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SERIES EDITOR’S PREFACE

Accounting for groups of companies is probably the single most important area of modern
financial reporting. At one time most groups comprised simply a parent company and sever-
al subsidiaries. Today the structure of groups can be much more complex, including partner-
ships as subsidiaries, shares in subsidiaries held by associates, and joint ventures. The com-
plexity of group structures has been matched by sophisticated methods of financing and novel
forms of consideration to secure the acquisitions. Not surprisingly, traditional accounting
methods have been found wanting in dealing with these new structures and financial arrange-
ments. There has been no shortage, however, in the supply of innovative accounting treat-
ments for these developments. Rather, the opposite has been true with companies and their
auditors devising new accounting treatments at a much faster rate than the standard setting
bodies can deal with effectively.

There have been so many changes in the theory and practice of accounting for groups since
Consolidated Financial Statements was published in 1987 that Paul Taylor has completely rewrit-
ten his book and given it a brand new title, Consolidated Financial Reporting. It has retained a
number of the features which made the original book so popular with students and teachers.
These include a balanced coverage of concepts, theories and techniques, a careful exposition
of why particular methods for consolidation need to be used and how they should be applied,
and a host of worked examples and exercises for students to complete for themselves.

There are also several major changes from the previous book which reflect the new devel-
opments in professional accounting requirements for groups. For example, there are new
chapters on fair values and goodwill and group cash flow statements. The book also deals with
the continuing controversies of group accounting such as merger accounting, foreign curren-
cy translation and segmental reporting. These are explored by reference to both alternative
accounting theories and the recommendations of national and international accounting stan-
dard-setters.

A very useful feature of Consolidated Financial Reporting is the flexibility with which the book
can be used. For university students taking an intermediate course in financial accounting
emphasis can be given to the fundamental concepts and techniques of consolidation. For final
year students with a good grounding in accounting theory the chapters and sections which
discuss the main controversies of group accounts may be selected. Students taking profes-
sional examinations are also catered for by the book’s extensive illustrations of consolidation
techniques and the detailed coverage and evaluation of national and international accounting
standards and exposure drafts.

Consolidated Financial Reporting is the most comprehensive, up-to-date and accessible book
on group accounts to be found in the bookshops. It will surely be as successful as its prede-
cessor in the series.

Michael Sherer
Colchester, Essex, 1995



PREFACE

My intention in starting this book was to write a second edition of an earlier book I wrote,
Consolidated Financial Statements: Concepts, Issues and Techniques (Paul Chapman Publishing,
1987). It soon became apparent that the area had changed so radically in the last eight years
that a complete rewrite was necessary, and hence this new book has been born (or rather quar-
ried!). It has the same objectives as the previous one, ‘to facilitate an understanding of the tech-
nical processes underlying consolidation and group financial reporting within the context of
contemporary accounting theory and practice’.

Consolidated financial reporting is often viewed as a mere technical exercise. It is relegated
to relative obscurity in many advanced accounting courses as a necessary evil, a series of hard
techniques to be mastered. This is reflected in the treatment given in many texts. However,
recent developments mean that it has also become one of the central, if not the most central,
new conceptual areas in financial accounting, and certainly the most intellectually challenging
area at the centre of the current accounting debate. Most new financial reporting standards
focus largely or exclusively on group accounting matters. Most topical controversies also
relate to group accounting matters.

How is this book different from other books on consolidated financial statements? Whilst
aiming for technical excellence, it grounds consolidation procedures within a clearly struc-
tured technical and conceptual framework which stresses the development of intuitive under-
standing. Within this framework controversial areas and debates about group accounting are
addressed and the evidence examined. Thus it becomes possible to see why alternatives exist
and to obtain a sense of perspective on current practice and likely future developments. The
area has become so apparently complex, that without a clear, grounded intuitive understand-
ing, it is not possible to negotiate one’s way through it with any confidence. The book also pro-
vides ample coverage of areas which are normally only cursorily covered in most profession-
al texts on consolidation, such as consolidated cash flow statements, statements of total recog-
nized gains and losses, foreign currency translation and segmental reporting.

The book is designed so that the reader can select sections related to his or her interests with-
out having to plough through irrelevant material. Many of the sections are self-contained and
those which can be omitted, if desired, without loss in continuity, are marked clearly. Thus, for
example, the reader more interested in straight technical mastery can use the book in a stream-
lined way, and the reader more interested in discussions and debates can also choose a clear-
ly defined alternative route through it. The author’s experience is that most students find the
area stimulating when technique is ‘spiced” with concepts and issues. The blend of calculation
and discussion has a synergistic effect — calculations illustrate conceptual controversies, and
conceptual controversies illuminate the use of technique.

Each of the major financial statements is examined in turn, including the consolidated cash
flow statement, and their interrelationships examined. A major strength of the book is in pro-
viding clear layouts for applying techniques, so that why they work and what exactly the fig-
ures mean, is given as much prominence as how to use the techniques. Great care has been
taken in ensuring only step-by-step increases in difficulty in each chapter, so that the student
is not suddenly lost in a yawning chasm of unexplained complexity. Care has also been taken
not to obscure principles with unnecessarily complex calculations. There are a significant
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number of worked examples and of both technical and discussion-style exercises.

The book also covers controversial areas and debates in such areas as acquisition and
merger accounting, fair values at acquisition, goodwill, foreign currency translation, and seg-
mental reporting. These are examined from the point of view of modern accounting theory
and empirical evidence, in addition to considering the professional debates. The materials are
also set into an international context and international accounting standards examined.
Certain advanced topics are also addressed including the translation of foreign currency cash
flow statements, subsidiary share issues, and cross-holdings of shares.

The book is aimed at second and third year undergraduates at universities, professional
examination candidates, and postgraduates. Materials within it have been class-tested in both
undergraduate and Masters’ level courses at Lancaster University, and similar material in the
previous book has been widely used nationally and internationally. It is the author’s experi-
ence that the material presented here has sufficient variety and depth to form a substantial
core of advanced financial accounting and accounting theory courses. Students like it because
it contains technique, but it is the author’s view that only if theory, practice and technique
are properly integrated is the richness of accounting as an academic and professional subject
realized.

The first seven chapters are what many would regard as core chapters, and it is necessary to
cover these approximately in order (though not to cover all the sections in each chapter). The
remaining chapters can be covered in any order, except to note that material on the foreign cur-
rency translation and the cash flow statement in Chapter 11 requires prior reading of Chapter
9. There is a solutions manual available to adopters of the text which contains solutions to all
the problems laid out consistently with the examples in the text. There are also laser-printed
slide-masters for adopters which can be photocopied to make accompanying lecture slides.
Possible usage of the text in different types of courses is suggested as follows:

Course emphasis Coverage

Mainstream introduction Core sections of 1-7 and a selection of the remaining chapters
Technical focus 1, technical sections of 3-12

Issue driven focus Discussion areas of 1, 2,3, 4,5, 6, 11, 12

Accounting standards focus Technical areas and institutional discussions in 1-5, 8,9, 11, 12

Changes from the previous book: All the chapters and most areas within chapters have been
newly written or rewritten to reflect the sea-change in professional accounting requirements
and academic perspectives since 1987. There are new chapters on fair values and goodwill and
cash flow statements. The translation of foreign currency cash flow statements is dealt with in
Chapter 11, and the relationship between group accounting developments and professional
bodies’ conceptual frameworks is examined in the last chapter.

Chapters and sections within chapters which cover similar topics to the previous book have
been extensively reorganized so that topics are more clearly delineated. For example, in the
chapters on consolidation adjustments, the discussion of consolidation concepts has been
moved to a separate section; the treatment of associates has been rationalized and extended.
Many more worked examples and exercises have been included, and the presentation of tech-
niques improved as a result of experience. More detailed institutional material has been seg-
regated so it can be read or omitted without loss in continuity. Areas which users of the pre-
vious book have indicated were not widely used have been cut or curtailed to make room for
more relevant material.
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INTRODUCTION

As a student, I was presented with a variety of bewildering group accounting techniques.
I could tackle complex problems quite quickly, and was ‘fairly’ fine until someone asked
me what I had done, what the figures meant, or changed the question slightly so that the
procedures I'd learnt by rote did not quite apply — then I was lost. This book is my
attempt to clarify the matter. I have tried to explain the concepts underlying consolida-
tion and group accounting, why and how the techniques work, and how the make-up of
the consolidated figures can be interpreted. I also discovered along the way that group
accounting is a fascinating and highly controversial area and hope I can communicate
some of this to you.

CONSOLIDATED FINANCIAL REPORTING

Consolidated financial reporting is currently the most important conceptual and techni-
cal area in financial accounting after a first accounting course. It is currently the subject
area in four of the first seven financial reporting standards issued by the Accounting
Standards Board (ASB), figures largely in the other three, and is the subject of all the out-
standing discussion papers by the same body at the time this book was completed. In the
first nine months of 1994 alone, the ASB issued no less than two standards, one exposure
draft and three discussion papers relating to the area.

It is a broad area covering such apparent issues as fair values at acquisition, goodwill
and merger accounting (the most controversial areas in financial reporting today), and in
addition the most substantial elements of less apparent ones such as foreign currency
translation, segmental reporting, related party transactions, the reporting of financial per-
formance and cash flow statements. In many of these areas, the most problematic issues
are group accounting issues. A substantial part of EC legislation, the 7th Directive on
Company Law, enacted into the UK Companies Act 1989, dealt entirely with group
accounting. Many, if not most, international conflicts over accounting approaches too
relate to the area.

Today it is not possible to understand group accounting without a good working
knowledge of the underlying conceptual perspectives, and any understanding is impov-
erished by a lack of an understanding of current controversies. It is equally true that any
discussion of concepts or controversies must remain at a very superficial level without a
reasonable mastery of consolidation technique. This book aims to marry the three aspects,
and particularly aims to provide an intuitive and rigorous introduction to consolidation
technique. Recognizing that each reader has different objectives, it aims to provide clear
and selective routes through the material - for example for readers wishing to concentrate
on technical aspects and current pronouncements, or for readers with a more discursive
bent. Hopefully for both, however, something of the richness and interrelatedness of the
area will become apparent as they read on.

DEVELOPMENT OF GROUP ACCOUNTING

The twentieth century has been characterized by accelerating technological advance, soci-
etal change and increasing complexity in business organization. A single multinational
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corporation today might be involved in mining, manufacturing and marketing a wide
range of products incorporating vastly different technologies in a number of different
countries. A marked trend towards conducting business through groups of companies
controlled by a single parent has occurred, the parent company usually exercising control
over its subsidiaries via its voting power. At first most subsidiaries were wholly owned,
but by the 1920s and 1930s, majority holdings became more common.

In the UK until the late 1940s, parent company shareholders usually only received indi-
vidual company accounts which were not very informative. Bircher shows that as late as
1944/5, only 32.5 per cent of his sample of large UK companies produced a consolidated
balance sheet, and only 17.5 per cent produced a consolidated profit and loss account in
addition (Bircher, 1988, p. 3). In parent company accounts, investments were stated at
cost, and if a profit and loss account were provided at all, only dividends due from sub-
sidiaries were shown. No information was given about the total assets and liabilities con-
trolled by the group as a whole, nor details of the profitability of subsidiaries — as if the
parent company was walled in, as shown in Figure 1.1.

Dividends

Subsidiary t
Assets Liabilities Assets Liabilisies
Equity method
Equity 4——— Investment in Equity
& profits subsidiary & profits
Unseen by parentshareholders Known by parent shareholders

Figure 1.1 - Individual company versus group accounting

The amount of disclosure depended on the corporate form adopted. Using a division-
al or departmental structure within a single legal entity would require disclosure of all
the assets, liabilities and profits of the complete entity. Similar companies might carry on
the same business via subsidiaries, legally separate companies controlled by the parent
company. Because at that time accounts were legal-entity-based, these companies would
disclose only the assets and liabilities of the parent, and only the dividends due from its
investments (in subsidiaries). It was not surprising then that disclosure-shy manage-
ments usually opted for the parent-subsidiary corporate format.

The first holding company was formed in the USA in 1832, though it took until the
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1890s for the first consolidated accounts to be published. US Steel set the standard in its
1900 accounts, producing consolidated accounts by aggregating the component assets
and liabilities of the parent company and its subsidiaries. Effectively, the investment at
cost in the parent company’s own accounts was expanded into the component assets and
liabilities of the subsidiaries. Further, US Steel disclosed profits earned by the subsidiaries
rather than just dividends received — the latter being open to manipulation by manage-
ment. Such consolidated accounts narrowed disclosure differences between divisional
and parent-subsidiary formats. By the 1920s consolidation was generally accepted prac-
tice in the USA and there such consolidated statements were viewed as improvements on
and substitutes for parent company statements.

Edwards and Webb (1984) found the earliest example of consolidated statements in the
UK to be Pearson and Knowles Coal and Iron Co. Ltd in 1910, but such reporting was not
widely adopted. An early and influential advocate of consolidation was Sir Gilbert
Garnsey who published a book on the subject in 1923, but the publication of consolidat-
ed accounts by Dunlop Rubber in 1933 was still a newsworthy event. Edwards and Webb
suggest a number of plausible explanations for this slow take-up including the inherent
conservatism of the UK accounting profession, its possible lack of expertise in the area, a
predisposition of UK managements towards secrecy (and the use of ‘secret reserves’ prior
to the Royal Mail case) and the influence of contemporary company law which required
disclosure of individual company information. Because of these company law
antecedents, consolidation and group accounts have often subsequently been viewed in
the UK as supplementary to parent company reports and not substitutes for them.

The state of Victoria in Australia in 1938 became the first place in the world to legally
require consolidated accounts. Not until 1947 were group accounts required in the UK, in
addition to parent company accounts. Prior to this, Edwards and Webb found evidence of
experimentation in format for group accounts. Thus it was unsurprising that other for-
mats than consolidated (aggregated) statements were acceptable under the 1947
Companies Act, e.g. separate accounts for each subsidiary, though consolidation became
the norm in the UK after that date. Not until 1978 with the issue of SSAP 14, did consol-
idation become the format for group accounts prescribed in accounting standards. In
Europe developments were even slower. Nobes and Parker (1991) comment that German
companies were not obliged to consolidate until 1965, and as late as 1967 only 22 French
companies published consolidated balance sheets. However, the EC 7th Directive on
Consolidated Accounts was being gestated over a decade, and when it was enacted into
UK company law through the Companies Act 1989 (which produced the revised
Companies Act 1985!), consolidation became the only permissible form of group accounts
by statute, and for the first time measurement methods for consolidated financial state-
ments and their contents were enshrined in law.

By the 1930s majority (less than 100 per cent) interests in subsidiaries were common,
and accounting for minority interests was widely discussed. Since 1947, groups have
increasingly acquired substantially but not majority-owned companies, over which ‘sig-
nificant influence’ rather than ‘control’ was exercisable. Accounting for such associates
was only agreed in 1971 when the first UK accounting standard required the ‘equity’
method, midway between the cost approach, used in individual company accounts, and
full consolidation. Walker (1978a) and Edwards and Webb found that such an approach
had been used for subsidiaries as early as the 1920s as an alternative to consolidation, but
had fallen out of favour. Particularly in the USA, a vehement debate raged in the 1960s
and 1970s over the best way to account for business combinations. As stated earlier, much
of the ASB’s new financial reporting standards programme deals mainly with group
accounting matters, including accounting for business combinations (FRS 6), fair values
at acquisition under acquisition accounting (FRS 7), both highly controversial, and dis-
cussion papers, for example on goodwill, which are even more controversial.

Some argue that accounting technique has not kept pace with such environmental
change, and that many of the proposals around now are merely recycled versions of
debates which took place as early as the 1920s. As will be demonstrated in this book,
accounting for complex corporate structures is not at all straightforward. At times




4 CONSOLIDATED FINANCIAL REPORTING

aggregate information is less helpful than a detailed breakdown by segments. However,
it is still true to say that consolidation has stood the test of time as the most widely used
and accepted approach to accounting for complex groups.

ORGANIZATION OF COMPLEX CORPORATE STRUCTURES

Most corporations are set up as limited liability companies. Large companies deal with
the problems caused by size by either organizing on a divisional basis or via subsidiaries
or by some combination of the two. In the former, the divisions are subsets of a single
legal entity. In the latter, a group comprises a number of separate legal entities. Non-cor-
porate entities are usually legally constituted and accounted for as partnerships or unin-
corporated associations, the accounting problems of which are not examined in this book.

Divisional corporate structures

Divisionalization has legal advantages over the parent—subsidiary format. Certain legal
expenses are reduced since, in a group of separate legal entities, each company is required
to publish its own accounts which are to be separately audited. Only one audit is required
in a divisional structure. There can be taxation advantages, and as Pahler and Mori (1994,
p- 5) point out the use of a branch rather than a subsidiary can give better patent or copy-
right protection where legal subsidiaries might be subject to looser foreign protection
laws. There are many possibilities for accounting systems in a divisionalized company. At
one end of the spectrum, accounting records can be centralized at head office (often
termed departmental accounting). Financial statements are produced for each ‘department’
and overheads centrally allocated, etc. At the other end of the spectrum, the division
keeps its own financial records, linked to the head office records via a set of interlinking
‘control” accounts (such an alternative often being termed branch accounting). The division
produces its own financial statements which at the end of the period are combined with
those of other divisions and head office by a process analogous to the consolidation of the
financial statements of legally separate entities. Profits are usually transferred to head
office at the end of each period.

Example 1.1 - Branch accounting
Hub Ltd has the following draft balance sheet at 1 January 1995:

Balance sheet at 1 January 1995 (£m)

Fixed assets 90 Loan 30
Stock 50 Share capital and premium 100
Cash 100 Retained profits 110

240 240

On this date, Hub forms two divisions. Head office will administer both divisions and market bicy-
cle hubs. The newly formed Spoke division will market bicycle spokes and rims, and will keep its
own accounting records. On 2 January head office sends £560m to establish Spoke division. During
the year, the following transactions take place:

Head office

(1) Stocks costing £30m were sold for £60m in cash.

(2) Depreciation of £56m was charged for the year.

(3) Administrative costs for the group were £30m.

(4) A management charge of £10m was made to Spoke division to cover its share of administra-
tion costs.

Spoke division

(5) Purchases of stocks (all for cash) totalled £30m.

(6) £20m of goods were sold for £60m in cash.

(7) Spoke sent head office a remittance covering the year's management fee.
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Required

Enter the above information in ‘T’ accounts and prepare balance sheets for each division and for
the company as a whole at 31 December 1995.

Head office records (£m) i Branch records (£fm)
Cash o Cash
Balance b/f 100 Setupcost 50 Set up cost 50 T5 Stock purchase 30
Tl Sales 60 | 73 Admin 30 ~ T6 Sales 50 T7 Remittance 10
T7 Remittance 10 ;
Stock ! Stock
Balanceb/f 50 | T/ COGS 30 TS Stock purch 30 | T6 COGS 20
Fixed assets
Balance b/f 90 l T2 Depn 5
Loan

l Balance b/f 30

Share capital & Premium
I Balance b/f 100

Retained profits
| Balance b/f 110

Profit and loss Profit and loss
T! COGS 30 | T1 Sales 60 T6 COGS 20 | T6 Sales 50
T2 Depn 5 | T4 Mgt fee 10 &= T4 Mgt fee 10

T3 Admin 30 | Spoke profits 20 To H/O profits 20
Branch account

Set up costs 50 | 77 Remittance 10

T4 Mgt fee 10

Spoke profits 20

Head office account

. 17 Remittance 10 | Setup costs 50
T4 Mgt fee 10
To H/O profits 20

T

Figure 1.2 shows the bookkeeping entries for the above transactions. Balancing and clos-
ing entries have not been included.

The vital feature of branch accounting is the interlocking inter—divisional accounts. Consider their
entries - firstly, the set up of the branch; £60m is transferred from head office. Thus the branch has
a debit balance in head office’s books and head office has a credit balance in the branch’s books.
Cash decreases at head office and increases at the branch. When a transaction involves an intra-
divisional transfer it is has a fourfold entry, two extra components recording the intradivisional
indebtedness. The management fee is treated as a contribution towards head office administration
expenses. The fourfold entry affects the profit and loss accounts of both together with the interdi-
visional accounts. A similar fourfold entry occurs when profit is transferred to head office. Note the
payment of the management fee (E10m) is a separate transaction from its accrual. At each stage,
the interdivisional accounts should be mirror images of each other. Consider the accounts of each
division and also those of the company:

Divisional and company balance sheets at 31 December 1995 (£m)

Head office Spoke division Company
Fixed assets 85 85
Stock 20 10 30
Cash 90 60 150
Interlocking accounts 70 (70) —
Loan (30) (30)
Share capital & premium (100) (100)

Retained profits (135) (135)
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The interlocking interdivisional accounts cancel out when divisions are combined since they reflect
purely internal indebtedness whereas the accounts of the company as a whole reflect its external
relationships. Cancellation of internal balances is central to all consolidation procedures. Note that
head office equity incorporates the branch on a ‘profits earned’ basis.

Parent—subsidiary structure

Instead of divisions there are legally separate entities. Despite the statutory expenses
incurred, there are advantages of this form of structure (but not the avoidance of disclo-
sure as in pre-consolidation days!). Acquisitions and disposals of subsidiaries are easier
to effect than divisions, since they are legally self-contained, and it is possible to buy and
sell in fractional interests (e.g. 60 per cent holdings) whereas divisions are always whol-
ly owned. A legally incorporated subsidiary may be necessary in a foreign country in
order to benefit from taxation concessions. Also, in theory each company has separate
limited liability, and is protected against the insolvency of the others, whereas if a divi-
sion were liquidated, other divisions would be liable for its debts. In practice the use of
such a device would significantly harm the creditworthiness of other group companies.
However, a group’s legal structure may only reflect the manner of its corporate acquisi-
tions, rather than any deeper meaning.

The rest of the book focuses on accounting for groups of companies within the parent—
subsidiary relationship since this is by far the most common form of organization for
complex entities in the UK. However, most of the techniques discussed have counterparts
in branch accounting.

Example 1.2 - Parent-subsidiary consolidation

Suppose Hub plc has the same balance sheet at 1 January 1995 as before, but on 2 January sets
up a subsidiary, Spoke Ltd, by purchasing 50m £1 shares of Spoke for £60m in cash. Suppose also
that the year’s transactions were the same as previously, except that just before its year end Spoke
Ltd declared a dividend of £10m.

Required

(a) Prepare individual company and consolidated balance sheets immediately after the share issue
on 2 January 1995.

(b) Prepare individual company and consolidated balance sheets at 31 December 1995.

(a) Immediately after the transaction, Spoke’s balance sheet is shown, followed by Hub's:

Spoke Ltd - Balance sheet at 2 January 1995 (£m)

Cash 50 Share Capital 50
Hub - Balance sheet at 2 January 1995 (£m)
Fixed assets 90 Loan 30
Investment 50
Stock 50 Share capital and premium 100
Cash _50 Retained profits 110
240 240

The consolidated balance sheets at that date would be derived as follows:
Hub Spoke Group - consolidation cancellation at 2 January

Hub Spoke Elimination Consolidated
Fixed assets 90 — — 90
Investment 50 — (50) —
Stock 50 S- —_ 50
Cash 50 50 — 100
Loan (30) — — (30)
Share capital & premium  (100) (50) 50 (100)

Reserves (110) —_ — (110)
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The investment has been cancelled against the equity of Spoke. In the previous example, the £560m
was advanced directly to Spoke division, but now it is provided in exchange for Spoke shares. The
head office account in Spoke’s records in the branch accounting example is analogous to its share
capital in this case. Previously Hub could remove its stake at any time since the divisional arrange-
ment was purely for internal convenience. Now, since Spoke is a registered company, it would have
to undertake the full legal process of liquidation to remove its funds (or else sell its shares). The
Investment account in Hub’s books is analogous to the Branch account, thus the cancellation.

