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Similarly, an investor can have the power even }'f other parties ha\_fe egisting.rights. to
participate in the direction of the relevant activities or hold protective rights, including
special rights to veto certain decisions. Protective rights held by other parties may restrict
but do not preclude an investor from having the power to direct.

Examples of protective rights provided in the MFRS include, but are not limited to:

(a) a lender’s right to restrict a borrower from undertaking activities that could
significantly change the credit risk of the borrower to the detriment of the lender;

(b) the right of a party holding an NCI in an investee to approve capital expenditure
greater than that required in the ordinary course of business or to approve the issue
of equity or debt instruments; and

(c) the right of a lender to seize the assets of a borrower if the borrower fails to meet
specified loan repayment conditions.

Assessing Relevant Activities

In a straightforward case, when power arises from voting rights (and there are no other
arrangements), an investor who holds more than half of the voting rights would have the
current ability to direct the relevant activities of the investee. In other cases where voting
rights are not the dominant criterion for assessing control or when the assessment of
voting rights is not conclusive, an investor would need to consider whether it has, through
arrangements or other facts and circumstances, the unilateral ability to direct most of the
relevant activities that significantly affect the investee’s return. Other parties may have
protective rights to some relevant activities, and it is not necessary for an investor to have
absolute power to unilaterally direct all relevant activities in this new control model.

Relevant activities are defined for the purpose of this MFRS as “‘activities of the investee
that significantly affect the investee’s return’’. Many operating and financing activities
can significantly affect an investee’s return. The MFRS provides some examples of
relevant activities, which may include, but are not limited to:

(a) selling and purchasing of goods or services;

(b) managing financial assets during their life (including upon default);
(c) selecting, acquiring or disposing of assets;

(d) researching and developing new products or processes; and

(e) determining a funding structure or obtaining financing.

In some circumstances, 2 or more unrelated investors each have existing rights that give
them the unilateral ability to direct different relevant activities. In such circumstances, the
MFRS clarifies that the investor that has the current ability to direct the activities that
most significantly affect the returns of the investee has power over the investee.

For example, Entity A and Entity B are unrelated investors in Entity C. As
provided in their contractual arrangement, Entity B has the unilateral ability to
direct and determine the funding structure and in obtaining financing for Entity C.
Entity A has the unilateral ability to direct the entire manufacturing operations
(including acquiring and selling assets) and marketing of the finished goods. It is
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concluded that manufacturing and marketing activities combined are more
significant than financing activities in affecting the returns of Entity C. In this case,
Entity A is deemed to have the power over Entity C.

In some cases, both sets of relevant activities each directed unilaterally by 2
unrelated investors are equally significant in affecting an investee’s return. For
example, in the above case, Entity A directs the manufacturing operations whilst
Entity B directs the marketing operations of Entity C and both sets of activities are
equally significant in affecting Entity C’s returns. In such a case, neither Entity A
nor Entity B has the power. The parties would need to consider MFRS 11 to assess
whether their contract is a joint arrangement.

1.2.3.2 The Returns Element

MFRS 10 clarifies that an investor must be exposed, or have rights, to variable returns
from its involvement with an investee to control the investee. The former MFRS 127
used the term ‘‘to obtain benefits from its activities’’, which might imply only positive
returns. In this WVIFRS, the returns must have the potential to vary as a result of the
investee’s performance and can be only positive, only negative, or wholly positive and
negative [MERS 10.15]. Thus, returns include not only dividends and other distributions
from holding equity instruments in the investee, but may also include upfront fees, access
to cash; servicing fee, returns not available to NCI, cost savings, etc.

\J— Yor example, an investor may transfer a ‘‘loan receivable’” to a structured entity

I and receives a servicing fee for managing the loan receivable. Similarly, a property
developer may transfer a land to a special purpose vehicle and receives income
from the land development even though it may hold little or no equity interest in
the special purpose vehicle.

1.2.3.3 The Link Element

An mvestor must not only have power over an investee and exposure or rights to variable
returns from its involvement with the investee. It must also have the ability to use its
power over the investee to affect its return from its involvement with the investee [MFRS
10.17]. In other words, there must be a /ink between the 2 components of power and
returns. For example, if an investor is the majority shareholder of an investee, it receives
the most dividends (returns) but if the investor does not have the power to direct the
relevant activities (eg due to a contractual arrangement), the investee is not a subsidiary
of the investor. Similarly, an entity may have decision-making rights delegated to it when
acting as an agent, but it does not have exposure or rights to variable returns, and
accordingly, it does not control the investee.

For example, a fund manager of a unit trust fund may have decision-making rights
with respect to investments of the fund and thus has the ability to direct the relevant
activities (buying or selling investments) unilaterally. However, it is neither
exposed nor has rights to variable returns if it only receives a fee acting as an agent
of the unit holders of the fund. In this case, there is no link between power and
returns.

Consolidated Financial Statements 1.2
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Some asset management entities also invest in their own funds. In such cases, an
asset management entity acts both as a principal and as an agent to the funds it
manages. It must consider the link between the power element and returns element
to determine whether it meets the new control model.

1.2.4 Application of the Control Model

The MFRS sets out the requirements on how to apply this control model in:

(a) circumstances when voting rights or similar rights give an investor power,
including situations where the investor holds less than a majority of the voting
rights and in circumstances involving potential voting rights;

(b) circumstances when an investee is designed so that voting rights are not the
dominant factor in deciding who controls the investee, such as when any voting
rights relate to administrative tasks only and the relevant activities are directed by
means of contractual arrangements (eg in determining control of a structured
entity);

(c) in circumstances involving agency relationships; and

(d) in circumstances when the investor has control over specified assets (a silo) of an
investee.

1.2.4.1 Control by Voting Rights

If the relevant activities of an investee are directed through voting rights, an investor
considers whether it has the current ability, through voting or similar rights, to direct the
relevant activities. MFRS 10 retains the presumption in the former MFRS 127 that an
investor who can exercise more than a majority of the voting rights has control of the
investee (unless circumstances indicate otherwise). The ““more than a majority’” criterion
can be attained by holding, directly or indirectly, more than half the voting equity
instruments of an investee or by holding voting equity instruments and having contractuz!
arrangements with other investors.

For example, an investor owns 40% equity shares of an investee. It enters into an
arrangement with another shareholder of the investee to have the power to exeicise
the other shareholder’s 11% voting rights. In this case, the investor’s own
shareholdings and the arrangement with the other shareholder give it the current
ability to exercise more than a majority of the voting rights in the investee.

When no party holds a majority of the voting rights in an investee, and voting rights are
clearly the only basis for assessment (in the absence of any additional arrangements
altering decision-making), the assessment of control will focus on which party, if any, is
able to exercise voting rights sufficient to direct the relevant activities of the investee
unilaterally [MFRS 10.B41]. When assessing whether an investor’s voting rights are
sufficient to give it power, an investor considers all facts and circumstances, such as: (a)
the size of its holding of voting rights relative to the size and dispersion of holdings of
other vote holders; (b) potential voting rights, regardless of whether they are currently
exercisable or not (the former MFRS 127 required that the potential voting rights must be
currently exercisable); and (c) rights from contractual arrangements.
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The MFRS clarifies that when the direction of the relevant activities is determined by a
majority vote and an investor holds significantly more voting rights than any other vote
holders or organised group of vote holders, and the other sharcholdings are widely
dispersed, it may be clear, after considering the relevant facts and circumstances alone,
that the investor has power over the investee [MFRS 10.B43].

For example, an investor can have the power to direct the relevant activities of a
public listed company if the investor is the dominant shareholder who. holds
significant voting rights and all the other shareholders with voting rights are widely
dispersed and are not organised in such a way that they actively co-operate when
they exercise their votes so as to have more voting power than the investor. In such
a case, the investor, being the dominant sharcholder, is said to have ‘‘de facto™
control over the investee. This dominant shareholder concept was implicit in the
former MFRS 127.

1.2.4.2 Control by Contractual Arrangements

When an investeeis designed or structured in a manner that voting rights relate to
administrative _tasizs only but the relevant activities are directed by contractual
arrangements; the assessment of control would need to consider those contractual
arrangements-to decide who is able to direct the relevant activities.

For mote complex cases of contractual arrangements (eg when assessing control of
structuizd entities or SPEs), it may be necessary to consider many or all of the following
faciors to determine whether an investor controls an investee:

(a) what the relevant activities are and how decisions about those activities are made;
(b) whether the rights of the investor give it the current ability to direct those activities;

(c) whether the investor is exposed, or has rights, to variable returns from its
involvement with the investee; and

(d) whether the investor has the ability to use its power over the investee to affect the
amount of the investor’s returns.

This assessment should include the consideration of risks that the investee was designed
to create, the risks it was designed to pass on to the parties involved in the transaction and
whether the investor is exposed to some or all of those risks. The investor should consider
the decisions made at the investee’s inception as part of its design, including call rights,
put rights or liquidation rights. If these contractual arrangements involve activities that
are closely related to the investee, then they are, in substance, an integral part of the
investee’s relevant activities.

The investee may be designed so that the direction of its activities and its returns are
predetermined unless and until those particular circumstances arise or events occur. In
this case, only the decisions about the investee’s activities when those circumstances or
events occur can significantly affect its returns and are thus considered as relevant
activities.

Being involved in the design of an investee, although not sufficient, may indicate that the
investor had the opportunity to obtain rights that are sufficient to give it power over the
investee. Similarly, an investor’s explicit or implicit commitment to ensure that an
investee continues to operate as designed may increase the investor’s exposure to the
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variability of returns and thus the likelihood that it has power. The commitment alone,
however, neither give an investor power nor does it prevent another party from having
power.

1.2.4.3 Agency Relationships

An investor needs to assess whether its relationship with other parties is such that those
other parties are acting on the investor’s behalf, ie they are ‘‘de facto agents’’. A party is
a de facto agent when the investor has, or those that direct the activities of the investee
have, the ability to direct that party to act on the investor’s behalf. Thus, an investor can
control an investee by appointing agents to act on its behalf. But if the investor is acting
only as an agent, it does not control the investee.

The MFRS provides examples of such other parties that, by the nature of their
relationship, may act as de facto agents of the investor, and these include the investor’s
related parties, a party that received its interest in the investee as a contribution or loan
from the investor; a party that cannot finance its operations without subordinated
financial support from the investor; an investee for which the majority of the members of
its governing body or for which its key management personnel is the same at that of the
investor; and a party that has a close business relationship with the investor, such as the
relationship between a professional service provider and one of its significant clients.

For example, Entity P holds a 40% equity interest in Entity S. Three other investors
each hold a 20% equity interest in S Bhd. One of the 3 other investors is a director
of Entity P. Entity P assesses and concludes that its director would act in the best
interest of Entity P. The director is thus a de facto agent of Entity P. The combined
voting rights would be 60%. Entity S shall be treated as a subsidiary using the
indicator of a de facto agent.

1.2.4.4 Control over Specified Assets (A Silo)

Sometimes, an investor may only have power over specified assets (or over a portion) of
an investee. In such cases, the MFRS requires that the investor shall treat the-noution of
that investee as a separate entity if and only if the following condition is satiztied:

“Specified assets of the investee (and related credit enhancements, if any) are the
only source of payments for specified liabilities of, or specified other interests in,
the investee. Parties other than those with the specified liabilities do not have
rights or obligations related to the specified assets or to residual cash flows from
those assets. In substance, none of the returns from the specified assets can be used
by the remaining investee and none of the liabilities of the deemed separate entity
are payable from the assets of the remaining investee. Thus, in substance all of the
assets, liabilities and equity of that deemed separate entity are economically
ringed-fenced from the overall investee. Such a deemed separate entity is ofien
called a ‘silo”"’

If an investor controls a “‘silo”’ in an investee, it consolidates a portion of an investee as a
separate entity. Other parties exclude that portion of the investee when assessing control
of and in consolidating the investee.
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1.2.4.5 Reassessment of Control

The MFRS requires that an investor shall reassess whether it controls an investee only if
facts and circumstances indicate that there are changes to one or more of the 3 elements
of control. This means that if an investor has made a consolidation decision on an
investee (whether the latter is a subsidiary or otherwise), that decision cannot be changed
subsequently, such as by a change in accounting policy.

A change in power over an investee can occur when there are changes to decision-making
rights, for example when the relevant activities are no longer directed through voting
rights, but instead by other agreements, such as a contract, that give another party or
parties the current ability to direct the relevant activities.

An investor may also gain or lose power over an investee without the investor being
involved in that event. For example, an investor can gain power over an investee because
decision-making rights held by another party or parties that previously prevented the
investor from controlling an investee have lapsed.

Changes to exposure, or rights, to variable returns from its involvement may also cause
an investor to lase control of an investee, for example when the investor ceases to be
entitled to reccive retumns or to be exposed to obligations, such as when a contract to
receive periorance-related fees is terminated.

1.2.5_Lxamples on Application of the New Control Model in MFRS 10

1.2:5.1 Controt by Operation of Law or by Agreement with Other Investors

The following group structures illustrate how control exists when the equity interest is
not more than 50%, but the power to direct is obtained by operation of law or by
agreement with other investors that allows the investor to have more than a majority of
the voting rights.

P Bhd P Bhd |Agreement| Mr.X

40% | Control by law 40% 1%

v

S Bhd S Bhd

P Bhd owns 40% equity shares in S Bhd | | Agreement with Mr. X allows P Bhd to
and controls it by operation of law. control 51% of the voting rights in S Bhd.

1.2.5.2 Control by Holding Sufficient Vioting Rights

The following cases illustrate how to assess whether an investor has sufficient voting
rights to have the power to direct the relevant activities of an investee (ie the application
of the dominant shareholder concept).

Consolidated Financial Statements 12
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Cases on Investor’s Voting Rights that Are 50% or Less

Entity P holds 40% of the ordinary shares of Entity Q. The next two largest
shareholdings of Entity Q are 10% and 5%, respectively, and the remaining
ordinary shares are held by thousands of shareholders, none individually more than
1%. None of the shareholders has any arrangement to consult each other or to make
collective decisions.

In this case, on the basis of the absolute size of its holding and the relative size of
the holdings of other shareholders, Entity P has sufficient dominant voting rights to
meet the power criterion without the need to consider any other evidence of power.

Case 2

Entity P holds 30% of the ordinary shares of Entity Q and 7 other shareholders each
hold 10% of the ordinary shares of Entity Q. A sharcholder agreement between
Entity P and all the other shareholders grants Entity P the right to appoint, remove
and set the compensation of management responsible for the relevant activities of
Entity Q. However, Entity P has yet to exercise this right and chooses to remain as
a passive investor.

