adopts the ‘“worksheet’ lapproach. The woykshee(’; 3pplr05$anner Ihe
advantage of presenting the complete information mn a concise an Of er }}i a th;;t e
because of this, it is the approach most commonly used in pr_a‘ctlc_e. dt is 3{3 be ablé Y
adopting the approach that is most commonly used in prai(.:;ue_, nlle?' i:lri: e
quickly adapt the material covered in this bo&_)l(_to the real life situatio Ssp reader.s X
also hoped that, having gained a good appreciation of cc_)nsohdatlon pmceil i
be able to prepare consolidated financial statements using other ’ap_proac €s
““T.account’” approach and the “‘schedule’” approach, if the need arises.

For supervisors who have to verify the consolidation work of the subordina}es, an
effective and efficient way is to perform independent proofs of the conso‘lll]datédt 1g§§§;
(instead of going through the consolidation adjustments). This book also illustrates
the proofs can be done.
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1.6 APPENDIX A: CONCEPT OF “CONTROL”
MFRS 10 establishes “‘control”” as the basis for consolidation.

An entity that controls an investee Is a parent, regardless of the nature of its
involvement with the investee (paragraph 3).

An investor controls an investee if and only if the investor has al] the following
(paragraph 7):

(a) Power over the investee;

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

(¢) The ability to use its bower over the investee to affect the amount of the investor’s
returns.

To assess whether an investor has all the three elements of contro] mentioned above,
it may be necessary to consider (a) the purpose and design of the investee, (b) what the
relevant activities are and how decisions about thoge activities are made, (c) whether the
rights of the investor give it the current ability to direct the relevant activities, (d) whether
the investor is exposed or has rights to variable retumns from involvement with the
investee, and (e) whether the investor has the ability to use its
affect the amount of the Investor’s returns (paragraph B3).
1.6.1T Power
MFRS 10 provides that an investor has power over an investee when the investor

has existing rights that give it the current ability to direct the relevant activities
(paragraph 10).

The following elements in the definition of “‘power’”” in paragraph 10 should be
noted:

(a) Existing rights: an investor may have power through existing voting rights. arising
from equity instruments or existing rights arising from contractual arrangements
(paragraph 11); only substantive rights give rise to power, protective iiglits do not
give rise to power (paragraph B9);

(b) Current ability: an investor has power if it has current ability to direct the relevant
activities even if the rights have yet to be exercised (paragraph 12); the word
“current’ mean “‘at the time”’, thus, the investor must have the ability at the time
when the relevant activities are to be directed (eg., during annual general meeting);

(¢) To direct: an investor has power if it has current ability to direct, not Jjust to
participate in directing, the relevant activities (paragraph 14); and

(d) Relevant activities: relevant activities are the activities that significantly affect the

AW/
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ises from rights. Examples of rights that, either individueﬂly or collectively,
P\?;ﬁflrvzgtor power include but are not limited to (paragraph B15):
can g1

) Rights in the form of voting rights (or potential voting rights) of an investee;
(a

inve ’ ement
ights to appoint, reassign or remove members of an .m.v.cst.ae s key manag
®) }I){;rgso:mel who have the ability to direct the relevant activities;

to OIHtIIlE:llt orre ty v v 5
T entl
((:) RJghtS app remove ancd )‘ 1€1 € l ‘ 1at (II] eClS t 1€ ele ant act 1€8

i ions that
Rights to direct the investee to enter into, or veto any changes to, transaction:
Y ar;:.r part of the relevant activities of the investee; and

i i i ct
Other rights (such as decision making rights spec1ﬁe(_i In a management contra )
e that give the holder the ability to direct the relevant activities.

, : ider the
essing whether it has power over the investee, an 1nvest0_r s_?oul(%l ggvnségcision
IncaZfld desizn of the investee to (i) identify the relevant act];\_flli 1(35EO o deesion
pgrp(t)sthose activities are made, and (iii) who has the current ability
abou tvit

activities (paragiaph BS). .
i ’ d design are considered, it may
wmuny cases, when an investee’s purpose and ] A
| Ipha[‘l:qo{ver (ie, rights that give the current ability to direct the relevant activities)
clear (hat'g S

S AT VO l i 1strument 1S ll] na |y cases thf:
I 1 1 i 5 T N s
is0s ting ri htS thIOllgh hOld.lng (_)f eq-l.ll y ! a
a .oLv Ao ] g{ g ) N ‘7

1v25tor that Kﬂds a IIla|Orll-)l Oi t-hose Votulg Ilghts mn th-e absellce Of all)‘ OtheI :[aCtGIS

has power over the investee (paragraph B6).

liiustrative Example 1.2
i i y ich that, power over
In all the following scenarios, assume that the investee’s purpose an_d dbb[]:g?} :ltre? suc p
tEe investee arises solely from voting rights through share-holdings proportio y.
Scenario [

A Bhd holds 60% of the issued share capital of B Bhd.
In this case, A Bhd has power over B Bhd.

Scenario 1 |
* issued she apital of
L Bhd holds 60% of the issued share capital of M Bhd. M Bhd holds 60% of the issued share capil
N Bhd.
' hd.
In this case, L. Bhd has power over both M Bhd and N Bhd. M Bhd has power over N B

Scenario 111 |

i ital Z ,and Y
X Bhd holds 60% of the issued share capital of Y Bhd and 30% of the issued share capital Z Bhd, an
Bhd holds 30% of the issued share capital of Z Bhd.

‘ ave r 7 Bhd.
In this case, X Bhd has power over both Y Bhd and Z Bhd. Y Bhd does not have power over

jori ing ri have
In some case, an investor with less than_z_i majority of‘ the \;iotmgt 1;%1?'[\211;;23/01? e
rights that are sufficient to give it current ability to du‘egt }}16)1}3 ivall i ink e
investee unilaterally (paragraph B41). This is referred to as “‘de factor™ y
10

1.6.1




11
10 Chapter 1 Introduction
TR . v . : i olds [ ther vote holders, the more likely the
For example, when the direction of relevant activities is determined by majority vote the more voting rights an investor }}01(;115 relative t?-tjoe ' i; a\; SE T S .57 P e
and an investor holds significant more voting rights than any other vote holder and the investors is to have power, _ancll (iii) 1trl e_mori‘ ]?E!. & have power (paragtanh B4%)
other shareholdings are widely dispersed, it may be clear that the investor has power over outvote the investor, the more likely the investor is P

the investee (paragraph B43).

Hlustrative Example 1.3

In all the following scenarios, assume that the investee’s purpose and design are such that, power over
the investee arises solely from voting rights through share-holdings proportionately.

Scenario [

C Bhd holds 48% of the issued share capital of D Bhd. 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.

A few years ago, when assessing the proportion of voting rights to acquire, on the basis of the relative
size of the other shareholdings, C Bhd determined that a 48% interest would be sufficient to give it
power.

In this case, C Bhd has power over D Bhd.
Scenario 1T

F Bhd holds 46% of the issued share capital of G Bhd. The remaining voting rights are held by
thousands of shareholders, none individually holding more than 1% of the voting rights. Nane of the
shareholders has any arrangements to consult any of the others or make collective decisions.

Traditionally, less than 90% of the voting rights of G Bhd have been exercised at relevant shareholders’
meeting,

In this case, F Bhd has power over G Bhd.
Scenario 111

H Bhd holds 40% of the issued share capital of J Bhd. The remaining yoting rights are held by thousands
of shareholders, none individually holding more than 1% of the voting rights. None of the shareholdets
has any arrangements to consult any of the others or make collective decisions.

Traditicnally, approximately 90% of the voting rights of T Bhd have been exercised av 1=levant
shareholders” meeting.

In this case, H Bhd does not have power over ] Bhd.
Scenario TV

M Bhd holds 45% of the issued share capital of N Bhd, The remaining 55% shareholdings are held by
three other sharcholders in equal proportions.

In this case, it only takes the three other shareholders to co-operate to be able to prevent M Bhd from
directing the relevant activities of N Bhd. Thus, M Bhd does not have power over N Bhd.

|

As shown in the above illustration, in cases when an investor has less than majority
voting rights, the determination of whether the investor has power (through voting rights)
is subjective. There are no bright lines and thus significant judgement is required. MFRS
10 requires the investor to consider all facts and circumstances, including voting patterns
at previous shareholders’ meetings, and the size of the investor’s holding of voting rights
relative to the size and dispersion of holdings of the other vote holders, noting that (i) the
more voting rights an investor holds, the more likely the investors is to have power, (ii)

1.6.1 © 2018 CCH Asia Pte Limited

Where the investee has issued potential vot_ing r‘ights (ie, securities with the po‘tentlzil
f being converted into ordinary shares with voting rights, for exam_ples, OPthTl-Sf, warrant,
: d convertible bonds), the investor should takes these potential voting rights into
ignsideraiion in determining whether it has power.
MFRS 10 provides that the potential rights sh_ould be' F:011sidered olnly if the r{gﬁs

substantive, ie, the holders must have practical ablh_tj_/ to exercise those rights
k. h B47). (Note that this is different from the provision of the now-sup_erseded
(p?:r;%%p? (20105 Consolidated and Separate Financial Statements which required the
]];[:Jtential voting rights to be considered m determiping c.:ontro] as soon as they _ar?
exercisable/convertible, and regardless of holders’ intention and ability to exercise

convert).

Iilustrative Exumple 1.4

In all.ive iollowing scenarios, assume that the investee’s purpose and desi_g;n are such that, power over
the avesice arises solely from voting rights through share-holdings proportionately.

Scenario

0 g ] [ the 10 illion shares of C Bhd when C Bhd was
‘ B8hd holds 40%, and B Bhd helds 60% of the 100 mi the :
ﬁcor;)orated in 20x1. On 1 January 20x5, C Bhd issues options to A Bhd to buy 50 million shares of C
Bhd to be issued at RM .00 per share.

In this case, B Bhd has power over C Bhd from 20x1 to 20x4, and A Bhd has power over C Bhd in 20x3
(and subsequent years).

However, if the options are deeply out-of the money in 205 (for BX:dHlp]CJ the fair value oflhc- shares: of
C Bhd is, RM0.20 per share), and A Bhd will therefore not exercise the options, the potential voting
ﬁghts (option) are not substantive in 20x3. In this case, B Bhd continues to have power over C Bhd in
20x5.

Also, if the options are in-the-money (for example, the fair value of the shares_o_[‘ C Bhd .is more th‘im
RM1.00 per share), but A Bhd does not have the financial resources to exercise l_he option, then l-]B_
potential voting rights (options) are not substantive in 20%3. In this case, B Bhd continues to have power

over C Bhd in 20x5.
Scenario Il

X Bhd holds 40%, and Y Bhd holds 60%, of the 100 million fsharcs of Z Bhd when Z Bhd wlas
incorporated in 20x1. On 1 January 205, Z Bhd 1ssues RM50 million ccmvemb‘le bonds to X Bhd. T ‘w
bonds are convertible from | January 20x6 onwards into 50 million shares of C Bhd 1o be issued at
RM1.00 per share.

In this case, Y Bhd has power over Z Bhd from 201 to 205, and X Bhd has power over Z Bhd in 20x6
when the convertible bonds are convertible.

However, if X Bhd does not wish to convert the convertible bonds in 20x6 because, fo_r examp}e: the
returns from holding the convertible bonds are much higher than the_ returns from hu]Q111% the zl‘laBriii
then the potential voting rights (convertible bonds) are not substantive in 20x6. In this case,
continues to have power over Z Bhd in 20x6.

1.6.1
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When an investee’s purpose and design are considered, it may sometimes.be clear
that voting rights are not dqmmgn‘t factor in decld]pg whg has power over the investee.
For example, when any voting rights relate to administrative tasks only and the relevant
activities are directed by means of contractual arrangements. In such a case, MFRS 10
requires the investor to assess the contractual arrangements in order to determine whether
it has rights sufficient to give it power (paragraph B17).

Sometimes, a combination of voting rights from shareholding with other decision-
making rights from contractual arrangement may give an investor power.

fliustrative Example 1.5

D Bhd holds 30% of the issued share capital of E Bhd, a retailer of consummer products. There is also a
contractual arrangement under which D Bhd controls the purchase of inventory and sale of goods of E

Bhd. This contractual arrangement may only be rescinded with the consent of 3/4 of the total
shareholders of E Bhd.