(b) Transaction recording is similar to the branch case except:

(i) The capital transaction setting up the company is segregated from trading transactions and
shown as investment and share capital; trading transactions are passed through intragroup
debtor and creditor accounts which function like the branch accounts of the previous sec-
tion. By law, the companies are regarded as separate legal entities and each is bound not to
distribute its contributed capital.

(ii) The profits of the subsidiary are not automatically transferred to the parent company as in
branch accounting. As with other investments, only dividends declared by the subsidiary
are recorded in the parent’s accounts.

Figure 1.3 shows the bookkeeping entries for the year assuming a parent-subsidiary
relationship.

Hub Plc (£m) Spoke Pic (£m)

Cash Cash
Balance b/f 100 Investment 50 Share issue 50 | 75 Stock purchase 30
T1 Sales 60 | 73 Admin 30 T6 Sales 50 | 77 Remittance 10
T7 Remittance 10

Stock Stock
Balance b/f 50 | T! COGS 30 TS5 Stock purch 30 I T6 COGS 20

Fixed assets

Balance b/f 90 | 72 Depn 5

Loan

rBa]ance b/f 30

Investment in Spoke
Share issue S0 |

Share capital & Premium Share capital
| Balanceb/f 100 | Shareissue 50
Retained profits
| Balance b/f 110
Profit and loss Pmﬁ!{ami loss
T! COGS 30 | T1 Sales 60 T6 COGS 20 '| 76 Sales 50
T2 Depn 5 | T4 Mgt fee 10 T4 Mgt fee 10
T3 Admin 30 | Dividends 10 Dividends 10
Debtors - Spoke Plc Creditors - Hub Plc
T4 Mgt fee 10 | 77 Remittance 10 T7 Remittance 10 | T4 Mgt fee 10
Dividends 10 Dividends 10

Figure 1.3

The individual company balance sheets and the consolidation cancellation at 31 December 1995,
based on the closing balances in the ‘T’ accounts, but after closing the profit and loss account bal-
ances to retained profits, is as follows. Note the cancellation of intercompany indebtedness.
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Hub Spoke Group - consolidation cancellation at 31 December 1995

Hub Spoke Elimination Consolidated

Fixed assets 85 e — 85
Investment 50 —_ (50) =
Stock 20 10 — 30
Intragroup debtors 10 — (10) —
Cash 90 60 - 150
Intragroup creditors — (10) 10

Loan (30) —_ - (30)
Share capital & premium (100) (50) 50 (100)
Reserves (125) (10) _ (135)

Under UK Company law, Hub plc must disclose both its own balance sheet and the group’s con-
solidated balance sheet. In the divisional case only the overall company balance sheet is required,
which in these examples would be analogous to the consolidated balance sheet in the group case.
The consolidated profit and loss account can be derived as follows:

Hub Spoke Group - consolidated profit and loss account - year ended 31 December
1995

Hub Spoke Consolidated
Sales 60 50 110
COGS (30) (20) (50)
Depreciation (5) - (5)
Administration expenses (30) — (30)
Management fee 10 10 —
Net profit 5 20 25
Intragroup dividends 10 (10) —
Retained profits 15 10 25

In branch accounting, Hub would merely disclose its company profit and loss account (which in
this example is the same as its consolidated profit and loss account in the group case). Aggregate
accounts under both branch and consolidation accounting are identical in this simple example.
However the direct analogue of the head office account is not the parent company accounts. Head
office accounts account for the subsidiary on a profits earned basis, whereas parent company
accounts only include dividendsreceivable. The difference is the subsidiary’s undistributed retained
earnings of £10m. Later, it will be shown that the analogy to the head office accounts when group
accounting is used is the equity approach - where income is recognized on a profits earned basis.

Exercises

1.1 In the Hub-Spoke example, suppose in the divisional structure case discussed above that the
transactions from 1 January 1996 to 31 December 1996 were as follows:

Head office

(1) Stock purchases from outsiders, all for cash were £40m.

(2) Cash sales of £80m of stocks costing £30m were made to outsiders. Further non-cash sales of
£20m of stocks costing £10m were made to Spoke division.

(3) Depreciation of £5m was charged for the year.

(4) Administrative costs for the company were £40m.

(5) A management charge of £12.5m was made to Spoke division.

Spoke division

(6) Purchases of stocks from outsiders totalled £40m for cash, plus £20m on credit from head
office.

(7) £80m of goods were sold (including all the goods purchased from head office) whose cost was
£40m.

(8) Spoke sent head office a remittance to cover its management fee, its stock purchases for the
year, and an additional £10m.

Required
Prepare divisional balance sheets for both companies at 31 December 1996, and a company bal-
ance sheet.

1.2 Assume that a parent-subsidiary relationship exists and that the transactions are the same
except that the dividend declared for this year is £20m.
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Required
Balance off the parent’s and subsidiary’s ‘T'accounts at 31 December 1995 in the above parent-
subsidiary example and enter the above transactions for the following year in ‘T’ accounts.
Prepare individual company balance sheets for both companies at 31 December 1996 and a
consolidated balance sheet for the Hub-Spoke group at that date.

1.3 Compare the balance sheets in Exercises 1.1 and 1.2.

THE FORMAT OF GROUP ACCOUNTS

The usual format for UK group accounts is summarized in Figure 1.4, their centrepiece
being the consolidated financial statements, which ‘are intended to present financial
information about a parent undertaking and its subsidiary undertakings as a single eco-
nomic entity to show the economic resources controlled by a group, the obligations of the
group, and the results the group achieves with its resources’ (FRS 2, para 1). From such
an overall objective is deduced the need for adjustments to reflect the change in scope of
the accounts from a company to a group basis, such as the elimination of intragroup bal-
ances, transactions, and unrealized intragroup profits. In addition there are requirements
for coterminous year ends and uniform accounting policies for group members, and
materiality and the ‘true and fair view’ is to be assessed in the consolidated financial
statements on the basis of ‘the undertakings included in the consolidation as a whole, as
far as concerns the members of the [parent] company’ (Companies Act 1985, S 227 (3) ).

Each of the components of the group accounting ‘package’ is discussed briefly below,
including the consolidated financial statements, and most are examined in more detail in
subsequent chapters. The purpose of this menu-like section is merely to give a flavour of
the types of information provided; it can be skimmed without loss in continuity

Consolidated financial statements Balance sheet, profit and loss,

cash flow statement, general notes

Parent balance sheet Shows investments & indebtedness

Group structure notes Details on excluded subsidiaries

Details of investments in
(a) subsidiary undertakings
(b) associated undertakings
(c) others

Details of immediate and ultimate parent

Figure 1.4 - Format of UK Group Accounts
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Consolidated financial statements

The Companies Act 1985 requires parent companies to prepare consolidated (i.e. aggre-
gated) financial statements to include the parent company and all its corporate and non-
corporate subsidiary undertakings unless the group as a whole is exempt, or exclusion cri-
teria apply to particular subsidiaries. Thus group accounts normally comprise a single set
of consolidated accounts, plus further information about excluded subsidiaries.

The Act requires a consolidated balance sheet and profit and loss account, and FRS 1,
Cash Flow Statements, requires a consolidated cash flow statement. The Companies Act
alsolays down usual disclosure and valuation criteria with specific provisions relating to
group accounts. Only the latter are discussed here. The Act requires uniform accounting
policies to be applied either directly or via consolidation adjustments, otherwise certain
disclosures have to be made. FRS 2 requires, where practicable, that financial statements
of subsidiaries should be prepared to the same accounting date and for the same accounting
period as the parent. The Act offers alternatives if this is not possible of:

(1) using interim accounts of the subsidiary, to the parent’s accounting date, or
(2) using the latest subsidiary accounts, provided that its year end is not more than three
months earlier than its parent.

FRS 2 expresses a preference for interim accounts, and only if these are not practicable can
option (2) be used, in which case adjustments of any material items over the intervening
period must be made, and the name, accounting date, period and reasons for the differ-
ent date must be disclosed.

In individual company accounts, investments are generally accounted for at cost. In
consolidated accounts, their treatment is usually a three-tier affair as shown in Figure 1.5.

Extent of influence Accounting approach

Passive holding Investments at cost

presumed 0 - 19%

Significant influence Associates -equity approach
presumed 20 - 50% (one line consolidation)
Controlled Subsidiaries -

Usually 51 - 100% full line by line consolidation

Figure 1.5 — Accounting for investments in consolidated statements

As the degree of control increases, so the accounting approach gets more comprehen-
sive. Passively owned investments are included at cost. Investments where the parent has
a participating interest and exercises significant influence over operating and financial
policies are called associates and the Act requires them to be incorporated by an abbrevi-
ated form of consolidation called the equity approach. Investments giving control are
consolidated — each item in their accounts is added line by line for the corresponding cap-
tion with other group undertakings, subject to certain adjustments.
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Parent individual company accounts
Only the parent balance sheet is required in addition to the consolidated accounts. Section
230 exempts the parent from publishing its individual profit and loss account provided the
profit or loss, determined in accordance with the Companies Act, is disclosed in the
group account notes. FRS 1 does not require a parent individual cash flow statement. The
usefulness of parent accounts is limited since group structures vary so much. In some
groups, the parent comprises just investments in other group undertakings. In others it
might comprise, for example, all UK operations, with a subsidiary running operations in
each foreign market. The ’size’ of the parent often depends purely on the path of acquisi-
tions and on taxation considerations.

However, the parent balance sheet does contain information not disclosed by the con-
solidated balance sheet concerning certain items eliminated on consolidation.

1. details of the total cost of investments in group and other undertakings (which includes
associated undertakings), under fixed asset investments and also if appropriate under
current assets; and

2. details of debt relationships between the parent and the rest of the group. In addition,

3. details of realized and unrealized reserves of the parent — in the UK companies make dis-
tributions not groups.

Details of indebtedness in the parent’s individual accounts

Since a group is not regarded in the UK as a legal entity with contractual rights, creditors
must look to individual companies in the group for debt repayment. Hence the pattern of
intragroup indebtedness between group companies, which cancels out on consolidation,
is very important for them. The Balance Sheet formats of the Companies Act 1985 (Sch. 4,
part 1) require in the parent company’s balance sheet, disclosure of total long-term loans
to group undertakings (only subsidiaries) and separately the total to undertakings in
which it holds a participating interest, and within the current sections, separate headings
under debtors for the total amounts owed by group undertakings, and by undertakings in
which it holds a participating interest, and a similar analysis for amounts owing under
creditors. However, these are totals and do not show either the debt pattern between indi-
vidual group undertakings, nor the pattern of indebtedness between fellow subsidiaries.

The Profit and Loss formats (Sch. 4, part 1) indicate that, in the parent’s individual com-
pany accounts, income from shares in group undertakings, income from participating
interests, other income and interest from group undertakings and interest payable and
similar charges to group undertakings must be separately disclosed. Note that each of
these balance sheet and profit and loss disclosures are aggregates of (1) all subsidiaries and
separately (2) of all participating interests. Nobes (1986, p. 10,) in a useful discussion of
the area, questions the information content of parent company financial statements and
suggests that any potentially useful information (e.g. on distributable profits) might be
better provided in a note form.

Other group structure information
Excluded subsidiaries

Disclosures required include the name of the subsidiary and the reason for excluding it
from the consolidation. Further disclosures are dependent on the reason for the exclusion.

Details of investments

Consolidated financial statements must disclose similar indebtedness information to the
above about associates (SSAP 1), and also profit and loss information. The Companies Act
requires a list of subsidiaries, truncated to principal subsidiaries if the list is excessive,
showing for each, name, country of registration or incorporation, principal country of
operation (quoted companies only), classes of shares held and proportions of nominal
value of each, directly by the parent and indirectly by other group undertakings, and the
Act requires similar information on associated undertakings (in which a participating influ-
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ence is held and significant influence is exercised), also (excepting country of operation)
for more than 10 per cent investment holdings.

FRS 2 adds a requirement that for principal subsidiaries, proportions of voting rights
held by the parent and its subsidiary undertakings and an indication of the nature of its
business must be disclosed. Prior to the Companies Act 1989 many of these requirements
had applied merely to the parent’s holdings. Note that this information does not indicate
the sizes of each investment relative to each other, but merely proportionate holdings. An
interested investor would have to look to previous years’ cash flow statements for such
information. Where undertakings are subsidiaries other than because the parent holds a
majority of voting rights and the same proportion of equity, the reason why it is a sub-
sidiary must be disclosed.

FRS 5 requires certain disclosures in the consolidated statements by quasi-subsidiaries
(holdings with similar characteristics to subsidiary undertakings, but set up to fall out-
side the legal definition - see Chapter 2) including for each, summary financial statements
(balance sheet, profit and loss, and cash flow statement). Within the Act there are further
requirements such as details of the group’s immediate and ultimate parent, where the
present parent itself belongs to a larger group.

Segmental Data

Consolidation can be viewed as adding together the accounts of legal entities to produce
a single set of accounts as if of a super entity (analogous to averaging). Segmental report-
ing disaggregates consolidated information into economic segments, in the UK by line of
business and geographical location (providing indirect information about variability).
These differ from the original company data since, for example, a single subsidiary com-
pany may operate in multiple lines of business or on the other hand, a number of sub-
sidiaries may comprise a single geographical segment — see Chapter 12. SSAP 25,
Segmental Reporting, issued in June 1990, requires for each segment, disclosure for exam-
ple, of turnover, profit or loss, and net assets. It applies to groups headed by plc’s, groups
with plc’s, banking and insurance companies in them, and other ‘large’ groups, but direc-
tors can opt out if they feel it would be prejudicial to the reporting entity, provided they
disclose the fact of non-disclosure.

Related party information involving group members

Many related party matters involving relationships within groups of companies are dis-
cussed above. FRED 8, Relating Party Disclosures, issued in 1994, proposed a framework
for disclosing details of all material related party transactions. Related parties are those
where ‘for all or part of the financial period: one party has direct or indirect control of the
other .. ., or the ability to influence or direct the financial and operating policies of the
other . . ., or the parties are subject to common control from the same source, or one is sub-
ject to control and the other to influence from the same source’ (para. 2(a) ).

It deems, for example, other group companies including ultimate parents, undertak-
ings of which the current undertaking is an associate or joint venture, directors (and their
immediate family) of an undertaking or its parent, to be related parties. It also outlines
rebuttable presumptions of relationship, including key management (and their families)
of an undertaking or its parent, or persons acting in concert to control an entity. However,
there are also important group disclosure exemptions in consolidated financial state-
ments for intra-group transactions, in the individual accounts of wholly owned sub-
sidiaries for transactions with group members (where such subsidiaries are included in
publicly available consolidated statements), and in the parent’s own accounts when pre-
sented with consolidated financial statements. FRED 8's proposals are extremely contro-
versial and many object to their extent (see for example Archer (1994b) ). Space limita-
tions preclude further discussion here.
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Exercises

1.4 Assess the nature and usefulness of the additional information required by statute and
accounting standards in group accounts to supplement the bare consolidated financial state-
ments in a typical group, in providing a ‘true and fair view’ of a group’s operations and finan-
cial position.

1.5 In what ways are consolidated financial statements more useful than parent company financial
statements?

SUMMARY

The chapter has reviewed the historical development of group accounting in the UK, discussing the
drawbacks of accounting for parent companies purely on a legal entity basis. Only dividends due
from subsidiaries are recorded, allowing a great temptation to smooth parent company profits, and
the underlying assets and liabilities under the control of the group are not disclosed. The difference
between accounting for divisionalized companies (departmental and branch accounting) and
group structures (consolidation accounting) was examined, and the process of consolidation as a
means of achieving some comparability in disclosure was discussed. In consolidated accounts, sub-
sidiaries’ results are accounted for on a profits-earned basis, which in principle allows less scope
for manipulation of results using dividend policies of subsidiaries.

The group financial reporting package in the UK normally includes a consolidated balance sheet,
profit and loss account and cash flow statement, but only a balance sheet for the parent itself. The
parent balance sheet discloses certain aggregate investment, debt and trading balances which are
cancelled out on consolidation. Further details regarding group investment holdings, non-consol-
idated subsidiaries and quasi-subsidiaries is included together with segmental reporting informa-
tion.

FURTHER READING

Historical development

Edwards, ].R. and Webb, K.M. (1984) The development of group accounting in the United
Kingdom to 1933, The Accounting Historians Journal, Vol. 11, no. 1, pp. 31-61.

Walker, R.G. (1978) Consolidated Statements: A History and Analysis, Arno Press, New York.

Entity organizational structures

Deloitte, Haskins & Sells (1983) Corporate Structure — Subsidiaries or Divisions?, Deloitte,
Haskins & Sells, London.

FRED 8 (1994) Related Party Transactions, Accounting Standards Board.
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THE NATURE OF GROUP
FINANCIAL STATEMENTS

Modern group financial statements form a highly complex package, in some cases pre-
pared from a data base incorporating hundreds of subsidiaries in scores of currencies.
Before examining consolidation techniques, this chapter examines objectives for group
financial statements, reviews the legal and institutional context for group financial state-
ments in the UK, and discusses criteria for when they are to be prepared. They are almost
always presented in consolidated form by aggregating the financial statements of the par-
ent and its subsidiaries after adjusting for the effects of intra-group matters.

For accounting purposes the Companies Act 1985 uses the terms ‘subsidiary undertak-
ing" and ‘parent undertaking’. For other legal purposes it uses the differently defined terms
‘subsidiary’ and ‘holding company’. In this book ‘subsidiary’ and ‘parent’ are used to denote
‘subsidiary undertaking’ and ‘parent undertaking’ unless otherwise stated. The term ‘group
financial statements’ is used in a wider sense than ‘consolidated financial statements’ since, in
principle, it is possible to present group statements in alternative formats, e.g. consoli-
dated statements for some subsidiaries and separate statements for others which are dis-
similar, or separate statements for each subsidiary. Group financial statements also
include information about economic segments, group shareholdings and indebtedness in
addition to the consolidated statements.

In the UK group financial statements must take the form of consolidated statements for
all subsidiaries unless the group as a whole is exempt, or in the case of subsidiaries which
meet exclusion criteria. Additional disclosures for excluded subsidiaries must then be
provided. Recently the world-wide trend has been towards consolidated statements as
the only acceptable format for group accounts. Consolidated financial statements also
include associates over which significant influence but not control is exercisable by the par-
ent.

OBJECTIVES OF GROUP FINANCIAL STATEMENTS

Group accounting grew out of the limitations of individual company accounting as dis-
cussed in Chapter 1. However, internationally it has, and also can in principle, serve a
variety of purposes. Walker (1978a) provides a comprehensive analysis of overlapping
hypotheses in the accounting literature as to objectives and what follows draws in part
on his analysis.

Traditionally, one view is that group financial statements, mere memorandum state-
ments, are prepared for the proprietors of the parent, the primary entity, to amplify infor-
mation in the parent’s own accounts because the parent’s business is carried out through
alliances with other economic entities. Consolidation is one possible format for this
amplification, another being for example, separate financial statements for subsidiaries.
From within this perspective others attribute vastly greater importance to consolidation,
since a group’s legal structure as parent and subsidiaries is often a result of historical acci-
dent as to the sequence of acquisitions, or is set up for taxation or other reasons. In this
case consolidated financial statements would be of primary importance and the parent’s
individual financial statements secondary. Some argue that the boundaries of such
‘groups’ should be determined only in terms of legally enforceable rights (the so-called de
jure approach), whereas others would argue for the boundary to be defined by the ambit
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of direct and delegated effective (actual) control by the ultimate parent’s shareholders (the
de facto approach). Most arguing from the latter perspective would consider consolidation
as the only realistic format for group accounts.

Another perspective views the group as an economic entity in its own right, distinct from
its shareholders, who are viewed as one of the categories of financial claims on the report-
ing entity’s resources. The focus of consolidated reports should therefore be wider than
this narrow group, to include those having ‘a reasonable right to information arising from
the public accountability of the entity’ (ASC Corporate Report, 1975, p. 77). For some, the
boundaries of the group ‘entity’ are still to be defined in terms of the ambit of control of
a ‘parent’-headed group. Minority (non-controlling) interests are another set of claims
with more limited rights and powers over only part of the group ’entity’. '

Others within this economic entity perspective view the group in terms of concentrations
of economic power over resources — termed by the FASB (FASB, 1991, p. 24) the economic
unit concept. Options in the EC 7th Directive not taken up by the UK allow member states
to require consolidation of so-called horizontal groups, i.e. entities which are managed on
a unified basis based on contract or provisions in their memoranda or articles, or where
the only link between such entities is a majority of common interlocking directors (Article
12). The group defined by the ambit of management control has traditionally been associ-
ated with Germany. Motivations for this latter perspective could include national eco-
nomic management or the policing of abuses of economic power or even the fact that
other groups, e.g. creditors, are considered the primary users of group statements in some
countries. This spectrum can have consequences not only for group definition and report-
ing format, but also for measurement and disclosure of consolidated assets and liabilities,
and in particular, for relationships between controlling and non-controlling interests.
Such matters are discussed further in Chapters 4 and 6.

Walker (1978a) cites other objectives including that consolidated financial statements
facilitate the assessment of firms’ abilities to meet their debts (discussed in Chapter 4).
Whittred (1987), using an agency-contracting framework, suggests that in Australia the
debt assessment perspective was a major reason for the adoption of consolidation volun-
tarily prior to the existence of accounting regulation there. He observed that the period
1930-50 in Australia was one of increasing debt financing of groups. Lenders protected
their interests by demanding cross-guarantees from other group companies, opening up
access to other group companies’ assets in case of default. This effectively undoes each
company’s limited liability and modifies it to a group level. He hypothesizes that consol-
idated accounts provide more cost-effective monitoring than individual company accounts
in such circumstances, and therefore are more likely to be produced even where not
required, than for similar groups without such debt. This could suggest that the scope of
consolidation might be entities included within the span of debt cross-guarantees, which
may be smaller than the entire controlled group. Whittred's tests, however, assumed both
were coincident and claimed that his evidence supports the debt assessment/contracting
hypothesis.

Bircher (1988) noted a reluctance in the UK to provide group accounts voluntarily prior
to its compulsory introduction in the Companies Act 1948, even though it had been cited
since the 1920s as best practice. However, he found a huge increase in the provision of
consolidated accounts in 1947. As with Whittred (1987), he found that this provision coin-
cided with a large increase (55 per cent) in debt as a percentage of total company securi-
ties issued. However, other explanations were also suggested, such as knowledge of
impending legislation and the recent removal of penal taxation on excess profits after the
Second World War.

There have been few studies examining the objectives of group financial statements per
se. Figure 2.1 shows Walker’s (1978a) analysis of the link between proposed objectives
and the scope of consolidation. He tries to link proposals with the functional objectives
for consolidation based on his historical analysis of the accounting literature of more than
fifty years. The first two objectives define the scope of consolidation in terms of the par-
ent’s interests, and the third in terms of creditors’ interests. The last two view the group
itself as an entity, the former in terms of effective control, whereas the latter narrows this
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to consolidate only a homogeneous subset of economic activities. The ambit of manageri-
al control is not specifically considered.

Status and supposed function Possi pe of consolidation

Primary documents - to depict the financial | Holding [parent] companies and substantially
position and performance of holding [parent] | owned subsidiaries
companies
Supplementary reports - to amplify the | Substantially owned subsidiaries only,
financial statements of holding [parent] | excluding the holding [parent] company,
companies or

A series of group statements each covering
those subsidiaries engaged in a particular line
of business, or

A series of group statements each covering
domestic subsidiaries, foreign subsidiaries,

or

Holding [parent] company and all ‘material’
subsidiaries.