In this case, considering the absolute size of its holding and the relative size of the
other shareholdings alone is not conclusive to determine that Entity P has rights
sufficient to give it power over Entity Q. However, the fact that Entity P has the
contractual right to appoint, remove and set the compensation of key management
is sufficient to conclude that Entity P has power. The fact that Entity P has not
exercised this right yet or the likelihood of it exercising this right should not be
considered when assessing if it has the power.

Case 3

Entity P holds 40% of the ordinary shares of Entity Q. Three other investars cach
hold 20% of the ordinary shares of Entity Q. Entity P has two represe.taticns on
the board of directors of Entity Q whilst the other three investors each have one
representation. There are no other arrangements that affect decision-making
policies of Entity Q.

In this case, considering the absolute size of Entity P’s voting right and its relative
size to the other three shareholdings is sufficient to conclude that Entity P does not
have power over Entity Q. This is because only three other investors would need to
L cooperate to be able to prevent Entity P from controlling Entity Q unilaterally.

]

Case 4

Entity P holds 40% of the ordinary shares of Entity Q. Twelve other investors each
hold 5% of the ordinary shares of Entity Q. None of the other shareholders has any

| contractual arrangement to consult each other or to make collective decisions.
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In this case, considering the absolute size of Entity P’s holding and the relative size
of the other shareholdings alone is not conclusive to determine if Entity P has rights
sufficient to give it power over Entity Q. Additional facts and circumstances that
indicate that Entity P has or does not have power should be considered. For
example, if the fact pattern indicates that half of the 12 other investors consistently
did not attend shareholders’ meetings in the past, Entity P may conclude that it
would be able to exercise more than half of the voting rights in Entity’s Q’s
shareholders’ meetings and thus meets the power element in the control mo@el.

1.2.5.3 Potential Voting Rights

An entity may hold warrants, share options or convertible securities that are exercisable
or convertible into ordinary shares or other similar instruments that have the potential, if
exercised or converted, to give the entity voting power or reduce another party’s voting
power over the financial and operating policies of another entity (potential voting rights).
The MFRS requizes that the existence and effects of potential voting rights, including
potential votiny 1ights held by another entity, are considered when assessing_whether an
entity has thic.power to direct the relevant activities of an investee. In assessing whether
potential, voting rights contribute to control, the entity examines all facts and
circuraciances (including the terms of the exercise of the potential voting rights and any
othel contractua] arrangements whether considered individually or in combination) that
1% .t potential voting rights, except the intention of management and the financial ability
0 exercise or convert, The condition of “‘currently exercisable’” in the former MFRS 127
has been removed.

Case 1 - Potential voting rights are in the money

X Bhd and Y Bhd each holds a 30% interest in the 100 million ordinary shares of 5
Bhd. The remaining shareholders are spread out evenly among the public investors.
X Bhd also holds 50 million warrants of S Bhd, which are exercisable into 50
million new ordinary shares of S Bhd. The exercise price of the warrants is
currently in the money.

In this case, if X Bhd were to exercise the warrants it holds in S Bhd, its effective
ownership in S Bhd would be [30m + 50m]/[100m + 50m] = 53.3%. This w_ould
give X Bhd a voting power of more than half. Thus, with the potential voting rights
and considering all other relevant factors, it is probable that X Bhd would have
control of S Bhd, and should therefore treat S Bhd as a subsidiary.

Case 2 - Potential voting rights that are not substantive

Entity A and Entity B currently hold 60% and 40%, respectively, of the voting
ordinary shares of Entity C. However, Entity B has a call option to acquire half of
Entity A’s voting ordinary shares of Entity C. The option is exercisable at any time
in the next 3 years at a fixed price that is deeply out of the money (and is expected
to remain so for that 3-year period). Entity A has been exercising its votes and is
actively directing the relevant activities of Entity C.
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2.3.2 Intragroup Construction of Real Estate

An entity in a group may be a property developer and constructs real estates for saleg to
third parties as well as to other entities in the same group. Any such intragroup saleg of
real estates shall be accounted for in the same manner as sales of inventories (real estateg
by the seller and treated as property plant and equipment by the buyer. Within a group
the transaction is akin to a self-constructed PPE. i

To the selling entity, revenue and cost of sales are recognised over time by reference to
the stage of completion at the end of each reporting period. To the buying entity, it shal]
initially recognise a capital work-in-progress until the construction of the real estate is
completed, which would then be transferred to an appropriate class of PPE. At the group
level, the intragroup revenue and cost of sales shall be eliminated so that the canying
amount of the capital work-in-progress reverts to the original cost of construction to the
group. Upon completion of the real estate, the carrying amount of the PPE would be the
group’s cost of construction. The unrealised profit eliminated on consolidation would be
realised through depreciation adjustments over the useful life of the PPE.

Example 2.7

Bina Developer Bhd constructs real estates for sales to customers. In January 20x1,
it commenced construction of a high-rise office building for sale to its subsidiary.
The sale and purchase price for the office building was RM100 million. The
estimated cost of construction was RM60 million. The construction took 2 years to
complete. Bina Developer Bhd recognised revenue and cost of sales over the 2-year
period (each ended 31 December) as follows:

20x1 20x2

RM’000 RM’000 N

Revenue 60,000 40,000 '
Cost of sales (36,000) (24,000)
Profit 24,000 _1605¢

Income tax rate was 24%. The property had a useful life of 50 years and
depreciation was on the straight-line basis.

Required

(a) Show the journal entries required at the consolidation levei to eliminate the
intragroup transaction and unrealised profits.

(b) Explain and show how the unrealised profit would be realised subsequently.
Solution 2.7

(a) The consolidation adjustments are as follows:

For the year ended 31 December 20x1:

RM’000 RM’000

Dr Revenue 60,000
Cr Cost of sales 36,000
Cr Capital work-in- progress 24,000

- To eliminate intragroup sale and unrealised profit.
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Dr Deferred tax asset (24% X 24,000) 5,760
Cr Deferred tax income in profit or loss
_ To account for the tax effect of unrealised profit.

For the year ended 31 December 20x2:

5,760

ol 1 e 40,000

Cr Cost of sales
Cr Capital work-in-progress

24,000
16,000
_ To eliminate intragroup sale and unrealised profit.
Dr Deferred tax asset (24% x 16,000)

Cr Deferred tax income in profit or loss
_ To account for the tax effect of unrealised profit.

3,840
3,840

(b) Upon completion, the capital work-in-progress transferred to property, plant
and equipment would be as follows:

RM’000
Cuct per the subsidiary’s books 100,000
Tess: Unrealised profit (40,000)
Cost to the Group 60,000

The unrealised profit of RM40 million will be realised evenly over 50 years
(beginning in the year 20x3) by the following yearly adjustments:

RM’000 RM’000
Dr Accumulated depreciation 800
Cr Depreciation expense 800
- To correct for the depreciation over-provided.
Dr Deferred tax expense 192
Cr Deferred tax asset 192

- To account for the related tax effect.

2.3.3 Transfers of PPE

When PPE are transferred amongst member entities at their net book values (original
costs and accumulated deprecations), no subsequent adjustment is required on
consolidation as within the group there has, in effect, been no change in PPE, insofar as
those transfers are concerned.

However, if such transfers are not made at book values, the following effects may occur:
(a) the disposing entity may record a profit or loss on such transfer; and

(b) the transfer price is treated as cost by the purchasing entity and accordingly,
depreciation is provided on such transfer value.
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Thus, on consolidation, we need to eliminate the intragroup profit or loss on the transfers
of PPE and to correct the depreciation over- or under-provided, so that the effects would
be to make it as if the transfer had been made at book values.

A further complication arises if the purchasing entity depreciates the PPE as if they were
new. This has the effect of extending the previously assessed useful lives of the PPE from
the group’s viewpoint. Thus, should the consolidation adjustments be made on the basis
of the previously assessed useful lives or on the basis of the useful lives used by the
purchasing entity? Conceptually, the assets transferred should be depreciated over their
remaining useful lives. Therefore, either basis may be acceptable depending on which
accords more closely to the remaining useful lives of the PPE.

Example 2.8

On 1 January 20x2, Parent Bhd transferred one machine from its PPE to Sons Bhd

at a transfer price of RM400,000. The original cost of the machine was
RM500,000, and the accumulated depreciation at the date of transfer was |
RM200,000.

It is the policy of the group to depreciate such machinery at 20% on cost per I
annum, charging a full year’s provision in the year of purchase and none in the year
of disposal. Sons Bhd treated the transfer price as cost and depreciated it at the 20%
rate.

Required

Show the consolidation eliminations and adjustments in respect of the above
transfer of PPE using:

(i) the previously assessed useful life, and

(i) the newly assessed useful life
Ignore tax effects. Also, provide a summary of the adjustments made.
Explanation

The depreciation provided each year by Sons Bhd was RMB80,000 (12 20% x
RM400,000). After eliminating the unrealised profit and reinstating the ‘original
cost and accumulated depreciation, the net book value will reveri 1o the value
before transfer of RM300,000. If basis (i) is used, the depreciation peryear over the
remaining 3-year life is RM100,000. Thus, for the first 3 vears, there will be
depreciation under-provided by RM20,000 a year, and in the next 2 years,
depreciation will be over-provided by RM80,000 per year (the whole depreciation
of Sons Bhd, because the asset is fully depreciated by then, from the group’s
viewpoint).

If basis (ii) is used instead, the RM300,000 net book value will be depreciated at
RM60,000 over a revised remaining life of 5 years (as per the life used by Sons
Bhd). Thus, from the group’s viewpoint, the yearly depreciation of Sons Bhd will
be over-provided by RM20,000 a year for the 5-year period.

In either basis, the RM 100,000 unrealised profit will eventually be realised after 5
years.
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solution 2.8

Irrespective of the basis used, the first adjustment is to eliminate the unrealised
profit and to reinstate the cost and accumulated depreciation, as follows:

Year 20x2
RM’000 RM’000
Dr Property, plant and equipment, at cost 100
Dr Gain on sale of property, plant and equipment 100
Cr Accumulated depreciation 200

- to eliminate intragroup profit and o reinstate cost
and accumulated depreciation of property, plant and
equipment transferred

Depreciation adjustments: Basis (i) Basis (ii)
RM’000 RM’000 RM'000  RM’000
Dr Cr Dr Cr
Year
20,2 Depreciation expense 20 20
Accum}liated depreciation 20 20
20x3 Depreciation expense 20 20
Accumulated depreciation 20 20
20x4 Depreciation expense 20 20
Accumulated depreciation 20 20
20x5 Depreciation expense 80 20
Accumulated depreciation 80 20
20x6 Depreciation expense 80 20
Accumulated depreciation 80 20

Summary of Adjustments

Year Basis (i) Basis (ii)
20x2 Full profit elimination 100 (100)
Realisation: - q 41

20x2 Depreciation adjustment (20) 20
20x3 ”? (20) 20
20x4 e (20) 20
20x5 ” 80 20
20x6 ” 80 20
_100 100

23
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2.4 Intragroup Sales or Transfers of Intangible Assets

In MFRS 138 Intangible Assets, other than development expenditures arising from
research and development activities, internally generated intangible assets, such as brand
names, trade names and customer lists, are not recognised. Acquired intangible assets,
including those arising from business combinations, are recognised separately.

If there are intragroup sales or transfers of intangible assets, the elimination principles
discussed for intragroup sales or transfers of PPE above apply equally. The gain (or loss)
arising from the intragroup transaction shall be eliminated on consolidation. The
unrealised gain is subsequently realised through use by adjustments to the amortisation
expenses over the remaining useful life of the intangible asset. These consolidation
adjustments apply even if the sale or transfer involves an unrecognised intangible asset of
the seller.

Example 2.9

P Bhd has numerous valuable brand names that are internally developed and are
unrecognised in its financial statements. On 1 January 20x8, it sells a brand name
(Branco biscuits brand) to its wholly-owned subsidiary, S Sdn Bhd, for a cash
consideration of RM10 million. P Bhd recognises a gain of RM10 million in its
profit or loss. S Sdn Bhd records the acquired brand name at cost of RM10 million
and amortises the intangible asset on the straight-line basis over a useful life of 5
years. Income tax rate is 24%.

In P Bhd’s separate financial statements, P Bhd records the sale as follows:

RM’000 RM’000

Dr Cash 10,000

Cr Gain in profit or loss 10,000
- lo recognise gain on sale of brand name in profit or loss.
Dr Current tax expense 2,400

Cr Current tax liability 2,400

- to recognise current tax effect.

The consolidation adjustments in the year of sale are as follows:

RM’000 RM’000
Dr Parent’s gain on sale of brand name 10,000
Cr Intangible asset — brand name 10,000
- to eliminate gain and brand name.
[Note: At the group level, the brand name remains unrecognised]
Dr Deferred tax asset 2,400
Cr Deferred tax expense 2,400

- to recognise the tax effect of unrealised profit.
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The yearly adjustments for amortisation expense over 5 years would be as follows:

RM’000 RM’000

Dr Accumulated amortisation in financial position 2,000

Cr Amortisation expense in profit or loss 2,000
- to eliminate amortisation expense.
Dr Deferred tax expense 480

Cr Deferred tax asset 480

- to recognise tax effect of amortisation expense.

e
2.5 Intragroup Leases of PPE and Investment Property

This section deals with group accounting issues in intragroup lease arrangements. MFRS
16 Leases applies a right-of-use model to require a lessee to recognise a right-of-use asset
and a corresponding lease liability for all lease arrangements as there is no distinction
between finacial leases and operating leases. However, for lessor accounting, MFRS 16
retains. ine-r1sks and rewards approach of the former MFRS 117 Leases in classifying a
lease annngement as a finance lease or an operating lease. The new MFRS applies to
iniragroup lease,arrangements in the separate financial statements of a parent and in the
individual financial statements of the subsidiaries. It applies equally to a group as a single
=conomic entity, and hence, all intragroup lease arrangements are intragroup transactions
and must be eliminated on consolidation in accordance with MFRS 10 Consolidated
Financial Statements. The group accounting issues are mainly on the consolidation
adjustments required.

2.5.1 Intragroup Leases of Lands

For strategic reasons, a group may designate a particular group-entity to acquire lands
and subsequently leases the lands to other group-entities who would undertake the
intended business operations of the group, such as property development, cultivation of
plantation crops, etc.