In this case, D Bhd has power over E Bhd, since it has the current ability to dircct the relevant activities
of E Bhd (the contract cannot be rescinded without its consent).

R |

MFRS 10 requires that, in assessing power, only substantive rights are considered,
protective rights are not.

For a right to be substantive, the holder must have practical ability to exercise that
right (paragraph B22) and the right has to be exercisable when decisions about the
direction of the relevant activities are to be made ( paragraph B24).

fllustrative Example 1.6 J

Scenario [

H Bhd holds 60% of the issued share capital of J Bhd. The purpose and design of J td are such fict
power over J Bhd arises solely from voting rights throu gh share-holdings proportionately.

In this case, H Bhd has power over J Bhd.
Scenario I
K Bhd holds 60% of the issued share capital of L Bhd when L Bhd is incorporated in 20x1. The purpose

and design of L td are such that power over L Bhd arises solely from voting rights through share-
holdings proportionately.

In 205, L Bhd is placed under judicial management, and the judicial manage has the sole right to direct
the relevant activities of L Bhd.

In this case, K Bhd has power over L Bhd from 20x1 to 20x4. but it does not have power over L Bhd in
205.

Scenario 111

M Bhd holds 60% of the issued share capital of N Bhd, which is incorporated by the government to

manufacture equipment for national security. The government, which holds only one share in N Bhd,
has absolute control over the operations of N Bhd.,

In this case, M Bhd does not have power over N Bhd.
L

1.6.1

© 2018 CCH Asia Pte Limited

13

Introduction

Protective rights are designed to protect the interests of their holder w1tho_ut gl_w]ng
hat ;gcy power over the investee. Thus, an investor that holds only protective rights
a .
:joes]?]ot have power over an investee.

r’_;i:i’ Example 1.7

fih

Scenario [ —
i i UG 3 tows a loan from T Bank Bhd. Under the loan
is a manufacturer of consumer products, and b011q“> a [ B9 | . :
. BCI::HSH? T Bank Bhd has a right (o seize the land, the factory and the manufacturing machinery of 5
o 5 i g '
ElBbhd in the event that S Bhd defaults on its loan repayment.

[n this case, T Bank Bhd’s right is protective right, and therefore T Bank Bhd has no power over S Bhd.
n i

Scenario I )
5 iF A Bhd determines the investment policy
sets up and subsequently manages the FF Fund. AA :
Algitzll]gg;cf:)r 5‘16 FF Fund. AAA Bhd receives a market-based management fee of 2% of the market
and s _ ]
value of the net assets in FF Fund.

There are 30 invesiass in FF Fund. BBB Bhd owns 60% of the shares in t_ht‘ FF Fund, and the ,re‘5t Of tl::
ahares in FF Fred are distributed among the other 29 investors. _The rights hel("l by the ln\esml:faFF
bhaizcs:til\?e in-wature. The investors cannot unilaterally change the investment policy and strategy o
grl.tond, canmj*‘ ke remove the fund manager AAA Bhd without cause.

jori ing rights in FF Fund. However, these rights are
} ise, BBB Bhd has a majority of the voting rights in r, these rights
mntjjh‘h:;sien nature and do not give BBB Bhd the ability to direct the relevant activities of FF Fund.
(a6 IR L
T us, BBB Bhd has no power over FF Fund.

' Scenario 111
X Bhd operates a business under a franchise agreement with Y Bhd, the franchisor.

The franchise agreement merely gives the franchisor rights that are dcsignec1 to protect th_c {'r;amcfls;
brand. The franchise agreement does not restrict the ability of the franchisee or other parties to hav
current ability to direct the relevant activities of the franchisee.

Thus, in this case, Y Bhd does not have power over X Bhd.

MFRS 10 provides that mere economic dependency does not give rise to power
(paragraph B40).

[lustrative Example 1.8

P Bhd is a manufacturer of consumer products. P Bhd purchases 80% of its raw materials from Q Bhd.
and sell 60% of its finished products to R Bhd.

In this case, neither Q Bhd nor R Bhd has power over P Bhd. J

MFRS 10 provides, if it is not clear, having considerec_l all the above issues, thalt tlﬁe
investor has power, then it should be concluded that the investor does not control the

investee (paragraph B46).

1.6.1
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1.6.2 Returns

An investor is exposed, or has rights, to variable returns from its involvement with
the investee when the investor’s returns from its involvement have the potential to vary as
a result of the investee’s performance (paragraph 15).

Exposure or having rights to variable returns is a necessary but not a sufficient
condition for an investor to have control over the investee. An investor (eg non-
controlling interest) could be exposed or has right to variable returns, but does not _have
control over the investee. However, an investor must be exposed or has rights to variable
returns in order to have control over the investee. An investor that is not exposed or has
no rights to variable returns may probably be acting as an agent and has no control over
the investee.

An investor’s investment in ordinary shares of an investee will definitely result in
investor being exposed or having rights to variable returns, as the dividends received and
the fair value of the shares held depends largely on the investee’s performance.

However, MFRS 10 also takes the view that an investor’s investment in fixed rate
bond of an investee will also result in investor being exposed or having rights to variable
returns, as the interest and principle payments are subject to the credit risks of the
investee. Similarly, fixed performance fee for managing an investee’s assets is also
variable returns because it is exposed to the performance risk of the investee in that it
depends on the investee’s ability to generate sufficient income to pay the fee (paragraph
B56).

1.6.3 Link between Power and Returns

An investor controls an investee if the investor not only has power over the investee
and exposure or rights to variable returns from its involvement with the investee, but also
has the ability to use the power to affect the investor’s returns from its involvement in\ihe
investee (paragraph 17).

In most cases, it can be clearly and easily demonstrated that an investat’s\thajority
shareholding in an investee will give the investor the ability to use the poswer 1o affect its
returns from its involvement in the investee,

Hlustrative Example 1.9

In all the following scenarios, assume that the investee’s purpose and design are such that, power over
the investee arises solely from voting rights through share-holdings proportionately.

Scenario [

A Bhd holds 60% of the issued share capital of B Bhd.

In this case, A Bhd’s 60% sharcholding in B Bhd will (a) give A Bhd power over B Bhd, (h) expose A

Bhd to variable returns, and (c) give A Bhd the ability to use its voting rights to affect its returns from B
Bhd.

Thus, A Bhd controls B Bhd.
Scenario [1
C Bhd holds 10% of the issued share capital of D Bhd.

In this case, C Bhd’s 10% shareholding in D Bhd will not give C Bhd power over D Bhd, and also will
not give C Bhd the ability to use its voting rights to affect its returns from D Bhd,

Thus, C Bhd does not control D Bhd.

1.6.2
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Scenario 111 ) ‘ _ )
E—Bm 60% of the issued share capital of M Bhd. M Bhd holds 60% of the issued share capital of
N Bhd. o ‘ 7

[ this case, L Bhd’s 60% shareholding in M Bhd and M Bhd’s 60% shareholding in N Bhd W}ll (a) give
L Bh;l power over N Bhd, (b) expose L Bhd to variable returns from N Bhd (because L Bhd is exposed
{o variable returns from M Bhd, and M Bhd is exposed to variable returns from N Bhd), and (c) give L
Bhd the ability to use its voting rights to affect its returns from N Bhd (through M Bhd).

Thus, L Bhd not enly controls M Bhd but also controls N Bhd, and M controls N Bhd.

% Bhd holds 60% of the issued share capital of Y Bhd and 30% of the issued share capital Z Bhd, and Y
Bhd holds 30% of the issued share capital of Z Bhd.

[ this case, X Bhd's direct shareholding of 30% in Z Bhd and its indirect sharcholding of 30% (through
Y Bhd) will (a) give X Bhd power over Z Bhd, (b) expose X Bhd to variable returns from Z Bhd, and (¢)
give X Bhd the ability to use its voting rights to affect its returns from Z Bhd.

Thus, X Bhd controls both Y Bhd and Z Bhd. .
However, ¥ Bhd’s 30% shareholding in Z Bhd will not give Y Bhd power over Z Bhd, and also will not
give Y Bhd the ability ta use its voting rights to affect its returns from Z Bhd.

Thus. Y Bhd does not control Z Bhd.

In cases Where decision-making rights have been delegatefi or are being held for the
benefits of dthers, it is more difficult to assess whether the decision maker has the ability
to use itsmower to affect the its returns from the other entity.

Tresuch cases, it is necessary to assess whether the decision maker is a principal or
a0 avent. Thus, MFRS 10 provides that an investor with decision-making rights should
Aetermine whether it is a principal or an agent (paragraph 18).

An investor acting as principal has the ability to use the power to affect the
investor’s returns from its involvement in the investee, but an investor acting as an agent
does not have the ability to use the power to affect the investor’s returns from its
involvement in the investee (paragraph B58).

An agent is a party primarily engaged to act on behalf and for the benefit of another
party (the principal) and therefore does not control the investee.

MFRS 10 further provides that a decision maker, in determining whether it is a
principal or an agent, should consider the overall relationship between itself, the investee,
and other parties, and in particular all the factors below (paragraph B60):

(a) The scope of its decision-making authority;
(b) The rights held by other parties;
(¢) Tts remuneration; and

(d) Tts exposure to variability of returns through other interests.

Firstly, for a decision-maker to control the entity over which it has been _delegated
decision-making authority, the decision maker must have power that gives it current
ability to direct the relevant activities of the entity. If the decision maker is delegated
decision-making rights that do not relate to relevant activities, the decision maker does
not have control. Thus, it is important to consider the scope of the decision-making
authority. -

1.6.3
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In considering the scope of its decision-making authority over the investee, the
decision maker should consider the purpose and design of the investee, the risk to which
the investee was designed to be exposed, the risk it was desi gned to pass on to the parties
involved, and the level of involvement the decision maker has in the design of an investee
(paragraph B63).

Hlustrative Example 1,10
ABC Bhd establishes and manages a special purpose vehicle, BCD Company.
In this case, ABC Bhd is significantly involved in the design of BCD Company. This involvement may

indicate that ABC Bhd had the opportunity and incentive to obtain rights that result in ABC Bhd having
the ability to direct the relevant activities.

Thus, ABC Bhd is acting as a principal.

|

Secondly, rights held by other parties may affect the decision maker’s ability to
direct the relevant activities of the investee (paragraph Bé4).

When a single party holds substantive right to remove the decision maker without
cause, this, in isolation, is sufficient to conclude that the decision maker is an agent. If
more than one party holds such rights, those rights are not, in isolation, conclusive in
determining whether the decision maker acts as a principal or as an agent. The greater the
number of parties required to act together to exercise rights to remove the decision
maker, the less the weightage should be placed on this factor in determining whether the
decision maker acts as a principal or as an agent (paragraph B65).

|
Tlfustrative Example 1.11

MMM Management Company manages an investment fund, FFF Fund. BBB Bhd holds 30% ofhe
investments in FFF Fund, and the rest of the investment are held by other investors, each holding icss
than 1%.

Scenario [
BBB Bhd has the right to change the fund manager of FFF Fund at its own discretion.

In this case, it can be concluded that MMM Management Company is acting as an agent, and therefore
does not control FFF Fund.

Scenario IT

MMM Management Company can only be removed as the fund manager of FFF Fund by majority of the
voting rights during the Fund’s annual general meeting.

In this case, based on the rights held by other parties, it is not determinable whether MMM Management
Company is acting as a principal or as an agent.

Thirdly, as for remuneration, the greater the magnitude of, and variability associated
with, the decision maker’s remuneration relative to the returns expected from the

activities of the investee, the more likely the decision maker is a principal (paragraph

@ 2018 CCH Asia Pte Limited
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On the other hand, if (a) the remuneration of the decision ma_kcr is cormnensurat‘e
ith the service provided, and (b) the remuneration agreement_mc]udes_ only terms,

wolll-lziitions or amounts that arc negotiated at arm’s length basis, it is more likely that the

C .

decision maker is an agent (paragraph B69).

Jllustrative Example 1.12 | | -
1M Bhd manages the day-to-day operations of NN Bhd, a special purpose vehicle set up by PQ Bhd.

Assume that LM Bhd’s management fee is calculated as equal to 60% of NN Bhd's profit after tax

figure. o

In this case, it is likely that LM Bhd is acting as a principal.

Scenario Il - -

Assume that LM Bhd’s management fee is RM100,000 per month, fixed in accordance with the
evailing market rate.

prevailing mar .