Supplementary reports - to faciliate assessments | Holding [parent] company and all ‘controlled’
of the ability of firms to meet their debts subsidiaries,

or

All companies which have guaranteed the
indebtedness of other companies plus the
companies subject to those guarantees,

or

Some other combination dependant on the
pattern of inter-company loans..........
Supplementary reports - to depict the position | A1l corporations (or unincorporated
and performance of ‘group entities’ associations) subject to (actually exercised)
control. [NB tests of control might be based on
voting power or contractual rights]
Supplementary statements - to depict the | All ‘controlled’ corporations (or unincorporated
position and performance of ‘economic entities’ | associations) engaged in specified businesses
or activities.

Figure 2.1 - Link between objectives and scope of consolidation. Source: Exhibit 1 in
Walker (1978), Abacus. Vol 14 No 2, December 1978, page 104.

The former UK position hovered uneasily between the first and second objectives and
now, in common with many other countries, is approximated by the fourth. However, as
Walker points out, most proposals are compromise affairs (e.g. the exclusion of dissimi-
lar lines of business required by the EC 7th Directive incorporates something of the fifth
objective). Walker’s table provides a useful framework for discussion.

Very little is known about user needs in this area or why one set of objectives
should predominate over another. The ASB Discussion Draft, Statement of Principles,
Chapter 7, The Reporting Entity (1994) merely states that the primary users are investors

in the parent since they have an interest in the group as a whole, and that
consolidated financial statements ‘provide a frame of reference for other users’
(para. 3.4). It situates general principles as to why an entity should produce general-
purpose financial statements (which may include consolidated financial statements)
in supply [the entity is a cohesive economic unit, i.e. having a unified control structure]
and demand terms [there are those with a legitimate interest, who rely on such state-
ments as a major source of information for making economic decisions], where the
benefits from the statements exceed their costs (Section 2). An important issue not
discussed there is whether or not the market will itself produce whatever it needs
in a cost-effective manner to enable participants to monitor contractual arrange-
ments in the most efficient way possible, or whether additional regulation is required.
Whittred’s study implicitly tends to the market provision view, and in this regard
finds further evidence in this non-regulated period that, as the number of sub-
sidiaries gets larger, groups will tend to produce consolidated accounts as a cheap, effec-
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tive monitoring package. The ASB takes the latter view. Theoretical economic analysis is
inconclusive as to the extent of regulation needed. More managed economies than the UK
would probably travel even further down the regulation route on political as much as
economic grounds.

Flint (1993) also points out that the ‘true and fair view’ perspective embedded in UK
and now EC law dictates that consolidated financial statements are not sufficient in them-
selves to provide a ‘true and fair view’. As discussed in Chapter 1, group financial state-
ments also incorporate information about the legal structure of the group and about its
economic segments. In addition they include information about entities over which vary-
ing degrees of influence are exercised (e.g. associates and joint ventures). The reporting
of such ‘strategic alliances’ is discussed in later chapters.

Most countries reflect a hybrid approach to objectives. EC law reflects a comprornise
between differing national traditions, some of which had been clearly embedded in an
amplification (parent) perspective, and others tending more towards an economic unit
perspective. The EC 7th Directive clauses incorporated into UK Company Law have
moved the latter more towards incorporating aspects of the entity end of a spectrum,
though it contains clear aspects of a parent/amplification viewpoint with consolidated
statements being viewed as primary.

In the UK, group financial statements are produced in addition to the parent’s individ-
ual company accounts, in contrast to the USA where consolidated financial statements
are often the only published statements. The Companies Act 1989 (Section 227(3) ) states
that [Group] accounts shall give a true and fair view . . . so far as concerns members of
the [parent] company’ and in the UK, companies not groups are legal entities. Groups
cannot enter into contracts or enforce them, the starting point for taxation is individual
companies though some group reliefs are available, and legally, distributable profits are
a company not a group matter.

The ASB Discussion Draft, Statement of Principles Chapter 7, The Reporting Entity, issued
in 1994 (referred to hereafter as The Reporting Entity) reflects this perspective, stating that
‘the group is sometimes referred to as the reporting entity as shorthand for the parent’s
reporting role with respect to its group. The group is in fact the reported entity” (para. 1.3,
original emphasis). The group ‘is an affiliation of economicinterests . . . all within the con-
trol of a parententity’ (para. 1.2). Prior to the Companies Act 1989 formats other than con-
solidated accounts were legally permitted, though SSAP 14, Group Accounts, had, since
1978 by pre-empting similar options in earlier Acts, effectively required consolidation as
the only treatment.

The Companies Act 1989 altered considerably the definition of a subsidiary for
accounting purposes and enshrined in law rather than accounting standards the require-
ment for consolidation as the basis for group accounts. FRS 2, Accounting for Subsidiary
Undertakings, states that ‘[Consolidated financial statements] are intended to present
financial information about a parent undertaking and its subsidiary undertakings as a
single economic entity to show the economic resources controlled by the group, the oblig-
ations of the group and the results the group achieves with its resources’ (para. 1) The
accounting concept that underlies this objective is that of control.

REQUIREMENTS FOR PREPARING CONSOLIDATED FINANCIAL
STATEMENTS

The Companies Act 1985 (as amended by the Companies Act 1989) states that ‘If at the
end of a financial year a company is a parent company the directors shall, as well as prepar-
ing individual accounts for the year, prepare group accounts [in the form of consolidated
accounts]’ (S227(1) and (2), emphases added) unless the group is exempt, mainly through
being unlisted and ‘small’, or unlisted and part of a group headed by an EC-based imme-
diate parent with the acquiescence of its minority shareholders. Further, ‘all subsidiary
undertakings of the parent company shall be included in the consolidation [unless they
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satisfy exclusion criteria] (S 229 (1) ). The exclusion criteria are defined mainly in terms of
a lack of effective control.

UK practice also recognizes that a parent can directly or indirectly exercise differing
degrees of influence over its affiliates. The key distinctions used currently distinguish
between unilateral control of ‘subsidiary undertakings’ (consolidation), significant influence
over ‘associates’ (equity accounting), and joint control over ‘joint ventures (equity
accounting, or as an option for non-corporate ventures, proportional consolidation). Other
investments are treated identically to their treatment in the parent’s own financial state-
ments. In this chapter only subsidiaries are considered and other degrees of influence are
examined in Chapter 4.

The Act itself only requires consolidated financial statements to be prepared by groups
headed by a parent company (S 227(1) ), though it requires non-corporate subsidiaries to be
consolidated, since the term ‘subsidiary undertaking’ includes non-corporate bodies such
as partnerships and unincorporated associations whether trading or in business for prof-
it or not for profit (S258/9). FRS 2, Accounting for Subsidiary Undertakings, requires in
addition that ‘all parent undertakings that prepare consolidated financial statements
intended to give a true and fair view’ should comply with its requirements, unless pro-
hibited by the statutory framework within which they report (para. 18, emphasis added).
It only requires parents which already prepare such ‘true and fair view’ statements to com-
ply with its requirements and does not therefore apply to partnerships in general, or
groups controlled by common individuals — voluntary publication by such ‘groups’ is vir-
tually non-existent in the UK. As stated earlier, ‘horizontal’ groups whose only connec-
tion is unified management by contract or articles/memorandum, or common manage-
ment also do not have to consolidate. FRED 8, Related Party Transactions (1994), proposes
an alternative route, through extra disclosure bringing to the attention of shareholders of
groups and companies transactions which may suggest there are wider networks of con-
trol and influence than captured by say the consolidated accounts of a particular report-
ing entity (see Chapter 1).

This book is mainly concerned with the consolidation of the accounts of groups headed
by companies. In practice other bodies using the technique of consolidation include friend-
ly and industrial and provident societies, building societies, councils and local authori-
ties, together with public sector bodies such as The Post Office and British Rail
Consolidation is recommended practice for pension schemes and charities. Banking and
insurance companies are also covered by the 1985 Act, but specialized matters relating to
them are also not considered here.

DEFINING A GROUP

The objectives of group/consolidated financial statements are closely intertwined with
the definition of what is a group for accounting purposes, the latter predicated in the UK
on the existence of a parent. FRS 2 states that the accounting concept that underpins its
view as to the objectives of consolidated financial statements is that of control. The ASB’s
Discussion Draft, The Reporting Entity, develops this and proposes that the boundary of a
group subject to a set of financial statements is set by the extent of the parent’s control —
the ability to direct its own economic resources and those of its subsidiaries (through its
ability to direct them).

FRS 2 defines the date an undertaking becomes a subsidiary undertaking, the date of
acquisition (or merger, see chapter 3) which is the date from which a new subsidiary’s
results can be included in the consolidated results under acquisition accounting, as ‘the
date on which control of that undertaking passes to its new parent undertaking’ (emphases
added), and the date an undertaking ceases to be a subsidiary undertaking as ‘the date
on which its former parent relinquishes its control’ (para. 45). For public offers this is the
date the offer becomes unconditional, usually through sufficient acceptances; or general-
ly the date an unconditional offer is accepted, for private treaties; or the date of share
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issue if such means is used (para. 85). It may be indicated by the date the acquiring party
commences its direction of operating and financial policies, or the flow of economic ben-
efits changes, or where the consideration for transfer of control is paid (para. 85). IAS 22
also bases the normal date of acquisition on the date control passes (para.14). APB
Opinion 16 in the USA focuses more heavily on the date the consideration is given and
received. It specifies and allows other acceptable dates but requires an adjustment to the
consideration for the time value of money if these are chosen (para. 93).

According to the ASB’s The Reporting Entity, control implies two necessary abilities:
(1) the power to deploy economic resources; and
(2) the ability to benefit or suffer by their deployment.

These abilities would be split for example in the case of say trustee and beneficiary and
so control would not be present under such circumstances (paras 4.1/4.2).

In UK and EC law, the definition of a group is prior to the decision on which under-
takings should be consolidated. Adjusting the statutory group definition as the parent plus
its subsidiary undertakings, to determine entities to be consolidated (i.e. which satisfy the
criteria for consolidation, examined later) is achieved by:

(a) starting with the parent and its subsidiary undertakings per the Companies
Act 1985.

(b) excluding non-controlled subsidiary undertakings, and

(c) including controlled undertakings which do not meet the definition of a
subsidiary undertaking (termed quasi-subsidiaries by FRS 5).

The current definition of a group in stage (a) is effected by Section 258 of the Companies
Act 1985 defining a subsidiary undertaking as one where the parent undertaking

(a) holds a majority of its voting rights, or

(b) is its member and has the right to appoint a majority of its board of directors, or

(c) has the right to exercise a dominant influence via its memorandum or articles or
through a control contract, or

(d)is its member and controls alone a majority of its voting rights by means of an
agreement with other shareholders or members, or

(e) has a participating interest and

(i) actually exercises a dominant influence, or
(i) it and the subsidiary undertaking are managed on a unified basis, or

(f) is the parent undertaking of undertakings of which any of its subsidiary under-
takings are, or are to be treated as, parent undertakings.

The development of this convoluted definition is now considered before examining the
criteria for consolidation.

Group definition prior to the Companies Act 1989
The Companies Act 1985 was amended by the Companies Act 1989 enacting the EC 7th
Directive on consolidated accounts into UK company law. Somewhat confusingly the Act
is still called the Companies Act 1985. In what follows, the term ‘Companies Act 1985
will refer to the amended Act unless stated. Where there is any possibility of confusion,
‘Companies Act 1985u’ refers to the unamended Act and ‘Companies Act 1985a’ to the
amended Act.

From 1948 to 1989, the definition of a subsidiary (company) required the parent to
either
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(@ (i) bea member of it and to control the composition of its board of directors, or
(ii) hold more than half in nominal value of its equity, or
(b) the company to be a subsidiary of another subsidiary (S 736 Companies Act
1985u).

This definition was criticized for not being based on any clear conceptual framework.
Criterion (a) (i) was only one particular means of exercising control, whereas (a) (ii) did
not necessarily imply control if all equity did not carry equal voting rights. Shaw (1976,
p- 71) commented that majority ownership should have beenmerely an example or rebut-
table presumption of circumstances of possible control. It was possible for one company
to be the subsidiary of two holding companies where one held the majority of equity, and
the other a minority of equity but a majority of votes. Criterion (b) recognizes ‘control’
through a vertical chain of ‘controlled’ subsidiaries.

Off-balance sheet financing

Prior to the Companies Act 1989, a surge occurred in the development and marketing of
schemes enabling a parent to effectively control another enterprise without it being
classed as a subsidiary and therefore consolidated. Motives were many and various
including:

(1) selling goods to such vehicles (termed ‘controlled non-subsidiaries’ and later ‘quasi-
subsidiaries’) and recording a profit. Under normal consolidation procedures, profit
is not recognized until goods leave the group;

(2) keeping assets and liabilities off the consolidated balance sheet to improve gearing
and to avoid breaking debt covenant restrictions;

(3) for signalling purposes: to creditors whose recourse in the event of non-payment
might not be to all group assets and liabilities to show which assets and liabilities
were available; to show to shareholders what the new group would look like by
removing assets and liabilities of a subsidiary to be disposed of soon after the year
end, though additional pro-forma financial statements would be a better way of doing
this.

For further details see Peasnell and Yaansah (1988).

Some ‘off-balance sheet financed’ quasi-subsidiaries were accounted for as associates,
i.e. using the equity approach instead of consolidation. As will be shown in Chapter 4,
this would have a limited impact on reported consolidated profit, but would in many
cases improve group gearing. In extreme cases quasi-subsidiaries were accounted for as
fixed asset investments (at cost with income being recognized on a dividends basis),
which would affect consolidated reported profits as well as gearing. In this case the
impact of these ‘vehicles’ would be similar for them to the non-consolidation of sub-
sidiaries in the 1930s discussed in Chapter 1.

Example 2.1 - Off-balance sheet schemes prior to 1989

1. Burton Group plc's 1986 annual report stated that the parent owned 50 per cent of the equity
shares of Hall & Sons Ltd with the other 50 per cent owned by banks. Hall & Sons was not a sub-
sidiary under criterion (a) (i) in the box above. However, the articles of Hall & Sons showed that
there were two classes of shares with the ‘A’ shares having double the voting rights of the ‘B’
shares. The ‘A’ shares did not in principle have the power to appoint the majority of directors,
but through the power of veto had effective control over the majority of votes at directors
meetings (Peasnell and Yaansah, 1988, p. 11). Thus Hall & Co. was not a subsidiary under
(a) (ii). Burton also set up finance companies, which were very highly geared, in which they
held less than 50 per cent of the equity and which were accounted for using the equity
approach. Burton plc has indicated that these, which were presumably set up to reduce consol-
idated gearing, would have to be consolidated as subsidiaries under the amended Companies
Act 1985.

2. In its 1986 annual report, Storehouse plc revealed that, in addition to its 48 per cent stake in
Richard Shops, it held a call option to purchase the remaining 52 per cent from a merchant bank,
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Morgan Grenfell, exercisable at any time on payment of (only) £126,000. The merchant bank
held a put option, exercisable on 30 January 1988, which would require Storehouse plc itself to
purchase Richard Shops for £126,000. Richard Shops was accounted for under the equity
method. The Storehouse group had exercised the option to increase its stake to 96 per cent by
the time of the 1987 accounts. It would have been possible under the unamended Companies
Act to have effective control entirely through the use of options without having to consolidate.

3. Burnett and Hallamshire Holdings plc arranged to purchase a bulk shipping carrier under hire
purchase through a quasi-subsidiary Mincorp Shipping and Finance which it effectively con-
trolled, though only holding a one-sixth share in its equity. The parent guaranteed the payments
of the quasi-subsidiary under the hire purchase contract, but showed neither the bulk carrier as
an asset, nor the liabilities under the hire purchase contract in its 1984 accounts. Also, the par-
ent recognized profits on the sale of property to another quasi-subsidiary. A provider of finance
to this latter quasi-subsidiary withdrew its support and the property ownership reverted to the
parent and hence the ‘profit’ disappeared after the year end!

Early attempts at regulation

In the early 1980s considerable uncertainty existed over how far financial reports could
or should be adjusted to record the economic substance of transactions rather than their
legal form. The Argyll Foods court case (Bird, 1982) had decided that it was not permis-
sible to restate the consolidation to include subsidiaries that were acquired subsequent to
the year end, even if the motive was to show a ‘true and fair view’, because the directors’
felt that the relevant companies were effectively controlled prior to the year end. A
Department of Trade and Industry statement at this time expressed the view that account-
ing for substance over form using the ‘true and fair override’ could not itself pre-empt the
law’s definition as to which subsidiaries could be included in a consolidation.

In 1985, there was an ongoing dispute between the Institute of Chartered Accountants
in England and Wales (ICAEW) in Technical Release No. 603, which recommended account-
ing for the economic substance of transactions rather than just their legal form, with the legal
form given by note disclosures, and the Law Society, which took the opposite route — that
a true and fair view should be achieved by accounting for the legal form and providing note
disclosure to reflect the economic substance! Both interpreted the then Companies Act as
supporting their position, and the Law Society questioned the legality of the accounting
profession’s stance. The fact that investors given sufficient additional information might
be sophisticated enough to make adjustments themselves was not mentioned(!) though
many note disclosures at this time were severely lacking. ED 42, Accounting for Special
Purpose Transactions (1988), continued the debate over what were now termed ‘special
purpose transactions’, but resolution was ‘frozen’ pending the passing of the Companies
Bill (to become the Companies Act 1989) with its radical changes to the law on group
accounts.

The Companies Act 1989 made subtle changes to the way a ‘true and fair view’ could
be achieved, and the resulting amended Companies Act 1985 states that ‘if in special cir-
cumstances compliance with any of [the amended Act’s] provisions is inconsistent with
the requirement to give a true and fair view, the directors shall depart from that provision
to the extent necessary to give a true and fair view’ (Section 226(5) ) which seemed to ease
the way for supporters of accounting for substance over form. ED 49, Reflecting the
Substance of Transactions in Assets and Liabilities, was issued in May 1990. The Companies
Act 1989 itself dealt a death blow to most existing off-balance sheet schemes involving
quasi-subsidiaries, and its provisions now in the Companies Act 1985 are examined
before the profession’s attempts to mop up the residual problem.

ADOPTION OF THE EU 7TH DIRECTIVE - THE COMPANIES ACT
1989

The EU 7th Directive, contained four compulsory de jure criteria (Article 1) for the defin-
ition of a subsidiary, requiring consolidation where the parent undertaking has:
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(a) amajority of voting rights, or

(b) is a member and has the right to appoint a majority of the board of directors, or

(c) aright to exercise a dominant influence as the result of a control contract, or

(d) is a member and as the result of an agreement with other shareholders in the sub-
sidiary, has the right to control alone a majority of voting rights.

Article 3 states that a subsidiary of a subsidiary shall by that fact be treated as a sub-
sidiary of the parent.

The Directive also included optional criteria whereby consolidation may be required by
individual member states where a parent

(i) holds a participating interest in a subsidiary undertaking and either actually exer-
cises a dominant influence over it, or it and the subsidiary undertaking are man-
aged on a unified basis by the parent undertaking (Article 1.2), or

(ii) has appointed the majority of the board of directors, solely as a result of its vot-
ing rights (Article 1 aa), or

(iii) manages itself and the subsidiary on a unified basis pursuant to a contract or
provision in its articles or memorandum (Article 12), or

(iv) the same personnel are a majority on the boards of both companies throughout
the year and up to the preparation of the accounts (Article 12).

Initially it was considered unlikely that the UK would incorporate any of these options
as they introduced concepts novel at that time. However, off-balance sheet financing
schemes were proliferating so fast at the time of drafting UK legislation, that option (i)
was enacted into the Companies Act 1989. This radically changed the definition of ‘sub-
sidiary’ for accounting purposes, and hence criteria for consolidation. It defined a ‘sub-
sidiary’ for non-accounting purposes using only the four core conditions, (a)-(d) above,
but for accounting purposes only, introduced the term ‘subsidiary undertaking’ catching
many quasi-subsidiaries by utilizing some of the Directive’s optional criteria above. All
subsidiaries are subsidiary undertakings, but not vice versa.

Davies, Paterson and Wilson (1992, p. 144) comment that option (ii), which was not
included in UK law, caters for widely dispersed shareholdings where a minority holding
could exercise de facto control. It differs from adopted compulsory criterion (d) in that
such control is achieved without explicit agreement. Options (iii) and (iv) were also not
incorporated into UK law.

Option (iii) derived from the German practice of consolidating subsidiaries subject to
central and unified management. Early draft versions of the Directive required groups
not headed by limited companies to be consolidated, and non-EEC groups to have to con-
solidate all their EC activities. However, these were not acceptable to the majority of EC
countries and would have caused sweeping changes to national laws. It was suggested
that the Church of England might have to produce consolidated accounts(!) and the lat-
ter requirement was severely modified. The final version accommodated the wide diver-
gences in practice in the EEC, whilst also moving the member states towards some har-
monization. Consolidated accounts became compulsory only for groups headed by lim-
ited liability companies but non-incorporated subsidiaries had to be included. A very
useful summary of the impact of the adoption of the EC 7th Directive into UK law is pro-
vided by Nobes (1993).

Exercises

2.1 Compare and contrast the advantages and disadvantages of de jure and de facto definitions of
a group from the perspective of (a) parent company shareholders, (b) group auditors, (c) gov-
ernmental regulatory agencies.
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2.2 Explain how different conceptions of a ‘group’ can lead to different consolidation
criteria.

THE CURRENT UK DEFINITION OF A SUBSIDIARY
UNDERTAKING

The amended Companies Act 1985 defines a subsidiary undertaking as one where the
parent undertaking:

(a) holds a majority of its voting rights, or

(b) is its member and has the right to appoint a majority of its board of directors, or

(c) has the right to exercise a dominant influence via its memorandum or articles or
through a control contract, or

(d) is its member and controls alone a majority of its voting rights by means of an
agreement with other shareholders or members, or

(e) has a participating interest and
(1) actually exercises a dominant influence, or
(ii) it and the subsidiary undertaking are managed on a unified basis;

(f) is the parent undertaking of undertakings of which any of its subsidiary under-
takings are, or are to be treated as, parent undertakings (S 258).

Criterion (e) relating to dominant influence and unified management is the radical
change to previous UK practice. In order to prevent the requirements being interpreted
contrary to the wishes of the Act’s drafters, it also contains interpretation provisions.

Majority voting rights — (a) amends the previous Companies Act definition which
required a majority stake in equity.

Membership with right to appoint a majority of directors — is similarly adjusted since Sch.
10A (2) indicates that it now means directors holding the majority of voting rights at
board meetings on all, or substantially all, matters.

Control by contract or constitution — expected to have little impact in the UK. FRS 2 com-
ments on criterion (c) control contracts, that directors (of subsidiaries) have a common
law duty to act in the best interests of their company, and suggests that such contractual
control of subsidiaries might be in breach of such a duty (para. 70). Such a contract, which
must be written, must be sanctioned by the memorandum and articles, and be permitted by
the law where the subsidiary undertaking is established (Sch. 10A (2) ). Davis, Paterson
and Wilson (1992) argue that such a provision would probably only be relevant where the
parent has a German subsidiary undertaking or in a country where German style legal
provisions are in force. ‘Dominant interest’ in this context is defined as ‘a right to give
directions with respect to the operating and financial policies of that other undertaking
which its directors are obliged to comply with whether or not they are for [its] benefit’ . . .
(Sch. 10A 4(1) ).

Control by agreement with other members — such agreements must be legally binding, but
could, in principle, according to the DTI, include non-written agreements.

Participating interest and dominant influence or unified management — this is the most sig-
nificant change to UK law, and catches most of the quasi-subsidiary schemes discussed
earlier. It is examined here in some detail.