2.5.1.1 Treated as a Finance Lease by Lessor

If the intragroup land-lease arrangement is classified as a finance lease, the accounting
treatments in the lessor’s and the lessee’s financial statements are symmetrical. The
lessor derecognises the underlying land and recognises a lease receivable (an intragroup
receivable) whilst the lessee recognises the underlying land as a right-of-use asset and a
corresponding lease liability (an intragroup payable).

On consolidation, the intragroup transactions, lease receivable and lease liability are
eliminated, and the right-of-use asset is reclassified as land (a PPE item) in the
consolidated statement of financial position. Similarly, the interest income on lease
receivable and the interest expense on the lease liability are eliminated on consolidation
in the consolidated statement of comprehensive income.

Consolidated Financial Statements 2.5
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Year | Lease Liability Right of Use Asset
Opening Interest Lease Closing Depreciation Carring
balance expense payment balance amount
RM’000 RM’000 RM’000 RM’000 RM’000 RM’000
3 3,231.61 161.58 (500.00) 2,893.19 386.09 2,702.61
4 2,893.19 144.66 (500.00) 2,537.85 386.09 2,316.52
5 2,537.85 126.89 (500.00) 2,164.74 386.09 1,930.43
6 2,164.74 108.24 (500.00) 1,772.98 386.09 1,544.35
7 1,772.98 88.65 (500.00) 1,361.62 386.09 1,158.26
8 1,361.62 68.08 (500.00) 929.71 386.09 772.17
9 929.71 46.49 (500.00) 476.19 386.09 386.09
10 476.19 23.81 (500.00) (0.00) 386.09 (0.00)
Total 1,139.13 | (5,000.00) 3,860.87

In the consolidated financial statements, these are intragroup balances and
transactions and shall be eliminated. The consolidation adjustments for Year 1
would be as follows:

RM’000 RM’000

Year 1:

Dr Lease liability — lessee 3,553.91

Dr Rental income — lessor 500.00
Cr Right-of-use asset — lessee 3,474.78
Cr Interest expense — lessee 193.04
Cr Depreciation expense — lessee 386.09

- to eliminate intragroup lease balances and transactions.

At the group level, the underlying asset in the lease remains as a freehold land with
a carrying amount of RM10 million in the consolidated statement-of financial
position.

2.5.2 Different Functions or Uses of Intragroup Leased Property

In the former MFRS 117, a lessor in an intragroup lease of property may treat the
underlying property as an investment property and measure it at fair value through profit
or loss in accordance with MFRS 140 Investment Property. If the lessee in an operating
lease uses the property for its operations, the group shall present the underlying asset as a
class of PPE rather than as an investment property because the function of the property to
the group is for owner-occupation. If the group’s policy is to measure this class of PPE at
the cost model, the investment property in the accounts of the lessor shall be reclassified
to PPE in the consolidated statement of financial position and the fair value gains or
losses shall be eliminated and replaced with depreciation and impairment, if any, of the
PPE by consolidation adjustments. The respective rental income and rental expense shall
also be eliminated at the group level.
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plying MFRS 16 to such arrangement V\_fou_lc_i requh_re that the lessee recognises a right-
of-use asset and a corresponding lease liability in its indiyidual financial statements.
Thus, the underly_mg property in the lease classified by function would be different in the
individual financial statements of the lessor, the lessee and the group as a whole. For
example, the lessor may classify the underlying property as investment property and
measure it at fair \(alue through profit or loss, the lessee has to classify the right-of-use
asset and measure 1t at cost less depreciation, whilst the group has to treat the property as
Owner_occupied PPE based on use or function to the group. Thus, on consolidation, the
ireatments accorded by the lessor and the lessee have to be adjusted and amended to
reflect the under_lymg asset in the lease as an owner-occupied property and accounted for
in accordance with MFRS 116 Property, Plant and Equipment.

Example 2.12

Five years ago, P Bhd set up a wholly-owned subsidiary, S Bhd, with a paid-up
capital of RM50 million. On 1 January 20x1, P Bhd acquired a property with a cost
of RM100 million. The property was classified as an investment property measured
at fair value iiivough profit or loss in accordance with MFRS 140 Investment
Property. On the same day, P Bhd leased the property to S Bhd for a lease term of
4 years. 5 Chd used the property for its operations. The lease payment per year was
RM6 million.

At the commencement date of the lease, S Bhd’s borrowing cost was 6.5% per
annum. Over the 4-year lease term, the lease liability and the right-of-use asset in
the accounts of S Bhd are as follows:

27@;1— Lease Liability Right of Use Asset
Opening Interest Lease Closing Depreciation  Carring
balance expense payment balance amount
RM’000 RM’000 RM”000 RM”000 RM’000 RM’000

0 20,554.79 20,554.79

1 20,554.79 | 1,336.06 (6,000.00) | 15,890.85 5,138.70 15,416.09

2 15,890.85 | 1,032.91 (6,000.00) | 10,923.76 5,138.70 10,277.40

3 10,923.76 710.04 (6,000.00) | 5,633.80 5,138.70 5,138.70

4 5,633.80 366.20 (6,000.00) - 5,138.70 -
3,445.21  (24,000.00) 20,554.79

At 31 December 20x1, the market value of the property was RM105 million. P Bhd

recognised a fair value gain of RM 5 million in its profit or loss. The property has a
useful life of 50 years.

The summarised financial statements of the 2 companies for the current year ended
31 December 20x1 are as follows:

Consolidated Financial Statements 2.5
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Example 3.12 ) Required
On 1 January 20x7, Mamba Bhd acquired a 75% interest in the equity capital mpute the bargain purchase arising on the business combination;
: ? 2 _ Quity capiial ¢ (a) Comp gamnp g
Samba Bhd for a consideration of RM175 million. On this date, the identifiable | .
assets, liabilities and contingent liabilities of Samba Bhd were provisionally valueq | (b) Recompute the difference based on the subsequent assessment of the net
as follows: | assets of Samba Bhd on 31 December 20x7 and explain how it should be
| dealt with in accordance with the revised MFRS 3. Also, show the
I lidation adjustments after the reassessment.
RM000 cOnso g
Tangible assets 280,000 golution 3.12
Tc.:ch.nology—based intangible asset 60,000 @) Bargain purchase on combination (1 January 2017):
Liabilities (30,000)
Contingent liabilities 10,0
Net assets at 1 January 20x7 300,000 : g
e Consideration transferred 175,000
- iy f H H 0,
The fair value of Samba Bhd as a whole at the acquisition date was initially ;eI ofnon-confrolling nierest 2% 320m -80,000
estimated at RM320 million. Aggregale 255,000
Fair valuc of identifiable assets and liabilities 300,000
On 31 December 20x7, Mamba Bhd reassessed the recognition and measurement Bargain purchase — initial assessment 45,000
of the fair value of consideration given, and of Samba Bhd’s identifiable assets,
liabilities and contingent liabilities and concluded that: (t) Peview and Remeasurement (31 December 20x7):
(a) based on an income approach to valuation, the fair value of Samba as a whole 5
: . . . . RM’000
was equal to the fair value of the identifiable net assets (ie no inherent ! _ :
goodwill). Consideration transferred — remeasurement 185,000
{ Fair value of non-controlling interest 25% x 281,760 70,440

(b) the fair value of the consideration transferred was understated by RMi? Aggregate 255,440
million because a contingent consideration has been excluded in the Ynitial Net assets at acquisition date — initial assessment 300,000
JEBCARNEIE Termination benefit liability (15,000)

o L s Deferred tax asset 24% x 15,000 3,600

(c) termination benefits of RM15 million were payable to ceitain employees Ty — (5.000)
conditional on Samba being acquired in a business combinztiori. This amount B TR PRRRet ’
has not been included in the net assets at the acquisition date Tax effect at 24% x 5,000 1,200

Adjustment for over-valuation of intangible asset (4,000)

(d) the fair value ascribed to a landed depreciable property of Samba Bhd was Tax effect at 24% x 4,000 960

considered to be overvalued by RMS5 million. Net assets at acquisition date — reassessment 281,760
) Bargain purchase as gain in profit or loss 26,320

(e) based on the discounted cash flow method, the technology-based intangible . _ , o

asset was assessed to have a fair value of RM56 million. This remaining excess shall be recognised as a gain on combination in profit
7 or loss and attributed to the acquirer only. The costs that would be incurred in
- . q « e y . -

(f) an amount of RM20 million was needed to restructure certain operations and the restrgctl;lrmg 1n dtl.le pﬁst?iﬁlmmﬁ gand shouldlbih{ecognlsid as {a)n
activities of Samba Bhd after the acquisition. This amount has used in the expenjeﬂl]ntt tlel pebrlo W wh GIES gt _1'111(% QCCF;S‘ - tl_st»?asehl niaythe
negotiation between the parties to the combination but has not been included archllef i a_rgaltrkll PHIGIEAE il ik ta}lne ; Hih £ nigo 1 .’O.rt'. e de
in the net assets at the acquisition date. need for restructuring the acquiree’s operations in the post-acquisition period.

Assuming that the necessary corrections have been made in the respective
Income tax rate was 24% and it applied to recognition and measurement of net accounts of the acquirer and the acquiree, the consolidation adjustments
assets acquired in business combinations. would be as follows:

3.4
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3.6.2 Step-Acquisition: Requirements in MFRS 3
3.6.2.1 Fair Valuing Previously Held Stake

MFRS 3 requires that in a business combination achieved in stages, the cost of
combination shall include any equity interest in the acquiree that the acquirer owngg
immediately before the acquisition date. It further requires that the acquirer shyy
remeasure its previously held equity interest in the acquiree at fair value as of
acquisition date. Consequently, any gain or loss arising on the remeasurement of tp,
previously held equity investment shall be recognised in profit or loss.

For example, if the equity interest immediately before the acquisition date was g
associate carried in accordance with MFRS 128 (cost plus share of post-acquisitig,
reserves), that carrying amount shall be remeasured to fair value at the acquisition date
and any difference shall be recognised as gain or loss in profit or loss. Similarly, if the
previously held equity interest was a financial asset measured at cost because its faj
value then could not be measured reliably, that cost carrying amount shall be remeasureg
to its fair value at the acquisition date and any difference shall be recognised in profit o
loss.

Under MFRS 3, when there are previously held equity interests at the date contro] g
obtained, the goodwill on combination is calculated as the excess of (a) over (b) below:

(a) the aggregate of:
(i) the fair value of the consideration transferred;

(ii) the amount of any NCI in the acquiree measured at fair value or at the NCI’s
share of net asset; and

(iii) the acquisition-date fair value of the acquirer’s previously held equity interest
in the acquiree.

(b) the net of the acquisition-date amounts of identifiable assets acquired and the
liabilities assumed.

Thus, instead of a step-by-step comparison of cost of purchase with share of net assets
(under MPERS or the original MFRS 3) to determine goodwill on each :tep, the goodwill
on combination under the MFRS 3 is calculated only once, ie at-the date control is
obtained and this may include NCI’s share of goodwill.

Example 3.17
H Bhd made the following purchases of equity shares in S Bhd:
Number Cost Balance in
of shares retained
profits
‘000 RM’000 RM*000
1 January 20x1 10,000 15,000 20,000
1 January 20x2 15,000 40,000 30,000
1 January 20x3 30,000 75,000 50,000
55,000 130,000
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Summarised statements of financial position of the 2 companies for the current

Th;, ended 31 December 20x3 are as follows:
ye

H Bhd S Bhd
RM’000 RM’000
property, plant and equipment 200,000 100,000
Investment in S Bhd 130,000 e
Current assets 70,000 150,000
400,000 250,000
Ordinary shares, issued at RM1 each 200,000 100,000
Retained profits 120,000 80,000
Non-current liabilities 40,000 20,000
Current liabilities 40,000 50,000
400,000 250,000

| [n the prior financial years, H Bhd had no influence in S Bhd and the investment in
g Bhd wat theasured at cost because its fair value then could not be measured
reliably. O 1 January 20x3, H Bhd assumed control of S Bhd.

| [t is s policy of the group to measure NCI at acquisition-date fair value. On 1
anaary 20x3, the fair value of the ordinary shares of S Bhd was RM2.50 per share.

Kequired

(a) Compute the goodwill on combination under the:

(i) MEFRS 3 (with NCI measured at acquisition-date fair value).

(b) Prepare the consolidated statement of financial position under each of the
above standards.

Solution 3.17
(a) Goodwill on combination

I (i) MPERS Framework.
L
|
' (i) Under the MPERS Framework:

1 January 1 January 1 January Total
20x1 20x2 20x3
RM’000 RM’000 RM’000 RM’000
Cost of purchase (a) 15,000 40,000 75,000
Share of net assets:
Share capital 100,000 100,000 100,000
. Pre-acquisition profits 20,000 30,000 50,000
Net assets 120,000 130,000 150,000
' Per cent stake 10% 15% 30%
SOnsolidated Financial Statements 3.6
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Example 3.20

The issued share capital of Jaya Bhd consists of 10,000,000 ordinary shares issueq
at RM1.00 each. Prior to the current year ended 31 December 20x3, Maju Bhgq
made the following purchases of shares in Jaya Bhd.

Date Shares Costof  Balance in Jaya’s
acquired shares retained profits
RM’000 RM’000 RM’000
1 January 20x1 1,000 1,600 4,000
1 January 20x2 2,000 3,600 6,000

On 1 January 20x3, Maju Bhd purchased another 1,500,000 shares of Jaya Bhq
from the open market at a total cost of RM3,750,000. This purchase triggered the
33% mandatory takeover provision of the Code, as a result of which Maju Bhd
made a general offer to the remaining shareholders of Jaya Bhd at RM3.20 a share,
Approval was obtained from the relevant authorities and shareholders. Acceptance
of the offer was finalised on 30 June 20x3 and the shareholders of Jaya Bhd who
held 1,500,000 shares accepted the offer at the cash price of RM3.20 per share,
This was duly paid by Maju Bhd on 1 July 20x3.