In this case, it is likely that LM Bhd is acting as an agent and therefore does not conirol NN Bhd. |

Fourthly, a-fdecision maker that holds other interests in an investee (for example,
investment in~itvéstee, or providing guarantee to investee’s bank borrowing) should
consider its @xwosure to variability of returns from those interests (paragraph B71).

Gedeinily, the greater the magnitude of, and variability associated with, the decision
# . - . .

maket’s =conomic interests in relation to its remuneration, the more likely the decision
maicer is a principal. |
[ S
I [Miustrative Example 1.13 ] .
FM Bhd establishes and manages an investment fund, FF Fund. As the fund manager, }*M Bhd hi‘is. wide
déciiionfmaking discretion to make decisions in the best interests of all the investors. F ]\:l Bhd_rec.en es a
market-based fee for its service equal to 2% of the cost of the fund plus 10% of the fund’s profit.

Scenario |

Assume that FM Bhd does not have other interest in FF Fund. -

In this case, although FM Bhd has decision-making rights lha‘t gl:ve it tl}e current ability to‘ (1_1’[6)(31 thﬁ
relevant activities of FF Fund, it teceives a market-based ﬁ?c for its service that is cor.m.nen_s‘l'ucft‘(__ Wll
the service provided which does not create an exposure }'hat is of such significance _th;t lT‘llldiLfltbir]{]I;g
principle. Thus, it may be concluded that FM Bhd is acting as an agent and therefore doss not contro
Fund.

Scenario 11

Assume that FM Bhd, in the above case, halds 30% of the investment in FF Fund.

In this case, the 30% sharcholding in the FF Fund exposes FM Bh{l and gives it rights to variability in
returns. Thus, it may be determined that FM Bhd is acting as a principal.

Further, it is clear that FM Bhd has decision-making rights that give it the current a.bility to dm?qt the
relevan& activities of FF Fund, it is exposed and has right to variability in returns, and it has the ability to
use the power to affect its returns from its involvement in FF Fund.

Thus, it may be concluded that, in this case. FM Bhd controls FF Fund.

As mentioned earlier, MFRS 10 provides that a decision maker,_ in dletermmmg
whether it is a principal or an agent, should consider the overall relationship l?etwcqn
itself, the investee, and other parties, and in particular all the _four factors listed bm
paragraph B60 (namely, the scope of its decision-making authority, the rights k};lelclh y
other parties, its remuneration, and its exposure to variability of returns through other
interests). '

1.6.3
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IMlustrative Example 1.14

Refer to the case in Hlustrative example 1.13 above, where FM Bhd establishes and manages an
invgs_tment fund, FF Fund. As the fund manager, FM Bhd has wide decision-making discretion té: make
decisions in the best interests of all the investors, and receives a market-based fee for its service equal to
2% of the cost of the fund plus 10% of the fund’s profit. FM Bhd also holds 30% of the investment in
FF Fund.

Assume further that FF Fund has a board of directors appointed by the investors other than FM Bhd. and
the board of directors has the power to appaint the fund manager for the FF Fund during the mﬁual
general meeting of the fund.

In this case, FM Bhd has decision-making rights that give it the current ability to direct the relev

activities of FF Fund, and is exposed and has right to variability in returns. However, the fact (t t‘t E:\tlam
investors have substantive rights to remove fund manager indicates that FM Bhd is Zic-th.] 5 as a;d '0 -
Consequently, FM Bhd does mot have the ability to use its power to affect is ret‘é . f1 dgel-":
involvement in FF Fund. e

Thus, it may be concluded that, in this case, FM Bhd does not control FF Fund.

_ e

1.6.4 Other Considerations
In determining control, MFRS 10 also requires/deals with the following:

(a) Related parties and de factor agents;
(b) Control of specific assets (silo); and
(c) Continuous assessment.

Related parties and de factor agents

When assessing control, an investor should consider the nature of its relationshi
with other parties, [n cases where those other parties are acting on the investor’s behalg"
(ie. ““de facto agents”), MFRS 10 requires the investor to consider its de facto a eﬂt’l
power, variable return and ability to use the power to influence the variable retun%* ( "j
the 3 elements of control) together with its own in assessing control of an N \t s
(paragraph B74). N

—_— -_—

Hiustrative Example 1.13 T

M Bhd holds 40% and N B_hd holds 20% of the issued share capital of L. Bhd when L Bhd was
incorporated in 20x1 in2 _forel_gn country. The purpose and design of L Bhd are such that power over L
Bhd arises solely from voling rights through share-holdings proportionately. ‘ .

N Bhd holds the 20% sharcholding in L Bhd, largely on M Bhd's behalf, in order to avoid breaching the
regulation in the foreign country that forbids more than 50% shareholding by a single company.

In thi > N Bhd s (,]1\;16 ﬁ]CtU Eg/CDt of M Bhd. When zlssessing control over L Bhd, M Bhd should
ake i 0 COr s'[lelatiol s » sharehol lﬂg lﬂge her with its W %o sk i .g, ik i
B 204 ( W S ( 40% areholdin 1S qulll'ed

Control of specific assets (silo)

~ MEFRS 10 requires that an investor should consider whether it treats a portion of an
investee as a deemed separate entity (ie **silo”’), and if so, whether it controls the deemed
separate entity (paragraph B76).

1.6.4 © 2018 CCH Asia Pte Limited
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If the investor contrals the deemed separate entity, MFRS 10 provides that the
tor should consolidate that portion of the investee, and other parties exclude that

inves ] : i M -
f the investee when assessing control of (and in consolidation), the investee

portion 0
(paragraph B79).

Identifying whether a silo exists, and whether an investor controls a silo, can be

complex.

MFRS 10 provides that an investor should treat a portion of an investee as a deemed
separate entity (silo) if and only if the following condition is satisfied (paragraph B77):
speciﬁed assets of the investee are the only source of payment for gpeciﬁed liabilities,
and parties other than those with specified liabilities do not have rights related to the
speciﬁed assets. Thus, in substance, the assets and liabilities of that deemed separate
entity are ring-fenced from the overall investee.

If a silo exists, the next step is to identify the relevant activities of the silo and who
has current ability to direct those activities. The party that has power should further
consider whetheritis exposed or has right to variable refurns from the silo, and whether
it has the ability-to use its power to affect its retums from its involvement in the silo.

If an-investor concludes that it controls a silo, it consolidates the silo (not the entire
host entity). If an investor concludes that it controls the host entity, but not the silo within
the Mozrentity, it consolidates the host entity excluding the silo.

F Piustrative Example 1.16
' ABC Bhd is a special purpose vehicle holding three office buildings and one factory building.

The three office buildings are leased to various parties, each lessce holds a debt instrument issued by
ABC Bhd amounting to 50% of the value of the office building leased.
The factory has value of RM10 million, and is leased to XYZ Bhd. XYZ Bhd holds a debt instrument of
RM10 million issued by ABC Bhd. The debt instrument is secured on the factory, but does not have
recourse to other assets of ABC Bhd. XYZ Bhd also has a fixed price purchase option to purchase the
factory for RM10 million.
In this case, no silo exists for the office buildings, but a silo exists for the factory building.

Continuous assessment

MFRS 10 provides that, if facts and circumstances indicate that there are changes to
one or more of the 3 elements of contro] discussed above, an investor should reassess
whether it controls an investee (paragraph B80).

Illustrative Example 117

A Bhd holds 60% of the issued share capital of B Bhd when B Bhd was incorporated in 20x1. The
purpose and design of B Bhd are such that, power over B Bhd arises solely from voting rights through
share-holdings proportionately.

Assume that in 20x5, the management of B Bhd is entrusted to a management company C Bhd through
a contract,

In this case, it is obvious that A Bhd controls B Bhd from 20x1 to 20x4. However, in 20x5, A Bhd has
to reassess whether it still controls B Bhd.

It is possible, in this case, that from 20x35, the relevant activities of B Bhd may no longer be directed
through voting rights, but instead the contract arrangement may give C Bhd the current ability to direct
the relevant activitics of B Bhd.

liee: . .

1.64
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Another issues is the apportionment of the reserves of the
acquisition reserves’” (the portion that existed before the subsidia
‘‘post-acquisition reserves’ (the portion that arose after the subs
The significance of the apportionment and the consolidation treatm
reserves and post-acquisition reserves are discussed in section 3.3.

subsidiary into ““pre.
Iy was acquired) ang
idiary was acquired),
ent of pre-acquisitiog

Subsequent to the date of acquisition, there could be tran
companies in the group. This gives rise to several
problems will be discussed in sections 3.4, 3.5 and 3.6,

sactions between the
problems in consolidation. These

Finally, the goodwill on consolidation capitalised at the date of acquisition will haye

to be subjected to impairment tests annually in the subsequent periods, Also, if
depreciable assets of the subsidiary are de F , then
i be made to the depreciation charges in the

ues will be discussed in section 3.7

3.2 CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME

Subsequent to the date of acquisition, the parent and the subsidiary will operate as a

group, and therefore consolidated statement of comprehensive income, together with the
consolidated balance sheet, will have to be prepared for each of the subsequent
accounting periods. (Consolidated statement of comprehensive income may also be

prepared in isolation for certain specific purposes, for example, for the determination of
half-yearly group profits).

Assuming that there are no fair value adjustments and no intragroup transactions, the

preparation of consolidated statement of comprehensive income will be a simple task &&

just adding together, line by line, all the items in the individual statement \or
comprehensive incomes of the parent and subsidiary.

If the parent acquires less than 100% of the

subsidiary’s issued share capifal, part of
the subsidiary’s ““profit after tax’’ and **

total comprehensive income’ is atiributable to
the non-controlling shareholders. Theoretically, what could be done, is £ add say 80% of

subsidiary’s statement of comprehensive income iterns (assuming parent dequires 80% of
subsidiary’s issued share capital) to the statement of comprehensive income items of the
parent to arrive at the ““group profit after tax’’ and ““group total comprehensive income’’
in the consolidated statement of comprehensive income. However, MFRS 10 requires the
application of the ““full consolidation®’ principle and that non-controlling interest in the
profit after tax and total comprehensive income of the group are to be separately
disclosed (paragraph 33). Thus, in practice and in accordance with the requirements of
the accounting standard, 100% of the subsidiary’s statement of comprehensive income
items (even though parent acquires less than 100% of subsidiary’s issued share capital)
are added to those of the parent to arrive at total profit after tax and total comprehensive
income. The total profit after tax and total comprehensive income are then apportioned
into amounts attributable to the shareholders of the parent and the amounts attributable to
non-controlling interest. The apportionment can be done quite easily by first determining

the amount attributable to the non-controlling interest, and the balance will be the amount
attributable to the sharehalders of the parent,

3.2
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Cons()[id

tion Subsequent to the Date of Acquisition
a

The amount of tot

based on non-conire
ca]culatedf total comprehensive

5 3 N - . T 1 '&1' 75 Rt ]'Of-ﬂ_ [{ﬂ:cr taX’
amount ©  the sum of (i) non-controlling interest in the subsidiary’s “'p
as the

- A ; hensive income’’.
calculated ntrolling interest in the subsidiary’s other comprel

and (i1) non-co
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| profit after tax attributable to non—contll'olli?g_E[lzll}‘::,r!es:[r hl:
aor?trélling interest in the subsidiary’s “‘profit 1c‘i 1:1 _mcre.st =
income attributable to non-controlling 1

E]

.
2 z fe 3.1 . =
strative Examp er 20X7. There are no
i ired 60% of the issued share capital of Z Bbd on 31 December 29%7, [sre 4% °
i tions. The statements of comprehensive income o
ac &8
intragroup trans

nded 31 December 20X8 are as follows:
€l

Z Bhd
RM 000

Y Bhd
RM’000

100 82(;
Sales
Cost.ousales 3,(; -
Crosz profit 20 .
Onerating expenses - =
Profit before tax " .
o 20
Profit after tax 35
| Other comprehensive income — -
Fair value gain . .
Revaluation surplus - 30
Total - e

Total comprehensive income

Re uired: Prepare the cons dated s Nt 0T cOoTT CNsIv 1l I Bhd d i leldIﬂIy 0
q. 8] atenm t pleh ¢ income for Y hd and its st
the year € ded 31 Decer ber 20X8

Solution: ‘ ‘
(I) Caleulation of non-controlling interest (NCI)

NCI in profit after tax

= non-controlling interest x subsidiary’s profit after tax

= 40% x RM20,000

=RME&,000

NCI in fair value gain y .