A ‘participating interest’ is defined as ‘an interest . . . [held] on a long term basis for the
purpose of securing a contribution to its activities by the exercise of control or influence
arising from or related to that interest’ (S 260 (1) ).-A holding of 20 per cent of shares is
presumed to be a participating interest unless rebutted (S 260 (2) ). However, it is impor-
tant to note that smaller holdings could also be participating interests. Nobes (1993, p. 234)
points out that the reason for requiring such an interest to be present is to prevent strong
commercial relationships alone (he uses the example of Marks and Spencer and its sup-
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pliers) leading to consolidation. Options or convertibles are to be included in participat-
ing interests, even if they have not yet been exercised (S 260 (3) ). However, there seems
to be no provision to exclude options or convertibles which are very unlikely to be exer-
cised or converted because adverse market conditions have rendered the option element
worthless. So, for example, the old scheme of control of the board of directors without
being a member, though avoiding criterion (b) above, might now be caught by this pro-
vision.

Whereas the Act defines the term ‘dominant interest’ in the context of the ‘control con-
tract’ provision (see above), it explicitly states (Sch. 10A 4(3) ) that this definition ‘shall
not be read as affecting the construction of the expression “actually exercises a dominant
interest” * in criterion (e), and has left its interpretation to accounting standards.
Therefore FRS 2 duly defines ‘the actual exercise of dominant influence’ as

the exercise of an influence that achieves the result that the operating and financial
policies of the undertaking influenced are set in accordance with the wishes of the
holder of the influence and for the holder’s benefit whether or not those wishes are
explicit. The actual exercise of dominant influence is identified by its effect in practice
rather than by the way it is exercised. (para. 7b)

It indicates that a power of veto usually will only indicate such a dominant interest if
it ‘is held in conjunction with other rights or powers or if they relate to the day-to-day
activities of that undertaking and no similar veto is held by other parties unconnected to
the holder’ (para. 72). Normal commercial relationships in isolation are not sufficient.
Dominant influence can be evidenced by ‘a rareintervention on a critical matter . . . [and]
should be assumed to continue until there is evidence to the contrary’ (para. 73). Each
year the status should be reassessed.

The expression ‘managed on a unified basis’ is interpreted by FRS 2 to mean that ‘the
whole of the operations of the undertakings are integrated and they are managed as a sin-
gle unit. Unified management does not arise solely because one undertaking manages
another. The operations . . . [must be] integrated’ (para. 74). This is probably the most rad-
ical new element since it clearly takes an economic entity stance on the scope of consoli-
dation, given that a participating interest is held. It is not clear what impact this will have
in the UK in practice.

Ultimate parent rule — new based on ‘subsidiary undertaking,” (f) is a rather convoluted
restatement of the old ‘subsidiary of a subsidiary is a subsidiary’ rule.

There are further explanatory provisions (in Schedule 10A) concerning, for example,
rights dependent on circumstances (taken into account only if those circumstances are
operative or if the circumstances are under the control of the holder), rights temporarily
inoperative (which should still be taken into account), rights held on behalf of another
(taken into account if a nominee, but not if in a fiduciary capacity), rights on shares held
as a security (not to be considered if the rights cannot be independently exercised except
to preserve the value of the security), rights by an undertaking in itself (which are to be
disregarded), and last, but certainly not least, rights held by a subsidiary undertaking
(which are to be treated as rights held by the parent). The wish to stamp out controlled
non-subsidiaries is clearly evident!

CRITERIA FOR CONSOLIDATION - FRS 2

FRS 2 states ‘the concept that underlies the presentation of consolidated financial state-
ments for a group as a single economic entity is summarised in the definition of control’
(para. 62) defined as

‘The ability of an undertaking to direct the financial policies of another undertaking
with a view to gaining economic benefits from its activities’ (para. 6).
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Companies to be consolidated are the
legally defined group — excluded subsidiaries + quasi-subsidiaries;

unless the group in aggregate meets the Act’s exemption criteria in which case there are
no published consolidated accounts produced. For consolidation purposes the effect of
the above is to adjust the legal group definition so that all controlled undertakings are
consolidated, and no non-controlled ones are. The first two terms above are derived from
the Companies Act 1985a, as tied down by FRS 2. The third is the subject of FRSS5,
Accounting for the Substance of Transactions (1994), which defines and requires the inclusion
of quasi-subsidiaries. Exemptions and exclusions are now dealt with in turn.

EXEMPTION CRITERIA FOR GROUPS

A group or subgroup, headed by an unlisted parent, is exempt from preparing
group accounts for two main categories of reasons, (i) its immediate parent is EEC-estab-
lished and its own minority shareholders (if any) acquiesce, or (ii) it falls within the
Act’s size exemptions. The fine detail described below can be omitted without loss of con-
tinuity.

Intermediate parent embedded in a lar ger group
A(n intermediate) parent is exempt from preparing group accounts (S 228) if:
(a) the intermediate company is either

(i)  a wholly owned subsidiary, or

(i) majority owned and shareholders holding either half the remaining shares or 5
per cent of its total shares have not served notice requesting preparation of
group accounts - such notification to be given not more than six months into the
relevant financial year, AND

(b) itisincludedin the audited, consolidated accounts of an EEC parent for the same date
or a date earlier in the same financial year. These consolidated accounts must be filed
by the exempt company with its individual accounts, together with a certified trans-
lation into English of any parts if necessary, AND

(c) it discloses in its individual company accounts that it is exempt and states the name
of the parent undertaking drawing up the group accounts in (b), together with its
country of incorporation or registration, or if unincorporated, its principal place of
business, AND

(d) its immediate parent is established within a member state of the EC, AND

(e) none of its securities are listed on a member-state stock exchange.

Size

To be exempt under this criterion, the group must not have members which are listed or
are banks, insurance companies or authorized financial services undertakings, and must
fall within certain aggregate criteria for small or medium-sized groups satisfying at least
two of the following: turnover, balance sheet totals or number of employees. The ‘medi-
um-sized’ limits are provided in two forms: after consolidation adjustments (net) — at pre-
sent, group turnover £11.2m, group assets £5.6m, or group employees of 250; or before
such adjustments (gross) — the turnover and assets limits are 20 per cent larger and the
employee limit the same (S 249). The latter allows exemption to be claimed without hav-
ing to prepare internal draft consolidated accounts. It is permissible to satisfy some gross
and others net.
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EXCLUSION CRITERIA FOR SUBSIDIARY UNDERTAKINGS

It is important to understand these criteria intuitively since FRS 2 uses them to enact the
concept of control as the basis for consolidation. They apply to individual subsidiary
undertakings. There are five exclusion criteria:

(i) severe long-term restrictions hinder the parent’s rights, or

(ii) the parent’s interest is held exclusively with a view to resale, or

(i) obtaining the relevant information is subject to disproportionate expense or
undue delay, or

(iv) immateriality (applied to the aggregate of subsidiaries excluded for this reason),
or

(v) the activities of one or more subsidiaries are too different from the others (S
229).

The last is mandatory, the first four optional, but FRS 2 prescribes the options to be cho-
sen. For example, it states that disproportionate expense or undue delay cannot be used
as a reason for exclusion unless the aggregate of the subsidiaries affected by this criteri-
on is immaterial (para. 24), and severe long-term restrictions and interest held exclusive-
ly for resale are also made compulsory, operating where there is a lack of effective or
desired control. We now consider (i), (ii) and (v) in turn.

Severe long-term restrictions

The Act states that these must ‘substantially hinder the exercise of the rights of the par-
ent company over the assets or management of [the subsidiary] undertaking’, and the
rights referred to are those ‘in the absence of which [the undertaking holding them]
would not be the parent undertaking’ (S 229 (3) ). FRS 2 provides further guidance, stat-
ing that only those restrictions identified by their effect in practice and leading to a loss
of control should be considered. Disclosure rather than non-consolidation is preferred
unless consolidation would be misleading.

Insolvency procedures where control passes to a receiver or liquidator is given as an
example of such severe restrictions, but not necessarily those under a voluntary arrange-
ment. Insolvency procedures abroad must be taken on their merits. Potential or minor
restrictions are not sufficient. Davies, Paterson and Wilson (1992, p. 172) note that the
most common use of this criterion is where there is political unrest where the subsidiary
is set up.

Interest held exclusively with a view to resale

It is necessary that the subsidiary ‘has not previously been included in consolidated
group accounts prepared by the parent’ (S 229 (3c) ). FRS 2 restricts its application to
either,

(@) ‘[where] a purchaser has been identified or is being sought, and [the interest] is rea-
sonably expected to be disposed of within approximately one year of its date of acqui-
sition, or

(b) [where] aninterest . .. was acquired as a result of the enforcement of a security, unless
the interest has become part of the continuing activities of the group or the holder acts
as if it intends the interest to become so’ (para. 11).

The aim of this exclusion and FRS2’s interpretation is to distinguish investments
held as tradable assets from undertakings forming at some time part of the con-
tinuing operations of the group. Previously consolidated undertakings cannot be exclud-
ed. FRS 2 adds that criterion (a) is deemed to be satisfied ‘if the sale is not completed
within a year of acquisition . . . but if, at the date the accounts are signed, the terms of the
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sale have been agreed and the process of disposing of the interest is substantially com-
plete’ (para. 78d).

Activities of one or more subsidiaries too different

This mandatory exclusion is an embarrassment since, in the interval between the com-
pletion of the EC 7th Directive and its enactment into UK law, the generally accepted
view as to the scope of consolidation changed radically. At the outset the UK position
allowed subsidiaries to be excluded from consolidation at the directors’ discretion if ‘the
business of the holding company and that of the subsidiary are so different that they can-
not reasonably be treated as a single undertaking’ (Companies Act 1985u, S 229). This was
widely interpreted to allow exclusion of captive finance, banking and insurance sub-
sidiaries. Partly at the instigation of the UK, the 7th Directive had made dissimilar activ-
ities a compulsory exclusion criterion.

With the widespread development of segmental reporting standards such as
SSAP 25 and consequent improved information about the diverse business segments
in a complex group, another view, that of the compulsory consolidation of all ‘con-
trolled” subsidiaries became dominant. The Financial Accounting Standards Board
(FASB) in the USA had introduced a standard on segmental reporting as long ago
as 1976 and led the way by issuing SFAS94, The Consolidation of All Majority-Owned
Subsidiaries, in 1987. In June 1987 the International Accounting Standards Committee
issued IAS 27, Consolidated Financial Statements and Accounting for Investments in
Subsidiaries, which also no longer allowed exclusion on the grounds of dissimilar activi-
ties, citing the existence of IAS 14, Reporting Financial Information by Segment. The UK was
in an awkward situation.

By the time the Companies Act 1989 enacted the 7th Directive, its mandatory ‘dissimilar
activities’ criterion was honed down by stating that it did ‘not apply because some of the
undertakings are industrial, some commercial and some provide services, or because
they carry on industrial or commercial activities involving different products or provide
different services’ (Companies Act 1985a, S 229 (5)). ED 50 Consolidated Accounts nar-
rowed the criterion further by limiting it to special category subsidiaries such as banking
and insurance subsidiaries covered by Schedule 9 in the Companies Act. FRS 2 further
narrowed the criterion, interpreting the mandatory exclusion as only applying where the
activities

are so different ... that [the subsidiary’s] inclusion would be incompatible with the
obligation to give a true and fair view. It is exceptional for such circumstances to arise
and it is not possible to identify any particular contrast of activities where the neces-
sary incompatibility with the true and fair view generally occurs. (para. 25¢)

Indeed its explanatory note states that Schedule 9 special category companies do not
now provide sufficient contrast to invoke the exclusion. One cannot help but conclude
that the ASB has tried to overcome the UK’s embarrassment, caught between EEC provi-
sions it helped design and conflicting international requirements, by doing its best to
define a null set!

Exclusion in practice

Skerratt and Tonkin (1994, p. 166) find that in a sample of 300 groups with 1992-93 year
ends only fifteen had excluded subsidiaries. The most common grounds given for exclu-
sion by these were insignificance (47 per cent), followed by lack of control/severe long-
term restrictions (27 per cent), temporary control/held for resale (27 per cent). Another
grounds, ‘inclusion would be misleading’, (7 per cent) is odd, unless it is a phrase which
embraces ‘too dissimilar activities’ prior to FRS 2’s stricter definition.

More than one parent
FRS 2 uses the exclusion criteria to achieve the effect that ‘where more than one under-
taking is identified as a parent of one subsidiary undertaking, not more than one of those
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parents can have control [as defined above]' (para. 62, emphasis added). Under these cir-
cumstances, either there exists joint control, in which case the undertaking should be
accounted for not as a subsidiary undertaking, but as a joint venture (discussed in Chapter
4), or one of the parents may be suffering from severe long-term restrictions. Accounting for
excluded subsidiaries is dealt with in Chapter 4.

Exercises

2.3 Explain the differences in purpose between exemption and exclusion criteria in the Companies
Act 1985.

2.4 Assess in what ways the revised definition of a ‘subsidiary undertaking’ can be said to be an
improvement over the definition of a ‘subsidiary’ prior to the Companies Act 1989.

2.5 Consider the following group structure (all proportions refer to voting rights):

A\ A
l 55% 50%
N
40% B 50% \\ B
15% / 45%

C C

Group 1 Group 2
Required
(a) Assess whether C should be treated as a subsidiary undertaking of A in its consolidated

accounts.

(b) Suppose three out of six of C's directors are members of the board of A. Would this affect
your answer in (a)?

2.6 Memories plc owned a 60 per cent stake in Childtimes plc. In order to finance the growth of
Childtimes, as a result of a decision by Memories plc's Board, an offer for sale of new shares in
Childtimes was made. As a result of the new shares issued, Memories plc now only holds a 30
per cent stake in the enlarged company. The next largest shareholder is 5 per cent, and the
remaining holdings are widely scattered. At the last three annual general meetings, Memories
plc nominated candidates for all board vacancies, and all these were elected.

Required
Assess whether Childtimes is or should be a subsidiary undertaking of Memories pic.

QUASI-SUBSIDIARIES

The problems raised by the creation of quasi-subsidiaries had been apparently all but
solved. Pimm (1990) suggests that undertakings could now be kept off-balance sheet only
if the right to benefits was retained over a period in which control is relinquished, for
example, where an investing company negotiates taking majority benefits with another
partner which agrees to assume control with only minority benefits. Such a proposition
and partner are only likely to exist if for commercial reasons the partner has congruent
interests with the investing company. Because of the ease of adjusting transfer prices,
management fees etc, it is difficult to see how such a partner could be persuaded to con-
tinue to act in a congruent way unless there were some arm-twisting ability present. If so,
a dominant interest might be imputed.

Other examples cited by Pimm using the above principle include the so-called ‘dia-
mond structure’, shown in Figure 2.2, where the larger share of benefits is obtained via an
intermediate parent jointly controlled by the investing company and a third party, pro-
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vided no other circumstances suggest the ‘actual exercise of a dominant interest’, for
example.

‘non parent’ third party

.

0% 0%

N7

509% . y ; i
o intermediate ‘non parent

v /

‘non’ subsidiary

Figure 2.2 - Diamond structure

Also he suggests that where an investing company holds call options with rights to
obtain a controlling stake but not exercisable until a future date, the Companies Act pro-
visions discussed above would mean that the ‘non” subsidiary would not be consolidat-
ed until the date in which the option could first be exercised.

It is difficult therefore to envisage straightforward schemes which can circumvent the
Companies Act definitions. However, to make sure the stable door is bolted before the
horse bolts, the ASC, and latterly the ASB, have continued to pursue off-balance sheet
schemes. ED 49, Reflecting the Substance of Transactions in Assets and Liabilities, was issued
in 1990, updating ED 42 by incorporating the effects of changes brought about by the
Companies Act 1989 and providing detailed application notes. FRS 5, Reporting the
Substance of Transactions, was issued by the ASB in April 1994, following FRED 4 of the
same title in 1993. Many of its provisions relating to quasi-subsidiaries are almost identi-
cal to ED 49 and are discussed here. Its objective is stated as being ‘to ensure that the sub-
stance of an entity’s transactions is reported in its financial statements. The commercial
effect of the entity’s transactions, and any resulting assets, liabilities, gains or losses,
should be faithfully represented in its financial statements’ (para. 1).

FRS 5 clearly draws on the ASB’s draft Statement of Principles (1991) in its conceptual
definitions of assets and liabilities. Its main impact will probably be on schemes not
involving quasi-subsidiaries since most extant quasi-subsidiary schemes have been cov-
ered by the Companies Act itself. However, there are still ingenious and devious minds
around!

Definition of quasi-subsidiaries
A ‘quasi-subsidiary’ is defined as

a company, trust, partnership or other vehicle that, though not fulfilling the definition
of a subsidiary [undertaking], is directly or indirectly controlled by the reporting enti-
ty and gives rise to benefits for that entity that are in substance no different from those
that would arise were the vehicle a subsidiary. (para.7)

and the term ‘control of another entity’ as ‘the ability to direct the financial and operating
policies of that entity with a view to gaining economic benefit from those activities’
(para. 8).
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Criteria for identification of quasi-subsidiaries (‘the vehicle’) include (emphases
added):

(i)  disposition of the benefits arising from its net assets including the risks inherent in
them (para. 32).

(i) whether an entity controls a vehicle, i.e. has in practice the ability to direct its finan-
cial and operating policies, including ownership and other rights and also,

(a) the ability to prevent others from directing those policies , or

(b) to prevent others from enjoying the benefits arising from the vehicle’s net assets,
or

(c) predetermining, through contract or otherwise, that it gains the benefits arising

from its net assets, or is exposed to the risks inherent in them (paras 32-34).

FRS 5 points out that access to the whole inflows of a quasi-subsidiary and responsi-
bility for its whole outflows are not necessary, as for example, the limiting of liability may
be one factor in its setting up and further, its liabilities have prior claim over its assets
(para. 96). Concerning criterion (ii) (b) the power of veto per se is not sufficient unless
major policy decisions are taken in accordance with the wishes of its holder. Where a third
party has the ability to determine major policy issues control is absent (such as pension
fund trustees). Control need not be interventionist and can be predetermined (paras
97-98).

Accounting for quasi-subsidiaries

The existence of any quasi-subsidiaries in the consolidated financial statements must be
disclosed. Quasi-subsidiaries are to be accounted for as if they are subsidiaries. A compa-
ny is penalized for using them by having to provide additional note disclosures in the
form of summarized financial statements for each one, including balance sheet, profit and
loss, and cash flow statement with separate headings for each material item, with com-
paratives. Quasi-subsidiaries of a similar nature can be combined (para. 38). If the com-
pany has no subsidiaries, pro forma accounts consolidating the quasi-subsidiary must be
produced in addition to and having prominence with the ‘parent’s’ individual financial
statements.

Whereas ED 42 justified the inclusion of its controlled non-subsidiaries in terms of the
Companies Act’s ‘true and fair’ override, it is interesting to note that FRS 5’s justification
for including quasi-subsidiaries is ‘to give a true and fair view ... of the group as
legally defined and thus constitutes additional information’ (para. 100, emphasis added),
presumably using S 226 (4) of the Companies 1985a. This brings the debate a full circle
back to the Argyll case! FRS 5 also addresses when quasi-subsidiaries can be excluded
from consolidation. It concludes the Act’s criterion relating to the interest being held
exclusively with a view to resale, including the fact that the quasi-subsidiary has not pre-
viously been consolidated is the only valid reason for exclusion other than immateriality
(para. 101). If the Act’s other exclusion criteria were met, the vehicle would not meet the
definition of a quasi-subsidiary.

One specific reason the setting up of a quasi-subsidiary may still be desirable is to take
advantage of FRS 5’s ‘linked presentation’ provisions. Sometimes such a quasi-subsidiary
is set up to ‘ring fence’ group items where their financing is without recourse to the rest
of the group’s assets. FRS 5’s ‘linked presentation’ in which the item and its financing are
presented together, with the latter being deducted from the former, may be available in
the case of a quasi-subsidiary, but not if it were a subsidiary. The former is classed by the
Companies Act as ‘additional information” and so there is in principle no restriction on a
‘linked presentation’. In the case of a ‘subsidiary’ the items have legally to be treated as
assets and liabilities of the group unless they are linked within the subsidiary’s own
financial statements (para. 102).

Clearly considerable effects are caused by the changes in definitions flowing from the
enactment of the Companies Act 1989 and FRS 5. These mainly affect balance sheet ratios
rather than profits as former ‘associated companies’ are consolidated, and spring from
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three areas, the new consolidation of (i) subsidiaries excluded formerly on the grounds of
dissimilar activities; (ii) ‘subsidiary undertakings” which were not ‘subsidiaries’ under
the old Act; (iii) ‘quasi-subsidiaries’ which were not ‘subsidiaries” under the old Act.

A significant amount of empirical work on the impact of (i) has been carried out in the
USA and is reviewed in Chapter 4. Evidence of (ii) in the UK is at present anecdotal, for
example Company Reporting July 1991 (p. 29) reports that the effects of LEP consolidating
as a subsidiary undertaking what was previously reported as an associated company
changed gearing from 100 per cent in 1989 to 189 per cent in 1990. Category (iii) is likely
to be smaller because of the probable effectiveness of the definition of a ‘subsidiary
undertaking’.

OTHER COUNTRIES

Because of similar problems with off-balance sheet schemes using quasi-subsidiaries,
many countries are moving to a control-based definition, though the definitions of con-
trol and/or benefits vary slightly. In Australia the control basis for consolidated accounts,
which are the only allowable form of group accounts, has been enshrined in company law
since 1991. AASB 24, Consolidated Accounts (which applies to corporations), and AAS 24,
Consolidated Financial Reports (which applies to public sector and non-corporate private
sector entities), were issued in 1991 and under these standards, consolidated financial
statements are required for economic entities (i.e. groups) which are headed by a reporting
entity (which is defined very generally as one having users dependent on general pur-
pose financial reports for information).

The consolidated financial statements must include the parent entity and all controlled
entities. Control is defined as dominance over financial and operating policies ‘so as to
enable that other entity to operate with it in pursuing the objectives of the controlling
entity’. It is unclear to what extent unified management would fall within this definition.
Many of the UK Companies Act criteria are presented as general guidance as to relation-
ships normally constituting control. It is difficult to see how differently the Australian cri-
teria will operate in practice.

The Canadian standard, Section 1590, issued in August 1991, defines a subsidiary in
terms of both control and also the right and ability to obtain future economic benefits from the
resources of the enterprise and exposure to the related risks. Such rights and benefits
include dividends, interest, fees, royalties or profits on intercompany sales. Control is a
question of fact, and is presumed when another enterprise owns an equity interest that
carries the right to elect the majority of directors, and not presumed if not — however, the
presumptions can be rebutted. Guidance is given concerning factors to be considered in
assessing control which are very similar to the UK'’s provisions. One difference from the
UK is that options are only taken into account where the cost of exercising them is not
economically prohibitive. The Canadian standard seems very similar to FRS2 and FRS 5
taken together.

The USA is going through a transition. ARB 51, issued in 1959, amended by SFAS 94
issued in 1987, states that ‘consolidated financial statements are usually necessary ...
when one of the companies in the group directly or indirectly has a controlling financial
interest in the other companies. The usual condition . . . . is ownership of a majority vot-
ing interest . . . [and such an interest] is a condition pointing towards consolidation (para.
2). Exceptions are allowed if control were likely to be temporary or if control did not rest
with the majority owner. All majority owned subsidiaries (subject to the above excep-
tions) must be consolidated. Dissimilar activities is not a valid reason for exclusion.

A Discussion Memorandum, Consolidation Policy and Procedures, was issued in 1991 fol-
lowed by Preliminary Views — Consolidation Policy in 1994. The latter proposes the require-
ment that

A controlling entity (parent) shall consolidate all entities that it controls (subsidiaries)
unless control is temporary at the time that entity becomes a subsidiary. For the pur-
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poses of this requirement, control over an entity is power over its assets — power to use
or direct the use of the individual assets of that entity to achieve the objectives of the
controlling entity.

