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Chapter 1
Group Accounts: Introduction
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The concept of group accounts

Business combination
A business can expand its operation by either slowly growing organically or
faster via acquisition. It does this perhaps to increase its market share by
acquiring its competitors or it could be trying to integrate and secure its
supply chain. The acquisition results in a business combination of the
entities.

What is a group?
In a business combination, one entity controls one or more other entities.
This relationship is known as a group. Percentage ownership is used as a
guide to degree of control (or influence). An entity can achieve control by
having more than 50% of the ordinary shares of another entity and hence its
voting rights. The controlling entity is referred to as the parent (or holding
company). The controlled entity is known as a subsidiary.
There are situations in which a parent may not own the majority of the
voting rights, but control still exists. This is determined by the degree of
power (or dominant influence). This can be exercised, for instance, to cast
the majority of voting rights and appoint/remove directors.
Legally, the parent and its subsidiary remain distinct and as such they still
prepare individual financial statements. However in economic substance
they can be regarded as a single entity (a ‘group’), and as such, the parent
is required to prepare accounts for the group as a whole.

Groups and the basis of consolidated accounts
So, where a group relationship exists (based on economic substance), group
financial statements are prepared. These are referred to as consolidated
accounts and are prepared in addition to the single entity financial
statements.
The purpose of consolidated accounts is to:


present the financial information of both the parent and its subsidiary
as a single economic unit;



display the economic resources controlled (i.e. authority to make
decisions to buy, sell or transfer assets / liabilities) by the group;



show the financial obligations of the group (i.e. amounts owed) and



show the results and performance of the group as a whole.
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2. Guidelines for the preparation of consolidated
accounts
Key Reporting Standards
A number of reporting standards dictate how a group should produce the
various financial statements. These are shown in the figure below:
Fig 1. Consolidation and reporting standards

IFRS 3 – Business Combinations details the specific accounting treatment of
business combinations.
IAS 27 – Separate Financial Statements (2011) handles the separate (nonconsolidated) financial statements where a business combination exists. The
parent must prepare separate financial statements and must record its
investment in the subsidiary based on the standard’s guidelines.
IFRS 10 – Consolidated Financial Statements (2011) defines control and
the guiding principles for consolidated accounts.
Note. Group consolidation guidelines were formerly part of IAS 27 (2008),
but were incorporated into IFRS 10 (issued in May 2011). IAS 27 (2011) now
only covers ‘separate financial statements’.

3.

Parent’s separate financial statements

General approach
Under IAS 27, when the parent invests in a subsidiary it must show this
investment in its separate (non-consolidated) financial statement. The cost
of the investment is recorded on the face of its Statement of Financial
Position (SOFP) at either:
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cost or



fair value.
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In this case, fair value is defined as a rational and unbiased estimate of the
potential market price of the subsidiary. In our examples, we will assume
the cost of investment is recorded at cost.

Illustration
The statements of financial position of P Ltd and S Ltd at 31 December 20X8
are as follows:
P Ltd
$’000

S Ltd
$’000

320
320

80
80

100
80
300
480
800

50
10
100
160
240

300
100
400

75
25
100

350
50
400
800

120
20
140
240

ASSETS
Non-current assets
Property, plant and equipment
Current assets
Inventories
Trade receivables
Cash

EQUITY AND LIABILITIES
Equity
Share capital
Retained earnings
Current liabilities
Trade payables
Income tax payable

P Ltd purchases100% of the shares of S Ltd at par for $100,000 cash.

Example
Show the parent’s post acquisition Statement of Financial Position.

Solution
Method:
1. Show the investment in S Ltd at cost.
2. Reduce the cash balance by the investment.
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3. Leave all other assets and liabilities unchanged.
The investment in S Ltd will be recorded as follows:
DR Investment in S Ltd
CR Cash

$’000
100

$’000
100

P Ltd's statement of financial position will now comprise the following:
P Ltd
$’000
ASSETS
Non-current assets
Property, plant and equipment
Investment in S Ltd

320
100
420

Current assets
Inventories
Trade receivables
Cash

100
80
200
380
800

EQUITY AND LIABILITIES
Equity
Share capital
Retained earnings
Current liabilities
Trade payables
Income tax payable

4.