The summarised draft accounts of the 2 companies for the current year ended 31
December 20x3 are as follows:

Statements of Profit or Loss and Other Comprehensive Income

Maju Bhd Jaya Bhd
RM’000 RM’000
Revenue 80,000 60,000
Operating expenses (75,800) (57,660
Profit from operations 4,200 2,140
Finance cost (1,000) 800
Profit before taxation 3,200 1,340
Taxation _ (8505 350
Profit after taxation 2,320 990
Other comprehensive income:
Fair value gain of equity investment 2,250 =
Total comprehensive income 4,600 990
Movements in Retained Profits:
Retained profits brought forward 12,150 8,260
Profit for the year _2,350 _990
Retained profits carried forward 14,500 9,250
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Statements of Financial Position

Maju Bhd Jaya Bhd

RM’000 RM’000

ghare capital, issued at RM1 each 40,000 10,000

Fair value reserve —equity investment 4,550 -

Retained profits 14,500 9,250

59,050 19,250

Long-term liabilities 12,100 8,550

71,150 27,800

Property, plant and equipment 37,200 17,400
Equity investment

6,000,000 shares in Jaya Bhd 18,300 -

Net current assets 15,650 10,400

71,150 27,800

Additional jiiormation:

In the piicr financial years, Maju Bhd did not have significant influence over Jaya
Bhc 'rhe investment in Jaya Bhd was classified as an equity investment measured
-, fair value through other comprehensive income. Changes in fair value of this
mvestment up to 30 June 20x3 have been recognised in other comprehensive
income and retained in a fair value reserve. It has not reclassified the fair value
reserve to retained profits in equity.

On 30 June 20x3, a property of Jaya Bhd, recorded in the accounts at RM8,000,000
was valued on the open market basis at RM10,000,000. This property had a
remaining useful life of 20 years. No adjustment has been made in its account to
reflect this fair value. Also, an identifiable customer-based intangible asset, valued
at RM6,000,000, was not recorded in the accounts of Jaya Bhd. The estimated
useful life of this intangible asset was 20 years.

As at 30 June 20x3, the ordinary shares of Jaya Bhd closed at RM3.00 per share.
The fair value of Jaya Bhd as a whole was based on its closing market price on the
acquisition date. Income tax rate was 25%.

Required
(a) Calculate the goodwill on combination in accordance with MFRS 3. Allocate

the goodwill between the parent and the NCI. Also, indicate any control
premium.

(b) Calculate the gain or loss on remeasurement of the previously held equity
mvestment immediately before the acquisition date.

(¢) Produce the consolidated financial statements of Maju Bhd for the 20x3
financial year.
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5.1
5.1.1 1ASB’s Reasons for Issuing IFRS 11 Joint Arrangements

Background to IFRS 11 and the Revised IAS 28

Accounting for interests in joint ventures and strategic alliances through joint contrg| W
previously covered in the former IAS 31 Interests in Joint Ventures. The first versiqy
the former TAS 31 was issued by the then IASC in December 1990, a revised versiop Wa
issued by the TASB in December 2003, and in between then and the current IFRS 11
there were amendments made for improvements. :

A conceptual weakness in the former IAS 31 was that the accounting for joint Ventyrg
was primarily driven by the structure of an arrangement, ie the form of the structure v,
the only determinant of the accounting, not the substance of the arrangement For
example, investment in a joint venture company (a legal separate vehicle) would
automatically be classified as a joint venture in its legal form.

For joint ventures that were structured through legal entities, the former IAS gaye 1
choice of accounting, using either the equity method or the proportionate consolidatig

method. Outreach activities and research work done by the IASB revealed that about half

the preparers with an interest in a jointly controlled entity apply the equity method, wig,
the other half applying the proportionate consolidation method. This diversity in practice
could potentially compromise the enhancing qualitative characteristic of comparability.

The rationale of IFRS 11 is based on the view that if an entity has rights to assets anq.

obligations incurred in a joint arrangement, it shall account for those rights angg

obligations directly. In contrast, if an entity has rights only to the net assets of a joins
arrangement, it shall account for its share of the net assets directly (implying the use of

the equity method in this latter case). The change in approach is necessary to reflect mor,
accurately the substance of an entity’s involvement in joint arrangements.

5.1.2 The Salient Features of IFRS 11

Joint arrangements can be structured in various forms, ranging from joint'y controlled.

assets, jointly controlled operations, joint venture entities (legal entities or therwise) and
strategic alliances of businesses. A key feature of IFRS 11 is that the accounting for joint

arrangements focuses on the economic substance of an arrangement It uses a ‘‘rights and

obligations’” approach in which parties to an arrangement recognise their rights and
obligations arising from the arrangement. It is thus a prinCipic-based standard that
provides for consistency in the accounting that would enhance comparability of financial
statements.

The criteria of joint control remain largely the same as the former IAS 31 but with addpd
clarification that the sharing of control is based on decisions about the relevant activities
(relying on those developed in IFRS 10 Consolidated Financial Statements).

IFRS 11 distinguishes 2 types of joint arrangements, ie either joint venture or joinl
operation. A joint venture is a joint arrangement whereby the parties that have joinl
control of the arrangement have rights to the net assets of the arrangement. A party

joint operation is a joint arrangement whereby the parties that have joint control of the

arrangement. A party having joint control in such an arrangement is known as a joint
operator.
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the arrangement is a joint operation, a joint operator accounts for the assets, liabilities,
i onues and expenses relat.ed to its interest in the joint operation in accordance with the
eV p licable to the particular assets, liabilities, revenues and expenses [IFRS 11.20].

: app o
r l:;ses may include share of any assets held jointly and share of any liabilities incurred

io intly-

3 e arrangem_ent is a joint venture, a joint venturer recognises its interest in the joint
o as an investment and accounts for that investment using the equity method

erenced to the _rf;wsed IAS 28) [IFRS 11.24]. The proportionate consolidation is
sallowed in such joint arrangement.

it accounting treatment would thus depend on the classification of the joint
angement, 1€ whether it is a joint operation or a joint venture. This classification is
termined by assessing the rights and obligations of the parties arising from the
icular arrangement [see IFRS 11.14].

A separate vehicle may be created in a joint arrangement. The Standard defines a separate
wehicle as a sepaiately identifiable financial structure, including separate legal entities or
entities recogeised by statute, regardless of whether those entities have a legal
ersonality.

fypica'ly, if a jgipt arrangement is not structured through a separate vehicle, it would be
{as'fied as a joint operation in this IFRS. A joint operator accounts directly for the
aeets, liabilities, revenues and expenses related to the joint operation.

However, if a joint arrangement is structured through a separate vehicle, a reporting
ntity needs to consider the legal form and the terms of the contractual arrangement, and
frelevant, other facts and circumstances to determine whether the arrangement is a joint
yperation or a joint venture [TFRS 11.17].

[his requirement means that even if the arrangement takes the form of a legal separate
ntity (such as a registered company), it is not necessarily classified as a joint venture. If
e assessment determines that the arrangement through a separate vehicle is a joint
eration, the operator would still need to account for its share of the respective assets,
ibilities, revenues and expenses (based on its rights and obligations) in the separate

icle. In this respect, the accounting treatment is similar to the proportionate
onsolidation of the former IAS 31, albeit on a slightly different basis. When applying the
groportionate consolidation, the former IAS required a line-by-line constant per cent
ddition of the line items in the financial statements. This new IFRS requires addition of
ach line item in the financial statements based on the operator’s rights to an asset item or
bligation incurred on a liability item.

1.3 1AS 28 (Revised) Investments in Associates and Joint Ventures

Wi revised IAS 28 incorporates the requirement to apply the equity method for joint
angements classified as joint ventures in accordance with IFRS 11. Apart from this

tic chapge, there are no other significant changes to the requirements for the equity
0d for investments in joint ventures or associates. Some additional guidance is

F 1ded on discontinuation of the equity method when there is a loss of joint control or
Ehificant influence.

Osolidlate Financial Statements
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5.2 Principles of Investments in Joint Arrangements
Criterion of Joint Control

A joint arrangement is defined in MFRS 11 as an arrangement of which 2 or more Partje
have joint control. The central criterion for distinguishing joint arrangements fy,
subsidiaries and associates is the existence of joint control. The Standard defines Joing
control as ‘‘the contractually agreed sharing of control of an arrangement, which eXigt
only when the decisions about the relevant activities require the unanimous consent of the
parties sharing control’’.

Joint arrangements may take different forms and structures. The Standard specifies thys 1
joint arrangement may be either a joint operation or a joint venture.

What Is a Joint Operation?

A joint operation is a joint arrangement whereby the parties that have joint control of g,
arrangement have rights to the assets and obligations for the liabilities, relating to the
arrangement. A joint operator is a party to a joint operation that has joint control of thy
operation. An example of a joint operation is when 2 or more joint operators combipe
their operations, resources and expertise in order to produce, market and distribute jOimly
a particular product, such as an aircraft or a ship. Another example of a joint operation j
when 2 or more oil and gas joint operators jointly own, control and operate an oj
pipeline. Each joint operator uses the pipeline to transport its own products in return for
which it bears an agreed proportion of the expenses of operating the pipeline.

What Is a Joint Venture?

A joint venture is a joint arrangement whereby the parties that have joint control of the
arrangement have rights to the net assets of the arrangement. A joint venturer is a party t,
a joint venture that has joint control of that joint venture. A joint venture usually invol ag
the establishment of a corporation, partnership or other economic entity in which =ach
joint venturer has an ownership interest. The entity is, however, jointly controlleqd by the
joint venturers, and this is usually specified in its articles or by-laws.

Note that in the case of a 2-party joint venture, it is not necessary that thiz ioiat venturers
must have equal equity stake in the joint venture for joint control to exisi. For example,
one joint venturer may hold a 60% stake whilst the other joint venturer may hold a 40%
stake, the joint venture is established as long as the contractual ariangement provides for
both joint venturers to have joint control.

Two Common Characteristics

Despite the diverse forms and structures, all joint arrangements have 2 characteristics in
common, and they are:

(a) The parties are bound by a contractual arrangement; and

(b) The contractual arrangement gives 2 or more of those parties joint control of the
arrangement [MFRS 11.5].

The first characteristic of contractual arrangement is usually (though not necessarily)
evidenced in writing, for example, by a formal contract amongst the parties or by the
articles or by-laws of the joint arrangement. Statutory mechanism can also create
enforceable arrangements, either on their own or in conjunction with contracts betweel
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When the arrangements are structured through a separate vehicle, the
arrangement, or some aspects of the contractual arrangement, will in some
O e incorporated in the articles, charters or by-laws of the separate vehicle.

s€s

tractual arrangement sets out the terms upon which the parties participate in the

n . :
o nat is the subject of the arrangement, and generally deals with such matters as:

the purpose, activity and duration of the joint arrangement;

the appointment of the board of directors or equivalent governing body of the joint
arrangement;

(b)

the decision-making process: the matters requiring decisions from the parties, the

© voting rights of the parties and the required level of support for those matters. The
decision-making process reflected in the contractual arrangement establishes joint
control of the arrangement;

() the capital or other contributions required of the parties; and

() the sharing by the parties of the output, income, expenses or results of the joint
arrangEﬂlel,t.
All Parties Miust Collectively Control the Arrangement

The sevard characteristic of joint control requires that no single party is in a position to

(ncol unilaterally the joint arrangement. When assessing whether an entity has joint

-, ‘rol of an arrangement, the entity shall assess first whether all the parties, or a group

of the parties control the arrangement (in accordance with the definition of control in

MFRS 10), ie whether all the parties or group of parties are exposed, or have rights, to
variable returns from their involvement with the arrangement and have the ability to
affect those returns through their power over the arrangement. When all the parties, or a
group of parties, considered collectively, are able to direct the activities that significantly
affect the returns of the arrangement (ie the relevant activities), the parties control the
arrangement collectively.

After concluding that all parties, or a group of parties, control the arrangement

collectively, an entity shall assess whether it has joint control of the arrangement. Joint
control exists only when decisions about the relevant activities require the unanimous
consent of the parties that collectively control the arrangement.

If There Is an Explicit Agreement

In a straightforward case, joint control is established when the contractual arrangement
explicitly provides for decisions about the relevant activities to require the unanimous
consent of all parties to the arrangement.

Example 5.1

In a 2-party arrangement, Entity A holds a 70% equity stake and Entity B holds a
30% equity stake, the contractual arrangement requires unanimous consent when
making decisions about the relevant activities. In this case, Entity A does not
control the arrangement unilaterally because it needs the agreement of Entity B.
Another example is when an arrangement in which Entity A and Entity B each has
2 35% of the voting rights in the arrangement with the remaining 30% being widely
dispersed. Decisions about the relevant activities require approval by a majority of

Consolidated Financial Statements 5.2
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the voting rights. Entity A and Entity B have joint control of the arrangement only
if the contractual arrangement specifies that decisions about the relevant activitieg
of the arrangement require both Entity A and Entity B agreeing. In the absence of
any specification, the arrangement is not a joint arrangement (in which case, bot,
Entity A and Entity B would most likely treat the arrangement as an associate iy
accordance with MFRS 128).

Implicit Joint Control

The decision-making process that is agreed upon by the parties in their contractyg
arrangement may implicitly lead to joint control.

For example, in a 2-party joint arrangement which each having a 50% voting rights and
the contractual arrangement between them specifies that at least 51% of the voting rights
are required to make decisions about the relevant activities. In this case, the 2 Partieg
have implicitly agreed that they have joint control of the arrangement because decisiong
about the relevant activities cannot be made without both parties agreeing.

Proportion of Voting Rights

The contractual arrangement may require a minimum proportion of the voting rights tg
malke decisions about the relevant activities. When that minimum required proportion of
the voting rights can be achieved by more than 1 combination of the parties agreeing
together, that arrangement is not a joint arrangement unless the contractual arrangemen,
specifies which parties (or combination of parties) are required to agree unanimously to
decisions about the relevant activities of the arrangement. However, if enly |
combination is required to achieve the minimum proportion of the voting r1pius for
making decisions about the relevant activities, the arrangement is a joint arrangeient.

Example 5.2

Three parties, Entity A, Entity B and Entity C, establish an arréngzment. Entity A
has 51% of the voting rights in the arrangement, Entity B has 25%% and Entity C has
20%. Another investor holds 4% of the voting rights. The contractual arrangement
between the 3 parties specifies that at least 75% of the voting rights are required to
make decisions about the relevant activities of the arrangement. There are no other
terms.

In this arrangement, even though Entity A holds more than half the voting rights, it
does not control the arrangement unilaterally because it needs the agreement of
Entity B. The terms of their arrangement requiring at least 75% of the voting rights
to make decisions about the relevant activities imply that Entity A and Entity B
have joint control of the arrangement because decisions about the relevant activities
of the arrangement cannot be made without both Entity A and Entity B agreeing. In
this case, a single combination is sufficient to achieve the minimum proportion of
the voting rights.
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Example 5-3

hree parties, Entity A, ]_Entity B and Entity C, establish an arrangement. Entity A
pas 50% of the voting rights, Entity B and Entity C each has 25% of the voting
rights. Their contractual arrangement specifies that at least 75% of the voting rights

are required to make decisions about the relevant activities of the arrangement.