Like FRS 2 it proposes locating the ambit of consolidation within effective rather than
legal control. What is interesting about the definition is its proposed application to not-
for-profit as well as business enterprises. Similar to the ASB’s Draft Statement of
Principles, the aspect of deployment is present, but instead of ‘benefits and risks’, other
objectives are also embraced. Effective control is a matter of fact and the way it tackles the
issue is different from the UK/EC approach. It lists rebuttable presumptions for such con-
trol, including the existence of a large minority interest (approximately 40 per cent or
more) in the absence of other significant interests (approximately 20 per cent or more),
ability to control the board, and the existence of control contracts. It distinguishes these
from a list of indicators of effective control, including the ability to control the board nomi-
nation process and solicit proxies, to fill board vacancies till the next election, and retain-
ing a minority stake, beneficial contractual relationships, or the ability to appoint some
board members after having held a majority stake. This last is an interesting advance on
the UK position, though it is probable that such devices could be caught by the UK'’s par-
ticipating interest and actual exercise of dominant influence provisions, and may be
thought of as examples of influence. It is interesting that options to acquire control are a
rebuttable presumption if they can be acquired cheaply and only an indicator of control
if they involve a significant outlay. The UK makes no such distinction. The Preliminary
Views document also proposes that, unlike FRS 2, management intention that control
should be temporary at the time of acquisition is not sufficient — this exclusion should
apply only if the parent is obliged to relinquish control within a certain period, or if con-
trol has been relinquished before the date of the first consolidated statements for the peri-
od control is obtained. This movement from intentions to obligations can be seen in other
areas in the UK, but not in the definition of a subsidiary (see Chapter 5 on reorganization
provisions at acquisition).

International Accounting Standard 27, Consolidated Financial Statements and Accounting
for Investments in Subsidiaries, was issued in 1988. Consolidation is required for all enter-
prizes controlled by the parent, where control is defined as ‘the power to govern the
financial and operating policies of an enterprise so as to obtain benefits from its activities’
(para. 6). Specific criteria resulting in control match closely the UK Companies Act defin-
itions, as do exclusion criteria, except that, as in the USA, dissimilar activities is not a
valid reason for exclusion. Thus, there is considerable convergence between the
approaches to group accounts in the Anglo-Saxon countries and the Anglo-Saxon domi-
nated International Accounting Standards Committee. There are nuances of differences in
definitions, but probably these will not have a major effect in practice.

There is some demarcation between EEC countries and the rest of the world, though
this is reduced according to the options adopted. The 7th Directive makes the non-con-
solidation of subsidiaries with too dissimilar activities compulsory, whereas other inter-
national pronouncements make their consolidation compulsory! Unless EEC countries
follow the UK lead in defining this exclusion so as to make it effectively a null set, this
will be a clear difference between most EEC countries and the rest of the world.
Potentially too, there could be differences between EEC countries over which 7th
Directive options are chosen regarding the definition of a subsidiary undertaking, but
Nobes (1990, p. 85) reports that all but Italy and Luxembourg include participating inter-
est and either dominant influence or unified management. To the extent that the criteri-
on of unified management is invoked, this too could constitute a difference from the rest
of the world, depending on how, in practice, their respective definitions of ‘control’ are
interpreted.

Exercises

2.7 Heartbeat plc owns a 40% stake in Aorta plc. The chairman of Heartbeat is a long-time friend
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of the chairman of Openheart pic, which owns a 20% stake in Aorta plc, and they frequently
go to lunch and play golf together. Heartbeat pic has entered into a five year contract with
Aorta plc to supply it with vital components. This contract will take 45% of Aorta’s projected
output over the period. Heartbeat plc holds an option to renew the contract with Aorta plc on
similar terms for a further three years.

Required
Assess whether Aorta plc is a subsidiary undertaking of Heartbeat plc, or its quasi-subsidiary.
2.8 Speculator plc prepares its accounts to a year end of 31 December each year, and interim
accounts to 30 June. It purchased on 2nd March 19X1 10% of the ten million ‘B’ shares of Flab
plc, which until that time was wholly owned by Smartmoney plc. On 2nd April 19X1 it pur-
chased an option to buy 100% of the five million ‘A’ shares, exercisable from 30 September
19X1 to 31 March 19X2. At 31 December 19X1, the share price of Flab plc had fallen so much
that Speculator plc considered it extremely unlikely that it would be worth exercising the
option before it expired on 31 March 19X2. Speculator plc’s financial statements were com-
pleted and published by 28 February 19X2. However, Flab pic’s share price made a dramatic
recovery and the option to purchase was exercised on 20 March 19X2. Each of Flab plic’s ‘A’
and ‘B’ shares have the same voting power in shareholder meetings, but the ‘A’ shares have
the right to appoint directors with double the voting power of the equivalent number of ‘B’
shares.

Required

Assess whether Flab plc is a subsidiary undertaking of Speculator plc for (a) the interin
accounts at 30 June 19X1, (b) the annual accounts at 31 December 19X2, and (c) the interim
accounts at 30 June 19X2.

2.9 Gonforaburton plc (G) arranges for its merchant bank, Moron Greenfield plc (MG) to set up
SecurelLtd (S), with a share capital of £50,000, all purchased by MG for cash. S is to purchase
G’s credit-card accounts and to finance the purchase from the proceeds of issuing tradeable
loan notes. MG signs a ten year contract with G on behalf of S, stating that S can only trade
in creditcard accounts or similar debt purchased from G. The contract between G and S is
such that S’s net cash flows after paying a management fee and insurance premium to G, are
zero. Three per cent of the accounts are expected to be uncollectable, though G in return for
the insurance premium underwrites the credit card accounts. G pays MG £60,000 for setting
up S.

Required
Assess whether Secure plc should be included in the consolidated accounts of Gonforaburton
plc, giving reasons.

2.10 Assess how far UK pronouncements have been successful in ensuring that all controlled
undertakings are consolidated, and also how far such an objective is desirable.

SUMMARY

Differing views exist as to objectives of group accounts, whether they should amplify parent
individual accounts, acting as memorandum statements, or whether the group economic entity
is primary and group accounts the principal or only accounts. Theoretical and empirical research
suggests that published group accounts may have originated in the desire of creditors to monitor
debt in groups. Opinions differ over whether a group should be defined in terms of the interests of
parent shareholders, control by the parent entity, or by the ambit of management control. Control
by the parent seems to be gaining acceptance world-wide.

In the UK, it is important to distinguish between the group, derived from the Companies Act
definition of a subsidiary undertaking, and the scope of consolidation. The latter is based on
the concept of control — engineered using the Act’s exclusion criteria as interpreted by FRS 2, and
on the inclusion of quasi-subsidiaries based on FRS 5. A group as a whole can be exempt (with-
in aggregate size restrictions, or as part of a larger group with minority acquiescence), or particu-
lar subsidiaries are excluded from the consolidation (severe long-term restrictions, or held exclu-
sively for resale). The mandatory exclusion category of ‘too different activities” is defined by FRS
2 to apply extremely rarely if at all, thus minimizing the disharmony between EEC law and inter-
national requirements. Control is also the basis for consolidation in many other countries, but
there are subtle differences in definition, which may or may not have a significant effect in prac-
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tice. Other entities, called associated undertakings over which significant influence is exer-
cised are also included in the group accounts using the equity method.

The UK definition of a subsidiary undertaking, derived from the EC 7th Directive, is a mixture
of de jure (majority voting rights, majority directors voting rights, control contract, agreement
with other shareholders) and de facto elements (participating interest and either dominant influ-
ence or unified management).
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BUSINESS COMBINATIONS:
CHANGES IN GROUP COMPOSITION

Most business combinations involve the purchase of an equity stake in other companies,
rather than their individual assets, liabilities and goodwill, for reasons similar to those set
out in the ‘branch versus subsidiary’ discussion in Chapter 1. In the parent’s individual
financial statements the business combination is treated as the purchase of an investment,
and only in the consolidated financial statements are the assets and liabilities of all group
members aggregated. Exceptions may occur if, for example, there is some doubt about the
eventual size of liabilities of the target company, e.g. if there is an outstanding lawsuit, or
if ease of immediate access to particular assets such as the target’s cash or near cash is
required.

In the consolidated financial statements, two main alternatives are available for
accounting for such changes in group composition, the acquisition and merger approach-
es, termed respectively the purchase and pooling-of-interests approaches in the USA, and
the acquisition and uniting-of interests approaches by IAS 22. The acquisition approach
views the combination as an enlargement of the existing group, the merger approach as
a change in the reporting group entity itself. The latter originated in the USA in the late
1940s and many would claim it was widely abused there in the 1960s and 1970s with its
potential to boost reported profits as managements chose the most favourable treatment
regardless of the true substance of combinations.

In the UK, merger accounting was made legal by the Companies Act 1981 (though a
few groups had used it earlier). SSAP 23, Acquisitions and Mergers, issued in 1985, allowed
the option of merger accounting in the consolidated financial statements under reason-
ably easily met criteria; unlike in the USA, the expected rush to use it with its touted ‘cos-
metic’ advantages over acquisition accounting never materialized. Indeed the reported
proportion using it declined from 13 per cent between 1982 and 1987 (Higson, 1990, pp.
44-46), to 1.4 per cent between 1988 and 1993 (Company Reporting, July 1993, p. 6). This
was mainly because of an increasing awareness of the wide range of ‘creative’ accounting
possibilities which were available in the UK under acquisition accounting — for account-
ing for goodwill, and in determining of the fair values of identifiable assets and liabilities
at acquisition. The ASB has tackled this by issuing FRS 7, Fair Values in Acquisition
Accounting, and FRS 6, Acquisitions and Mergers, in 1994, the latter tightly defining a merg-
er in terms of the substance of the combination rather than its legal form to prevent a rush
from acquisition accounting as its ‘creative’ possibilities are withdrawn (see Chapter 5).
Merger accounting is rarely used in continental Europe. In practice in the UK, it has a
much wider application than only for mergers per se, since it should always be used when
a new parent is set up to structure any business combination and in many group recon-
structions.

Readers wishing to place less emphasis on merger accounting are recommended only to
read the ‘Overview’ and the ‘Accounting Techniques’ sections of this chapter to under-
stand the intuitive underpinnings for business combinations.

OVERVIEW

This book focuses only on problems of accounting for business combinations and not on
their financial, strategic or legal implications (see, for example, Cooke, 1986).
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Combinations can take a variety of forms:

(a) A company’s assets and liabilities can be acquired directly, or control over them
gained indirectly by acquiring its equity.

(b) The consideration offered can take a variety of forms, e.g. a mix of voting shares, cash,
non-voting shares and loan stocks.

(c) The corporate structure may be altered, e.g. a new parent company may issue shares
to obtain voting control of all the existing companies.

(d) Either or both of the parties to the transaction may be liquidated or may continue.

In the following discussion, the term 'merger’ or ‘acquisition’ is used as an intuitive
economic description of the ‘reality’ of a combination, as an indication whether the
combination satisfies detailed accounting criteria, and as labels for the accounting
approaches adopted.

Intuitive concepts

Carl Gustav Jung, the celebrated psychoanalyst, talked of ‘archetypes’, subconscious
images or symbols which influence our everyday perceptions but underlie them. Gut
notions of ‘acquisition” and ‘merger’ can be viewed in this way. The term ‘acquisition” is
used to describe a combination where one company dominates the other. The parent con-
trols and the subsidiary undertaking is the appendage. The term ‘merger’ is used where
the combination results in a confederation of companies, each constituent preserving its
own identity /autonomy in a pooling or uniting rather than a domination. When Britain
joined the EC in 1971, was it a merger or an acquisition?

The ASB's Draft Statement of Principles, Chapter 7, The Reporting Entity, issued in June
1994, distinguishes between the situation of a group ‘continuing as a reporting entity as
it acquires and disposes of entities in which it has invested” and that where ‘entities com-
bine not to enlarge one of them but to create a whole new reporting entity in a combina-
tion called a merger’ (para. 5.1). FRS 6 defines a merger as ‘A business combination which
results in the creation of a new reporting entity formed from the combining parties, in
which the shareholders of the combining entities come in a partnership for the mutual
sharing of the risks and benefits of the combined entity, and in which no party to the com-
bination in substance obtains control over any other, or is otherwise seen to be dominant,
whether by virtue of the proportion of its shareholders’ rights in the combined entity, the
influence of its directors or otherwise’ (para. 2), and talks about ‘combining on an equal
footing’ (para. c). All other business combinations other than group reconstructions are
acquisitions (para. 5).

Accounting approaches
Figure 3.1 shows differences between accounting approaches, assuming at this stage in
the chapter that one company invests in the equity of another. The receiver of the

Description Acquisition accounting Merger accounting
Investment amount in Fair value Nominal amount of equity
parent’s records consideration
Pre-combination profits of ~ Excluded from Included in consolidated
combinee consolidated reserves reserves
Assets and liabilities of Fair value Original company carrying
party receiving amounts
consideration for the
combination
Comparative figures Not restated Restated

Figure 3.1 - Comparison of acquisition and merger accounting
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consideration under merger accounting is termed here the ‘mergee’ and under acquisi-
tion accounting the ‘target’ or the ‘acquiree’.

Merger accounting — all mergee profits contribute to group profits in the combined state-
ments, whereas under acquisition accounting the acquiree contributes to group profits
only subsequent to the combination. The spurious use of merger accounting can thus arti-
ficially boost consolidated profits by including pre-acquisition profits. Using a nominal
value investment and not restating identifiable assets and liabilities at acquisition is also
criticized.

Pooling of interests as a device for cost suppressionoccurred in Union Carbide’s acqui-
sition of Visking. At the time of acquisition, the book value of Visking was $25 million.
The market value was considerably higher, for Carbide gave up $97 million in stock to
acquire the firm. Because pooling accounting was used, only the book value of Visking
was counted. The $72 million difference between market value and recorded value dis-
appeared from view. The potential distortion arising from such treatment can be seen
in a hypothetical case. If Carbide sold Visking for $50 million in cash, the receipts
would be compared to the $25 million book value, and a profit of $25 million would
accrue, even though the value received was nearly $50 million less than the original
purchase price paid. (Economic Report on Mergers, Staff Report of the Federal Trade

Commission, quoted in McLean, 1972, p. 32)

Acquisition accounting — because the acquiree’s assets and liabilities are restated to fair
values, resulting higher write-offs of such restated assets and any gradually amortized
goodwill decreases subsequent consolidated profits, giving incentives to use the merger
approach. However, in the UK acquisition accounting has also been abused as will be
seen in Chapters 5 and 6.

Classification criteria

Accounting bodies world-wide have tightened merger accounting criteria to prevent its
abuse. Two radically different accounting approaches are available, but there is a finely
graduated spectrum of ways of combining two companies. Issues arose over whether
there is a real distinction between acquisition and merger, whether it is possible to draw
a policeable boundary, and in any case how rare mergers are in practice. Some consider
‘real world’ difference dictates the accounting technique, others, mere desire to massage
profits. Still others argue that real mergers are so rare that merger accounting should be
abolished. A ‘real world’ difference is now assumed and examined in intuitive, defini-
tional and accounting technique senses.

ACCOUNTING TECHNIQUES

In a consolidated balance sheet assets and liabilities are normally the sum of their indi-
vidual company counterparts under both acquisition and merger accounting.
Mechanisms for aggregating equity components are different under each approach. A
company’s profits for each year are characterized as its ‘memory’ or ‘history’ of perfor-
mance for that year. Its equity can thus be thought of as a storehouse of past ‘history’, past
profits, past capital inputs. Figure 3.2 shows two stages in accounting for business com-
binations.

Merger accounting
FRS 6 comments that

a [genuine] merger is a true mutual sharing of the benefits and risks of the combined
entity. Therefore the joint history of the enterprises . . . will be relevant to the combined
group’s shareholders . . . If acquisition accounting were to be used, it would focus arti-
ficially on the history of only one of the parties to the combination, which would lead
to a discontinuity in information reported on the combined entity. (para. 49).
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Stage Nature of adjustment Purpose
1 Recognising the investment Reflecting the combination from
consideration in the parent’s  the company perspective
individual company accounts

2 Consolidating the parentand  Adding their accounts together
subsidiary’s individual to reflect the combination in the
company accounts group / consolidated accounts

Figure 3.2 - Two-stage recording of business combinations

As far as possible consolidated share capital,share premium and reserves are constrained
to equal the sum of their individual company counterparts. Consolidated profit and loss
accounts represent the sum of results for the merged companies, regardless of when dur-
ing the year the merger took place.

The consolidated financial statements represent merely a change in the scope of the
accounts, showing combined results as if separate streams are put side by side and noth-
ing added, nothing taken away. Comparative figures are restated, unlike under acquisi-
tion accounting (FRS 6, para. 17). A merger is analogous to a change in the ownership
rights of both groups of shareholders rather than the purchase of one entity by another.
Thus new historical costs at combination are unnecessary, and assets and liabilities of the
combinee are not restated to fair values at acquisition, only adjusted to achieve uniformi-
ty in group accounting policies (para. 16).

Acquisition accounting

The acquirer is considered to have purchased the target company, buying out its share-
holders. The consolidated financial statements treat the acquisition as an enlargement of
an existing group. The subsidiary contributes only after the combination, as if the memo-
ry banks from a used computer were wiped clean on being added to the main computer,
providing storage capacity from the time they were added.

The analogy for an acquisition is the purchase of the subsidiary’s assets, liabilities and
goodwill as separate items rather than its equity. Its results are included only post-combi-
nation since, if the components had been purchased separately, they would only con-
tribute since their purchase. Likewise, historical costs would have been determined at
that date, so the identifiable assets and liabilities of the subsidiary should be restated to fair
values at the acquisition date (FRS 6, para. 20) to reflect their ‘new’ historical costs to the
group. The difference between the fair value of the purchase consideration and identifi-
able assets and liabilities acquired is termed goodwill. Former shareholders of the com-
binee do not lose out by the exclusion of pre-combination profits since they have been
bought out.

The merger approach stresses continuity of ownership powers and rights to share in
benefits and risks (i.e. a reorganization of ownership interests among continuing owners)
and the acquisition approach, discontinuity (i.e. the severing of the subsidiary’s former
ownership rights through purchase). The fact that a parent acquires a subsidiary does not
itself preclude merger accounting, as the merger relationship is between former owner-
ship parties, and though the parent controls the subsidiary, the owners of the parent after
the combination will, under a merger, in large measure comprise the former owners of the
subsidiary acquired, and definitions of a merger focus on non-domination by one set of
former owners over another in the combined entity. The term ‘acquired’ is used loosely
in these two different senses. There is much scope for abuse of merger accounting because
of difficulties in assessing intentions of parties to the combination transaction. Figure 3.3
illustrates the effects of the approaches.
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Company balances

Parent retained Subsidiary

profits retained profits
Pre-acquisition Parent_, Subsid .
Post-acquisition Parent, Subsid o
Consolidated balances
Merger accounting Consolidated retained profits
Pre-combination Parent,,. Subsid .
Post-combination Parent Subsid
Acquisition accounting Consolidated retained profits
Pre-acquisition Parent,.
Post-acquisition Parent Subsid |

Goodwill calc

Figure 3.3 — Group retained profits under acquisition and merger accounting

Example 3.1 - Acquisition and merger accounting at the
combination date

Abbreviated balance sheets for Student plc and Union plc at 30 September 1995 immediately prior
to the combination were as follows:

Student Union

£m £m

Miscellaneous assets 570 495
Miscellaneous liabilities (70) (45)
Share capital (400) (300)
Share premium (60) (120)
Retained earnings (40) (30)

The companies combined on 30 September, with Student issuing new shares and exchanging them
for 100 per cent of the share capital of Union on the basis of one share in Student for every two
shares in Union. The fair value of the shares issued was £3 each, and the nominal values of shares
in Student were £2 per share and £1 per share in Union plc.

Required
(a) Calculate the amount of consideration offered and show Student plic’s individual company bal-
ance sheet at 30 September 1995 after recording the effects of the combination.
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b) Calculate consolidated balance sheets at 30 September 1995 for the Student Union group under
both the acquisition and merger approaches.
c) Compare the balance sheets in part (b) under both approaches.

Stage 1: Recording the combination in the parent’s individual company financial
statements

Nominal amount of Union shares acquired = 300m x £1 = £300m

Nominal amount of Student shares issued =300m x 1 x £2 = £300m
2

Fair value of Student shares issued =300m x 1 x £3 = £450m
2

Union’s carrying value of net assets acquired= £495m - £45m = £450m

Student plc’s individual company balance sheet after recording the investment at nominal (con-
sistent with merger accounting) and fair value (consistent with acquisition accounting) at 30
September 1995, together with the journal entries to record the effects of the business combination
are as follows.

Student’s individual company balance sheet at 30 September 1995
showing combination

Nominal value investment Fair value investment

Investment Updated Investment Updated

entry balances entry balances
Miscellaneous assets 570 570
Investment in Union 300 300 450 450
Miscellaneous liabilities (70) (70)
Share capital (300) (700) (300) (700)
Share premium-like accounts (60) (150) (210)
Retained profits (40) (40)

The combination is thus recorded in the parent’s balance sheet prior to consolidation. With the fair
value investment, the excess of fair value over nominal amount is here transferred to share premi-
um/share premium-like accounts, discussed below. If the investment had been purchased for cash,
‘Miscellaneous assets’ would have been credited - merger accounting would not then be appro-
priate as Union's shareholders would have been bought out.

Consolidating the individual company balance sheets
Student pic’s balance sheet after recording the investment in Union is now consolidated with Union
plc’s baiance sheet. Fair value issues under acquisition accounting are ignored.

Merger accounting

Merger accounting stresses continuity. Technically the merger cancellation process aims as
nearly as possible at perfect additivity of equity components, i.e. to make each at the com-
bination date the sum of the corresponding individual company equity components at that date
immediately prior to recording the combination - in this case to make the consolidated equity com-
ponents at 30 September 1995 the sum of the equity components of Student prior to recording the
investment and Union. Thus the ‘history’ of the mergee is preserved in the consolidated balance
sheet, and the cancellation process used in merger accounting to achieve this result is shown
below:

Student Union Group - merger consolidation at combination date (Em)

Student- Union Elimination Consolidated
nominal value
investment
Miscellaneous assets 570 495 1,065
Investment in Union 300 (300) —
Miscellaneous liabilities (70) (45) (115)
Share capital (700) (300) 300 (700)
Share premium-like accounts (60) (120) (180)

Retained profits (40) (30) (70)
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Assets and liabilities are added item by item to get consolidated amounts. The elimination entry
cancels the nominal value issued against the nominal value acquired, reversing the effect of the
company combination entry. The ‘consolidated share capital’ of the reporting entity is £700m (the
parent’s), and after cancelling the investment against the share capital of the subsidiary, the com-
bined share premium/share premium-like accounts of the group prior to the reclassification entry
would be £180m, and this total together with the other balances can be checked against the com-
bined sums of balances of the two companies as if the merger had never taken place. The reclas-
sification entry is explained below.

Check - consolidated equity under perfect additivity

Equity component Student + Union = Consolidated
Share capitals (400) + (300) = (700)
Share premiums (60) + (120) = (180)
Retained profits (40) + (30) = (70)

Acquisition accounting
The acquisition accounting cancellation process aims to eliminate the subsidiary’s pre-acquisition

equity (share capital, share premium and retained earnings) so that it only contributes post-acqui-
sition.

Student Union Group - acquisition consolidation at combination date (Em)

Student- Union Pre-acq Elimination Consolidated

fair value equity

investment
Miscellaneous assets 570 495 1,065
Investment in Union 450 (450) —
Miscellaneous liabilities (70) (45) (115)
Share capital (700) (300) 300 (700)
Share premium-like

accounts (210) (120) 120 (210)

Retained profits (40) (30) 30 (40)
Pre-acquisition equity (450) 450 —

To emphasise discontinuity of ownership, the column ‘Pre-acq equity’ lumps all pre-acquisition
equity of Union into a single figure. This is surgically removed by cancelling the invest-
ment. Consolidated equity components at acquisition are thus merely the parent’s. The result
is the same as if Student had purchased directly Union’s separate assets (£495m) less liabilities
(£45m) by means of a share issue instead of gaining control of them via an indirect share in its
equity.