300
100
400
350
50
400
800

Group financial statements

Control and consolidation
Where there is control (normally as a result of owning more than 50% of the
voting rights of an entity), a parent and subsidiary relationship will exist,
hence a group. The group is seen as a single entity.
With the establishment of control, the parent will be required (as per IFRS
10) to produce an extra set of accounts, known as group or consolidated
financial statements. It is issued to shareholders of the parent only. IFRS 3
Business Combinations outlines the accounting treatment when an acquirer
obtains control of a business.
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Note. Under IFRS10, control is not necessarily just about ownership! It is
also related to power and influence. For examination purposes control is
usually established based on ownership of more than 50% of voting power.
The basic principle behind consolidation is that the group statement shows
all the assets and liabilities of the parent and subsidiary.

The method
To produce the group statements, we basically replace the parent’s
investment in the subsidiary with its share of net assets.
Two steps are required:
Step1. Eliminate cost of investment:


Cancel the cost of investment in the parent’s books with the shares
plus reserves which represent this investment (at the acquisition
date) in the subsidiary’s books.

Step 2: Aggregate the statements of financial position:


This is done by combining the asset and liabilities of parent and
subsidiary.



With regards to the Capital Account:
o The Equity is that of the parent
o The Reserves (at acquisition date) is that of the parent only.

This accounting treatment is part of the ‘acquisition method’ as per IFRS 3
and not IFRS 10 which only uses a ‘principles based’ approach to
consolidation (e.g. uniform accounting policies and same accounting periods
for parent and subsidiary). The above consolidation method is best
understood by the following example.

Example
In our earlier illustration, P Ltd has control of S Ltd as it owns 100% of its
shares. So how would the group’s financial position appear?

Solution
Well, applying step 1 we eliminate the $100,000 cost of investment with the
subsidiary’s equity and reserves. We then apply step 2 by summing the
assets and liabilities of the parent and subsidiary and we include only the
equity of the parent and the reserves (at acquisition date) of the parent.

P Ltd
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$’000

$’000

320

80

100
420

80

100
80
200
380
800

50
10
100
160
240

300
100
400

75
25
100

350
50
400
800

120
20
140
240

$’000

ASSETS
Non-current assets
Property, plant and
equipment
Investment in S Ltd

320+80
(100)

400
400

Current assets
Inventories
Trade receivables
Cash

100+50
80+10
200+100

150
90
300
540
940

EQUITY AND LIABILITIES
Equity
Share capital
Retained earnings
Current liabilities
Trade payables
Income tax payable

(75)
(25)

300
100
400
350+120
50+20

470
70
540
940

Parent’s exemption from preparation of group financial
statements
Consolidation exemption conditions
A parent does not need to present consolidated financial statements if and
only if the following conditions are met:


the parent itself is a wholly owned subsidiary (i.e. it’s 100% owned by
another entity) or a partially-owned subsidiary (i.e. it’s more than
50% owned by another entity) and its owners have no objections;



the ultimate parent company produces consolidated financial
statements;



the parent's debt or shares are not traded in a public market;



the parent has lost control of a subsidiary;



the parent’s subsidiary is temporal and is classed as ‘held for sale’
under IFRS 5 - Non-Current Assets Held for Sale and Discontinued
Operations i.e. the subsidiary is just bought purely for sale within a
year and as such has never been consolidated. A subsidiary that has
previously been consolidated does not qualify for this exemption.
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Disclosures when exempt from consolidation
In accordance to IFRS 10, when exemption from the preparation of
consolidated financial statements is permitted, IAS 27 Separate Financial
Statements (revised) requires that the following disclosures are made:

5.



the fact that separate financial statements have been presented and
reasons for this (if not required by law);



a list of significant investments (subsidiaries, associates, joint
ventures etc.) including percentage share ownership, principle place
of business (and country of incorporation if different);



the method (e.g. equity method, proportional consolidation etc.) by
which those investments listed above have been accounted for in its
separate financial statements.

Pre and post acquisition reserves

Subsidiary and group reserves
As seen from the previous example, the pre-acquisition reserves of the
subsidiary are not consolidated. This is because they are included as part of
the cost of investment. Thus, only the parent’s reserves appear in the group
reserves. However, post-acquisition, the group’s share of the subsidiary
post-acquisition earnings must be added to the parent’s reserves to give the
total group reserves.
Fig. Treatment of reserves
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A simple example will illustrate the treatment of reserves.