= non-controlling interest x subsidiary’s fair value gain

=40% x (RM10,000)

= RM4,000

NCTI in revaluation surplus . 1

= non-controlling interest x subsidiary’s revaluation surplus

=40% » (RM20,000)

=RMB&,000
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NCT in total comprehensive income
=RMB&,000 + RM4,000 + RMg,000
= RM20,000

(11) Consolidation journal entrics

(a) Dr Non-controlling interest - profit 8
Cr Non-controlling interest (CBS)
(non-controlling interest in subsidiary’s profit after tax) 8

(b) Dr Non-controlling interest - fair value gain 4
Dr Non-controlling interest - revaluation surplus
Cr Non-controlling interest (CBS)
(non-controlling interest in subsidiary’s other ’
comprehensive income)

(I1I) Consolidation worksheet

Consolidated

VBhd  ZBhd Adjustments Balances
Dr Cr
RM'000  RM'000 RM 000 RM 000 RM 000
Sales 100 80
Cost of sales 30 20 .
Gross profit 70 60 .
Operating cxpenses 20 30 o
Profit before tax 50 30 .
Tax 15 10 .
Profit after tax 35 20 3
NCI - = a 8 '
Group profit = - - ;
Fair value gain 10 10 47
NCI - o b 4 p
Group fair value gain r
Revaluation surplus 50 20 .
NCI = - b 8 s
Group reval surplus = — \
Group comp income 95 50 ]s%
=1

snsolidation S
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)ConBOIidﬂ‘e'd staternent of comprehensive meorme

Y Bhd and its subsidiary
Consolidated statement of comprehensive income
For the year ended 31 December 20X8

RM'000
Sales 180
Cost of sales 50
Gross profit 130
Operating ¢Xpenses 50
Profit before tax 80
Tax 25
Profit after tax 55
Other comprehensive income
Fawn value gain 20
Risvaluation surplus 70
Total 90
7 otal comprehensive income 145
Profit after tax attributable to:
Shareholders of the parent 47
Non-controlling interest 8
.53
Total comprehensive income attributable to:
Shareholders of the parent 125
Non-controlling interest 20
145

Notes to the solufion:

(a) The debit entry in the first consolidation journal entry (CIE) is to record non-controlling interest in

the subsidiary’s after-tax profit.

(b) The debit entries in the second CJE is to record non-controlling interest in the subsidiary’s other

comprehensive income.
(¢) Combining the debit entries of the first and second CJE will yield the non-controlling interest in the

subsidiary’s total comprehensive income.
olidated statement of

(d) The non-controlling interest in the after-tax profit will be presented in the cons
at the profit

comprehensive income as a deduction from the total after-tax profit so as to arrive
attributable to the shareholders of the parent.

(e) The non-controlling interest in the total comprehensive income will be presented in the consolidated
statement of comprehensive income as a deduction from the total comprehensive income so as to arrive
at the total comprehensive income attributable to the shareholders of the parent.

() The credit entries of the two CIE are to record non-controlling interest in the subsidiary’s total
comprehensive income (which forms part of subsidiary’s shareholders’ equity) to be presented in the
consolidated balance sheet. (These two credit entries only records non-controlling interest in the

¢ necessary to record

subsidiary’s total comprehensive income for the year. Therefore other CJE(s) will b

3
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Chapter 3

non-controlling interest in the subsidiary’s sharcholders’
income for the year, so as to present a comp
assets in the consolidated balance sh

equity other than the total comprehensive
lete picture of non-controlling interest in the subsidiary’s net
eet. These other CIE(s) will be illustrated in subsequent sections.)
(g) Note that 100% of Z Bhd’s statement of comprehensive income items are added. 1
those of Y Bhd, in accordance with the full consolidation principle of MFRS 10.

(h) Note that in the “‘consolidated balances’ column of the consolidation worksheet, sub-total figures
(for examples, *“Profit before tax*’, **Profit after tax’ and ““Total comprehensive income’) are abtained
by adding or subtracting downwards along the column, unlike the other figures which are obtained by
adding across, line by line. Note also that no consolidation adjustments are made to the sub-total figures.

(i) The group profit (**Profit atiributable to sharcholders of the parent’”) of RM47,000 may be proved as

follow: Parent’s after-tax profit of RM35,000 plus the parent’s 60% share of the subsidiary’s after-tax
profit of RM12,000 (60% x RM20,000).

(J) The group total comprehensive income (*‘Total comprehensive income attributable to shar
the parent™™) of RMI125,000 ma

RMB95,000 plus the parent’s 60%
(60% x RM50,000).

ine by line, to

cholders of
y be proved as follow: Parent’s total comprehensive income of

share of the subsidiary’s (otal comprehensive income of RM30,000

If a subsidiary incurs a loss, non-controlling interest will be allocated its share of the
loss (and the consolidated journal entry will be Dr Non-controlling interest (CBS) and Cr
Non-controlling interest (CSCD). MFRS 10 provides that this is also applicable tg

situation where the loss suffered by the subsidiary exceeds its shareholders’ equity
(paragraph B94),

FRS 127 (2010), which was effective on 1 July 2010 and is now superseded by
MFRS 10, also required the same treatment. However, prior to FRS 127 (2010), the
accounting standards required the amount of loss allocated to non-controlling interest to
be limited to its share of the equity of the subsidiary, so that non-controlling interest
would not be carried with a debit balance in the consolidated balance sheet.

Thus, the requirement that non-control
loss even if this results in the non-controllin
127 (2010) and MFRS 10) is effective pro
or after [ July 2010.

ling interest should be allocated its share of
g interest having a deficit balance (under ERS
spectively for annual periods commenciris on

To illustrate, assume that P Bhd acquires 90% of S Bhd on 31 December 20X5 when
ed profit of

S Bhd’s net assets are represented by share capital of RM 100,000 and retain
RM50,000. S Bhd suffers a loss of RM200,000 for the year ended 31 Decerither 20X6. In
this case, non-controlling interest in 20X5 consolidated balance shew! Wil be carried at
RM15,000 (10% x RM150,000). In the 20X6 consolidated financial statements: (a)

applying the rules under the old accounting standards prior to 1 July 2010, the amount of

20X6 loss allocated to non-controlling interest will be limited to RM15,000 (and not
RM20,000 (10% x RM200,000)); consequently, non-controlling interest will be reported
at RM15,000 (loss) in the consolidated statement of comprehensive income, and carried
at zero balance in the consolidated balance sheet, (b) applying the rules under FRS 127
(2010) and MFRS 10, the amount of 20X6 loss allocated to non-controlling interest will
be RM20,000 (10% x RM200,000)); consequently, non-controlling interest will be
reported at RM20,000 (loss) in the consolidated statement of comprehensive income, and
reported with a debit balance of RM5,000 in the consolidated balance sheet.

As mentioned above, this change in accounting treatment is effective
for annual periods commencing on or after 1 July 2010.

For further discussions and
Chapter 4 (section 4.3.2).

prospectively

illustrations for loss-making subsidiary, please refer to

32 © 2018 CCH Asia Pte Limited
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quent to the Date of Acquisition

Consolidation Subse

E-ACQUISITION AND POST-ACQUISITION RESERVES

isiti idiary’s reserves can be
f acquisition, the subsidiary’s res ;
bsequent to the date o st s
At a d‘f‘t? Stu\;\;o garcs: those that arose before the subsidiary was aﬁ?§;10]1 il s
categonsedfltnrosubsidiary was acquired. The former is called “‘pre-acq
se alte o - )s
- tahrg latter ¢ ‘post-acquisition reserves: . o S
o is important to make the distinction, because pre-a;ciﬁlsmfg?er;saes F e
. idi the date of acquisition and there ) be
sidiary at the date cqui d-th : ——
et asseti . thteo?lil:west;lyent in the consolidation process (also, pre-acquisitio
the cos

: shown in the
against ined under the common control and therc_fo_ltc_, sho;;livr:;trggresem T serves
are not ea ial statements); whereas post-acquisition r

g d financial sta B
consolidate

for art of
- idi i he group and therefore form pa
subs after it became a member of t : : g o)
gasacd bymtiée z?bﬁislagrryoup and consequently has to be included in the consoli
the reserve

financial statements.

.
i Je 3.2 |

o qjuir % of the issued

X s caseinlustrative example 2.1 in chapter 2, wh;re A_Bhdfafc{unlll;g 38(()} g T g
i t'lfbl M'B Bhd on 31 December 20X8 for a total const?eraftllgﬁﬁc:oo . al,ld r&ained e g
e i as represented by share capital o A ~

1 sels - value was represented by gl sl protls o
o i) ?\fi)t( m"::usttz !;?1]; balance sheets of A Bhd and B Bhd as at 31 December 20X9 (1 ye
RM20,0005 Aiss

date Of uovuisition) are as follows:

A Bhd B Bhd ‘
l RM 000 RM'000
400 150
Land
120
Investment in B Bhd . “
Debtors e o
Bank o i @
500 100
Share capital o .
Retained profit ' .
Long term loan 2 3Q
Creditors 7% -
i sidiar : ccember 20X9.
Required: Prepare the consolidated balance sheet for A Bhd and its subsidiary as at 31 Decem

3.3
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Solution:
(I) Consolidation journal entry
Dr Share capital (B) 100
Dr Retained profit (B) 20
Cr Investment in B 120
(elimination of Investment account)
(I1y Consolidation worksheet
Consolidated
A Bhed B Bhd Adjustments Balances
Dr  Cr
RM 000 RM'000 RM 000 RM'0:00 RM'000
Land 400 150 550
Investment 120 - 120 -
Debtors 230 50 280
Bank 50 30 80
Share capital 500 100 100 500
Retained profit 200 50 20 230
Long term loan - 50 50
Creditors 100 30 130
(I11) Consolidated balance sheet
A Bhd and its subsidiary
Consolidated balance sheet
As at 31 December 20X9
RMO00
Land 550
Debtors 280
Bank 80
910
Share capital 500
Retained profit 230
Long term loan 50
Creditors 130
910
33

)
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dation subsequent to the Date of Acquisition
idation -

Consol
olution: ) ‘ R ‘
Notes 10 ’he_s fit of B Bhd of RM30,000 at 31 December 20X9 can \g«, sp%(;:c:gxfeacézisn?on) ‘
i rcmmei/[gz)o(]lﬂ(} (the amount of retained profit as at 31 Dccembelr 20;?]}&;)8"“13 gl
acquisition Df-ltilion‘of RM30,000 (the amount eamned aﬂeﬁ‘iltpﬂ?;l:i; emry. ki ‘
B 20.000 is eliminated in the consolidation j .
t of RM20,

“’*tai“e.d- pmcrtiained profit of RM30.000 is added to the group’s relained profit. ‘
acguisition o

i s Lo be
imi i | ace ; that made in 20X8) has
jon j / e te investment account (as _ N
-dation journal entry to eliminai _ count (2 ' o
The C?“?ollgg;tg cJ011solidation. This is because (i) Coniohc}attfn gs;:‘;:ii:il g
' = rec in the books of the A
e 52 idation only and not recorded in the cfpdics of the groug,and, U1 ‘
purpose Of Cogtlslfz::i?al qtaten):enls for a year are prepared f11:01m t!ﬁ' 1?21:2; [h;::i;;ems i ‘
Y : solidated finz ;
e for that year and not from the consolida previous
' ool - inmi i s to be made every
gamparics o lh;rﬁt:cgnsolidation journal entry to eliminate investment ac%:;:t L];e; B ety
year. ThLLEf the b|jd~.ted financial statements are prepared for the group. t(.” )‘
e O o Iv referred to in practice as *‘permanent adjustments”".