[n this arrangement, Entity A does not control the arrangement because it needs the
agreement of either Entity B or Entity C to achieve the 75% voting rights for the
decision—making process of the relevant activities. There 1is more than_ 1
combination of the parties to reach the 75% voting rights for decision-making
about the relevant activities. In this case, to be a Jomt_ arrangement, tl_le cnntractual
arrangement between the parties would need to specify which combination of the

arties i8 required to agree unanimously to decisions about the relevant activities of
the arrangement. In the absence of any specification (_)f _the combination of voting
rights for decision-making, the arrangement is not a joint arrangement within the
scope of MFRS 11, although they collectively control the arrangement.

5.2.1 Accounting Treatment for a Joint Operation
5.2.1.1 Acceunt Directly Based on Rights to Assets and Obligations for Liabilities
MERS 1 prescribes that a joint operator shall recognise in relation to its interest in a
Hjoirt dpuLetion:

() its assets, including its share of any assets held jointly;

e (b) its liabilities, including its share of any liabilities incurred jointly;

O

| (c) its revenue from the sale of its share of the output arising from the joint operation;
' (d) its share of the revenue from the sale of the output by the joint operation; and

(e) its expenses, including its share of any expenses incurred jointly [MFRS 11.20].

¥
5.2. 1.2 Acquisition of an Interest in a Joint Operation that Constitutes a Business
In 2014, the MASB issued Acquisition of an Interest in a Joint Operation, Amendment to
MFRS 11 to amend MFRS 11 so that a joint operator accounting for the acquisition of an
nterest in a joint operation in which the activity of the joint operation constitutes a
“business applies the relevant principles on business combinations accounting in MFRS 3
Business Combinations and other Standards and discloses the relevant information

required by those Standards for business combinations.

e amendment applies to the acquisition of an interest in an existing joint operation as
‘well as to acquisition of an interest in a joint operation on its formation of the business.
However, the amendment should not apply if the formation of the joint operation

oincides with the formation of the business because no existing business is contributed
10 the joint operation.

Example 5.4

On 1 January 20x1, Entity A pays RM10 million to a former operator for an
lnterest in a joint operation. Acquisition-related costs amount to RM500,000 and
these are paid in cash.
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The joint operation is an unincorporated business. On this date, the asset

S o : . ; 8 an
liabilities of the joint operation consist of the following: ¢

RM’00¢

PPE of manufacturing plant 20,000
Other PPE 10,000
Inventories for use in manufacturing plant 5,000
Other current assets _6,000
41,000

Loans (used to part-finance purchase of plant) m
Other liabilities 6,000
Capital contributions by joint operators 25,000
4100

The joint arrangement provides for Entity A to have rights to 40% of the PPE and
inventories of the manufacturing plant and to assume a 40% of the loans taken to
part-finance the purchase of the manufacturing plant. The activity of the
manufacturing plant constitutes a business as defined in MFRS 3. Entity A is
entitled to 40% of the outputs produced by the plant and it bears 40% of the
operating costs of the manufacturing plant. Entity A has no rights or obligations
relating to the other assets and liabilities of the joint operation.

To administer its interest in the joint operation, Entity A purchases office
machinery and equipment for RM2 million, paying RM1 million in cash and the
balance financed by a short-term borrowing from a bank.

The fair value of the PPE of the manufacturing plant on 1 January 20x1 is EM25
million. Assume an income tax rate of 25%.

Required

Explain and show how entity A shall account for its interest in thesioint operation
above.

Solution 5.4

Entity A shall account for its interest in the joint operation as follows:
It records its initial capital contribution as follows

RM’00 RM’000
Dr Interest in joint operation 10,000
Cr Cash 10,000
It recognises the acquisition-related costs as an expense:
Dr Expense in profit or loss 500
Cr Cash 500
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Book Adjustment|  Fair % share Share
value value
RM’000 RM’000 | RM’000 (%) RM’000
PPE of manufactiring 20,000 5,000 25,000 40% 10,000
| |plant
| Tventorics % use of 5,000 5,000 | 40% 2,000
- [plant
Loan. »<lated to the plant (10,000) (10,000) 40% (4,000)
- Deverred tax liability (1,250) (1,250) 40% 500
| ] Net assets of business at 15,000 3,750 18,750 7,500
fair value
Consideration transferred 10,000
Goodwill on acquisition 2,500
of business

_*. 3Pter
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its own assets used and liabilities assumed in the joint operation, it records the
For

following:

RM’000
2,000

RM’000
Dr PPE — office machinery and equipment

1,000
. 1,000

Cr Short-term borrowing
Cr Cash
Because the assets and liabilities of the manufacturing plant in the joint operation

nstitute a business as defined in MFRS 3, Entity A allocates the consideration
: ;C;nsferred to the net assets, as follows:

| For its interest in the joint operation, Entity A records the following share of assets
~ and liabilities, including goodwill:

RM’000 RM’000
Dr PPE — manufacturing plant 10,000
‘ Dr Inventories 2,000
3' Dr Purchased goodwill 2,500
Cr Loans 4,000
Cr Deferred tax liability 500
Cr Interest in joint operation 10,000

9:2.2 Accounting Treatment for a Joint Venture
I

MEFRS 11 prescribes that a joint venturer shall recognise its interest in a joint venture as
a0 investment and shall account for that investment using the equity method in
ICcordance with MFRS 128 Investments in Associates and Joini Ventures, unless the
0 g}f is exempted from applying the equity method as specified in that Standard [MFRS
247

5el
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MPERS used by pri iti i ; : . : . . : iy
et 1 acc}(; 111)3‘[?:; Zlﬁt;téefsigrqv::des for‘anl accounting policy choice by alloy,; - through subsidiaries, less than 20% of the voting power of the investee, it 1s
o i interests in jointly controlled entities usin q BC )éthat the investor does not have significant influence, unless such influence can
odels: (a) the cost model, (b) the equity method or (c) the fair ofy el demonstrated
Vaj Jearly ’

model [MPERS $15.9]. '
k o 50% equity interests may be held indirectly, but they must be through

0% t S : .
5 _ﬁ?aﬁes if the presumption is to apply. Note that these bright-line percentages of 20
bs! ;re used for the presumptions only because the ultimate test for an associate is still
50 fluence criterion. Thus, where an investor has more than 20% interest in

In MPERS, if_ t_he cost model is applied, the venturer measures its investments i, ;..
controlled entities other than those for which there is a published price quotation .

less accumulated impairment losses [MPERS S15.10]. A venturer shall measat c0¥

St

mvestments in jointly controlled entiti i i ; : Ure jig 2 pificant in

using the fait v éllue nfode] [MPEREHEJIISB_SI 2f(]:»-r which there is a published price quotati:]t]: ;51;5’2;{;% but is not fepresented on the. latter’s board of Qirectors, it is unlikely t_hat

T ——— _ . ificant influence exists. Accordingly, in .such a case, the investee is not an associate

availability of quoted pri ;u es flgl this cost model are mixed as they depend o {he investor. Such cases would be rare in practice, but they can arise in situations

prorenl e tq prices of the investments. For example, if tl_le Investments in jo; e " e there 15 @ majority owner who precludes the investor from bemg represented on the
entities are quoted in the market, they are measured using the fair value molcllgl 1' of directors, and most probably due to a hostile relationship between the majority

T lllvestnlents are measu ed a S IeSS i I l)a‘[l[[e]‘ t d the Investo
.,:.. er an

her explains that the existence of significant influence by an investor is

If the fair value model is applied, when an investment in a jointly controlled entity :
d by one or more the following:

recognised initially, a venturer shall measure it at transaction pri oy i
excludes _trapsaction costs [MPERS S15.14]. At each reportingprgaeté Tzriarxlfseictﬁ?n Price_
measure its investments in jointly controlled entities at fair value wi‘;h changeser' Sha.
value recognised in profit or loss. A venturer using the fair value model shall use thm .
basis for any investment in a jointly controlled entity for which it is impractic ﬁlcost
measure fair value reliably without undue cost or effort [MPERS S15 155l .
measurement attributes of this fair value model are also mixed because V\.!he]. 'Th_e
impracticable to measure fair value reliably without undue cost or effort, the iny "
is measured at cost less impairment. ’ S

AFRS 128 furt
cually evidence
representation on the board of directors or equivalent governing body of the

(2)
investes,

b) P si¢’'pation in the investee’s policy-making processes, including participation in
¥ .. sions about dividends or other distributions;

’

) material transactions between the investor and the investee;

In MPERS, if the equity method is ado i i

: ; 1 . pted, a venturer applies the requirement i

?qmty method prescribed for investments in associates. In this case, theqoption oif C?)Ztth: 9 (d) interchange of managerial personnel, or
air value measurement for some joint venture entities is not available, ie all joint ve, "u;x

entities must be accounted for under the equity method. (e) provision of essential technical information.

Note that in practice, apart from the substantial ownership interest, board representation
; normally considered sufficient evidence of significant influence. As long as there is a
epresentation on the board of the investee, for example, a single board seat, the investor
s deemed to have significant influence, notwithstanding the fact that the board of the
nvestee may be controlled by another party or that the proceedings in the board may be
ominated by other representatives. In the absence of board representation, other

ences of significant influence should be assessed, such as those listed in (b) to (¢)
hove. These other evidences of significant influence are included to prevent abuses, such
when an investor may want to avoid the effects of equity accounting in a loss-making
sociate, and thus, purposely decline an invitation to the board of the investee, but
hooses to participate in the financial and operating policies of the investee by other

‘means.

5.3 Principles of Investments in Associates

MﬁRS I%,S defines an associate as ‘‘an entity over which the investor has significant
in uff[nceil . Thls .?Cludes Em unincorporated entity such as a partnership, ‘over which the
investor has significant influence and that is neither a subsidi i in a joi

e idiary nov.an interest in a joint

The Criterion of Significant Influence

The test of whether an investment qualifies as an associate is the existence of significant
influence, Whlch is defined in the Standard as “‘the power to participate in the financial
ggﬂ(?pe’r?tlllrlg pqllcyfdecisil()l}f of the investee but is not control or joint control over those
cies™. For significant influence to arise, the investor must normally own substantial
equity interest in the investee.
MFRS 128 further requires that an investor considers the existence and effect of potential

Voting rights currently exercisable or convertible when assessing whether it has the power
participate in the financial and operating policy decisions of investee. Potential voting
ts arise when the investee issues share warrants, share options, convertible debts or
er convertible securities. In assessing whether potential voting rights contribute to
gnificant influence, the investor examines all pertinent facts and circumstances, such as
e terms of exercise, except the intention of management and the financial ability to

Kercise or convert.

Substantial shareholding is normally taken to mean an interest of 20% or more of the
equity shares in the investee. Note that MFRS 128 does not prescribe an upper limit
although in practice, it is normally set at 50%, as any shareholding of more than 50‘%;
would normally qualify the investee to be a subsidiary. Thus, if an investor holds, directly
or indirectly through_ subsidiaries, 20% or more of the voting power of the inve;tee it is
presumed that the investor does have significant influence unless it can be cl,earl)’
demonstrated that this is not the case. Conversely, if the investor holds, directly o

5.3
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8.1 Identifying the Acquirer in a Reverse Acquisition
8.1.1 What Constitutes a Reverse Acquisition

In some business combinations which are effected through share exchan
shareholders of the acquiree may gain effective control over the acquirer. Thes’ {
known as reverse acquisitions, where the acquirer is the entity whose equity igts
have been acquired and the issuing entity is the acquiree. For example, in 4 bacer
listing, a private company may arrange to have itself ‘‘acquired’’ by a smaller
listed company as a means of obtaining a listing on a Stock Exchange. Althoughl
the issuing public listed company is regarded as the parent and the private com :
regarded as the subsidiary, the legal subsidiary should be identified as the vauif:n-
has the power to direct the relevant activities of the legal parent so as to €Xtract rer )
from its activities.

g =
=
e

MFRS 3 clarifies that in such business combinations, the public listed entity s the |
parent because it issued its equity interests, and the private entity is the legal Subside'
because its equity interests were acquired. However, applying the guidance ofl !
acquisition method in the MFRS results in identifying; -

(a) the public entity as the acquiree for accounting purposes (the accounting ag

and U

(b) the private entity as the acquirer for accounting purposes (the accounting acquirer)

The accounting acquiree must meet the definition of a business for the transaction to|
accounted for as a reverse acquisition, and all of the recognition and measure

principles in the MFRS, including the requirement to recognise goodwill, apply [
3.B19]. d

8.1.2 The Accounting Requirements

MFRS 3 explains that reverse acquisition accounting determines the allocatics ot the
of the business combination (ie the consideration deemed transferred by-the accounty
acquirer) as at the acquisition date and does not apply to transactions after *he acquis
In a reverse acquisition, the cost of the business combination is asemed to have
incurred by the legal subsidiary (ie the acquirer for accounting paposes) in the form
equity instruments issued to the shareholders of the legal pateit (ie the acquiree ft
accounting purposes).

In a reverse acquisition, the accounting acquirer (ie the legal subsidiary) usually issues g
consideration for the accounting acquiree. Instead, the accounting acquiree (ie the
parent) usually issues its equity shares to the owners of the accounting acqg
Accordingly, the acquisition-date fair value of the consideration transferred by
accounting acquirer for its interest in the accounting acquiree is based on the numb
equity interests the legal subsidiary would have had to issue to give the owners of
legal parent the same percentage equity interest in the combined entity that results ffd
the reverse acquisition. The fair value of the number of equity interests calculated in
way is then used as the fair value of consideration transferred in exchange fort
acquiree [MFRS 3.B20].

Therefore, in measuring the cost of combination, we would need to determine the 1t "‘:‘l;
of equity shares the legal subsidiary would have had to issue to provide the Si
percentage of ownership interest of the combined entity to the shareholders of the
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¢ as they have in the combined entity as a result of the reverse acquisition. The fair
of the number of equity shares so determined shall be used as the deemed cost of

bination.
FRS requires that the consolidated financial statements prepared following a

- acquisition shall be issued in the name of the legal parent, but described in the

5 as a continuation of the financial statements of the legal subsidiary (ie the acquirer
::-. ounting purposes).