Comparing acquisition and merger balance sheets
In the following consolidated balance sheets:

1. ‘Share capital’ (nominal value) is the same — the externally held share capital of the group.

2. The ‘share premium-like accounts’ under acquisition accounting of £210m relates to one com-
pany, Student. Union’s ‘share premium’ is eliminated. Under merger accounting, the total share
premium-like balances are included for both companies (E60m and £120m). The reason why
‘share premium’ type balances are greater for one company than two is because the premium
on the fair value investment adds £150m to Student’s original ‘share premium’ of £60m, larger
than Union’s ‘share premium’ of £120m. See below for the reporting of ‘share premium-like
accounts’ in published financial statements.

3. Under acquisition accounting group retained profits at acquisition is only Student’s. Under
merger accounting, it is the sum of the two companies.
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Student Union consolidated balance sheets at 30 September 1995

Merger accounting Acquisition accounting Notes
Miscellaneous assets 1,065 1,065
Miscellaneous liabilities (115) (115)
Share capital (700) (700) 1
Share premium-like accounts  (180) (210) 2
Retained profits (70) (40) 3

Share premium-like accounts
Three labels are usually used in the UK to report ‘share premium-like’ accounts:

(a) share premium account;
(b) merger reserve;
(c) other (consolidated) reserves.

The distinctions are made for legal and accounting standards’ reasons. When learning the
basic techniques of acquisition and merger accounting they are best thought of as if ‘share
premium’, and the following legal sub-classifications for reporting purposes are better
assimilated later, after the basic principles have been grasped.

Share premium accounts — under acquisition accounting, the excess of the fair value of
any equity consideration given over its nominal value is normally classified in the par-
ent’s own accounts as ‘share premium’.

Merger reserve in the parent’s own accounts — the merger relief provisions of S 131 of the
Companies Act 1985, which allow that if at least a 90 per cent holding is acquired, the
excess does not have to be classified as ‘share premium’, are discussed later (page 66).
Here it is enough to note that, if at least a 90 per cent holding is acquired and acquisition
accounting is used, the excess is often classified in the parent’s own accounts as a ‘merg-
er reserve’ a quasi-share premium account with fewer restrictions on its use. As will be
seen later, it is commonly used for the immediate write-off of goodwill, whereas the
court’s permission is required to use the ‘share premium’ account itself. In the acquisition
accounting example above, the £150m ‘premium’ would probably be reported as a ‘merg-
er reserve’ since a 90 per cent stake was acquired. The term merger in ‘merger reserve’ has
nothing to do with merger accounting — it arises only when acquisition accounting is used
in the consolidated financial statements in conjunction with statutory ‘merger relief’
‘being available (see p. 66).

Other consolidated reserves: the subsidiary’s share premium account — in the merger account-
ing example, the combined share premium accounts in the consolidated balance sheet
after merger cancellation comprised £180m — £60m relating to the parent and £120m relat-
ing to the subsidiary. The amount labelled ‘consolidated share premium’ in the consoli-
dated accounts should refer to the same shares as the amount reported as ‘consolidated
share capital’. This means that the reported ‘share premium’ is the parent’s share premi-
um, ie. £60m is reported as consolidated share premium, corresponding to the £700m
consolidated share capital of the reporting entity — the externally held share capital of the
group. The remaining £120m here, the subsidiary’s share premium remaining after merg-
er cancellation, is reported as ‘other (consolidated) reserves’, and also disclosed as a
movement on ‘other reserves’ (FRS 6, para. 41). A similar restriction applies to ‘capital
redemption reserves’, not examined here.

Reporting of share premium-like accounts

In Example 3.1, share premium-like accounts in reported consolidated ‘Capital and Reserves’ under
the two approaches would be:
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Merger accounting capital and reserves £m
Share capital

Share premium

Other reserves - (uncancelled
subsidiary share premium)

Retained profits

Since the combination was a 90 per cent take-over, the premium on the

classified as a ‘merger reserve”

700
60

120
70
950

Acquisition accounting capital and reserves £m
Share capital

Share premium
Merger reserve
Retained profits

700
60
150
40

950

issue would probably be

Example 3.2 - simple business combination after the

combination date

Post-combination results: In the year to 30 September 1996, Student plc’s assets increased by
£100m and Union plc’s by £45m, and their liabilities by £560m and £25m respectively. Neither com-
pany made any share issues or revaluations, so the increase in net assets for each company is
assumed equal to the increase in retained profits.

Incorporating the information into Student’s company balance sheet at acquisition (after recording
the investment in Union) and also Union’s, the individual company balance sheets at 30 September
1996 are as follows and below them, using the same cancellation approaches, consolidated balance

sheets under both approaches:

Individual company balance sheets at 30 September 1996 (£m)

Student Union

Nominal Fair

value value

investment investment
Miscellaneous assets 670 670 540
Investment in Union 300 450
Miscellaneous liabilities (120) (120) (70)
Share capital (700) (700) (300)
Share premium-like accounts (60) (210) (120)
Retained profits (90) (90) (50)

Student Union Group - merger consolidation at 30 September 1996 (£m)

Student— Union Elimination Consolidated
nominal value
investment
Miscellaneous assets 670 540 1,210
Investment in Union 300 (300) —
Miscellaneous liabilities (120) (70) (190)
Share capital (700) (300) 300 (700)
Share premium-like accounts (60) (120) (180) *
Retained profits (90) (50) (140)

* £60m would be reported as ‘share premium’ and £120m as ‘other (consolidated) reserves’
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If no combination had taken place, individual company balance sheets at 30 September 1996 would
have been (assuming post-acquisition results were unaffected):

Check company balance sheets at 30 September 1996 assuming no combination

Student Union Addition
Miscellaneous assets 670 540 1,210
Miscellaneous liabilities (120) (70) (190)
Share capitals (400) (300) (700)
Share premiums (60) (120) (180)
Retained profits (90) (50) (140)

Adding these ‘no combination’ equity components demonstrates the merger cancellation solution
still results in the perfect additivity of equity components, when compared to the cancellation table
balances above.

Student Union Group - acquisition consolidation at 30 September 1996 (£m)

Student- Union Pre-acq Elimination Consolidated

fair value equity

investment
Miscellaneous assets 670 540 1,210
Investment in Union 450 (450) -
Miscellaneous liabilities  (120) (70) (190)
Share capital (700) (300) 300 (700)
Share premium-like

accounts (210) (120) 120 (210) *

Retained profits (90) (50) 30 (110)
Pre-acquisition equity (450) 450 -

*Reported as £60m ‘share premium’ and £150m as ‘merger reserve’

Pre-acquisition equity is eliminated as before. The subsidiary only contributes post-acquisition (20)
to Student’s (90). The relationships in Figure 3.3 earlier can now be verified:

Consolidated balances

Merger accounting Consolidated retained profits = (140)
Pre-combination Student,,.  (40) | Union,. (30)
Post-combination Studentyo  (50) | Uniongey (20)
Acquisition accounting Consolidated retained profits = (110)
Pre-acquisition Student,,.  (40)
Post-acquisition Student,,;  (50) | Unionyg (20) |

Goodwill calc

Union,. (30)

Exercises

3.1 Compare consolidated equity components of Student Union group at 30 September 1996
under both approaches. How is £110m consolidated retained profits under acquisition account-
ing constituted?

3.2 Wholla plc obtains a 100 per cent interest in the equity of Bitta plc on 31 December 1995.
Summarized balance sheets before the combination was effected were as follows:



BUSINESS COMBINATIONS 45

Wholla Bitta

£m £m
Miscellaneous assets 280 230
Miscellaneous liabilities (100) (80)
Share capital (E1 nominal) (60) (50)
Share premium (20) (10)
Retained earnings (100) (90)

A one-for-one share exchange was accepted by all Bitta pic’s shareholders of Bitta plc. The fair
value of each share in Wholla plc was £3.

Required

(a) Calculate the amount of consideration offered, and present Wholla plc’s individual compa-
ny balance sheet at 31 December 1995 immediately after recording the combination/invest-
ment.

(b) Calculate consolidated balance sheets at 31 December 1995 for the Wholla Group under
both acquisition and merger approaches.

(c) Compare consolidated balances in part (b) under both approaches.

3.3 Over the year to 31 December 1996, Wholla pic’s assets increased by £80m and Bitta pic’s by
£40m, and their liabilities by £40m and £20m respectively. Neither company made any share
issues or revaluations, so that the increase in net assets for each is assumed equal to the
increase in its retained profits.

Required
Prepare consolidated balance sheets at 31 December 1996 under both acquisition and merger
accounting approaches.

3.4 Using the financial statements prepared in either 3.2 or 3.3, explain intuitively the principles of
both cancellation approaches, using your calculations to illustrate your explanation.

Example 3.3 - Changing the offer conditions

The purpose of this example is to change the offer conditions so that the nominal value issued is
not equal to that acquired, and that the fair value of the investment is not equal to the pre-acquisi-
tion equity of Union. The only thing which changes from Examples 3.1 and 3.2 is that the fair value
of Student’s shares at combination is £3.50 per share, and 3 shares of Student are offered for every
5 in Union. To save unnecessary repetition, we focus only on the 30 September 1996 balance sheets
of Example 3.2 and merely change the investment amounts to reflect the changed offer conditions.

The 30 September 1996 balance sheets from Example 3.2 assume 2 for 1 offer, so that the nom-
inal value of the investment is £300m and fair value is £450m (i.e. share premium/merger reserve
of £150m), i.e.:

Individual company balance sheets at 30 September 1996 (Em) - 2 for 1 offer

Student Union

Nominal Fair

value value

investment investment
Miscellaneous assets 670 670 540
Investment in Union 300 450
Miscellaneous liabilities (120) (120) (70)
Share capital (700) (700) (300)
Share premium-like accounts (60) (210) (120)
Retained profits (90) (90) (50)

Required

(a) Calculate the nominal and fair values offered under the revised offer conditions and recast the
individual company balance sheets of Student plc at 30 September 1996 to revise the invest-
ment amounts accordingly.

(b) Prepare merger and acquisition cancellation tables to produce consolidated balances for the
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Student Union Group at 30 September 1996 under both approaches.
(c) Contrast the tables with those of Example 3.2.

The nominal amount of share capital acquired is £300m (100 %). The nominal and fair values of the
consideration issued under the revised offer conditions is:

Offer terms Nominal - merger accounting Fair value - acquisition accounting
3for5 300 x 3 x £2 = £360m 300 x 3 x £3.50 = £630m
5 5

Individual company journal entries to record the combination

Dr.(Em) Cr.(fm)

Nominal value investment

Investment 360

Share capital 360
Fair value investment

Investment 630

Share capital 360

Share premium/merger reserve 270

To adjust the Example 3.2 individual company accounts, if the effects of the investment at £300m
nominal and £450m fair value are removed, the individual company accounts at 30 September 1996
would become:

Student Union

£m £m
Miscellaneous assets 670 540
Miscellaneous liabilities (120) (70)
Share capital (400) (300)
Share premium-like accounts (60) (120)
Retained earnings (90) (50)

And adjusting these balances for the journal entries reflecting the revised offer conditions:

Individual company balance sheets at 30 September 1996
(Em) - three-for-five offer

Student Union

Nominal Fair

value value

investment investment
Misc. assets 670 670 540
Investment in Union 360 630 —
Misc. liabilities (120) (120) (70)
Share capital (760) (760) (300)
Share premium-like accounts (60) (330) (120)
Retained profits (90) (90) (50)

Under merger accounting, the investment changes from the previous example’s £300m to
£360m, and share capital from £700m to £760m. Other balances are unchanged. Under acquisition
accounting, the investment is now £630m (nominal + £270m ‘premium’), and ‘share premium-like
accounts’ £330m = £60m (original) + £270m (‘premium’). The nominal amounts of shares issued by
Student plc differs from the nominal amount acquired. In real-life combinations there is no reason
why the total nominal amount issued should even be close to that acquired. The fair value of the
consideration is agreed. Then the current market value per share determines the number of shares
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to be issued, and the total nominal amount of these shares is the consequence. For any company,
the relationship between nominal amounts and market values is often a historical accident, nomi-
nal values usually only being used to determine the number of shares available to be issued and
actually issued.

Merger accounting
Merger cancellation is affected by nominal amounts of shares issued and acquired, not fair values.
Intuitively appealing but unfortunately incorrect is:

Student Union Group - incorrect merger consolidation at 30 September 1996 (£m)

Student- Union Elimination Consolidated
nominal
investment
Miscellaneous assets 670 540 1,210
Investment in Union 360 (360) —
Miscellaneous liabilities (120) (70) (190)
Share capital (760) (300) 360 (700)
Share premium-like accounts (60) (120) (180)
Retained profits (90) (50) (140)

This incorrect process enables perfect additivity of consolidated equity components. The sum of
individual company balance sheets at 30 September 1996 as if no combination had taken place
would have been as follows, and the equity balances as above (i.e. perfect additivity).

Check - company balance sheets at 30 September 1996 assuming no combination

Student Union Addition
Miscellaneous assets 670 540 1,210
Miscellaneous liabilities (120) (70) (190)
Share capitals (400) (300) (700)
Share premiums (60) (120) (180)
Retained profits (90) (50) (140)

However, group issued share capital held by external parties is £760m (Union’s being held inter-
nally). Disclosure of this overrides the ‘perfect additivity’ principle discussed earlier. Thus only
£300m of the Investment can be cancelled against the £300m share capital of Union at combination
date to remove it and no more. Group share capital is £760m as required.

Progressive cancellation of excess nominal amount under merger accounting

What of the excess nominal amount issued, in the above example, £60m? (where a mix of
consideration is given, it is based on the total consideration, the nominal amount of
shares issued plus the fair value of other consideration). In the 1930s some argued it
should be left a debit balance in ‘Capital and Reserves’ as a ‘negative reserve’ — it is not
goodwill since it is based on nominal amounts (SSAP 23, para. 5). This would preserve
the ‘perfect additivity’ of the components of combined equity. Wild and Goodhead (1994,
p- 301) do not see any legal barriers to such treatment. FRS 6 does not address the issue
and merely comments ‘the difference that arises on consolidation does not represent
goodwill but is deducted from or added to reserves’ (para. a).

A more common approach is to cancel the excess nominal amount against existing con-
solidated reserves including retained profits. Which reserves can be used for this? Extant
company law and accounting standards again do not comment. Here the excess is can-
celled progressively, firstly against reserves with most restricted uses, and so on if neces-
sary to the least restricted, retained profits — a procedure implicitly giving priority to pre-
serving the additivity of retained profits.
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Restrictions on availability of reserves for progressive cancellation

Which reserves are available for progressive cancellation is not clear in the UK. Some
argue that the subsidiary’s reserves can be used for progressive cancellation since they are
already removed under acquisition accounting anyway. Others argue that combined
reserves can be used except where there are possible statutory restrictions — for example
on the use of group revaluation reserves and the parent’s share premium account (e.g.
Wild and Goodhead, 1994, p. 300). The ‘subsidiary’s reserves’ stance is generally the most
conservative, except some ambiguity remains, based on the second perspective, as to
whether there are statutory restrictions on using the subsidiary’s revaluation reserve.

In this chapter, the conservative ‘subsidiary’s reserves’ position is taken, purely for sim-
plicity, and there are no revaluation reserves. The author’s view is that the position that
‘combined reserves not subject to legal restrictions’ is tenable — there seems no general
prohibition against using combined reserves for progressive cancellation. There are high-
ly convincing arguments against using the parent’s share premium account and persua-
sive arguments against using combined revaluation reserves, but neither set is conclu-
sive.

A probable route many groups will take is to cancel excess nominal amount firstly
against the subsidiary’s share premium account, then against the combined restricted
reserves which are not barred by law from being used for similar purposes (the ‘merger
reserve’ would appear to fall into this category) and finally group retained profits. This
procedure preserves as far as possible ‘perfect additivity’ of group retained profits.
Ultimately none of this affects distributable profits since these are a parent company and
not a group matter in the UK. The interpretation and function of consolidated equity rais-
es complex issues discussed further in Chapter 12.

Arguments for both stances are now reviewed. It is suggested that they are omitted at
this stage without loss in continuity, and revisited if desired after the principles of merg-
er cancellation have been mastered. Whichever stance is adopted, remaining uncancelled
reserves are added to other group reserves of the same type to obtain consolidated bal-
ances. As discussed under ‘share premium-like accounts’ above, any remaining sub-
sidiary share premium would be reported as ‘other (consolidated) reserves'.

Arguments on availability of reserves for progressive
cancellation (optional)

Combined reserves subject to statutory restriction stance

APB Opinion No. 16 unambiguously states that combined figures should be used in the USA.
Possible statutory restrictions on this stance in the UK include the fact that under the Companies
Act 1985, group ‘revaluation reserves’ cannot be used for another related purpose, the immediate
write-off of goodwill, nor can group ‘share premium’ without the court’s approval (see Chapter 5).
Thus it can be persuasively argued by analogy that reserves of this type are not available.

Another argument specifically against the use of the parent’s share premium is that in particular
combinations as a result of progressive cancellation, it is conceivable that some of the parent’s
share premium would be ‘used up’ and so would not appear in the consolidated balance sheet. This
contravenes a long-held convention that reported consolidated share capital and premium of the
group should represent balances attributable to the parent’s shareholders (see arguments under
‘share premium-like accounts’ above). S227 of the Companies Act 1985 requires group accounts to
‘give a true and fair view . . . so far as concerns members of the [parent] company’, which could be
interpreted to mean that the full issue details of the parent’s shares should appear in the consoli-
dated statements.

The goodwill analogy for not using combined revaluation reserves is not completely conclusive.
Two relevant Companies Act 1985 requirements pull in opposite directions. Schedule 4, para. 61
allows in the preparation of consolidated accounts ‘such adjustments (if any) as the directors of the
holding company think necessary’, but para. 62 states that ‘the consolidated accounts shall, in giv-
ing the information required by paragraph 61, comply in so far as is practicable with . .. the other
requirements of this Act as if they were the accounts of an actual company’. Whereas goodwill
write-off has an individual company accounts counterpart (pace para. 61) merger cancellation does
not (pace para. 62).
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Subsidiary’s reserves only

This seems the most conservative position, and the comparison with acquisition accounting is a
powerful argument. However, the merger concept means that both sets of revaluation reserves in
principle, belong to the combined entity. This differs from the concept of an acquisition, where the
subsidiary’s revaluation reserves are pre-acquisition and thus not part of the group. Does this there-
fore mean that, as part of group revaluation reserves, they are unavailable using the argument of
the goodwill write-off analogy above? This line of argument is tricky — following it to its ultimate
conclusion even the subsidiary’s share premium might not be available. It could be countered by
arguing that combined revaluation reserves only become group revaluation reserves after pro-
gressive cancellation. We are entering the realms of medieval scholastic argument here!

Other matters

If nominal value issued is less than the nominal value acquired, the ‘deficit” would be
credited to a consolidated capital reserve. In the USA the existence of no par value shares
allows companies to define nominal amount issued as equal to that acquired, so the pro-
gressive cancellation issue does not arise. This is not possible in the UK. Davies, Paterson
and Wilson (1992, p. 263) comment that if the subsidiary had made a bonus issue of their
own shares before the combination to make the nominal value acquired equal to that
issued, no difference would result. Reserves would then have been ‘capitalized’ as a con-
sequence.

Example 3.3 continued

In this example excess nominal value debit is £60m (i.e. £360m investment less the £300m nomi-
nal share capital of Union). The equity components available for progressive cancellation are ‘share
premium’ and ‘retained profits’. The former is more restricted and is used first, and here we have
no need to consider the wider question of whether to use the group’s reserves or the subsidiary’s.
The excess is cancelled progressively against ‘share premium’, and if it were necessary (not in this
case) against retained profits.

Student Union Group - merger consolidation at 30 September 1996 (£m)

Student- Union Elimination Consolidated
nominal value
investment
Miscellaneous assets 670 540 1,210
Investment in Union 360 (360) S
Miscellaneous liabilities (120) (70) (190)
Share capital (760) (300) 300 (760)
Share premium-like accounts (60) (120) 60 (120) *
Retained profits (90) (50) (140)

*£60m reported as ‘share premium’ and £60m as ‘other (consolidated) reserves’

Perfect additivity has been sacrificed to ensure that externally held share capital is correct.
Comparing with the above incorrect ‘perfectly additive’ statement, share capital is ‘overstated’ by
£60m and other reserves ‘understated’ by the same amount. Effectively £60m of ‘other’ reserves
have been ’capitalized’.

Check - comparison with perfect additivity at 31 December 1996 assuming
no combination

Student - no Union Perfect Above Difference
combination additivity  balances
Miscellaneous assets 670 540 1,210 1,210
Miscellaneous liabilities (120) (70) (190) (190)
Share capital (400) (300) (700) (760) (60)
Share premiums/share (60) (120) (180) (120) 60

premium-like accounts
Retained profits (90) (50) (140) (140)
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Acquisition accounting

Acquisition accounting can be likened to radical surgery where an organ may be completely
removed to prevent the growth of a tumour, merger accounting to progressive surgery where the
aim is only to remove the diseased portions of the organ. The cancellation table is as follows:

Student Union Group - acquisition consolidation at 30 September 1996 (£m)

Student- Union Pre-acq Elimination Consolidated
fair value equity
investment
Miscellaneous assets 670 540 1,210
Investment in Union 630 (630) —
Miscellaneous liabilities  (120) (70) (190)
Share capital (760) (300) 300 (760)
Share premium-like
accounts (330) (120) 120 (330) *
Retained profits (90) (50) 30 (110)
Pre-acquisition equity/ (450) 630 180
goodwill

*Reported as £60m ‘share premium’ and £270m ‘merger reserve’

The only difference from the original case is that the investment has changed from £450m to £630m
with consequent changes to Student’s own share capital and share premium/merger reserve. Pre-
acquisition equity treatment is identical. Because the investment is larger than pre-acquisition equi-
ty acquired (= net assets acquired £495m — £45m) the excess of £180m (‘goodwill’ or more accu-
rately ‘excess on consolidation’) is shown here as a consolidated asset. SSAP 22 recommends it is
written off immediately against reserves, or capitalized and amortized over its estimated useful life.
Such write-off is ignored here and further discussed in Chapter 4. Variations in fair value of the con-
sideration given affects the acquisition approach; nominal amount changes for a given fair value
have no effect.

If the fair value of the investment were to be less than the fair value of the identifiable assets and
liabilities acquired, the so-called ‘negative goodwill’ situation arises. At present this will be merely
treated as a negative reserve. Its accounting treatment is discussed in Chapter 5.

Example 3.4 - Part cash offer with minority interest

The offer conditions are now changed again to show what happens when the parent offers shares
and cash, but only obtains a 90 % interest in the subsidiary. In this case there will remain a 10 per
cent minority (non-controlling) interest in the subsidiary. Again we focus on the 30 September 1996
balance sheets of Example 3.2 (one year after the combination) and merely change the investment
amounts to reflect the changed offer conditions. These are that the fair value of Student’s shares at
combination is £3.50 per share, and 3 shares of Student plus 50p in cash are offered for every 5 in
Union. 90 % of the shareholders in Union accept the offer.

The 30 September 1996 balance sheets from Example 3.2, which assume the nominal value of
the investment is £300m and fair value is £450m (i.e. share premium/merger reserve of £150m) are
shown below, i.e.:

Individual company balance sheets at 30 September 1996 (£m) - Example 3.2

Student Union

Nominal Fair

value value

investment investment
Miscellaneous assets 670 670 540
Investment in Union 300 450
Miscellaneous liabilities (120) (120) (70)
Share capital (700) (700) (300)
Share premium-like accounts (60) (210) (120)

Retained profits (90) (90) (50)
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Required

(a) Calculate the nominal and fair values offered under the revised offer conditions and recast the
individual company balance sheets of Student plc at 30 September 1996 to revise the invest-
ment and miscellaneous assets amounts accordingly.