Example
P Ltd acquired all of the shares of S Ltd for a cost of $80,000 on 31 Dec
20X4. The retained earnings on 31 Dec 20X4 for P and S were $35,000 and
$15,000 respectively. As of 31 Dec 20X6, the retained earnings for P and S
were $60,000 and $20,000 respectively. What are the group’s retained
earnings reported in the consolidated statement of financial position at:
(i) 31 Dec 20X4 and (ii) 31 Dec 20X6?

Solution
Let’s consider case (i), 31st Dec 20X4 is the acquisition date so we only
include the parent’s reserves of $35,000.
For case (ii), we must include, in the group reserves, the group’s share of S
Ltd’s post acquisition reserves which amount to $5,000 which is the
difference between the pre- and post- acquisition reserves of S Ltd.
So the total group reserves as of 31st Dec 20X6 is given by the parent’s
reserves of $60,000 plus $5,000, giving group reserves of $65,000.
P Group Reserves

P Ltd : Retained Earnings
S Ltd : Retained Earnings

6.

31/12/X4
$’000
(i)
35
35

31/12/X6
$’000
(ii)
60
5
65

Acquisition accounting: goodwill and fair values

Normally, the cost of investment made by the parent for the control of a
subsidiaries net assets is at a premium to the value of these assets. In
addition, the group controlled assets and liabilities are consolidated at their
current market price as opposed to their book value in the subsidiary’s
accounts. Once again, it is IFRS 3’s ‘acquisition method’ that handles the
accounting treatment for the premium paid and the market value applied.

Goodwill on acquisition
When a controlling investment is made, the parent is in effect investing in
the net assets of the subsidiary. The value of the subsidiary will normally
exceed the value of the net assets. The difference is goodwill and
represents the assets not shown in the subsidiary’s financial statements,
such as customer service and reputation.
Goodwill on acquisition is calculated by comparing the value of the
subsidiary acquired to its net assets and for a fully owned subsidiary it is
calculated as below.
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X
(X)
X

If the goodwill on acquisition is positive, then it is known as positive
goodwill. If it is negative, then it is known as negative goodwill. IFRS 3
requires goodwill recognition in the consolidated financial statements.
Treatment of goodwill
Negative goodwill is to be recognised immediately in the consolidated
income statement. The positive goodwill will appear as an intangible noncurrent asset and will not change unless impairment is identified. Goodwill
is impaired if the carrying value of the subsidiary (including goodwill)
exceeds the fair value of the subsidiary. If the goodwill is impaired, it will
be held net of impairment losses.

Example
Pepper Ltd acquired 100% of the ordinary share capital of Salt Ltd for
$85,000. The fair value of the net assets at the acquisition date was
$80,000. (i) What goodwill arises on acquisition? (ii) How would the goodwill
appear in the consolidated statements?

Solution
(i) The goodwill on acquisition is $5,000 and is calculated as follows:
Cost of investment :
Fair value of net assets acquired :
Goodwill on acquisition :

$’000
85
(80)
5

(ii) The goodwill on acquisition will appear as an intangible non-current
asset in the consolidated statement of financial position.

Fair values of net assets acquired
Fair value is the price that would be received to transfer (i.e. sell) an asset
or paid to transfer a liability in an orderly transaction between market
participants at the measurement date.
The purpose of a fair value exercise in group accounting is to apportion the
consideration given by the parent (to purchase the shares in the newly
acquired entity) to the net assets of the newly acquired entity for
consolidation purposes. This reflects the “cost” to the group at acquisition
and ensures an accurate measurement of goodwill. An adjustment is
required if the subsidiary’s book values are not equal to their fair values.
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Inclusion of fair values in consolidated accounts
Fair value adjustment will need to be made to the capital account (equity
and reserves) to bring the net assets to fair value and on the face of the
statement of financial position (SOFP).
(1) Adjustment to capital account:

Equity + Reserves
Fair value adjustments
Fair value depreciation adjustments

At acquisition
$’000
X
X
X

At reporting date
$’000
x
x
(x)
x

(2) At the reporting date make adjustments on the face of the SOFP when
adding across assets and liabilities.

Example
The following summarised statements of financial performance are for H Ltd
and S Ltd as at 31 Dec 20X8.
H Ltd
$’000

S Ltd
$’000

2,000
1,500
600
4,100

500
800
1,300

3,000
1,000
100
4,100

300
900
100
1,300

ASSETS
Non-current assets at book value
Investment in S Ltd
Current assets

EQUITY AND LIABILITIES
Equity
Share capital ($1 ordinary)
Retained earnings
Current liabilities

H Ltd purchased 100% of the ordinary shares in S Ltd on 31 December 20X8
for $1.5m. It is estimated that the non-current assets of S Ltd possessed a
fair value of $700,000 on the 31 December 20X8 but that there was no
difference between the book values and fair values of the company’s net
current assets at that date. Show the consolidated statement of financial
position as at 31 December 20X8.