(2)

adjustments are common
s ] idiary’s reserves into
hould be noted, however, that the apportl(mmf:ntdof1 Sub:;g;ir% r?l ;e erves into
Itq\sljfi;iorl and post-acquisition is 'unport:;x:t FS rzgﬁfe Ii ;i gontmmng s of no
S vance rolling shareholders. As far a - haceholders
56 have beon i i “‘date of acquisition’” an
relevance to t i there all the time, there 1s no ""da cqu
o dstncon e quisit P reserves.
e Concer?;gpﬂ;s \;O distinction between pre-acquisition and plost aclmjlat]lotrcl, the non-
therefore, Iling interest in the consolidated balance sheet 15’ la wa¥sth eq el i el
I'Jerrc?lr'l:.[.rL e s 1;-eholding percentage multiplied by the fair value o
A bsidiary as at the balance sheet date.

assets vt the su

l[ Jilustrative Example 3.3

1
i api hd on 31 December 20X8& for a tota
acguire % of the issued sharc capital of N B 5L mbe o
M B.hd d-cqulrLdRi/?l/SSOOUU At that date, N Bhd’s net assets at fair value was gip;e’segt; ]3]?(] hace
cﬂn?ldCT‘drtl{ﬂMf(l;O 000 an’d re.[aincd profit of RM20,000. The balance sheets of M Bhd an
g?p;;:-l:gmber ZDX,F} (1 year after the date of acquisition) are as follow:
M Bhd N Bhd
RM 000 RM 000
400 150
Land ' ‘
108
Investment in N Bhd o i}
Debtors o .
Bank @ o ‘
500 100
Share capital o "
Retained profit v »
Long term loan - B
Creditors o . m
i sidi at ber 20X9.
Required: Prepare the consolidated balance sheet for M Bhd and its subsidiary as at 31 Decem

3.3
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Solution:
(1) Consolidation journal entrics
(a) Dr Share capital (N) 90 90%
Dr Retained profit (N) 18 ' 90?”)( 120)
Cr Investment in N 108 Ry
(elimination of Investment account)
(b) Dr Share capital (N) 10 10%
Dr Retained profit (N) 3 ((1 ():/>< -,
Cr Non-controlling interest 13 =
(to record non-controlling interest)
(1) Consolidation worksheet
Consolidated
M Bhd N Bhd Adjustments Bm'ascf’s
Dy Cr
RM000  RM'000  RM'000 RM 000 RAM000
Land 400 150
Investment 108 ~ 108 550
Debtors 200 - 0
20
Bank 92 30 122
Share capital 500 100
a 90
500
. b 10
Retained profit 200 30 a 18
205
b 3
Long term loan - 50
Creditors 100 - "
- 100
- - b 13 13
(IIT) Consolidated balance sheet
M Bhd and its subsidiary
Consolidated balance sheet
as at 31 December 20X9
- RM'000
Debtors o
Bank o
122
872

\bsequent to the Date of Acquisition

RM 000 |
500 1

Ghare capital

Retained profit 209 |
Non-controlling interest 3 ‘
Long lerm loan 50 |
Creditors o ‘

Notes 10 the solution:

share of subsidiary’s retained profit of RM27,000 (90% = RM30.000) is apportioned |
ition”” of RMI18,000 (90% X RM20.000) which is eliminated against investment ‘
lidation jownal entry (a), and “*post- acquisition” of RM9.000 (90% x RML10,000) |

(1) The group’sf
into *“pre-acquis
account in conso . )
which is added to the group’s retained profit.

(2) Non-controlling interest is equal to .nun-cuntmlling shareholding percentage multiplied by ‘
subsidiary’s net assets as at 31 December ZE)XQ (10% = RI\_'I_I}O,UUO =RM 13,0QQ): without regard to the |
apportiomnc-nt of subsidiary’s retained profit into pre-acquisition and post-acquisition. J

3.3
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INTRAGROUP ACCOU NT BALANCES

Entities 4 a group may trade or enter into any transactions with each other. These
intragroup fansactions give rise to several problems in the consolidation process.

' 'this section, one of the problems arising from intragroup transactions (also
(< arred to as mter-company transactions), namely intragroup account balances, will be
riscussed. MFRS 10 provides that these intragroup account balances should be
eliminated in full (paragraph B86).

When parent enters into a transaction with its subsidiary, (or vice versa), it will
record the transaction in its books, like any other transactions entered into with other
entities outside the group. For example, if parent makes sales to its subsidiary, the parent
will record “‘sales’” (or “sales to subsidiary’”) in its books, and the subsidiary will record
“purchases’” (or ““purchases from parent’) in its books. However, in consolidation,
when the parent and the subsidiary are deemed to be a single (economic) entity, it would
not make sense to report in the consolidated financial statements that the group sells
goods to itself or buys soods from itself. Therefore, in consolidation, these *‘intragroup
accounts’’ would have to be eliminated, and eliminated in full. Similarly, if the subsidiary
has not paid for the purchases in the above transaction, the subsidiary will report in its
balance sheet a ‘‘trade creditor”” (or “*amount due to parent’’), and the parent will report
in its balance sheet a ““trade debtor’” (or “*amount due from subsidiary’’). Again it does
not make sense to report the trade creditor and the trade debtor in the consolidated
balance sheet, as the group cannot logically owe itself any money. Thus, the intragroup
trade debtor and creditor would have to be fully eliminated in the consolidation process.

3.4

Sometimes, intragroup account balances may not be equal to each other due to cash
or goods in transit. For example, assume that the parent grants a loan of RM 100,000 to
the subsidiary in 20X2. Assume also that the subsidiary repays RM20,000 to the parent
on 30 December 20X2 which the parent receives on 3 January 20X3. Thus, as at 31
December 20X2, the subsidiary’s balance sheet will show a ‘‘Loan due to parent of
RMS80,000’, whereas the parent company’s balance sheet will show a ““Loan due from
subsidiary of RM 100,000, It may also be noted that, in this case, the RM20,000 of cash-
in-transit will not be reflected in either company’s balance sheets.

Consolidated Financial Statements (MFRS Framework) 34
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The easiest way to resolve the above problem is to first make an ad

cash-in-transit as if the parent has received the payment (Dr Cash RM20,000
due from subsidiary RM20,000)

equal in amount, and will be eliminated accordingly. Also, the RM20,000 cash-in-tr
will also be reflected in the consolidated balance sheet.

fHllustrative Example 3.4
The financial statements of B Bhd and C Bhd for the year 20X8 are as follows:
(a) Statements of comprehensive income for the vear ended 31 December 20X8:

| B Bhd C Bhd
‘ RM 000 RM 000
Sales 800 500
‘ Less cost of sales __ 500 300
‘ Gross profit 30(’; 72_00
| Add interest income 1 =
‘ Less distribution expenses 66 £9
| administrative expenses 35 20
Profit from operations 200 121

| Less interest expenses = 1
Profit before tax 200 120

Less tax 60 30

Profit after tax 14TJ 7_90

Other comprehensive income = B =

Total comprehensive income 140 :LT)

(b) Balance sheets as at 31 December 20X8:

B Bhd {Bhd

RM 000 Rid 000

Land 200 200

Investment in C Bhd 160 -

Stock 200 100

Trade debtors 140 70

’ Bills receivable 6
Bank _# _ 30
__750 400

justment for he

and Cr Loan;i
. After this CJE, the intragroup loan balances wil] be

ansit.

-— =8
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N e ——

5 e 83
lidation Subseguent to the Date of Acquisition
Consoll :
F B Bhd C Bhd
RM 000 RM 000
100
500
Share capital o o
Retained profit o o
Trade creditors ! 0
Bills payable - TLJE
i c ber 20X8:
) Statements of changes in equity (partial) for the year ended 31 Decem
(e ;
B Bhd C Bhd
RM 000 RM 000
140
90
Beginning retained profit o “
Add profit for the year o] 0
Less dividend - o —
Ending retained profit ___ 160 .
¢ that date C Bhd’s
ired 80% of C Bhd’s issued share capital on 31 December 20X5. At that dal
B Bhd acquires
i : 100,000.
e FRM100,000 to C Bhd. All these goods were sold by

- o the vear 20X8, B Bhd sold merchandise o
: Iégl?g :gctgjid parties during the year. As at 31]
chased from B Bhd, b*_at B Bhd has onl %
unpaid on account, C Bhd has given several nggl(;ig
to pay a total of RM10,000 in }unf: 20X9. koo,
RM4.000 with the discount houses in December
interést on the bills paid to B Bhd.

December 20X8, C Bhd has paid.RMS{),ﬂ](q)gd;(g(;[gg
v received RM70,000 thercof. Besides the _ _,‘_1
le instruments (bills payable) to B BI}d p10n:|s{u0gf
has discounted some of the bills with a t? a :
8. The interest expenses of C Bhd represent the

goods pur

ive 1 i balance
ated statement of comprehensive mcome, the consolidated ba

e B owing group retained profit only) for B

sheel and the consolidated statement of changes in equity (sh
Bhd and its subsidiary for the year 20X8.

Solution:

{I) Consolidation journal entries (CIE)

i 80
(a) Dr Share capital (C) " o 10,
Dr Beginning retained profit (C) .
Cr Investment in C
(to eliminate Investment account)
100
(b) Dr Sales .

Cr Cost of sales (Purchases)
(to eliminate infragroup account balances)

Consolidated Financial Statements (MFRS Framework)

3.4




282 ex group structure 283

5(1)(b) (which provides that a company is deemed to be a subsidiary of another g ¢ shareholding of 42%. As for non-controlling interest, it will first get RM40
if the first-mentioned company is a subsidiary of any company which is that on its direct shareholding of 40%) of C Bhd’s profit; and of the RM60 of C Bhd
company’s subsidiary). It may be noted that effective interest (in the above cage A es to B Bhd, non-controlling interest will have another 30% interest. Thus non-
has only 42% effective interest in C Bhd) is not relevant to the issue of detep ing interest will get a total of RM58 (RM40 + 30% x RMG60), based on its
parent-subsidiary relationship. e shareholding of 58% (direct interest of 40% plus indirect interest of 18%
It therefore follows that when A Bhd in diagram 5A prepares the consolida % 60%)). The share capital and pre-acquisition Retained profit as well as the post- -
financial statements, it has to incorporate the financial statements of A Bhd, thog | iition Retained profit of the subsidiary B Bhd will, of course, be apportioned based
Bhd as well as those of C Bhd. (B Bhd of course has to prepare its consolidated o/ to the group and 30% to non-controlling interest because the actual shareholding

statements incorporating the financial statements of B Bhd and those of C Bhd, y ntage and effective shareholding are the same.

chooses not to, under paragraph 4(a) of MFRS 10). . ) .
Both the methods are commonly used in practice for the preparation of the published

“olidated financial statements. The consolidation of consolidation method can be
ively used in cases where the group has father-son-grandson structure as in diagram

The preparation of the consolidated financial statements for B Bhd and its subsj
C Bhd has been extensively discussed in the previous chapters. The focus of discussj

;ifsfgf;ptegg:}db;ng}iu%i%ffﬂ?f oféc](;llllfiohdated Hmaucil stalenents ol and where there is no intragroup transaction between the ultimate parent and the sub-
- Y ' 7 _In this case, B Bhd will have to prepare the consolidated financial statements

There are two methods that can be used to prepare the comsolidated corporating B Bhd and C Bhd (unless B Bhd choose not to prepare consolidated
SRRt TOr ETOUDR NI flier-Son-grntas Sprsmnis al statemenits under paragraph 4(a) of MFRS 10). At A Bhd’s level, the
dated firantial statements of B Bhd and its subsidiary C Bhd will be available and
ply e iscorporated into the consolidated financial statements of A Bhd under the
davion of consolidation method. However, in cases where the group has many tiers
(2) The ““indirect interest’”” method (also referred to as ‘‘indirect consolidation” \Usidiaries, time constraint may render it impractical for the ultimate parent to
“multiple consolidation’” and ‘‘one-stage consolidation’’). r each subsidiary to consolidate with its own subsidiary. Also, in the preparation of
specific reports like profit forecasts and interim results, the ultimate parent may

starting with the most junior subsidiary. For a group with father-son-grandson stru to compile the consolidated results without the availability of the consolidated

as the one shown in diagram 5A, the first step is to conselidate the financial statem of its subsidiary and sub-subsidiary. In these CaNES oy chmf:el Of the: ks
C Bhd with those of B Bhd to obtain the consolidated financial statements of B Bhd% fpends solely on the preference of the preparer of consolidated financial statements.

the second step is to consolidate the consolidated financial statements of B Bhd yrith .
financial statements of A Bhd. This method is easy in the sense that it merely w.olw
doing the consolidation process, based on the principles and techniques: as al
discussed in the previous chapters, repetitively for each level of pareni-subsi
relationship.