(b) Prepare merger and acquisition cancellation tables to produce consolidated balances for the
Student Union Group at 30 September 1996 under both approaches.

Calculating the amount of the investment

Nominal amount of Union shares acquired = 90 % x 300m x f£1 = £270m

Investment Shares Cash Total

Nominal 90% x 300m x 3 x £2 = £324m 90% x 300m x 1 x £0.50 = £27m £351m
5 5

Fair value  90% x 300m x 3 x £3.50 = £667m 90% x 300m x 1 x £0.50 = £27m £594m
5 5

Individual company journal entries to record the combination

Dr.(€m) Cr.(Em)

Nominal value investment

Investment 351

Cash 27

Share capital 324
Fair value investment

Investment 594

Cash 27

Share capital 324

Share premium-like accounts 243

To adjust the Example 3.2 individual company accounts, if the effects of the investment at
£300m nominal and £450m fair value are removed, the individual company accounts would
become:

Student Union

£m £m
Miscellaneous assets 670 540
Miscellaneous liabilities (120) (70)
Share capital (400) (300)
Share premium (60) (120)
Retained earnings (90) (50)

And adjusting these balances for the journal entries reflecting the revised offer conditions, we get:

Student plc - individual company balance sheets at
30 September 1996 (£m)

Nominal Fair value

investment investment
Miscellaneous assets 643 643
Investment in Union 351 594
Miscellaneous liabilities (120) (120)
Share capital (724) (724)
Share premium-like accounts (60) (303)

Retained profits (90) (90)
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Consolidating the balance sheets

Merger accounting approach

Student Union Group - merger consolidation at 30 September 1996 (£m)

Student Union Minority Elimination Consolidated
nominal interests
inv
Miscellaneous
assets 643 540 1,183
Investment in
Union 351 (351) —
Miscellaneous
liabilities (120) (70) (190)
Share capital (724) (300) 30 270 (724)
Share premium-
like accounts (60) (120) 12 81 (87)*
Retained profits (90) (50) 5 (135)
Minority interests 47) (47)

*Reported as £60m ‘share premium’ and £27m ‘other (consolidated) reserves’

Since Student has only acquired a 90% stake in Union, the remaining 10%, called the
minority interest, is shown separately as a single figure (i.e. 10% x (300 + 120 + 50) = 47),
effected by a separate column. Consolidated retained profits are Student’s plus 90 per cent
of Union’'s, i.e. 90 + 90% x 50 = 135. Progressive cancellation still applies. Parent shareholders
(of Student and those of Union who accepted the offer) have a direct interest in the parent
and thus a 90% indirect interest in Union. Minority (non-controlling) interests only have an interest
in a part of the group (a 10% interest in Union). Minimal disclosure is usually given to the minori-

ty.
Perfect additivity of retained profits: Minority retained profit has to be included to demonstrate this,

though ‘consolidated retained profits’ in consolidated balance sheets refers to the parent’s share
only.

Retained profits as if no combination effected = £90m (Student) + £60m (Union) = £140m

Total consolidated retained profits = £135m (Majority) + £6m (Minority) = £140m
Acquisition accounting approach

Student Union Group - acquisition consolidation at 30 September 1996 (£m)

Student Union  Minority Pre-acq Elimination  Consoli-
fair value interests dated
inv
Miscellaneous assets 643 540 1,183
Investment in Union 594 (594) —
Miscellaneous
liabilities (120) (70) (190)
Share capital (724) (300) 30 270 (724)
Share premium-like
accounts (303) (120) 12 108 (303)*
Retained profits (90) (50) 5 27 (108)
Minority interests (47) (47)
Pre-acq equity /
goodwill (405) 594 189

*Reported as £60m ‘share premium’ and £243 ‘merger reserve’
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Again, a minority interest column has been introduced, identical in this simple example to merg-
er accounting. Pre-acquisition equity is now 90 % of share capital, share premium/merger reserve
and retained earnings of Union at acquisition, i.e. 90 % of £300m, £120m, and £30m respectively.
The excess of the investment at £5694m over the parent’s share of equity at acquisition (90 % x (300
+ 120 + 30) = £405m, = parent’s share of net assets, 90% x (495 — 45)) is a ‘goodwill’ figure of
£189m. When acquisition accounting adjustments are introduced in Chapters 4 and 5, minority
interests under acquisition and merger accounting will differ.

Exercises

3.5

3.6

3.7

The purpose of this example is to change the offer conditions so that the nominal value issued
is not equal to that acquired, and that the fair value of the investment is not equal to the pre-
acquisition equity of Bitta. The only thing which changes from Exercises 3.2 and 3.3 is that
Wholla offers 3 of its shares for every 2 in Bitta, when the fair value of its shares was £3 per
share. The 31 December 1996 individual company balance sheets of Example 3.3 after record-
ing the investment amounts in the earlier examples (where the nominal amount of the invest-
ment was £50m and its fair value £150m) are as follows:

Individual company balance sheets at 31 December 1996 (£Em) - Example 3.3

Wholla Bitta

Nominal Fair

value value

investment investment
Miscellaneous assets 360 360 270
Investment in Bitta 50 150
Miscellaneous liabilities (140) (140) (100)
Share capital (110) (110) (50)
Share premium-like accounts (20) (120) (10)
Retained profits (140) (140) (110)

Required

(a) Calculate the nominal and fair values offered under the revised offer conditions and recast
the individual company balance sheets of Wholla pic at 31 December 1996 to revise the
investment amounts accordingly.

(b) Prepare merger and acquisition cancellation tables to produce consolidated balances for
the Wholla Bitta Group at 31 December 1996 under both approaches.

(c) Contrast the tables with those of Exercise 3.3.

(d) Assess the departure from ‘perfect additivity’ under merger accounting.

The purpose of this exercise is to show the effects where the offer is for shares and cash, and

only a 90 % stake is purchased. Taking the facts of Exercise 3.3 as given and the 31 December

1996 balance sheets as in the previous example. Assume Wholla acquires a 90%

interest in Bitta at 31 December 1995 by offering three shares plus 20p in cash for

every two shares in Bitta. At the combination date the fair value of the shares issued is £3 per

share.

Required

(a) Calculate the nominal and fair values offered under the revised offer conditions and recast
the individual company balance sheets of Wholla plc at 31 December 1996 to revise the
investment amounts accordingly.

(b) Prepare merger and acquisition cancellation tables to produce consolidated balances for
the Wholla Bitta Group at 31 December 1996 under both approaches.

Pounce plc is always on the lookout for likely acquisition candidates. It recently acquired a 90 %

interest in Quivering plc on 30 December 1994, when the latter’s retained profits were £140m.

The offer was 5 shares in Pounce plc (nominal amount £1, quoted price £2) plus £0.25p in cash

for every 4 shares in Quivering plc (nominal amount 50p). Land included in Quivering plc’s

accounts was valued at the date of the combination at £40m (cost £30m) but no adjustment has

been made. The combination transaction, including the cash consideration, still has not been

recorded by Pounce plc, since its finance director wishes to be certain he has chosen the most

favourable treatment. The balance sheets of both companies at 31 March 1995 are:
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Balance sheets at 31 March 1995 (£m)

Pounce Quivering
Fixed assets 500 100
Other net assets 300 270

800 370
Share capital 200 80
Share premium 250 130
Retained profits 350 160

800 370

Required
Prepare consolidated balance sheets for the Pounce Group at 31 March 1995 under both acqui-
sition and merger accounting principles and compare and contrast them. Ignore the write-
off/amortization of goodwill subsequent to acquisition.

3.8 The following balance sheets at 30 November 1995 (in £m) are extracted from the published
financial statements of Acquisator plc and Mergee plc.

Acquisator Mergee

Assets:

Investment in Mergee 75

Other assets except cash 225 150

Cash 10 5
310 155

Liabilities and equity:

Miscellaneous liabilities 100 60

Share capital (£1 shares) 60 20

Share premium/merger reserve 70 30

Retained profits 80 45
310 155

Notes

1. Acquisator made an offer of two £1 ordinary shares plus 16 2/3 p in cash for each £1 ordi-
nary share in Mergee on 28 February 1995. The offer was accepted by 90 % of the share-
holders in Mergee. At the time of the combination, the market value of the shares in
Acquisator was £2 per share.

2. At the date of the combination, Mergee’s retained profits were £30m.

Required

Using the above financial statements to calculate relevant information, explain to the Chief
Accountant of Acquisator, the main differences in consolidated balance sheet effects between
merger and acquisition accounting, and assess why he might prefer one to the other.

DEFINING MERGERS AND ACQUISITIONS

The following section can be omitted without loss in continuity by those wishing only to focus on
acquisition accounting.

The main issue for standard-setters has been how to ‘ring fence’ true mergers to pre-
vent the spurious misuse of merger accounting. Acquisitions are defined as the business
combinations that are left after defining mergers! Whilst technically merger accounting is
extremely important, merger accounted combinations currently are rare. Company
Reporting in its July 1993 issue (pp. 6-8) found only 1.4 per cent of business combinations
including equity consideration used merger accounting over the five years to 1993. A sub-
sequent tightening up of loopholes and abuses in acquisition accounting by FRS 7, Fair
Values at Acquisition (1994) (see Chapter 5) will probably increase the frequency of merg-
er accounting somewhat, though it will still remain rare.
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Merger accounting has never been widely practised in the UK. The 1969-70 and
1970-71 Surveys of Published Accounts each refer to six merger accounted combinations,
including Rowntree Mackintosh, Cadbury Schweppes and Trust House Forte. ED 3,
Accounting for Acquisitions and Mergers (1971), never became a standard. Section 56 of the
then Companies Act (1948) required a share premium to be recorded on all share issues
and many interpreted this as preventing the nominal amount investment necessary for
the merger accounting approach. Shearer v. Bercain (1980) appeared to confirm this.

The so-called merger relief provisions of the Companies Act 1981 removed the obliga-
tion to record a share premium where ‘an issuing company has by an arrangement
including the exchange of shares, secured at least a 90 per cent holding in another com-
pany’ (now Companies Act 1985’s. 131), thus enabling merger accounting. The Act also
side-stepped a restriction prohibiting parents from distributing pre-acquisition profits.
ED 31 in 1982 led to SSAP 23, Accounting for Acquisitions and Mergers (1985), which
defined criteria under which merger accounting was an option. The ASB, building on ED
48 (1990), found it necessary in FRS 6, Acquisitions and Mergers, in 1994, to redefine merg-
er criteria in terms of substance over form and to make merger accounting mandatory if
they are met. It also tackled avoidance schemes resulting from SSAP 23.

UK merger definition
The Companies Act 1985, Sch 4A s.10 allows the option of merger accounting if all the fol-
lowing criteria are met:

(i) that the final stake held by the parent company and its subsidiaries is at least 90 per
cent in nominal value of shares with unlimited participation rights in both distribu-
tions and assets on liquidation;

(i) that this limit was passed by means of an equity share issue by the parent or sub-
sidiaries;

(iii) that in the offer mix, the fair value of the consideration given by parent or sub-
sidiaries other than in equity shares should be less than 10 per cent in nominal
amount of the equity shares issued;

(iv) that the adoption of merger accounting accords with generally accepted accounting
principles or practice (currently based on FRS 6’s definitions and criteria below).

FRS 6’s requirements are additional to these. It defines a merger as,

A business combination which results in the creation of a new reporting entity formed
from the combining parties, in which the shareholders of the combining entities come
together in a partnership for the mutual sharing of the risks and benetfits of the com-
bined entity, and in which no party to the combination in substance obtains control
over any other, or is otherwise seen to be dominant, whether by virtue of the propor-
tion of its shareholders’ rights in the combined entity, the influence of its directors or
otherwise. (para. 2)

Any business combination not meeting this definition is an acquisition, except possibly
for new parent companies or group reconstructions (para. 5), discussed later.

It sets out five criteria to make this conceptual definition operational, stressing sub-
stance over form and the need to consider all relevant information in applying the crite-
ria (para. 56). Merger accounting must be used if all five of the criteria below and
Companies Act 1985 requirements are satisfied, but acquisition accounting must be used
if any are not met. FRS 6’s main criteria (paras. 6-11) shown in italics, are followed by its
explanation of their detailed application (paras 60-77), which can be omitted at first read-
ing.

(i)  Portrayal of parties

No party to the combination is portrayed as either acquirer or acquired, either by its own
board or management or by that of another party to the combination.

A rebuttable presumption is made that the combination is an acquisition if a pre-
mium is paid over the market value of the shares acquired. Other factors suggestive
of the nature of the combination, whilst not individually conclusive (paras 60-62)
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(ii)

(iii)

(iv)

are its form, plans for the combined entity’s future operations (including whether
closures or disposals were unequally distributed between parties), proposed corpo-
rate image (name, logo, location of headquarters and principal operations), and the
content of communications of a publicly quoted party with its shareholders.

Participation in new management structure

All parties to the combination, as represented by the boards of directors or their appointees,
participate in establishing the management structure for the combined entity and in select-
ing the management personnel, and such decisions are made on the basis of a consensus
between the parties to the combination rather than purely by the exercise of voting rights.
Differing from ED 48, FRS 6 recognizes that even in a genuine merger the parties
should be free to choose their management, and equal participation on the com-
bined board is not necessary. Such management could come from a single party, but
in this case genuine participation must be demonstrated. However, consensus deci-
sion-making in choosing, rather than voting power against the wishes of one of the
parties to the merger, is necessary, and informal as well as formal management
structures must be considered. Only management structure decisions made in ‘the
period of initial integration and restructuring at the time of the combination” need
be considered, taking into account their short and long-term effects (paras 63-66).

Relative sizes

The relative sizes of the combining entities are not so disparate that one party dominates the
combined entity merely by virtue of its relative size.

Such domination would be presumed if one party is substantially larger — this is
inconsistent with the concept of a merger as a substantially equal partnership
between the combining parties. A rebuttable presumption of dominance is made if,
when considering the proportions of the combined equity attributable to the share-
holders of the combining parties, any party is more than 50 per cent larger than each
of the others. Factors such as voting or share agreements, blocking powers or other
arrangements can be deemed to reduce or increase this relative size influence. If
rebutted, reasons must be disclosed (paras 67-68).

Offer mix

Under the terms of the combination or related arrangements, the consideration received by
equity shareholders of each party to the combination, in relation to their shareholding, com-
prises primarily equity shares in the combined entity; and any non-equity consideration, or
equity shares carrying substantially reduced voting or distribution rights, represents an
immaterial proportion of the fair value of the consideration received by the equity holders of
that party. Where one of the combining entities has, within the period of two years before the
combination, acquired equity shares in another of the combining entities, the consideration
for this acquisition should be taken into account in determining whether this criterion has
been met.

To prevent shares with unusual rights getting round the restriction in Companies
Act that non-equity consideration should not exceed 10 per cent of the nominal
amount of equity shares issued, FRS 6 requires that all but an immaterial portion of
the fair value of the consideration should be in the form of equity shares, defining
equity shares more rigorously than the Act (following FRS 4, Capital Instruments),
excluding shares with limited rights to receive payments not calculated on under-
lying profits, assets or equity dividends, or with effective limitations on participa-
tion rights in any winding up surplus, or redeemable contractually, or at the option
of parties other than the issuer (para. 2).

Cash, other assets, loan stock and preference shares are cited as examples of non-
equity consideration (para. 69). All arrangements made in conjunction with the
combination (including, e.g., vendor placings) must be taken into account unless
independently made by shareholders. Substantially reduced voting or distribution
rights indicate an acquisition, though some reduction may be compatible with a
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normal merger negotiating process. Where a peripheral part of one of the business-
es of one of the combining parties (i.e. one disposable without material effect on the
nature and focus of its operations) is excluded from the combined entity, shares or
proceeds of sale distributed to its shareholders are not counted as consideration in
determining offer mix (paras 69-74).

(v)  Final stake/no protected holdings

No equity shareholders of any of the combining entities retain any material interest in the
future performance of only part of the combined entity.

Mutuality in sharing risks and rewards in the combined entity is deemed absent
where one party’s equity share depends on the post-combination performance of
the entity previously controlled by it; where earnouts or similar performance-relat-
ed schemes are included in the merger arrangements; or where the statutory end-
ing stake (90 per cent) is not achieved. It is, however, permissible to allocate hold-
ings based on the subsequently determined value of a specific asset or liability
(paras 75-77).

Other anti-avoidance criteria

Boundaries: The combination transaction is to be considered as a whole, to include any
related arrangements in contemplation of the combination, or as part of the process to
effect it. FRS 6 also makes clear that parties to the combination include the management
of each entity and the body of its shareholders as well as its business (para. 57). Financial
arrangements in conjunction with the transaction are to be included.

Consideration: If convertible shares or loan stock are converted into equity as part of the
combination they are to be treated as equity (para. 12). The acquisition cost/consideration
includes shares issued and owned by subsidiary undertakings (Co. Act 1985 Sch 4A S
9(4)). FRS 6 applies analogously to entities without share capital (para. 59).

Time boundaries: Divested elements of larger entities are not eligible for merger account-
ing since they are not independent enough to be considered separate from their former
owners until they have a track record of their own. An exception is if the divestment can
be shown to be peripheral (see criterion (iv) above). Shareholdings acquired within the
two years before the combination for non-equity consideration or for consideration with
reduced equity rights must be included in assessing the criteria (para. 73).

Example 3.5 - Applying FRS 6’s operational criteria

Take the facts of Example 3.4. Assume additionally that

(a) on the combined board, five directors were from Student and two from Union.

(b) on 30 November 1996 one half of the business of Union was disposed of at a consolidated
accounting profit of £24m.

(c) the group’s name is to be ‘The Student Union Group'.

Required
Using FRS 6's criteria assess whether the combination is a merger or an acquisition for accounting
purposes.

Final proportional stake
The final holding of 90 per cent satisfies Companies Act requirements that at least 90 per cent of
the acquired company’s equity must be held by the new parent.

Offer mix

The consideration given in the form other than in equity is £27m, i.e. 8.33 per cent (= 27 / 324), of
the nominal value of the equity consideration. Also there'is no evidence that the shares issued con-
tain reduced voting or participation rights.

Size test rebuttable presumption
In the combined equity, the ratio of Student’s former shareholders nominal to Union’s is 400:324,
i.e. 1.235:1, so Student is less than 50 per cent larger than Union in terms of its share of equity in
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the combined entity — in this example there are not different classes of equity, so such simple com-
parison is possible. This is not conclusive — the actual criterion is ‘dominance merely as a result of
relative size’, but here there is no presumption to rebut. Merger accounting seems supportable.

Other criteria

Is the disposal 15 months after the combination was ‘entered into in contemplation of that combi-
nation’ (para. 56, anti-avoidance clauses) intended, e.g. merely to magnify future disposal profits?
APB Opinion 16, not binding, provides food for thought - is the disposal in the ordinary course of
business or to close duplicate facilities? Disparity in management representation is not evidence
against a merger provided there was consensus participation in setting up the joint structure and
in personnel selection (board minutes of the combining companies and correspondence may give
evidence). The group name does not suggest domination of one party by another.

If merger accounting is indicated under all these criteria it must be used. Otherwise acquisition
accounting must be used.

Evaluation of the merger definition

A merger is more than a friendly take-over. FRS 6 considers genuine mergers are rare
(para. 44). Prior to FRS 6, earlier UK definitions and attempted definitions focused on
detailed criteria alone, rather than embedding such criteria within a core central defini-
tion. FRS6’s conceptual definition shows its main concern is about the relationship
between the former owners of old entities in the new entity and their relative powers
therein (though for certain purposes ‘parties’ is defined more widely than shareholders
(para. 57)). It considers whether each set of separate owners has sufficient clout to claim
legitimately that they have a real say in the joint control over deployment of the new
reporting entity’s resources, and whether they really have the ability to benefit and suf-
fer by their deployment. It is not about a relationship between entities. As a result of the
merger share swap, one company owned by the former shareholders may become the
wholly owned subsidiary of another, but in the combined entity, one group of former
owners should not dominate another. All the original shareholder groups must have
stakes in the expanded parent. Where entities rather than former owners jointly control
another entity, the appropriate accounting would be for a joint venture (see Chapter 4).

Detailed operational criteria

FRS 6 errs on the side of preventing spurious mergers. Earlier merger (pooling-of-inter-
ests) definitions focused purely on defining detailed criteria. In the USA, Accounting
Research Bulletin No. 40 had in 1950 suggested: voting shares should be the basic medi-
um of exchange, that previous ownership interests should continue in substantially the
same proportion, relative sizes should not be too disproportionate, managements of all
constituents should continue as influential, business activities of constituents should be
similar or complementary, and that no substantial minority interest should exist post-
combination.

Vigorous debate ensued there over whether a merger (pooling) required continuity of
ownership interests, of management interests or even of existing business activities.
Ownership continuity became generally accepted, complementarity of businesses was
dropped, and other criteria more tightly defined. In the USA, the 1960s and 1970s were
characterized by a combinations boom and by attempts to erode merger accounting cri-
teria to enable it to be applied even more widely. Controversial research reports prepared
for the Accounting Principles Board by Wyatt (1963) and Catlett and Olsen (1968) con-
cluded no theoretical basis existed at all for pooling of interests accounting on the
grounds that all combinations involved the acquisition of one entity by another; that the
medium of consideration was irrelevant. Foster (1974) later echoed this — the idea of
‘pooling as a transaction between separate groups of stockholders’ is

a flight of fantasy. One almost expects a wink when this rationale is advanced. We
know that corporate officers negotiate the transaction from end to end. Indeed, we
know that many corporations employ personnel for the purpose of identifying likely
acquisition candidates. And potential acquisitions are reviewed by the corporation to
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determine if the purchase or pooling method will look better.

Such radical conclusions were unacceptable. Instead attempts were made to fill in the
cracks rather than prohibit one approach altogether. Consequently criteria became more
legalistic. By the issue of the current US standard APB Opinion number 16 in 1970, the
definition of a pooling had become extremely tortuous.

Even if one accepts ‘continuity of ownership rights and powers’ as the core concept for
a merger it is difficult to discern managements’ and owners’ intentions regarding this.
The other criteria can instead be viewed as pragmatic means for assessing such inten-
tions. In Figure 3.4, it is proposed here that it is instructive to arrange these into three
classes; verifiable signs of ownership continuity, circumstantial evidence of such continuity,
and anti-avoidance clauses to ensure it is not just cosmetic.

of operational criteria

Verifiable signs No acquirer identifiable
Offer mix substantially voting equity
Final proportional equity stake maintained

Voting rights continue

Circumstantial evidence Mangement structure continues
Relative sizes not too unequal
Substance of business continues

Complementarity of businesses

Anti-avoidance clauses Inclusion of prior share rights
Offer part of a single plan
No linked avoidance transactions

No immediate large disposals

Figure 3.4 - Operational characteristics of ‘continuity of ownership’ perspective

Continuity of management, relative size, continuity of business substance, and even
complementarity of businesses can in this framework be viewed not as substantive in
themselves, but as providing circumstantial evidence of ownership continuity (relative to
other parties) to participate in benefits and risks and to deploy economic resources. If one
business is wound up, it is possible that this is decided by the joint owners, but this is
unlikely if relative sizes are very different. From a ‘continuity of ownership rights and
powers’ perspective these are not necessary conditions. They are rebuttable presumptions
- managements must show why merger accounting is appropriate when they are violat-
ed.

UK precursors

The first UK attempt at defining a merger, the still-born ED 3 (1971) proposed criteria
which were similar to ARB 40 issued in the USA 20 years previously. Three of its four cri-
teria were, however, quantified — a minimum equity content in the offer mix of 90 per cent
in value (with identical rights), the final stake to be at least 90 per cent of the voting and
non-voting equity capital (i.e. less than 10 per cent of the minority interest remaining),
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and a size test (ending equity voting rights held by any one of the constituent companies
not to be more than three times those of any other). The fourth required the substance of
the main business of the constituent companies to continue, which differed from contin-
uation of management and complementarity provisions of ARB 40. The offer also had to
be approved by the offeror’s voting shareholders. One feels that the ASSC still had not
yet settled wholeheartedly on continuity of ownership rights and powers as the implicit
core concept of a merger.