. uoh the consolidated financial statements prepared following a reverse acquisition
Oe%t a continuation of the legal subsidiary (ie the accounting acquirer), there is one
1 eft;ment necessary to reflect the legal capital of the accounting acquiree. In other
5. the number and type of equity instruments following the reverse acquisition must
n;ally reflect those of the legal parent because the _consohdated financial sta’ger_nenl:s
f sued in its name. The requirement is to retrospectively adjust the legal subsidiary’s
;tl;e accounting acquirer’s) legal capital to reflect the capital of the legal parent (ie the

unting acquires) [see MFRS 3.B21].

se such ccuisolidated financial statements represent a continuation of the financial
ents cf the legal subsidiary, the following principles shall be applied:

The assets and liabilities of the legal subsidiary shall be rqcog_nised and measured in
tne consolidated financial statements at their pre-combination carrying amounts.

consolidated financial statements at their fair values at the acquisition date;

\ I " The assets and liabilities of the legal parent shall be recognised and measured in the

The retained profits and other equity balances (such as revalugtion reserves and
foreign exchange reserves) recognised in the consolidated ﬁnanc1_al. statements shall
be the retained profits and other equity balances of the legal subsidiary immediately
before the business combination. Note that the retained profits and other equity
balances of the legal parent would be deemed as pre-acquisition reserves and thus
eliminated on consolidation;

) The amount recognised as issued equity instruments (ie the contributed share

' capital amount) in the consolidated financial statements shall be determined by
adding to the issued equity of the legal subsidiary immediately before the business
combination the fair value of the legal parent (ie the deemed cost of the busmqss
combination). However, the equity structure appearing in the consolidated financial
statements (ie the number of shares and the types of equity instruments 1§sued) shall
reflect the equity structure of the legal parent, including the equity instruments
issued by the legal parent to effect the business combination. Accordmgly, the
equity structure of the legal subsidiary (the accounting acquirer) is restated using
the exchange ratio established in the acquisition agreement to reflect the number of
shares of the legal parent (the accounting acquiree) issued in the reverse acquisition
[see MFRS 3.B22]; and

Comparative information presented in the consolidated financial statements shall be
that of the legal subsidiary because the consolidated financial statements prepared
after the business combination represent a continuation of its financial statements
before the business combination.

Olidate Financial Statements 8.1
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8.2 Reverse Acquisition Accounting Procedures

It should be noted that the reverse acquisition principles are applieq

consolidated financial statements of the legal parent. In the separate ﬁnanci,ac])n 15
of the legal parent, the investment in the legal subsidiary shall be accountedst Mg
investment in accordance with the requirements of MFRS 127 Separgs, fc-)
Statements. Fin e
Following a reverse acquisition, the consolidated financial statements of the le !
shall reflect the fair values of the assets, liabilities and contingent liabilitieg ofgal A
parent (ie the acquiree for accounting purposes). The deemed cost of the the F.'"
combination of the legal subsidiary (ie the acquirer. for accounting purposes) g busip
allocated to the fair values of the identifiable assets, liabilities and contingent 1ia‘tf.}'1
the legal parent at the acquisition date, with the difference being attributed to ]ht
bargain purchase (gain) on combination. Eoodgy

g

Example 8.1 3

Lembah Bhd is a small public listed company on the Stock Exchange. Maju Bhg s
a private limited company controlled by the Tan family members. On 1 Jap
20x5, both companies are combined under the Lembah group, with the Tan fami.
members gaining effective control over the combined entity. s

The summarised statements of financial position of Lembah Bhd and Maju Bhd g
1 January 20x5 immediately before the business combination are as follows:

Lembah Bhd Maju Bhd

No. of ordinary shares (‘000) 40,000 30,000
RM’000 RADY

Contributed share capital 120,000 40,000
Retained profits 320,000 560,000
440,000 800,000
Long-term loans 160,690 440,000
Current liabilities 120,060 240,000
720,000 1,480,000
Property, plant and equipment 520,000 1,200,000
Current assets 200,000 280,000
720000 1480000

On 1 January 20x5, in a ‘‘two-for-one’” share exchange ratio, Lembah Bhd issue§
60 million new ordinary shares to the Tan family members in exchange for all their
30 million ordinary shares of Maju Bhd. ;
The closing market price of Lembah Bhd’s ordinary shares on 1 January 20x5 18
RM14.00. The fair values of Lembah Bhd’s identifiable assets and liabilities at b
January 20x5 are the same as their respective carrying amounts, with the exceptioh
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jhe PoP°

adjustment to the depreciable assets.

'quired
) Dete

and goodwill on combination.

"o\ Prepare the consolidated statement of financial position of Lembah Bhd
(b) immediately after the completion of the reverse acquisition.

ution 8.1

sis of the reverse acquisition

(a) Deemed Cost of Combination and Goodwill

he goodwill on combination is measured as follows:

Cost of business combination

Current assets

rty, plant and equipment. The fair value of the property, plant and
that date is RM600 million. An income tax rate of 25% applies to any

rmine the deemed cost of combination in the reverse acquisition above

esult of the issue of 60 million ordinary shares of Lembah Bhd, the Tan
members, who are Maju Bhd’s shareholders, now own 60% of the issued
f the cambined entity, the new Lembah group, ie they hold 60 million
es out af the 100 million issued shares. The remaining 40% are owned by
pah Bhd’s original shareholders. If the business combination has been
ctrrea in the form of Maju Bhd issuing additional ordinary shares to Lembah
i <hareholders in exchange for their ordinary shares in Lembah Bhd, Maju
o+ would have had to issue 20 million new ordinary shares for the ratio of
nership intetest in the combined entity to be the same. Maju Bhd’s shareholders
ould then own 30 million out of the 50 million shares of Maju Bhd and therefore

0% of the combined entity.

, applying the reverse acquisition principle, the fair value of the consideration
ferred is determined by fair valuing the number of ordinary shares that Maju
would have had to issue to maintain the ratio of ownership interest in the
bined entity. This is more reliably measured by reference to the fair value of
quity interests of Lembah Bhd since its ordinary shares have a quoted market

rice.

herefore, the consideration transferred is 20 million new shares of Maju Bhd x
Xchange ratio of 2 x RM14.00 per ordinary shares of Lembah Bhd = RM560

illion.

RM’000 RM’000
560,000
air value of Lembah Bhd’s identifiable net assets:
Book value of property, plant and equipment 520,000
Fair value adjustment 80,000
Fair value of property, plant and equipment 600,000
200,000
Current liabilities (120,000)
8.2
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Long-term loans (160,000
Deferred tax on fair value adjustment (25% x 80,000) jZO:OOOQ
Fair value of net assets acquired
Goodwill on combination 0o
60,0

As the legal parent, Lembah Bhd would have to record the

t _ t, iss
acquire Maju Bhd in its separate financial statements, as follows: bl Shares

| : RM’000
Dr Investment in subsidiary (Maju Bhd) 840,000 i

Cr Contributed share capital (60m x RM14)
840,00

S to

suance of the new shares would be }cil\sx[hg

The number of ordinary shares of Lembah Bhd after the issuance of share

shareholders of Maju Bhd would i illi
ca}fli_tal of Lol pid prog liglcrease to 100 million. The contribute
million.

If Maju Bhd had issued 20 million new shares to Lembah Bhd’s shareholg,
ers f

maintain the ratio of ownership i i :
been as follows: 1P intetest, the legal capital of Maju Bhd would fy

Immediately Irnmediately-
before after

‘0

combination combinatigr, S

No. of ordinary shares (‘000)

30,000 50,690

| RM’000  Rywagy
Contributed share capital 240,000 lz‘;l (:00
] 0,000

The adjustment required to reflect t
o e eflect the type and number of shares-of the legal parent

Number of ordinar Y shares (‘000)
——

RM’000
800,000

Contributed share capital

(b) The consolidated statement of fi i iti
_ : nancial position of L i i
after the business combination could be derived as folfl}g]\:sa'h Bhd mmedizy

I
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E-. combinations under Common Control
Lembah | Maju Bhd (Dr) Cr Lembah
Bhd RM’000 RM?000 | RM’000 Group
g RM’000 RM’000
: ributed share 960,000 240,000 | (840,000)a | 560,000b *300,000
bl (120,000)d
ined profits 320,000 560,000 | (320,000)d 7~56O,000
yalyation TESTVe - — | (120,000)d | 120,000c -
ng-term loan 160,000 440,000 600,000
ferred taxation - - 20,000¢ 20,000
ent liabilities 120,000 240,000 360,000
uity & liabilities 1,560,000 | 1,480,000 2,340,000
perty, plant and (520,000) | (1,200,000)| (80,000)c (1,800,000)
'pment
yestment in Maju (840,000) - 840,000a -
nost of comlsination (560,000)b | 560,000d -
Goodw: 11 o1t - = (60,000)c (60.000)
cor D12 t1on
Sapert assets (200,000)|  (280,000) (480,000)
otal assets * (1,560,000) | (1,480,000) | (2,100,000)| 2,100,000 (2,340,000)
e consolidation adjustments are as follows:
RM’000 RM’000
(a) Dr Ordinary shares of Lembah Bhd 840,000
Cr Investment in Maju Bhd 840,000
- to reverse the acquisition recorded by Lembah.
(b) Dr Cost of combination in Lembah Bhd 560,000
Cr Ordinary shares of Maju Bhd 560,000
- to record deemed cost of combination.
(¢) Dr Property, plant and equipment 80,000
Dr Goodwill on combination 60,000
Cr Deferred tax liability 20,000
Cr Revaluation reserve 120,000
- to adjust the net assets of acquiree to fair value.
(d) Dr Ordinary shares of Lembah (pre-acqn) 120,000
Dr Retained profits (pre-acquisition) 320,000
Dr Revaluation reserve (pre-acquisition) 120,000
Cr Cost of combination in Lembah 560,000
- to eliminate deemed cost of combination with net
assets of acquiree.
8.2

nsolidated Financial Statements
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Example 8.6

P Bhd and S Bhd are entities under common controlling shareholders. |y, 20:18
Bhd acquired a 10% interest in the equity capital S Bhd for a COHSideraﬁxla
RM200,000. The consideration was satisfied by an issue of 100,000 Ol‘dinary s(})ln 0
of P Bhd valued at RM2 each. The investment was treated as a sim

ple long. o
investment. P Bhd has no representation on the board of directors of S Bhq neteg

In January 20x6, the controlling shareholders unanimously decided to Mmerge p

and S Bhd. For the merger, P Bhd made a general offer to the holders nd.
remaining equity shares of S Bhd, and as result, secured an additional 80% pquit

interest in S Bhd. The consideration for the new shares in S Bhd was sat
issue of 900,000 ordinary shares of P-Bhd at an agreed price of RM2.5
cash payment of RM260,000. The share capital of S Bhd has remaine
at 1,000,000 ordinary shares.

Required

quj

0 each ang 3
d unchapg,

Show the journal entries in the accounts of P Bhd to record the inv
respect of (i) the prior holdings and (ii) the new holdings as a conse

merger., What are the components of the cost of investment upon completion of ,
merger? |

Solution 8.6
Journal Entries

estmen

RM RM
Prior Holdings

20x1 Dr Investment in S Bhd

200,000
Cr Contributed share capital 200,000
New Holdings
20x6 Dr Investment in S Bhd 2,510,006

Cr Contributed share capital
Cr Cash

2,250,000
260,000

The cost of merger with S Bhd in the accounts of P Bhd 12 made up as follows:

RM’000
Full cost of prior holdings 200
Agreed price of shares issued as a consequence of the merger 2,250
Cash consideration given 260

Cost of merger 2,710

8.7
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Consolidated Statement of Financial Position

the consolidated statement of financial position of the group, it is the total
er which is used for the purposes of elimination to determine any difference
< between cost and contributed capital amount of shares acquired.

: nt of financial position should, as far as possible, simply be a
Ons.ohdiltggig:laf’glele items in the sIt)atements of financial position of the parent and
- ?1bsidiary, without a need for adjusting the carrying amounts of assets and
rged Stheir fair values. In particular, the reserves of the subsidiary as at the date of
hould (subject to one exception discussed below) be included in the reserves

. R

'= aﬁng
of ME'E
1 aris

5‘; ies O
erger, 5
€ . . .
E 'I:ems in the 2 statements of financial position that must be ehmtqgted on
m}ly 3 are the cost of investment in the parent’s statement of financial position and
plicato” roportionate interest in the contributed share capital of the shares in the
.ent,S S;atement of financial position. On consolidation, these 2 are compared and
ic 315 out exactly if they are equal. However, if the 2 items are not equal, a
cance will 24s= in the cancellation between the cost of investment and the
%Et:ed capival of shares acquired. | '

cost ot merger is lower than the contributed capital of the shares acquired, a cre_(ti1§
. il arise in the cancellation and this gh_fference shopld be treated as_abczlipl a
3 ,,fmis;ng on merger. Note that unlike acquisition accounting, where a _cr?d_lt al ';mce
Jﬂ:ted/ as a gain on acquisition, the reserve arising on merger 1s capltab in na 1.:111reci
\E / ore, any resulting credit difference should be classified as equity and be regarde

O on-distributable reserve.

er exceeds the contributed capital of the shares acquired, a debit
. ec (;?itlloat;ig;eirr% the cancellation and there can be practical difficulties in treating tﬁm
erence. It should be noted that an important consequence of merger accounting is that
dwill on combination cannot possibly arise. Thus, the resulting debit difference
ot possibly be treated as goodwill. The difference, often called a contra reser;fs t(:r
ser deficit, is basically the extent to which the reserves o_f the su_bsychary shou 1?1
lised. In accordance with some past Standards, any resulting debit difference shﬁ_tllJ :
djusted against any suitable reserve to the extent that laws or statutes did not prohibi
use of the reserve. However, in the current no par value share regime under the new
wpanies Act 2016, the only reserve that can be utilised is rletalned profits. In practice,
e have treated the merger deficit as a “‘dangling debit’” in equity without o_ffsettlllll_g
retained profits (in this absence of a current standard on merger accounting, this
gling debit presentation is also considered an acceptable GAAP).

table below provides a summary of the elimination process and the treatment on the
lerence arising:

E - 8.7
Solidated Financial Statements
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Profit for the year : C
Available for appropriation - 633
Dividends: Interim dividends paid on 1 July 20x6 125’625
Final dividends paid on 31 December 20x6 (4,355)
Balance carried forward iQ;sQQQl ‘
sy
Consolidated Statement of Financial Position
As at 31 December 20x6
Contributed share capital (80,000 -+ 45,000) RM,M“
Revaluation reserves (10,000 + 90% x 40,000) e
Retained profits o
L1 6y
Non-controlling interest 10% x (151,500 - 200) i
Long-term loans "
Current liabilities (13,400 + 6,550 + 500) .
Total Equity and Liabilities @MS_Q
Property, plant and equipment 3_8_5;_@
Current assets (73,400 + 59,550 — 200) o
Total Assets i—:%%jﬂ
365750
Workings

. Consolidated Profit or Loss & Retained Profits

P Bhd S Bhd
. RM’000 RM 200
€
Venl}e 50,000 55,000
Operating expenses (37,005)  (41,800)
Unrealised profit on stock - (7200)
Expenses of merger 500
Profit from operations 12,495 13 OO;
Finance costs : ’
inance (1,800 1,20
Final dividend received I 755) o
Profit before taxation 12’450 11 8();
o 8 ;
Pax;:m; (3,900)  (4,200)
rofit after taxation
8,550 7,600
Non-controlling interest (10%) — 760

Adjustment PBhd I
Group |
RM?000 |

RM’000
(4,000)
4,000

(1,755)
(1,755)

(1,755)

101,000 |
(74,805)

(200)
__(500)
25,495
(3,000)

22,495

(8,100)
14,393

_(160)

8.7
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13,635
— 111,990
(1,755) 125,625

—  (4,355)

1,755 (2,600)
-+ 118,670

cofit for the year (1,755)

f' gined profits brought forward
Re

dends: Interim, paid
Final dividend paid
profits carried forward

ivi

.Retail'led

9, Merger Difference

RM’000
45,000

(45,000)

Nil J

Cost of investment in S Bhd
re capital of S Bhd acquired 90% x 50,000

Sha _
pifference on.£iim:nation

-4 Mczger Difference on Consolidation

example, the shares issued are recorded at an issue price of RM1.25 (a price

ed share capital of the subsidiary acquired). In this case,

the chove
nt with the share

o is no difference arising on the elimination of the cost of investme
" he contributed share capital acquired.
ence of an approved accounting standard on merger accounting,_the parent may
hoose to record the shares issued at their fair value. If this option is _avalled, Fhe cost of
westment may not be equal to the share of the contributed share capital acquired. If the
ost of investment is less than the share of contributed share capital acquired, a crgdlt
§fference arises in the elimination. The credit difference shall be treated as a capital
eserve in the consolidated statement of financial position. Conversely, if the cost of
avestment exceeds the share of contributed share capital acquired, a debit difference
rises in the elimination. The debit difference may be written off against the retained

profits of the group or held as a dangling debit in equity.

 the abs

Example 8.8
A Bhd and B Bhd are 2 companies under common control. The summarised

financial statements of A Bhd and B Bhd for the current year ended 31 December
20x1 are as follows:

Statements of Profit or Loss & Retained Profits

For the year end 31 December 20x1
B Bhd

RM’000
20,000

(15,760)
4,240

A Bhd
RM’000
30,000

(23,640)
6,360

Revenue
Cost of sales and operating expenses

Profit from operations

Consolidated Financial Statements
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"Cy

party. The DP does not address the requi
_ quirements on how Compani
ﬁgg{: Vt?re t:linsla;:rkugnsliece&usg the requirements are already covIeJragl(;eifl f‘:h;q Can C sy
: andard specifically applies to how et I
con}llpany) should report its combination with Company C (tigntlrg?llg B (the rece"
such combinations are outside the scope of IFRS 3 Business Combinatizrrfed o
", ‘

One way to reduce di ity i i
: versity 1 practice would be to requi i
duc _ : _ equire a si
:us;ngfss C(Lmbmatlc_)qs? including all business combinatio?ls under EgmlemmEthod or
agpualfsn'ltg the acqmsmqn method_set out in IFRS 3 Business Com.bf)n “Ontrg ‘
jn ?h i 1onbmethod requires measuring identifiable assets acquired and liab'?q”om‘ )
€ combination at fair value and requires the recognition of goodwill Hes assuy
Anot | |
A rehﬁr:ppfa(:h, suggested by some stakeholders and often used in practi
contr((:l)l Thi bggi-zg}ue mettllllog for some or all business combinations ulifiz’ ol
ol T -value method requires measuring asset iabiliti . ormy
value 1 s and liab g !
combination at their existing book values, and there is no recognitio;l;t;e;of)?m'\{ed ]
will.

Some stakeholders have su i
ggested a third method — a *“fresh o

% 1y start” m '
lcizgfi:l?tigs Or;e‘rﬁri E?fsii metgpd,). That method measures at fair vallf;hgﬁ (;KJmetj
_dll of the combining companies, including the ivi -
:lslsets r:lgd }1ab1ht1es. H?w'eye_r, that method is rarely, Eigf everrefleslgénf gomp any’s oy
thO uring the IASB § initial consultations with stakeholder:s Con —" l
start method is not discussed further in the Discussion Paper. ‘ e fe

The IASB’s preliminary views are that:

(e) Neither the acquisition method nor the book-value method should be applied N
1ed tn

business combinations under common control;
63 1111;1] é)é"mc:ple, the acquisition method should be applied if the business combnagn
s I common control affects non-controlling shareholders of *h:h L)m’at!
pany, subject to cost-benefit trade-off and other practical conside e tit’)nrsec:;d' 1
&R Iy A

(8) A book-value method should be applied to all other business cormibinations unde

com: i i i
mon control, including all combinations between wholly-twied companies

For business combination
s under common control th
at] at afl - i
shareholders of the receiving company, the IASB’s pre]iminar; vievfs Ztre 31(::' "

(a) If the receiving com ’
pany’s shares are traded in a i ving
company should be required to apply the acquisition mlz:ltll?(l)lg' ;]:gket, e e

(b) If the receiving company’s shares are privately held:

(1) l?alllse i;e;eivirég ciompe_my should be permitted to use a book-value method if it
book_vglrlrlréem ; }io%f E::Isdr}lﬁn-c?lntrollmg shareholders that it proposes to used

e : : y -

the acquisition method); andy ave not objected (the optional exemption from

(ii) llt“;lfr:l ;iczi}\;ig%lcl:i?;‘rgl%é}l]ny ih(igld be required to use a book-value method if all of
- _ areholders are related i
party exception to the acquisition method). batites of thezcompuny (oA

8.9
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- arm’s-length price

The IASB has reached the preliminary view that it should not develop a requirement for

Overpayment occurs in a business combination under common control that affects non-
ontrolling shareholders, it would be initially included in goodwill and addressed through
Subsequent testing of goodwill for impairment, similar to a business combination with
Ndependent party covered by IFRS 3. Many stakeholders who provided their views on

Analysts, agreed with that conclusion.

~onsolidated Financial Statements
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r 3 i
hinations under Common Control

nte
7' iness Com

! ApPlYi“g the Acquisition Method

jon method is applied for a business combination under common control, all
t in IFRS 3 would apply. However, business combinations under
Eon control may contain one feature that is not present in business combinations
B by IFRS 3. Specifically, the consideration paid in business combinations under
E° ht be directed by the controlling party and therefore might differ
that would have been negotiated between unrelated parties in

ination covered by [FRS 3.

_ acquisit
) quirements set ou

Control mlg

‘ iness COIle

ess combination under common control, the receiving company and the
ferring company might not have been involved in deciding how much consideration
f.’_ Instead, the controlling party might have determined the amount of consideration.
‘ difference between that amount and the amount that would have been paid to an
in an arm’s-length transaction indicates that the combination includes an

ted party ; HanEg gl S ;
nal component, ie a transaction with the owners acting in their capacity as owners.

5 busin

. DP rationalises that:
if i consideration paid is higher, that excess constitutes a distribution from equity
b the receiving company to the transferring company, and ultimately to the
sontrolling party; and

if the consideration paid is lower, that difference constitutes a contribution to equity
of the receiving company from the transferring company, and ultimately from the

controlling party.

For example, assume that the fair value of the consideration paid by the receiving
company is RM10,000,000. The fair value of the acquired business (ie the
transferred company) is RM7,000,000 and the fair value of expected synergies is
RM1,000,000. In this case, the excess is = [RM10,000,000 — (RM7,000,000 +
RM1,000,000)] = RM2,000,000. This excess is akin to an overpayment, and in
principle, the excess represents a distribution from equity to the transferring
company, and ultimately, to controlling party.

If the consideration paid is RM5,000,000, the contribution to equity is calculated at
- = [RM35,000,000 — (RM7,000,000 + RM1,000,000)] = RM3,000,000.

Distributions from Equity

he receiving company to identify, measure and recognise a distribution to the controlling
applying the acquisition method. Accordingly, in the unlikely event that an

his matter during the development of the Discussion Paper, notably investors and
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Contributions to Equity

The IASB considered whether such a contribution would
combination affects non-controlling shareholders of the re
protections might not apply in this situation, because a
transfer wealth from the controlling party to the non-
receiving company and so would not adversely affect th
the controlling party is unlikely to allow a transfer

shareholders. Therefore, the Board has reached the view t
unlikely to occur in practice.

be likely to occur if g
ceiving company. Ty ich

of wealth to non-cop,

However, in the unlikely event that

it could be identified and measured and, if so, whether it should be re
Economically the amount of any contribution to equity equals the excegg of
consideration that would have been negotiated between unrelated parties in gy am
length transaction over the consideration actually paid. In an arm’s-length transagy;
between unrelated parties, the amount of consideration is expected to reflect the fajy val
of the acquired business and the price paid for any synergies expected from
combination. However, that amount would be difficult,
practice. Hence, measuring the full amount
practice.

a contribution did occur, the question

The IASB next considered whether any portion of the contri
and measured. In considering that question, the IASB analyse
3 for bargain purchase gains
consideration paid is below the fair value of identifiable asset
a business combination. The Standard explains that a bargain
occasionally, for example, in a forced sale in which the seller
IFRS 3 requires such a gain to be recognised in the statement
in a business combination under ¢
acquired assets and liabilities over the consideration paid ¢
equity and therefore should be reported as a change in the receiving corapany’s equity.
Accordingly, the IASB has reached the preliminary view tha: it
requirement for the receiving company in a business combination
to recognise any excess of the fair valu
over the consideration paid as a con
statement of profit or loss.

should develop a
ender common control
€ of the identifiable acquired assets and liabilities
tribution to equity, rather than as a gain in the

8.9.2 Applying the Book-Value Method

A variety of book-value methods are used in practice and various labels are used for
those methods, including the predecessor method, the pooling (or uniting of interests)

method or merger accounting. The DP uses the term ‘‘book-value method” as @
collective term for all these methods.

8.9 © 2022 Commerce Clearing House (Malaysia) Sdn Bhd

: e o
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Cognige L

if not impossible, to Measyrg &
of the contribution would not be Workable j

bution could be identiﬁe@
d the requirements of IFRg
- A bargain purchase gain arises if the fair value of the @

s and liabilities acquire! i
purchase gain might hanp g
is acting under comuulsign,
of profit or loss: Hiowever,
ommon control, any excess fair value of the ‘dentifiable

onstitutes a. ceatribution to
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eslg Combinations under Common Control

apte’
3usin

. . . -
i fic requirements in IFRS 3 for busines
d that in the absence of any speci
? L E(S)tinder common control, a variety of book-value methods are used in
‘ biﬂatiﬁ particular, the variations relate to:
Actice-

. . . fie
ring the assets and liabilities received — the receiving com[;)an%f usli:s e:ﬁl&eeg ‘[to
measllflerred company’s book values or the controlling party’s book va
S 3 11141 7 e
tﬂrf;';sure those assets and liabilities.

. s i s the
iding pre-combination information — the receiving company l'ﬁgl%ﬂfancial
rm;lferred company’s assets, liabilities, income and expenses in 1

tran

gtatements either:

i) prospectively from the date of the combination, without restating pre-
@ combination information; or

inni i i if the
i f the earliest period presented as if
i spectively from the beginning o .
) izgﬁ?' 21 g corrjllpany and transferred company had always been combined, with
L =) 4
pre=ombination information restated.

I in Di that the book value of the net assets of Entity
7y: xample, in Diagram 8.1, assume ) il
.“fche transferred company) is RM50,000,000; the book v;lluef 0 e

Eati C in the consolidated accounts of Entity A (the transferring pany) and of
\& Elnngltity P (the controlling party) is RM70,000,000, and the fair value o

O

' ssets of Entity C is RM100,000,000.

ivi i isiti thod in IFRS 3, the
i the receiving company) applies the acquisition me
i Iff nst;teyt'sBof(' Eitity C wc%uld be consolidated at their fair value of RMIO%OSIO,IO?&
?{em:ever if Entity B applies the book-value methot(i),ot(l)u(:) g(())rﬁ(i:lntlgm Ls \\:&; : :e Sf jge
‘ : i hould be included at RM50,000, e boo : |
?ritngﬁgfrtgdojo%;ﬁy()j ;r ;)tu RM70,000,000 (the book value of the transferring entity
and the controlling party).

i i - to
The IASB has reached the preliminary view thallt, jt\:vhen app_ly;ngoa:n 1;)(;(:11; \;ilcl)llfl énre;z:;iure
a busi inati the receivin
E ombination under common control, :
Elellsslsr:aﬁt::sagd liabilities received using the transferred company’s book values rather than

the controlling party’s book values.

The IASB has reached the view that the benefits of measuring the cgnsideratlgﬁegg}grlen
assets at the fair value of those assets may noth()utt\;zelgh t}'lei ;gséi) r(;fp ag;nghsg)md measuré
imi iew that the receiv
the Board has reached the preliminary view : -

the consideration paid in assets at the receiving company’s book values of those asse

The [ASB’s preliminary views are that:

1vi the
(a) the Board should not prescribe how the receiving compelmy Sh?ﬁgg tl(l)lzalsjﬂgeiness
consideration paid in own shares when applying a book-value me
combination under common control; and

(b) when applying that method, the receiving company should measure the
consideration paid as follows:

8.9
Consolidated Financial Statements
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Ongy, |

(i) consideration paid in assets — at the receiving company’s book values op i
assets at the combination date; and
(ii) consideration paid by incurring or assuming liabilities — at the
determined on initial recognition of the liability at the combinaticm Oung
applying IFRS Standards. ‘

8.9.3 Reporting the Difference Between Consideration Paid and Assets and
Liabilities Received

The TASB noted that research for this project indicates that, in practice, when appl
book-value method, any difference between the consideration paid and the book v
the assets and liabilities received in a business combination under common ¢q
typically recognised within the receiving company’s equity.

alug of
ntl'OI is

The Board considered whether it should require that approach or a different ap
Under IFRS Standards, changes in equity arise from 1 of 2 sources — from tran
with owners in their capacity as owners (such as a contribution of equity or a dis
of dividends to shareholders) or as a result of the company’s financial performance fo
the period. Economically, not all of the difference that may arise when applying 3 book.
value method necessarily constitutes a contribution to, or distribution from, the Teceiyip,
company’s equity, nor does all of it necessarily represent income or an expense. Insteag,
that difference may include one or more of the following components:

Proagh,
Sacti()ng

(a) any difference between the consideration paid and what would have been paid g an
unrelated party in an arm’s length transaction.