(I) The *‘consolidation of consolidation’® method (also referred to as ¢

consolidation™’, “‘sequential consolidation’” and “‘two-stage consolidation™); a

The consolidation of consolidation method involves a series of consoli

‘Table 5.1 below shows the result of an empirical test done in the year 1991 on
ies listed in the Kuala Lumpur Stock Exchange (now Bursa Malaysia). As can be
more than 50% of the companies used the ‘“‘consolidation of consolidation™
od, while only 22% of the companies used the ‘‘indirect interests’” method. The
ity of the ““consolidation of consolidation’ method could be due to the fact that,
The indilrect interest method, on the other hand, involves oy «one consolid: ' ';,Zi; every ;(;;_leml unless it is a wholly owned subsidiary of another entity and it
g;og:ts}?‘E]Oevzg;r&%ﬂa;}];?zhe;ggf; ;r;{:tlh:fg&?\?e' gl{;\;;?};ihggi%lfuél:;hg;; a}ﬁ?é:lstﬁ;?ean s not to prepare consolid?ted financial statements undeé the relewlflant accolq(r;ting
: s : e N 5 [ g t the t
and pre-acquisition Retained profit of the sub-subsidiary will be apportioned to the g :ls g?;:]iﬁggr 211:1231: 4‘;&) fouMF\ni?hl?’;Eh}ﬁ:?n?l eggg:s: %Erf:tei:;e tehgozligsli dEilaEl:'y
and non-controlling interest based on actual shareholding percentage, whilst the | E ) et S o ) ) ; Fingll
acquisition Retained profit of the sub-subsidiary will be apportioned to the group ai“;o:ﬂd hiye p;ep}a;red t};e hconsloahdage%'ﬁnam‘;_la stczlrfernfntihmcoqf[)(:;atlng_ elrtli
non-controlling interest based on the effective sharcholding percentage. Thus, for o §ents with those of the sub-subsidiary { “grandson ), thus, at the par
group shown in diagram 5A, the share capital and pre-acquisition Retained profit. g )1ev_el,the COHSOl?dat‘?d financial statements et il gronp cauild l_ae_ sanyenisatly
Bhd will be apportioned based on actual shareholding percentage of 60% to the ed by simply consolidating the consolidated account of the Sub5121ary and sub-
with the financial statements of the helding company using the “‘consolidation

and 40% to non-controlling interest, whilst the post-acquisition Retained profit of C s e - :
will be apportioned based on effective shareholding of 42% (70% x 60%) to the g idation’” method. 1t is interesting to note that there are 2 companies that employ

and 58% (40% + 30% x 60%) to non-controlling interest. The effective shareho Oth the methods in the preparation of the consolidated ﬁ_nancig] statements for the group.
percentage is used to apportioned the post-acquisition Retained profit of the of these companies stated that it used the “‘indirect interests™ meth_od _for the
subsidiary to the group and to the non-controlling interest, because, with refer ation of management financial statements, and the ‘‘consolidation of
diagram 5A above, if C Bhd makes RM100, 60% thereof (that is RM60) will go olidation’” method for audit purposes. Tt is obviously a good practice to use one
Bhd; and of the RM60 that goes to B Bhd, 70% thereof (that is RM42) will ultimately| d to prepare the consolidated financial statements and use another method to verify
to A Bhd. Thus, the group’s share of C Bhd’s post-acquisition profits is based on: il tltant consolidated figures.

5.2 ® 2018 CCH Asia Pte Limil nsolidated Financial Statements (MFRS Framework)
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A: Consolidation of Consolidation Method
TABLE 5.1 (1) Group structure
Consolidation Procedure for Groups with Complex Structure
s ) 75% 60%
Alternatives Frequency Percentage A 5 0 S
A 25 5
B 1 2 o
(10 Consolidation journal entries
c 1 2
B =<
D 2 4
Total 49 -ﬁa (1) ~ BBhd+C Bhd
- = (a) Dr Share capital (C) (60% 3 50) 30
fémeniis ' Dr Retained profit (C) (60% x 10) 6
A: " Consalidation of consolidation’” method Gt Investughyii C Bhd 36
B: “‘Indirect interests™ method (to eliminate investment account)
C: Not applicable (b)  Dr Retained profit (C) (60% x (25 - 10)) 9
D: Others Cr  Retained profit (B) g
L (to transfer post-acquisition Retained profit)
= (¢)  Dr Share capital (C) (40% x 50) 20
. . . . . TR o
~ The application of both the consolidation of consolidation method and the indij DrRefatned profit () (0% 25 10
interest method will now be illustrated. Y / Cr  Non-controlling interest 30
(to record non-controlling interest)
|
Hllustrative Example 5.1 ‘ 2y A BB Bhd+CRh)
. (d) Dr Share capital (B) (75% x 60) 45
The 31 December 20X8 balance sheets of 3 companies in a group are as follow: » Dr Retained profit (B) (75% x 20) 15 |
‘ Dr Goodwill on consolidation 10 I
A4 Bhd B Bhd C Bha Cr  TInvestment in B Bhd 70 ||
) RM000 RM 000 REZL0 (to climinate investment account)
Shermeapital | 100 60 50 () Dr Retained profit (B) (75% x (51 — 20+ 9)) 30 |
Retained profit 45 51 25 Cr Retained profit (A) 30 1
145 111 75 (to transfer post-acquisition Retained profit)
() Dr Share capital (B) (25% ¥ 60) 15 i
Investment . Dr Retained profit (B) (25% % (51 +9)) 15 i
43,000 shares in B Bhd 70 = . Cr  Non-controlling interest 30 |
30,000 shares in C Bhd - 36 (to record non-controlling interest) ‘ |
Other net assets 75 75 i) ‘
145 o T (Il) Consolidation worksheet w
v
The share capital of A Bhd, B Bhd, and C Bhd comprises 100,000 shares, 60,000 shares, and 50,001 A Bhd B Bhd C Bhd Adjustimenis Consolidated |
‘ shares, respectively. 8 Dr ¢ Balances li
The sharcholdi T ! RM 000 RM000 RM 000 RM 000 RM 000 RM 000 |
[he shareholdings were acquired on 1 January 20X 1, when B Bhd Retained profit were RM20,000 and i -
C Bhd Retained profit were RM10,000. £ 1 Bigodyil - - d10 10 I
‘ Inv in B 70 5 = d70 = I
Required: Prepare the consolidated balance sheet of A Bhd and its subsidiaries as at 31 D i - 36 - B :
20X8. Other asset 75 75 75 225 \ ‘
1
5.7 o . '
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SC-A
SC-B

SC-C

RP-A
RP-B

NCI

Other net assets

A Bhd
RM000

100

45

(IV) Consolidated balance sheet

Goodwill on consolidation

Share capital
Retained profit
Non-controlling interest

Solution B: Indivect Interest Method

(I) Group structure

Group
Direct
Indirect
MI
Direct
Indirect

B Bhd

RM 000

a0

C Bhd

RM 000

25

A Bhd and its subsidiaries
Consolidated balance sheet
As at 31 December 20X8

B Bhd

75%

25%

pe piries
Dy
“3 tal (B) (75% % 60)
il (C) (60% % 50)
s fit (B) (75% % 20)
¢ i (C) (60% % 10)
& on consolidation
§ tin B Bhd
in C Bhd
o s investment accounts)
e B profit (B) (75% % (51 20)
" Bprofit (C) (45%> (25— 10D
s profit (A)
;- pasteacquisition Retained profit)
E jital (B) (25%  60)

al (C) (40% x 50)
profit (B) (25% % 51)
profit (C) (40%  10)

ontrolling interest
ontrolling interest)

profit (C) (55% % (25-10))

45
30
15

10

23.25
6.75

20
12.75

8.25

Adjustments
Dr Cr
RM 000 RAM 000

get
A Bhd B Bhd C Bhd
000 RM 000 RM'000
70 - &
L 36 _
15 75 75
100 = _
o 80 _
E = 50
C Bhd " i B
i 51 -

45%

40%
15%

a 10

a
a
a 45
¢ 15
a 30
¢ 20
b
a 15
b23.25
¢12.75

5.2
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70
36

30
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70
36

30

60

Consolidated
Balances

RM 000
10

225

100

75
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A Bhid B Bhd C Bhd Adjustments Consol :non—coﬂ“’om“g interest of RM 60,000 may be proved as follows:
Dr Cr Ba!ﬂﬂt‘es .
RM'000  RM'000  RM’000  RM'000  RM'000  RM0gg RM 000
b ) a 4 ab Non-controlling’s direct interest in B Bhd
b 6.75 25% x 111 27.75
¢ 4 Non-controlling’s direct interest in C Bhd
c8.25 = 40% % 75 30
NCT - = c 60 60 Non-controlling’s indirect interest in C Bhd
. 25% x 60% = (25-10 225
(I'V) Consolidated balance sheet ! o ) - T
éBhdﬁi:ind i;s;tllb-sidiaries {hat non-controlling’s direct interest entitles it 1o a share of the net assets of the subsidiary, while
onsolidated balance sheet ine's indirect interest only entitles it o a share of the post-acquisition reserve of the
As at 31 December 20X8 ",'a‘:;"]"mé' 3 RS " postacd
1
Goodwill RMG08 2 |
oodwill on consolidation L L.
T 10 In illustrafid®.cxample 5.1 above, it is assumed that all the companies in the group
' 23 e theirrevpective shareholding on the same date. If the respective shareholdings are
235 -d on cifferent dates, certain complications may arise.
Sharc capital 100 ii A Bhd acquires B Bhd before B Bhd acquires C Bhd, there is no complication.
Retained profit 75 s i because C Bhd becomes a subsidiary of B Bhd group and a subsidiary of the A
Non-controlling o d group on the same date, i.e., the date it was acquired by B Bhd.

However, if A Bhd acquires B Bhd after B Bhd has acquired C Bhd, complications
arise. This is because, in this case, C Bhd becomes a subsidiary of B Bhd group on
it was acquired by B Bhd, but becomes a subsidiary of the A Bhd group only at a
date when B Bhd is acquired by A Bhd. Viewed from a different angle, the
lications arise because when A Bhd acquires B Bhd, B Bhd already has a

ary, C Bhd, and thus when A Bhd acquires B Bhd, it not only acquires B Bhd, but
C Bhd. This seems like a complicated situation. However, it can be resolved quite
in the consolidation process by treating the increase or decrease in C Bhd’s
ained profit from the date it was acquired by B Bhd to the date B Bhd was acquired by
d, as post-acquisition Retained profit from the viewpoint of B Bhd group but as pre-
uisition Retained profit from the viewpoint of A Bhd group.

Notes to the solution:

(1) Bo_lh the consolidation of consolidation method and the indirect interest method yield the same
consolidated balance sheet. 1

(2) Under the consulid.ati_on of consolidation method, two consolidation processes bre carried out. The
first process is to consolidate the financial statements of C Bhd with those of B Blid and the seco

process is_to consolidate the consolidated financial statements of B Bhd and its suhsidiary C Bhd wi
the financial statements of A Bhd.

(3) Under the indirect interest method, only one consolidation process s carried out. The finaneial
statements of all the companies in the group are consolidated at the same process. However tw
d;ffef‘ep} shareholding percentages are used, the actual shareholding percentage is used to apportim’l pre-
acquisition Retained profit and the cffective shareholding percentage is used to apportion posi-
acquisition Retained profit. 3

Thus, under the consolidation of consolidation method, at A Bhd’s level of
lidation, B Bhd’s share of the increase or decrease in C Bhd’s Retained profit from
te B Bhd acquires C Bhd to the date A Bhd group acquires B Bhd will be treated as
f B Bhd’s pre-acquisition Retained profit at the date it is acquired by A Bhd and

4) The gr : i o oreved : -
(4) The group retained profit of RM75,000 may be proved as follows: nated against A Bhd’s investment account.

RM 000

Under the indirect interest method, the amount of C Bhd’s reserve that is to be
A Bhd’s retained profit 45 '

ted as pre-acquisition and eliminated against the investment account is its Retained
ag at the date when B Bhd was acquired by A Bhd.

Group’s share of B Bhd’s post-acquisition reserve

75% 3 (51-20) 23.25
Group’s share of C Bhd's post-acquisition reserve

T5% % 60% x (25-10) 6.75

—_ 1

Mlustrative Example 5.2

(This illustrative example is based on the case in illustrative example 5.1, incorporating amendments
made to the dates of acquisition. In this case, A Bhd acquires B Bhd before B Bhd acquires C Bhd).

52
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The 31 December 20X8 balance sheets of 3 companies in a group are as follow:

A Bhd B Bhd C Bhg Tnvestment
RM 000 RM 000 RM 000 45,000 shares in B Bhd
Share capital 100 60 50 30,000 shares in C Bhd
Retained profit 45 al 25 Other net assets
145 11 i

145 1 o d profit were RM15,000.