Solution
Method:
1. Apply fair value adjustment to the subsidiary’s capital account
(equity and reserves) and its net assets.
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2. Calculate the goodwill on acquisition (difference between cost of
investment and the fair value of net assets acquired).
3. Eliminate the cost of investment with the subsidiary’s equity and
reserves goodwill.
4. Aggregate the assets and liabilities of the parent and subsidiary.
H Ltd
$’000

S Ltd
$’000

Step 1

2,000

500

+200

1,500

-

Step 2

Step 3

Step 4

H Group
$’000

ASSETS
Goodwill
Non-current assets

Investment in S
Ltd
Current assets

+100

600

800

4,100

1,300

3,000
1,000
100

300
900
100

4,100

1,300

2,000
+500
+200
(1,500)

100
2,700

600+80
0

1,400
4,200

EQUITY AND
LIABILITIES
Equity
Share capital
Retained earnings
Current liabilities

+200

(300)
(1100)

3,000
1,000
100+10
0

200

4,200

Workings
Step 1 workings: Fair value adjustment

Non-current assets

Book value
$’000
500

Fair Value, FV
$’000
700

FV Adjustment
$’000
+200

Step 2 workings : Goodwill on acquisition
Goodwill on acquisition = cost of investment – fair value of net assets
Where fair value, FV of net assets is represented by the subsidiary’s equity
and reserves adjusted for fair value
==> equity, $300k + reserves, $900k + FV adj, $200k = $1,400k
Thus, goodwill on acquisition = $100k (=$1,500k – $1,400k)
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Chapter Summary

So in summary…


A group is formed when control is established (usually based on > 50%
ownership). A parent (controlling entity) and a subsidiary (controlled
entity) result.



The cost of the investment in the subsidiary can be shown in the
parent’s separate financial statements at cost or fair value (IAS 27)



Group financial statements are based on economic substance (as
opposed to legal form) and show the group as a single business
entity.



IFRS 10 defines control and the guiding principles for consolidated
accounts consolidation (e.g. uniform accounting policies and same
accounting periods). Conditions to allow exemption from
consolidation are also detailed.



Pre-acquisition reserves of the subsidiary are not consolidated as
they are part of the cost of investment. However, post-acquisition,
the group’s share of the subsidiary post-acquisition earnings must be
added to the parent’s reserves to give the total group reserves.



IFRS 3 details the specific accounting treatment (i.e. the ‘acquisition
method’) to handle various aspects of the consolidated accounts (e.g.
business combination, treatment of goodwill and use of fair values
for assets and liabilities of the group).

© Strategic Business Coaching Ltd 2014
Personal use only - not licensed for use on courses
Any unauthorised copying or sharing of this material is punishable
by CIMA under the CIMA code of ethics.
17

CIMA F2 Course Notes

www.astranti.com

Free Study Texts
Free, high quality and concise online Study Texts for all subjects
Study Text also available as a book on Amazon,
and ebook for download on Amazon and the iBookstore

Objective Test Question Packs
Objective tests linked to the Study Texts on a chapter by chapter basis –
practise CIMA exam style questions as you complete each chapter of the text

Mock Exam Objective Tests
Mock Exams Tests designed to emulate the 2015 CIMA exams
Perfect exam practise!

Video Tuition Guides
Comprehensive online tuition videos teaching you the full exam syllabus
in a clear, concise and understandable manner

Case Study Exam Courses
Join our online courses for the operational, managerial and strategic case study
exams including:
2 Full Day Interactive online Masterclasses to support and focus your study

Full course notes
Course videos – You full guide to passing the case study exams
Exam technique video guide – designed to maximise your marks
Video analysis of the latest Preseen Case Study
3 full, computer-based mock exams based around the latest preseen and
designed to emulate the real CIMA computer exams

Marking and with detailed feedback from our team of experienced markers
Student forum so our expert case study teams can answer all your questions
All with our unique pass guarantee scheme
Or buy any element of the course individually – it's up to you!
Find out more at www.astranti.com
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