(b) unrecognised goodwill, comprising the pre-existing goodwill in the transfe;,
company and any synergies arising as a result of the combination. Applying a bosk.
value method, such goodwill is not recognised because (among other reasons) the
consideration paid in some business combinations under common cont=o! may not
approximate the fair value of the acquired business together with the price for the
expected synergies. Accordingly, recognising goodwill in thosé-circumstances
might result in measuring goodwill at an arbitrary amount that does not provide
useful information.

(c) other factors such as measurement differences arising fion: measuring assets and
liabilities received at their book values rather than at their fair values and the effects
of how the consideration paid is measured under a book-value method.

The IASB has reached the view that the receiving company should not be required to
segregate into components any such difference arising when applying a book-value
method. The Board has also reached the view that recognising that difference in the
receiving company’s equity is more appropriate than recognising it as an asset, liability,
income or expense.

The IASB also considered whether it should prescribe within which component of equity
a receiving company should present any difference arising when applying a book-value
method. The IASB noted that in practice, locations for presenting this difference include:

(a) reserves, for example, a special reserve (such as ‘‘reorganisation reserve’’) or il
general reserves.

8.9 © 2022 Commerce Clearing House (Malaysia) Sdn Bhd
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- retﬂined earnings or a similar component of equity; or
‘\il

A share premium, additional paid-in-capital or a similar component of equity.

< standards generally do not prescribe withir} which component of equity particular
1 should be presented. Often, the presentation of components .of equity depequ on
i al laws, regulations or other requirements in particular Jurlsdlchqns. Apcprdmg_ly,
qatio B has reached the preliminary view that it should not prescribe’ within which
pe IAnent of equity the receiving company should present any difference between the
nsigeratjon paid and the book value of the assets and liabilities received.
o JASB has reached the preliminary view that when_ applying a book-valug method toa
~ iness combination under common control, the receiving company should include in its
4 S;ncial statements the assets, liabilities, income and expenses of the transferred

mpany prospectively from the combination date, without restating pre-combination
Eo _
formatlon.

210 Combited Financial Statements
‘ the z=ceit years, there have been numerous discussion§, both in M?Llaysia and _in
erseas jurisdictions, on the preparation and presentation of combined financial
teents. In October 2014, the Malaysian Institute of Accountants (MI'A) 1s§ued a
< wctice note, ‘Guidance Note on Combined F inanc;’a[ Sratemen_m" ' to proyldc guidance

g certain circumstances with respect to the preparation o_f C(_memed ﬁnar_lmal statements
. in connection with submissions to the Securities Commission and offering documents,
wuch as a prospectus in a public offering of securities.

T

The current accounting standards and company laws generally require that if a group
exist (a group being defined as a parent and all its subsidiaries), the parent must present

onsolidated financial statements. Consolidated financial statements are prepared on the
basis that all entities in the group form a single economic entity. In such circumstances, a
Jegal group structure exists, and the consolidation financial statements are prepared to
teflect the financial position and performance of that legal group. There may be
circumstances where no legal group structure exists for entities operating under common
control, but for which their financial statements need to be combined for specific
purposes or transactions, such as a listing exercise of the combined operations within the
overall group or a disposal of a carve-out business operation of the overall group.

The MIA’s Guidance Note clarifies that combined financial statements are required in a
circumstance where a group of entities that are under common control, but are not
necessarily part of a legal sub-group. In this circumstance where there is no legal s_ub~
group, the preparation of consolidation financial statements would not be appropriate
(this would be outside the scope of MFRS 10 Consolidated Financial Statements). The
preparation of a general purpose combined financial statements in this circumstance
would be more appropriate. However, in a circumstance where separate entities that were
not under common control for the reporting period but are combined for a specific
purpose or transaction, this is outside the scope of the MIA’s Guidance Note. In such
Circumstances, if the aggregation of financial information of these entities is required,
Preparing pro-forma financial statements may be more appropriate [MIA.GN 1.2].

Consolidated Financial Statements 8.10
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8.10.1 What Are Combined Financial Statements?

Combined financial statements have been variously defined in accounting literat
such definition is that combined financial statements are a set of financial Statemen,
merges the assets, liabilities, net worth and operating figures of 2 or more afﬁls-
companies. Combined financial statements are distinguished from consolidateq ﬁnala
statements of a company and its subsidiaries, which must reconcile inVeStrnem Cla|
capital accounts. In the IFRS for Small and Medium-Sized Entities, combined ﬁnana'flcl
statements are defined as “‘a single set of financial statements of 2 or more entitieg yr
common control” [IFRS.SME 9.28]. The MIA’s Guidance Note defines compyj <1
financial statements as ‘‘financial statements for economic activities that are bDnEd
together by common control but are not a legal group. These are usually
aggregating the financial statements of segments, separate entities or co
groups that do not meet the definition of a group under MFRS 10 Consolida
Statements™ [MIA.GN 10.2].

Urg, 0 )

Prepareq e
Mponentg ol
ted Finaanqg

The 2018 Conceptual Framework defines a reporting entity as ““an entity that is re Lired
or chooses, to prepare financial statements™. A reporting entity can be a single engjgy
(such as a standalone reporting company) or a portion of an entity (such as g reportiny
cash-generating unit if it so chooses to prepare financial statements) or can comprj

more than one entity (such as a reporting group). A reporting entity is not necessarily
legal entity.

If a reporting entity comprises 2 or more entities that are not all linked by

parent-subsidiary relationship, the reporting entity’s financial statements are referred +,0)

as “‘combined financial statements’’. The requirements for combined financial stateme st
are not yet prescribed in the MFRSs but they may be required in certain circumstancag o
events when 2 or more businesses or units operating under common control raed to be
combined for a particular purpose, such as a listing exercise of the combined businesses
or units.

Determining the appropriate boundary of a reporting entity can. ve. difficult if the
reporting entity (a) is not a legal entity and (b) does not comprise only legal entities
linked by a parent-subsidiary relationship. In such cases, deterniinin & the boundary of the
reporting entity is driven by the information needs of the prunary users of the reporting
entity’s financial statements. Those users need relevant information that faithfully
represents what it purports to represent. Faithful representation requires that (a) the
boundary of the reporting entity does not contain an arbitrary or incomplete set of
economic activities; (b) including that set of economic activities within the boundary of
the reporting entity results in neutral information; and (c) a description is provided of
how the boundary of the reporting entity was determined and of what constitutes the
reporting entity.

Example 8.9

Alpha Bhd is a parent with many subsidiaries. The Alpha group operates in many
different business segments. It has 2 subsidiaries, Beta Sdn Bhd and Cama Sdn
Bhd, which operate in the oil palm business; Beta Sdn Bhd is involved in the
cultivation of oil palms for harvesting fresh fruit bunches (FFBs) and Cama Sdn

8.10 © 2022 Commerce Clearing House (Malaysia) Sdn Bhd
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gusiness

il mi i Im oil and palm kernel.
rates palm oil mills to process FFBs mto_crqde palm |
Bhd g?gup has decided to combine the 2 companies in the oil palm business for a
’ i t?ng exercise of that business, as shown by the diagram below.
is

- Alpha Group Structure:

Alpha Bhd

ki ~
-~
-~ \ — i
{ Beta Sdn Bhd Cama Sdn Bhd 7 All other subsidiaries
) P g
e B - -

)
i

210.2 Scenarios in Which Consolidated Financial Statements Are Required by
:'FPEQ

@ ihe corporate exercise above, if Beta Sdn Bhd issues its shares_ to acquire Cama Sdn
‘Ahd or vice versa (ie Cama Sdn Bhd issues its shares to acquire B.eta Sdn Bhd), or
de,ed, a new holding company is formed and it issues shares to acquire both B;ta Sdn
hd and Cama Sdn Bhd, a group structure, as defined in MFRS 10, arises. In this case,
\whoever is identified as the parent entity must present conso_hdgted ﬁnar}c:lal statements
in accordance with MFRS 10. As the business combmatlon_ (Whlchever is the
combination) is outside the scope of MFRS 3 Business Combmarzo.ns because the
gcompanies are under common control, management would need to decide whether the
acquisition method or the merger method would be more appropriate in the particular
circumstance. The merger method may be argued as more appropriate in some types c_)f
business combinations under common control, although the detailed procedures for this
method are not dealt with in the current MFRSs. The consolidated financial statements
issued by the parent entity must be prepared in accordance with MFRSs.

8.10.3 When Are Combined Financial Statements More Appropriate?

In contrast, if the intention of management is to submit a 5-year track record of the
‘combined palm oil business of Beta Sdn Bhd and Cama Sdn Bhd to a regullatory body for
@ listing exercise, a set of combined financial statements of the 2 companies would be ?1
more appropriate basis to present that 5-year track record. The combm;d ﬁqanmglf
statements would be presented as if the 2 companies have always bee_n combined, ie as 1
the businesses and activitics have always been integrated as a unit. Thus, the assets,
liabilities, equity (or net worth), income and expenses of both companies would be
Combined line-by-line as that of one unit. In prepa_lring the cfombmed ﬁn.ancml statements,
the principles or issues of cost of combination (eg investment in a subsn_:hary_),
tlimination of investment with share capital and pre-acquisition reverses, and, in this

8.10
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(1) An economic activity being demerged from within an existin
into a separate listed entity, hence the need to present hist
information for such economic activities linked via a common
the combined financial statements, and independently o
information reported within the consolidated financial statem

group.

(i1) A group having demerged a significant part of its economi
to present historical financial information for its remainin
to both existing as well as potential investors and
preparation of combined financial statements, and i
financial information reported in the entire group’s financ

(c) Changes in an entity’s legal form without an e
underlying business or control. This includes:

(i) Management buy-outs, whereby the business might have
accounted for in the financial
investor, but following the buy-out, the financi
the entity formed to effect the acquisition.

(i) A particular business having experienced a change of hands, on which the ¢

gal entity to another, ie morpg
with no essential changes made to |

business has been transferred from one le
often a newly formed company,

underlying business.

The MIA’s Guidance Note provides a chart to outlin
consolidated financial statements, combined financial

information, as reproduced below:
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' st of Common Control

ture in the various definitions of pombined financial statementstiz 1tha¢ the
tities, segments, units or operatgloqs_are under comm_on]conr of an
ning enhich ,may be a parent entity or individuals that collectively controls the
r.(s)’e:tities, segments, units or operations. -

ining - Combinations clarifies that a business combination involving entities
Busmesfier common control is a business combination in which all of the
essest'];tlirulss or businesses are ultimately controlled by the same party or parties

fn gilrxl-ncll after the business combination, and that control is not transitory.
petor

AT d as controlling an entity whep, as a re_sult of
pf mdlmdrlililrits hztilllle:;t/J eccr)‘lalgeg?\?ely have the pégwer to govern its ﬁnanmal. and
otual ar}’apgeso as’to obtain benefits from its activities. Th_erefo.re, a business
oAl O'hCl?lStSide the scope of MFRS 3 when the same group of individuals hE}S, asa
aﬂ%rrlltlfagtual arrangements, ultimate collective power to govern the financial and
c

on fed

4

: I i i fits from thei
ously of olicics of each of the combining entities so as to obtain benefits r
king

al information instead refye

Egsg E,m" that ultimate collective power is not transitory.
vities, an

indivi of individuals acting together

it cani be controlled by an individual, or by a group vidua
-'.:" Cotrrla?:tual arrangement, and that individual or group of 1nd1v1_dgals lzlay not be
"3 ,\Jt?le financial reporting requirements of standards. Therefore, it 1s nod nfe_czssa__r%
% ‘{l)g'ning. entities to be included as part of the same consphdate A in mala

or;llt; for a business combination to be regarded as one involving entities under
\E eme

‘mon control.

3 further clarifies that the extent of non-controllir?g interests in eacih ;)rftﬂ':g
binino entities before and after the business combination is not lresgv .
: mi]niig whether the combination involves entities under ;omglon cogi[;(zi éd ;‘rrr; e ﬂ?é
3 ini ities i idi en ex

f tities is a subsidiary that has be .
o o e e o in accordance with MFRS 10 is not
solidated financial statements of the group in la

(;]rll??f)edetennining whether a combination involves entities under common control.

3

0.5 The Procedures in Preparing Combined Financial Statements

ied i i ined financial statements are
dures applied in the preparation of combine r
:;?nug ,;:1 fi}l:g;): eappliedpilil preparing consolidated financial statements. The 1:/1112 s
: ance Note explains that the procedures would typically involve the following steps:

) Determination of the new reporting entity;
j

Presenting a whole
group as a single
economic entity

Presenting an area

of economic

activities within a
common element

Presenting a business combination or
disposition as if it had taken place a_ia 1
earlier date or a hypothetical situation

) Dealing with the issues of preparation; and
) Disclosures of combined financial information.

10.5.1 Determination of the New Reporting Entity

AV 72

Consolidated
financial statements

Combined financial

statements

k.
Pro-forma information

* Comprised historical financial statements used to illustrate hypothetical situations.
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¢ combined financial statements need to be issugd in th:mrilgn;?:ti?rfiti rflg:v ‘Jﬁli)é)hmtrﬁ%
i i ! i “‘the econ

lity, defined in the MIA’s Guidance Note as _ actiy )
imbined financial statements is prepared’’. The new reporting entity 1ts_ not %ﬁzsizﬁely Ii
2l entity and it does not matter in what form thle n%w ;eportmr%dzﬁt ;tlfm‘g ) aé .
' i i ess :

I be a separate vehicle formed for a particular busm Tt

rh ership Ef) business segment, a branch or other _umncorporated entltles,dsp l(;lllleg i/i ;}ﬁzg:
porting el’ﬂity is a separately identifiable financial structure. As defined in
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