The share capital of A Bhd, B Bhd, and C Bhd comprises 100,000 shares, 60,000 shares, and 50.000
shares, respectively. ) e
galution A: Consotilation of Consolidation Method

A Bhd acquires B Bhd in 20X3, when B Bhd’s Retained profit were RM20,000. () Giby structure

B Bhd acquires C Bhd in 20X5, when C Bhd's Retained profit were RM 10,000,

Required: Prepare the consolidated balance sheet of A Bhd and its subsidiaries as at 31 December
20X8.

A Bhd
RM'000

70

75

145

B Bhd
RM 000

36
75
111

Solution:

The solution will be exactly the same as the solution to illustrative example 5.1 () Consolidation joumal entries

Notes to the solution:
(1) BBhd+CBhd
(a)  Dr Share capital (C) (60% x 50)

(1) Under the consolidation of consolidation method, the post- acquisition Retained profit transm‘)
from C Bhd to B Bhd (CJE (b)) will also be in the nature post-acquisition Retained profit from
viewpoint of A Bhd. This is because C Bhd became a subsidiary of B Bhd in 20X5 and deemed i be a.
subsidiary of A Bhd also in 20X5 when B Bhd became a subsidiary of A Bhd and thus C Bhd'ﬁ

Retained profit after 20X5 are in the nature of post-acquisition from the viewpoints of botiv & Bhd and A
Bhd.

(2) Under the indirect interest method, C Bhd will be consolidated on the bawis.that it becarm:: |
subsidiary of the group in 20X3, the later of the two dates of acquisition.

Cr  Investment in C Bhd

Cr  Retained profit (B)

e (¢)  Dr Share capital (C) (40% % 50)
lustrative Example 5.3

(This illustrative example is based on the case in illustrative example 5.1, incorporating amendmenls.

Cr  Non-controlling interest
made to the dates of acquisition. In this case, A Bhd acquires B Bhd after B Bhd acquires C Bhd).

The 31 December 20X8 balance sheets of 3 companies in a group are as follow: (2) A Bhd+ (B Bhd + C Bhd)

(to eliminate investment account)
(b)  Dr Retained profit (C) (60% x (25 - 10))

(d)  Dr Share capital (B) (75% x 60)

Dr Retained profit (C) (60% x 10)

(to transfer post-acquisition Retained profit)

{ Dr Retained profit (C) (40% x 25)

(to record non-controlling interest)

he share capital of A Bhd, B Bhd, and C Bhd comprises 100,000 shares, 60,000 shares, and 50,000

Investment el
45,000 shares in B Bhd 70 respectivery.
2, 8 i n — - .
30,000 sh in C Bhd 16 ' acquires C Bhd in 20X4, when C Bhd's Retained profit were RM10,000.
y shares 1n = ) d i . !
Other net assets 75 75 75 acquires B Bhd in 20X6, when B Bhd’s Retained profit were RM20,000. At this date, C Bhd’s

ired: Preparc the consolidated balance sheet of A Bhd and its subsidiaries as at 31 December

C Bhd
RM000

75
75

30
6
36
9
9
20
10
30
45
17.25
7.75
70
2.25

A Bhd B Bhd C Bhd Dr Retained profit (B) (75% % (20 +60% x(15 — 10))
RM'000 RM 000 RM 000 Dr Goodwill on consolidation
Share capital 100 60 50 Cr  Investment in B Bhd
Retained profit 45 51 25 Cr Negative goodwill
. 145 111 75 (to eliminate investment account)
5.2 © 2018 CCH Asia Pte L idated Financial Statements (MFRS Framework)

5.2




292 Chz
(e)  DrRetained profit (B) (75% x (51 — 20+ (60% % (25— 15))  27.75
Cr Retained profit (A) 270y
(to transfer post-acquisition Retained profit)
(f)  Dr Share capital (B) (25% x 60) 15
Dr Retained profit (B) (25% x (51 +9)) 15
Cr Non-controlling interest 30
(to record non-controlling interest
() Conselidation worksheet
A Bhd B Bhed C Bhd Adjustments Consa
Dr Cr  Balances
RM'000 RM'000 RM'000  RM'000 RM'000 RM'000
Goodwill = - - d 7.75:
7.75
InvinB 70 - - d 70 =
InvinC —= 36 - a 36 -
Other assets 75 FE 75 225
SC-A 100 - - 100
SC-B - 60 - d 45
f 15 -
st - e 50 a 30
c 20 =
RP-A 45 - —
e27.75 TR
RP-B - 51 - d17.25 b 9
e27.75
f 15 =
RP-C - — 25 a
b 9
c 1 -
NCT - = ~ ¢ 30
f 30 60
(IV) Consolidated balance sheet
A Bhd and its subsidiaries
Consolidated balance sheet
As at 31 December 20X8
RM 000
Goodwill on consolidation el
Other net assets 225.00

5.2
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Retained profit
Non-controlling interest

1 B: Indirect Interest Method

m Group structure

Group

Direct

[ndirect

Direct

Inidirect

(1) Cdnsclidation journal entries

(2)

(b)

(c)

Dr Share capital (B) (75% % 60)
Dr Share capital (C) (60% x 50)
Dr Retained profit (B) (75% » 20)
Dr Retained profit (C) (60% x 10)

B Bhd

5%

25%

Dr Retained profit (C) (45% x (15— 10)
Dr Goodwill on consolidation

Cr
Cr

(to eliminate investment accounts)

Investment in B Bhd
Investment in C Bhd

Dr Retained profit (B) (75% x (51 =20))
Dr Retained profit (C) (45% x (25 — 15))

Cr

Retained profit (A)

(to transfer post-acquisition Retained profit)

Dr Share capital (B) (25% x 60)
Dr Share capital (C) (40% x 50)
Dr Retained profit (B) (25% x 51)
Dr Retained profit (C) (40% x 10)

Dr Retained profit (C) (55% x (25 - 10))

e
(to record non-controlling interest)

Non-controlling interest

RM’000
100.00
72375
60.00
232.75

C Bhd

45% (75% x 60%)

40%

15% (25% x 60%)

45
30

6

225

7.75
70
36

23.25
45

27.75

15
20
12.75

8.25
60
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»c and Joint Ventures

i is goodwill, MFRS 128 provides that goodwill relating to an assomljte
/here ﬁ;szgé in the carrying amount of the investment (para 32): MFFSﬁfZ::é; f]li
g igati il is not permitted (to be consistent w
. amoﬁ;iﬂsog)offt)hif;)t?;:?gsssume It::’hat H Bhd pays RMS50 to acquire a .40%
ke derh se net alssets have a fair value of RM100. In this case, t.he goodwill of
Lo W463% x RM100) will not be separately recorded and a?so will not be ar}:lnort—
; : k' arried as part of the cost of investment. In the coqsohdated bal.ance s eet,
- be(': sociate will be carried at RM50, and there 15 no goodwﬂl account.
i . asrovides that, because goodwill included in the carrying amount of the
.28 furtl;:;cpiate is not séparately recognised, it is not test';d for impairment sepa;
- ]:231 Instead, the entire carrying amount of investment is tested for impairmen
a .

.r MFRS 136. .
- associates acquired before the adoption of MFRS 128 and MFRS 3, the io;)n \:;
A assbedded in the cost of investment may or may not have been amortised. y

em

' he adtntion of MFRS 128 and MFRS 3, the amortisatiop should imme}(lliatelji
P tﬂner u1!'511110rtized amount of goodwill, if any, will be carried as part of the cos

(5) The amount of group ending retained profit can be proved as equal to the amount of
retained in the parent plus the amounts of group’s share of the post-acquisition adjusted pro
the subsidiaries and associates. In this case, the group retained profit of RM541,000 can be pr
amount retained in P Bhd of RM500,000 plus amount retained in S Bhd of RM6,000
plus amount retained in A Bhd of RM335,000 (25% x (RM440,000 — RM300,000)).

adj-_usm o
fits ey
oved ag
(60% x RM 1,

(6) It does not matter which entity, the subsidiary or the associate,

is 1o be adjusted first in th,
process (unlike the case of indireet shareholding,

to be discussed in sub-section 6.8 below).

€ conspliggy

The above illustrative example assumes a simple case where there is no diff
between the cost of acquisition and the underlying net assets, and that there is ng
tion between the investor and its associate.

The issues involved in cases where there is a difference between the cost of i

ment and the underlying net assets are discussed in section 6.4. The issues relating
intragroup transactions are discussed in section 6.5 ]

s and
5" i 1 ative good-
\“tlere is negative goodwill, paragraph 32 of MFRS 128 requlre_sl the I;??mlne d%ately
- luded from the carrying amount of the mvestment and wrllt(?n of] _

"Db_e excl'gated statement of comprehensive income in the year of 1r.1vestment (again,
cOﬂSf)tl t with negative goodwill accounting under MFRS 3.)'.TO Jl.lustrate, assume
qggif:;se H Bhd pays RM35, instead of RM50, thereby giving r;tse to ff; ﬁi}:gie
b o ; i i i ritten off i -
i . In this case, the negative goodwill of RM5 will be Wll !

.t.ouﬂ:)e]-cti)l:fssolidated statement of comprehensive incorr_le, andfhe Eﬁ?ﬁ?& :vglh]zj
I d at RM40. The CJE will be as follows: Dr Investment in associate a ‘

¢ RMS5.

. :
I or aSSOCiateS acquiled bt‘.fore the adoptlon ()[ MFRS ]28 and MI I{S V3,_ the HBgatlbe
wi i f investl‘nt‘.l’]t may or lTlay no =
]1 e]emel]t elI]l)edded m the COSII Q { llﬂ ebeerl aImaor
y ase W‘ith t‘(l] Uf M_FRS 128 and M I{S 3, t]le unamaor tlZEd amount
Il‘l any case, the adop 1 : I - ;
g W. [ y € € e 1 0 t O mv€stmcnt ShOLlld bB written ()ff l.O
Ugils ti\‘e DOd 111, 1T any, mb dd d mn the COS - X - i ;
V ing Ie a].l’l p fl as 110 §: DI IIl stment 1n assoecial CI‘ B blnnlng reral
211 t E(i 0 t, i() WS Ve tment S te ar d cg et e(l

t.

6.4 DIFFERENCE BETWEEN COST AND UNDERLYING NET ASSETS

As in the case of parent-subsidiary discussed in Chapter 2, there may also diff;
between the investor’s cost of investment in associate and the investor’s proportionate
the associate’s net assets. These differences, again like in the case of parent-subsidi
arise due to (a) ovet/under valuation of associate’s assets and liabilities or unrecorded j
gible assets and contingent liabilities, and/or (b) existence of goodwill or negative 200

Where the associate’s assets and liabilities are over or under valued and/or y,
there are unrecorded intangible asset and contingent liabilities, the consolidation toeats
of these items in the case of Investor-associate is very different from that in iie
parent-subsidiary discussed in Chapter 2. Unlike in the case of parent-subsidiary, no
value adjustment of the over/under valued assets and liabilities and no recognition of
unrecorded intangible assets and contingent liabilities are necessarydn'the case of in
associate. The differences are simply carried as part of the cost of the “Investment in a
ciate” account. To illustrate, assume that P Bhd pays RM120 tt.atquire a 40% intere
A Bhd whose net assets are represented by share capital of RM100 and retained pro:
RM100, and the excess payment of RM40 (RM 120 — 40% x RM200) is due to unde
ation of A Bhd’s Machinery of RM20 and a unrecorded Brand of RM20. In this case,
Investment in associate will be carried at RM 120, and A Bhd’s Machinery and Brand wil
not be adjusted/recognised in the consolidated balance sheet,

Mllustrative Example 6.2

MFRS 128 provides, however, that appropriate adjustments to the investor’s share |
associate’s profit or loss should be made to account for depreciation of the depre
asset based on their fair value at the acquisition date (para 32). To illustrate, refer to th
above case and assume that A Bhd’ Machinery is to be depreciated using straight
method and has a remaining useful life of 4 years. Applying the requirement of parag
32, P Bhd’s share of the A Bhd’s profit is to be reduced by RMS5 per year over the
4 years. (Assume that there is no amortisation and no impairment of the Brand.)

: d b
‘On 2 January 20x8, A Bhd pays RM40,000 to acquire 30% of B Bhd whose ncl assets are represented by
*ﬂmre capital of RM100,000.

The excess payment of RM 10,000 (40,000 — 30% = 100,000) is analysed as follow: ‘
III

| ® RMS35,000 for goodwill,

® RM4,000 for undervaluation of machinery,

6.4
6.4
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® RM3,000 for undervaluation of land, and

® RM2.000 for overvalation of stocks-on-hand.

The machinery has remaining useful life of 4 years and is depreciated using straight line
subject to amortisation, and the stock is sold during the year 20x8.

For the year ended 31 December 20x8, B Bhd reports a pre-tax profit of RM10,000 and affer-tax
RM7,000.

In consolidation, the following CJEs will be required:

(a)

Dr Investment in associate 2,100
Cr Share of profit of associale
(share of associate’s profit)

(b)

Dr Share of profit of associate 1,000

Cr Investment in associate

(additional depreciation on undervalued machinery)

{e)

Dr Investment in associate 2,000

Cr Share of profit of associate

(overvaluation of stock)

Notes to the solution:

(1) CJE (a) is to equity account for the associate’s profit.

(CJE (b)), and increased by the sale of the overvalued stock of RM2,000 (CIE (©)).

(3) There is no income effect arising from Goodwill.

increased by RM3,000).
(5) Note that, unlike in the case of subsidiary, there is no need to revalue the identifiable assets of the

solidated financial statements, the assets and liabilities of the associate are not added to those of the im

associate account.

 the Tand i poy

(2) A Bhd’s share of B Bhd’s profit will be reduced by additional depreciation on machinery of RM.

(4) There is also no income effect arising from undervaluation of Land. Howeyver, in the year when the
is sold, A Bhd’s share of the profit thereof should be reduced by RM3,06 (ur share of loss on dis

ciate (ie no fair value adjustment is required of associate’s assets and liabilitics). This is because, in the ¢

on a ling-by-line basis. The fair value differences are simply carried as part of the cost of the Investment

iates and Joint Ventures 359

1 TRANSACTIONS BETWEEN PARENT AND ASSOCIATE

ff there arc transactions between the investor apd its associate, consolida.tio‘n ljournal
along the same lines as in the case of transactions between parent and subsidiary are

ied, with the following modification:

( , Only unrealised intragroup profits and losses arisigg_ from int_ragmup tran'sac:

tions are eliminated. Intragroup account balances arising from intragroup trans

actions are not eliminated.

(2) For unrealised intragroup profits and losses, partial rather than ﬁlll elinﬁnatiqn is
| used. In other words, only the investor’s proportionate interest in the unrealised
intragroup profits and losses are adjusted for.

To illustrate, assume that P Bhd has a 40% interest in an associate, A Bhd. During
P Bhd sells goods invoiced at RM100 to A Bhd. As at 3.1 Decemper 20x8, some c_)f
oods remain in the store of A Bhd, and there is an unrealized profit of RM20. In _th1's
for the 208 tonsolidation, (i) the inter-company sales and purchase are not elimi-

1,000 and (i) oy 40% of the unrealized gain is eliminated.

'~ iftlicre.1s unrealized loss arising from the transaction between parent and ltslassomatae,
@m) cules apply. However, if the loss is not recoverable, MFRS 128 requires _100 Yo
";wa.-recoverable unrealized loss arising from downstr.e.am fransactions to be- ellmlqated
» aph 29). For non-recoverable unrealized loss arising from 1llpst.re§m transactions,
§ 28 requires that only parent’s proportionate share of the loss is eliminated (para 29).

' Toillustrate the requirement of paragraph 29, assume that H Bhd has a 30% interest in
d and that during the year, there is an inter-company sales, and none of the goods are
d to outsider by the year end. Assume the four independent scenarios below:

In scenario I, A Bhd buys good for RM100 and sells them to H Bhd for RM6Q,
even though the net realizable value of the goods is more than RM100. In this
scenario, only 30% of the unrealised loss (30% x RMA40 = RM12) should be
eliminated in the consolidated financial statements.

In scenario II, H Bhd buys good for RM100 and sells them to A Bhd for RM6Q,
even though the net realizable value of the goods is more than RM100. In this
scenario, only 30% of the unrealised loss (30% »x RM40 = RM12) should be
eliminated in the consolidated financial statements.

In scenario 111, A Bhd buys good for RM100 and sells them to H Bhd fqr RMO60,
because the goods are damaged and the net realizable value of the goods is RM60.

6.4
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In this scenario, only 30% of the unrealised loss (30% % RM40 = RM12) should
be eliminated in the consolidated financial statements.

In scenario TV, H Bhd buys good for RM100 and sells them to A Bhd fqr RM60,
because the goods are damaged and the net realizable value of the goods is RM60.
In this scenario, 100% of the unrealised loss (100% x RM40 = RM40) should be
eliminated in the consolidated financial statements.
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Further, there may be unrealized gain/loss arising from investor’s contrily,

that since the intragroup profits and losses are deemed to be unrealised because
non-monetary asset to an associate in exchange for an equity interest in the assoe 5

i é ccounting, the adjustment should therefore be made against the equity accounts

' - . - 4 i i i sociate account.
In a case where an investor contributes a non-monetary asset to an asgge 4 that is, Investment in associate account and Share of profit of as

exchange for an equity interest in the associate, a question arises as to whether-thé
should recognize gain or loss arising therefrom. MFRS 128 provides that the
should recognize gain or loss arising therefrom unless there is no commercial syb
the transaction (paragraph 30).

;m\ approach that is commonly use_cL e;pecia]ly iq Australian accounting litera-
: lows closely the principles of consolidation of subsidiary company. For e-:xample,
mére is unrealised profit in intragroup sale of stock. If the tran.sactlon is down-
fhe accounting entry will be Dr Profit before tax; Cr lnyet?tment in asgocflate. Thf:
~ent is that in downstream transaction, the unrealised profit is recorded in investor’s
' 'd the “overvalued” stock is recorded in investee’s books. Therefgre when the
. profit is eliminated, the investor’s profit will be reduced (Dr Profit before tax).
" investee’s net asset (stock) will be reduced and therefore the inv@tment must be
(Cr Investment in associate). On the other hand, if the transaction is upstream,
ounting entry is Dr Share of profit of associate; Cr Stock. The argument is t‘hat in
eam transaction, the profit is recorded in investee’s books Iand the stock in inves-
books. Thereféreswhen the unrealised profit is eliminated, the investee’s profit w11_l be
and there‘vre the share of investee’s profit will be reduced (Dr Share of profit of
¢). Aloo) the stock value in investor’s books will be reduced (Cr Stock).

To illustrate the requirement of paragraph 30, assume that x Bhd contributes 3 nie
land to A Bhd in exchange for 25% equity interest in A Bhd (which is deemed to have 5
value of RM560 million). Assume further that the land was carried in x Bhd’ finangj
ment at RM 100 million, and the fair value of A Bhds 25% equity interest is RM14Q
(25% x RM 560 million). In this case, x Bhd is required to recognize, in its separate
statements, the gain arising therefrom through an journal entry: Dr Investment in
RM140 million; Cr Land RM100 million: and Cr Gain on disposal of land RM40

To illustrate a case of a transaction without commercial substance, assume that
and 3 other parties, each contributes a piece of land (of equal fair value) to A Bhd angd.
is allotted 25% equity interest in A Bhd. In this case, there is no commercial subst
the transaction. Assuming the land was carried in Y Bhd’ financial statement at RM(
million, Y Bhd will record the transaction through a journal entry: Dr Investment in ags
ciate RM 100 million; and Cr Land RM100 million.

A hnaapproach is to Dr Profit before tax; Cr Deferred profit, for .downstre_am trans-
o= The argument is that in a downstream transaction, the only issue involved is to defer
cognition of the profit that the investor has recorded. No other accounts are affected.
stream transaction, the accounting entry may be either one of the two. appr0a§hes
stioned above, that is, Dr Share of profit of associate; and Cr Investment in associate,

tock.

Where an investor contributes a non-monetary asset to an associate in exchange forg
equity interest in the associate and recognizes gain or loss arising therefrom, MERS .49
provides that any gain/loss that is deemed unrealized at group level should be elim
against the investment account (paragraph 30).

To illustrate, assume the case of * Bhd above where x Bhd contributes a Brece of land (o
A Bhd in exchange for 25% equity interest in A Bhd, and x Bhd thereby recognizes a
disposal of land of RM40 million in its separate financial statements. ASsurie that x Bhd
investment in subsidiaries and therefore prepares consolidated finanzial statements. [t may
appreciated that, at group level, RM10 million (25% x RM40 millichs} of the gain ond
of land is unrealized (because it is as if x Bhd is selling 25% of the fand back to itself). Thus,
consolidation adjusting entry is required to eliminate the unrealized gain: Dr Gain on dispos
of land RM10 million; and Cr Investment in associate RM10 million.

ustrative Example 6.3
A Bhd group holds 30% interest in B Bhd and there is an unrealised intragroup profits of RM100 in closing stock.

he alternative consolidated journal entries under each of the three approaches discussed above are:
Approach I

Dr Share of profit of associate 30
MFRS 128 is silent on how to account for the partial elimination of the unrea

profit or loss. However, in practice, there are several alternative consolidation journ
entries that are used to eliminate the unrealised profits and losses.

Cr Investment in associate 30

(Downstream transaction)

One approach that is commonly used in the American accounting literature is to djust
the unrealised profits and losses through the Investment in associate account and the Share
of profit of associate account, irrespective of whether the transaction is upstream or dc
stream. For example, assume there is a unrealised profit in intragroup sale of stock.
accounting entry will be Dr Share of profit of associate; Cr Investment in associate.

Dr Share of profit of associate 30
Cr Investment in associate 30

(Upstream transaction)

6.5 © 2018 CCH Asia Pte Limited
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Approach 1T

Dr Cost of sales 30
Cr Investment in associate

(Downstream transaction)

Dr Share of profit of associate 30
Cr Stock

(Upstream transaction)

Approach IIT

Dr Cost of sales 30
Cr Deferred profit

(Downstream transaction)

; : §
Dr Share of profit of associate 30

(Upstream transaction)

Note:
(1) These CJEs ignores the tax effect on the eliminations of unrealised profits
As in the case of consolidation of subsidiary, the tax effect can easily be iutoiporated as follow:

® where the elimination reduces “Profit before tax”, the CIE foi the tax effect is Dr Defer
Cr Tax expense.

Deferred tax; Cr Share of tax of associate,

However, the tax effect on the elimination of unrealised profits and losses will be ignored in
discussion, as a matter of convenience.

Cr Investment in associate 0)

® where the elimination reduces “Share of profit of associate”, the CJE for the tax effect

Of the three approaches mentioned, the first approach seems to have the best tk (

and Joint Ventures 163

- Example 6.4
ds 80% of S Bhd and 40% of A Bhd.
ired its 80% interest in S Bhd, when § Bhd was formed on 10 January 20x8, for a cash consid-
of RMB0,000.

ired its 40% interest in A Bhd on 31 August 20%5 when A Bhd’s retained profit was reported_at
000. for a cash consideration of RM150.000. The excess payment is for goodwill. The companics
b MFRS 3 and MFRS 128 since | January 205, and there has been no impairment of goodwill.

!he year 20x8, H Bhd sold goods to A Bhd amounting to RM300,000. On 31 December 208, A
included goods invoiced by H Bhd at RMS0,000+10%.

 June 20%8, A Bhd sold a piece of fand which was carried in its books at RM400,000 te H Bhd for
5 (00. The land was still carried in H Bhd’s book on 31 December 20%8.

) September 20%8, A Bhd paid an interim dividend of RM70,000 out of current year’s profits. All the

have adopted the single tier system for dividends since 1 January 20x8.

ial eto>ments of the 3 companies are as follows:-

(a) Balance sheets as at 31 December 20%8

H Bhd S Bhd A Bhd

RM 000 RM 000 RM'000

Inyestment in S Bhd 80 = -
Investment in A Bhd 150 — -
Amount due from S Bhd 100 - -
Amount due from A Bhd 50 - -
Other net assets 420) 220 640
800 220 640

Share capital 200 100 100
Retained profits 600 20 490
Amount due to H Bhd - 100 50

800 220 —640

backing, and will be used in this book

Here below is a comprehensive illustration on the issues discussed under
and 6.5 above.

6.5 © 2018 CCH Asia Pte| ted Financial Statements (MFRS Framework)

6.5