The first UK standard SSAP 23, Accounting for Acquisitions and Mergers (1985) overcom-
pensated. In terms of Figure 34, it focused purely on externally verifiable signs. Its crite-
ria for the merger accounting option were:

(i) the offer to be made to all holders of equity and voting shares not already held; and

(ii ) the minimum ending stake to be at least 90 per cent of all equity shares (each class
taken separately) and 90 per cent of the votes; and

(iii) the maximum permissible starting stake to be 20 per cent of all equity shares (taking
each class separately) and 20 per cent of the votes; and

(iv) a minimum final oﬁ}e,r proportion of 90 per cent of the fair value given for equity capi-
tal to be in equity, and a minimum final offer proportion of 90 per cent of the fair
value given for voting non-equity in equity or voting non-equity (para. 17).

SSAP 23 did not include relative size or continuing management criteria, but deliberate-
ly focused on share-for-share exchanges without significant resources leaving the com-
bining companies (para. 3). Their shareholders only had to be in a position to continue.
Such concentration on the form of the transaction spawned schemes satisfying the above
criteria but enabling what many would not regard as ‘true’ mergers to use merger
accounting, for example:

(1) vendor rights: although the parent’s shares were offered to the subsidiary’s sharehold-
ers (meeting the merger criteria), an intermediary agreed to purchase them and
immediately offer them back to the parent’s shareholders as a rights issue. However,
if the parent had made the rights issue and from the proceeds o%fered cash, the com-
bination would have had to be treated as an acquisition.

(2) vendor placings: as above except the intermediary placed the shares with outsiders.

(3) placement of starting holdings: the parent would ‘sell” an inconvenient initial holding of
more than 20 per cent to a friendly outsider just prior to the offer and buy it back just
afterwards.

The narrow drawing of the group ‘boundary’ meant that in the first two schemes a share-
for-share exchange has taken place within SSAP 23's group ‘boundary’ and the schemes
which convert the target’s shareholdings into what is in reality a cash offer take place just
beyond the boundary. In the USA and in FRS 6 anti-avoidance measures implicitly take
such linked transactions within a wider group ‘boundary’ in determining acquisitions or
mergers. SSAP 23 provided a verifiable definition, but not of a merger! The enactment of
the EU 7th Directive into the revised Companies Act 1985 tightened SSAP 23’s minimum
final offer proportion from 90 per cent of fair value to 90 per cent of the nominal value of
equity issued.

Other comparisons

FRS 6 contains an interesting mix of the three categories in Figure 3.4. Comparing it with
extant US (APB Opinion No 16) and international standards (IAS 22), a key change since
APB Opinion 16 was issued in 1970 is FRS 6’s development of the concept of substance
over form. IAS 22 defines a ‘uniting of interests’ as one where neither party can be iden-
tified as the acquirer, derived from previous Canadian practice, but FRS 6 more explicit-
ly focuses on portrayal of the combining parties, suggesting detection guidelines.

APB Opinion 16 contains no size test, and whereas IAS 22 makes general comments
that the fair value of one enterprise must not be significantly different from another (para.
16), FRS 6 hones the criterion to that of effective domination because of disparate size and
makes a rebuttable presumption of dominance where one party’s share of the combined
equity is more than 50 per cent larger than each of the others. Davis (1991, p. 103) com-
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ments that less than 1 per cent of his 1971-82 sample of USA combinations would have
been poolings (mergers) had a similar size test been in force there.

APB Opinion 16 does not consider management continuity. Whereas IAS 22 merely
comments that ‘managements of the combining entities participate in the management of
the combined entity’ (para. 14), FRS 6 reflects that this is only circumstantial evidence, by
requiring consensus in establishing management structures and selecting personnel, not
overridden by voting power. How easy this will be to enforce is another matter.

IAS 22 has no quantitative restrictions on offer mix or ending stake, merely requiring
that ‘the substantial majority, if not all, of the voting common shares of the combining
enterprises are exchanged or pooled’ (para. 16). APB Opinion 16 will only allow consid-
eration other than common voting stock to be issued to mop up fractional shares and, e.g.,
dissenting shareholders. It will not allow any pro-rata distribution of cash or other con-
sideration (para. 47). FRS 6 allows pro-rata non-equity consideration only up to 10 per
cent of the nominal value of equity consideration. Both APB Opinion 16 and FRS 6 agree
that the final proportional (voting) equity stake must be at least 90 per cent.

Whereas IAS 22 requires that all parties maintain substantially the same voting rights
as well as interests relative to each other in the combined entity as before (para. 16), both
FRS 6 and its US counterpart consider how this can be achieved. All but a small portion
of the fair value of the consideration should be in ‘equity’ shares. Its use of FRS 4’s defi-
nitions prevent shares with peculiar rights being used. Whilst these ‘substance over form’
requirements are less specific than in APB Opinion 16, they potentially embrace a wider
set of circumstances. Both IAS 22 and FRS 6 exclude preferential stakes in formerly held
parts of the combined entity.

FRS 6 uses all-embracing anti-avoidance provisions — the combination transaction is to
be considered as a whole to include any related arrangements in contemplation of the
combination or as part of the process to effect it (para. 42), which precludes vendor rights
and vendor placing schemes. Parties to the combinations include managements and bod-
ies of shareholders (para. 57). Merger accounting cannot be used where one party is a
non-peripheral business divested from a larger entity, until it has a track record. Unlike
APB Opinion 16, FRS 6 does not quantify divestment time limits or the definition of
‘peripheral’. APB Opinion 16 includes further very detailed anti-avoidance provisions
requiring for example that from the date the merger is initiated until it is concluded the
combining parties must not hold more than 10 per cent of the voting stock of any com-
bining company; that the combined company must not intend or plan to dispose of a sig-
nificant part of the assets of the combining companies within two years after the combi-
nation other than in the ordinary course of the business or to close duplicate facilities
(para. 48). It has spawned a whole anti-avoidance industry. IAS 22 only considers anti-
avoidance measures in a very general conceptual sense.

Complementarity or continuity of the substance of businesses (per ED 3) are univer-
sally dropped, probably reflecting the fact that in modern business these provide only
very loose circumstantial evidence. Overall, FRS 6 seems the most successful current stan-
dard in grounding its criteria within an overall conceptual definition. It most clearly dis-
tinguishes circumstantial evidence and anti-avoidance elements (unlike SSAP 23). Only
time will tell whether FRS 6’s more conceptual criteria improve enforcement possibilities
over specific quantified rules which some regard as arbitrary.

Alternative views
Not all authors agree on continuity of ownership control and participation in mutual ben-
efits and risks as the core merger criterion. Parker (1966) argued the most important ques-
tion was that of asset valuation. To justify the carry forward of ‘old” historical costs under
merger accounting, there had to be continuity in business activity. Otherwise it was incor-
rect to match costs to current revenues of what was in essence a different entity. He
argued that day-to-day changes in ownership claims in companies are ignored for
accounting purposes, the entity being regarded as independent of its owners. Thus, con-
tinuity of ownership was not vital.

Edey (1985) argued that the ‘no significant resources leaving the group’ criterion (SSAP
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23) was consistent with the Companies Act 1981’s intent to recognize a business need to
lift the share premium requirement in share-for-share exchanges. He argues that this pro-
tects creditors and shareholders, and such protection is not diminished if significant
resources do not leave the group. It implicitly treats a share swap as if it is a transaction
in the secondary market. Whether business need is a sufficient basis for a merger defini-
tion is debateable.

FRED 6 (1993) had floated the idea of whether merger accounting should be abolished,
whether augmented disclosures could be used rather than a different accounting
approach — Willott (1993, p. 99), for example, considers that individual groups should
only be able to justify departures from acquisition accounting by invoking the Companies
Act 1985’s general true and fair override (s. 226(5)). Even if genuine mergers do exist, abo-
lition benefits would still include reduced policing costs of enforcing definitions and the
removal of the misleading accounting effects of ‘spurious’ mergers. However, costs
would be those of spurious uniformity. FRS 6 found little support for abolition (Appendix
111, para. 27).

Exercises

3.9 Indicate whether individually each of the following circumstances, according to FRS 6's crite-
ria, indicates a merger, an acquisition or is irrelevant.

(a) Overarching plc made a share for share swap and ended with a 95 per cent overall stake
in Underpinned plc.

(b) Both businesses continue in the combined entity.

(c) The offer had a total fair value of shares issued of £300m (nominal amount £175m), and
a total cash component of £16m.

(d) Both companies are in similar industries.

(e) The former shareholders in Overarching plc now hold 4/7 of the equity in the company
after recording the combination and the former shareholders of Underpinned plc hold
3/7.

(f)  All shares in Overarching plc have equal voting rights and rights to participate in future
profits.

(g) A merchant bank employed by Overarching plc has agreed to buy the shares it issued to
the shareholders of Underpinned pic for cash. Overarching plc has contracted with the
bank to acquire these shares from the merchant bank by means of the proceeds of a
rights issue to its own shareholders.

(h)  Six months after the combination, half the business of Underpinned plc was sold off at
a large profit as a result of changed market conditions.

(i)  Onthe board of directors of Overarching plc after the combination, the directors’ repre-
sentation from the former two companies is equal to the voting rights of their respective
shareholders in the new reporting entity.

3.10 In exercises 3.6 and 3.7 assess on the basis of FRS 6's quantitative criteria alone, whether each
should have been accounted for as an acquisition or as a-merger.
3.11 Ditto for exercise 3.8.

FURTHER ACCOUNTING MATTERS

Consolidated profit and loss
Merger accounting: the combined entity’s results should include the results of all the com-
bining entities from the beginning of the financial year in which the combination took
place, and in all financial statements comparatives should be restated as if the entities had
been combined in the earlier period, only adjusted to achieve uniformity of accounting
policies (FRS 6, para. 16). Merger expenses are to be charged through the profit and loss
account at the merger date (para. 19) on the grounds that they are akin to ongoing reor-
ganization and restructuring costs in a continuing entity (para. 51).

Acquisition accounting: results of acquired companies are only included from their date
of acquisition and comparatives are not restated (para. 20). Fair value adjustments at
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acquisition may affect post-acquisition expenses. Certain acquisition expenses can be
‘capitalized’ as a part of the ‘cost’ of the investment (see Chapter 5).

Example 3.6 - Consolidated profit and loss account in the
year of combination

The profit and loss accounts for two companies, Teacher plc and Learner plc,forthe year ended 31
December 1995 were as follows. Teacher had obtained a 100 per cent interest in Learner on 31
March 1995. Assume under acquisition accounting that goodwill at acquisition of £80m is to be cap-
italized and gradually amortized over a ten-year period.

Teacher Learner
12 months 3 months up 9 months Total for
to comb since comb year
Sales 500 100 160 260
Cost of sales (250) (40) (80) (120)
Depreciation (60) (4) (12) (16)
Other expenses  (120) (10) (28) (38)
Net profit 70 46 40 86

Required
Prepare consolidated profit and loss accounts for the year ended 31 December 1995 for the Teacher
Learner Group under both acquisition and merger approaches, and compare them.

Goodwill amortization is £8m p.a. (i.e. 80/10). Over the post-acquisition period of 9 months good-
will amortization under acquisition accounting will be £6m (= 8 x 9/12).

Teacher Learner Group - consolidated profit and loss account
year ended 31 December 1995

Merger Acquisition
Sales 760 660
Cost of sales (370) (330)
Depreciation (76) (72)
Other expenses (158) (148)
Goodwill amortization — __(6)
Net profit 156 104

The merger accounting consolidated profit and loss account is the sum of the first and last
columns above, two streams being merged into one. Comparative figures would be restated as if
the companies had always been combined. Under acquisition accounting, Learner only contributes
since acquisition, and so the first column is added to the 9 month column of Learner. Comparative
figures are not restated. Goodwill amortization in the profit and loss account only occurs under
acquisition accounting if the ‘capitalization and gradual amortization’ treatment is adopted (see
Chapter 4). In more complex examples the net assets of the target company at acquisition would
be restated to fair values, thus increasing post-acquisition cost of sales and depreciation over merg-
er accounting (these aspects are ignored here).

Because only post-acquisition profits, and hence revenues and expenses of the target are includ-
ed in the year of acquisition, merger accounting seems attractive for groups wishing to maximize
reported profits, revenues and expenses in that year, and profits in subsequent years. Note that
under both methods the subsidiary will contribute a full year's revenues and expenses in subse-
quent years.

New Parent Companies and Group Restructurings
FRS 6 makes clear that the accounting approach for business combinations is based on the
substance of the transaction and not on its legal form.



64 CONSOLIDATED FINANCIAL REPORTING

The legal form of a business combination will normally be for one company to acquire
shares in one or more others. This fact does not make that company an acquirer [in an
accounting sensel. . . . Similarly the question of whether the combined entity should be
regarded as a new reporting entity [i.e. a merger] is not affected by whether or not a
new legal entity has been formed to acquire shares in others.

(para. 46 emphasis added)

Where a new parent company is set up to acquire the shares of the combining parties,
the criterion is whether or not ‘a combination of the companies other than the new par-
ent would have been an acquisition or merger’, i.e. whether one of the parties can be iden-
tified as acquirer or not (para. 14). In acquisition-type combinations, the party identified
as in substance the acquirer should be merger accounted with such a company and all the
others must be acquisition accounted. In merger-type combination all parties are merger
accounted with the newly formed parent company (para. 14). FRS 6’s provisions apply
equally to any other arrangements achieving similar results (para. 15).

Merger accounting is an option for various types of group restructurings, the transfer
of ownership of a subsidiary between group companies, the addition of a new parent to
a group, transfer of shares in subsidiaries to a new non-group company with the same
shareholders as the group’s parent, and the combination into a group of two companies
previously under common ownership (para. 2). The conditions are: merger accounting is
not prohibited by companies legislation, the ultimate shareholders remain the same and
rights relative to each other are unchanged, and no minority interest is altered by the
transfer (para. 13).

Example 3.7 - Using a new parent company
Abbreviated balance sheets for Student plc and Union plc at 30 September 1996 are :

Student Union

£m £m
Miscellaneous assets 670 540
Miscellaneous liabilities (120) (70)
Share capital (400) (300)
Share premium (60) (120)
Retained earnings (90) (50)

A new holding company, Graduate plc had been set up on 30 September 1995 to issue new shares
and exchange them for 100 per cent of the share capital of both companies, one of its shares for
every share in Student plc and three shares for every five in Union. The fair value of the shares
issued was estimated at £3.50 each, and nominal values were £2 in Graduate plc, £2 in Student plc,
and £1in Union plc . Graduate plc has no other assets and liabilities. The retained profits of Student
and Union at that date were £40m and £30m respectively.

Required

Prepare consolidated balance sheets at 30 September 1996 for the Graduate Group under the fol-

lowing assumptions:

(a) Graduate plc is set up by both Student plc and Union plc to effect a merger between the two
companies.

(b) Graduate plc is a creation of Student pic to enable it to acquire Union plc .

Recording the combination in the parent’s individual company financial statements
Case(a) - merger with Union
Number of Union shares acquired

£300m / £1 300m



BUSINESS COMBINATIONS 65

Nominal amount of Graduate shares issued = 300m x 3 x £2 = £360m
5

Number of Student shares acquired = 400m / £2 = 200m

Nominal amount of Graduate shares issued = 200m x 1 x £2 = £400m

1

Graduate plc is accounted for as merging with both Student plc and Union plc, so both investments
are recorded at nominal amount.
Case (b) — acquisition of Union

Fair value of Graduate shares for Union = 300mx3x £350 = £630m
5

Here Graduate plc is accounted for as merging with Student plc and acquiring Union plc, so the
investment in Student is recorded at nominal amount, and Union's at fair value. The individual
company and consolidated balance sheets are shown below:

Graduate'’s individual company balance sheet at 30 September 1995

Nominal value Nominal Student —
investments Fair value Union
Investment in Student 400 400
Investment in Union 360 630
Share capital (760) (760)
Share premium-like accounts (270)

The consolidation process assuming merger with Student plc, in the first case together with merg-
er with Union, and secondly acquisition of Union, are shown below:

Graduate Group - merger with Union at 30 September 1996

Graduate  Student-  Union-  Merger Merger Consoli-
nominal nominal elimination elimination  dated
inv inv Student Union

Miscellaneous

assets 670 540 1,210
Investment in

Student 400 (400) —_
Investment in

Union 360 (360) —
Misc. liabilities (120) (70) (190)
Share capital (760) (400) (300) 400 300 (760)
Share premium-

like accounts —_ (60) (120) 60 (120)*
Retained

profits - (90) (50) (140)

*Reported as £120m ‘other (consolidated) reserves’, representing subsidiary’s share premium
uncancelled
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Graduate Group - acquisition of Union at 30 September 1996

Graduate Student- Union- Merger Pre- Acq- Consoli-
nominal fair elimination acq uisition  dated
inv value inv Student equity elim

Union

Miscellaneous

assets 670 540 1,210
Investment

in Student 400 (400) —
Investment

in Union 630 (630) ——
Misc. liabilities (120) (70) (190)
Share capital (760) (400) (300) 400 300 (760)
Share premium-

like accounts (270) (60) (120) 120 (330) *
Retained profits - (90) (50) 30 (110)
Pre-acq/

goodwill (450) 630 180

*Reported as £270m ‘merger reserve’ and £60m ‘other (consolidated) reserves’

The offer terms for Union were identical with Example 3.3 earlier. In the offer for Student the total
nominal amount of shares issued equals the nominal amount acquired. This allows a demonstra-
tion that the above procedure results in the ‘same’ consolidated balance sheets as if Student plc
merged with Union pic or acquired it, on the terms of Example 3.3. Avery minor presentational dif-
ference is that ‘consolidated merger reserves’ here is £270m, and £60m, the subsidiary’s share pre-
mium account is reclassified as ‘other consolidated reserves’, whereas the £60m in Example 3.3
was reported as ‘consolidated share premium’ in the earlier example, as it there related to the par-
ent.

MERGER RELIEF AND MERGER ACCOUNTING

Whilst ‘merger relief’ criteria (Companies Act 1985, S 131) enabled merger accounting by
allowing that a share premium need not be recorded if a 90 per cent holding in another
company was acquired, this individual company accounting treatment is not a merger
definition. Many companies satisfying S 131 will not meet FRS 6's criteria for merger
accounting and then acquisition accounting must be used. However, if merger accounting
criteria are met, the criteria for merger relief are always satisfied. FRS 4, Capital
Instruments, issued in 1993, ensures that the investment amount recorded by the parent is
consistent with the consolidation approach adopted. If merger accounting is used on con-
solidation, the investment can be recorded at nominal amount (FRS 4, para. 21(c)). In all
other circumstances where a company issues shares to acquire a subsidiary the net pro-
ceeds (the fair value of the consideration received) must be credited to shareholders funds
(para. 10). The complete S 131 criteria are intricate and are not discussed further here.
Under acquisition accounting, the excess of the fair value over nominal amount would
normally be recorded as share premium. Where merger relief criteria are met, the credit
is usually made to a separate reserve not share premium (FRS 6, para. 43), often termed
a ‘merger reserve’, often used in practice for the immediate write-off of goodwill, since
unlike share premium, its use does not require the court’s permission (see Chapter 5).

Exercises

3.12 The profit and loss accounts for Big Cheese pic and Hard Cheddar plc, for the year ended 31
March 1996 were as follows. Big Cheese had obtained a 100 per cent interest in Hard Cheddar
on 30 November 1995. Assume under acquisition accounting that goodwill at acquisition of
£90m is to be capitalized and gradually amortized over a five year period
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Big Hard
Cheese Cheddar
12 months 8 months up 4 months Total for year
to comb since comb
Sales 900 500 200 700
Cost of sales (500) (250) (100) (350)
Depreciation (100) (60) (30) (90)
Other expenses (220) (100) (60) (160)
Net profit 80 90 10 100

Required
Prepare consolidated profit and loss accounts for the year ended 31 March 1996 for the Big
Cheese Group under both acquisition and merger approaches, and compare them.

3.13 The individual company balance sheets of Wholla plc and Bitta plc at 31 December 1996 are:

Wholla Bitta
Miscellaneous assets 360 270
Miscellaneous liabilities (140) (100)
Share capital (E1 nominal) (60) (50)
Share premium (20) (10)
Retained earnings (140) (110)

On 31 December 1995, a new holding company, Mega plc, was established, which had issued
new shares and exchanged them for 100 per cent of the share capital of Wholla plc and Bitta
plc, making a one-for-one offer for the shares in Wholla and a three-for-two offer for the
shares in Bitta. At the date of the offer, the fair value of Mega plc’s shares were £3 each, and
nominal value £1 each. Mega plc has no other assets and liabilities.

Required

(a) Prepare an individual company balance sheet for Mega plc at 31 December 1996 (which
will be here identical to its balance sheet at 31 December 1995), and consolidated balance
sheets at 31 December 1996 for the Mega Group under the following assumptions:

(b) Mega plc is set up by both Wholla plc and Bitta plc to effect a merger between them.

(c) Mega plc is a creation of Wholla plc to enable it to acquire Bitta plc.

Disclosures

FRS 6 requires the acquirer or, in mergers, the share issuer to disclose in respect of all
material combinations during the year, details of the names of companies, whether acqui-
sition or merger accounting has been used, and the effective date of the combination
(para. 21).

Mergers (para. 22)

Movements on reserves — from the merger cancellation process, FRS 6 requires disclosure
of both ‘the difference, if any between the nominal value. . . issued plus the fair value of
any other consideration given, and the nominal value. ... received’, and ‘any existing
balance on the [new subsidiary undertaking’s] share premium account or capital redemp-
tion reserve’ as movements on other reserves (para. 18) — see Chapter 8.

Profit and loss information — FRS 6 comments that users who have been tracking the com-
bining parties separately may wish to continue to track them in the year of the merger
(para. 81). Therefore for each party to the merger, other than in group reconstructions, for
the pre-merger segment of the merger period and also for the prior year, information
relating to the profit and loss account and statement of total recognized gains and losses
should be given. The profit and loss information must include turnover, operating profit
and exceptional items, split between continuing operations, discontinued operations and
acquisitions (discussed in Chapter 8), taxation and minority interests, and extraordinary
items. The same information should be provided for the combined merged entity in the
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post-combination segment of the merger period (para. 21), presumably because after the
merger the two parties may not exist separately in an identifiable way.

The consideration given by the issuing company and its subsidiaries and its fair value,
but only the aggregate book value of the net assets of each party to the merger at the com-
bination date, must be disclosed — fair values of the latter are not required. The nature and
amount of significant adjustments to achieve consistency of accounting policies and
explanation of any other significant adjustments, together with a statement of adjust-
ments of consolidated reserves, all as a consequence of the merger, must be disclosed.
Certain of these are not required in group reconstructions (para. 82).

Acquisition accounting

All material acquisitions — FRS 6 requires similar information about the composition of the
consideration and its fair value (para. 24). It requires that the post-acquisition results of
the acquired company should be shown as a component of continuing operations in the
profit and loss account (discussed in Chapter 8), with disclosure and explanation of mate-
rial impact on any major business segment (para. 28 — discussed in Chapter 12). If this is
not practicable, an indication of the contribution of the acquired entity to the turnover
and operating profits of continuing operations must be given, and if even this is not pos-
sible this fact and reason must be given (para. 29).

Fuller disclosures for substantial acquisitions — these are for listed companies, where the
combination is a Stock Exchange Class I or Super Class I transaction, or for all companies
where the fair value of the consideration exceeds 15 per cent of the acquirer’s net assets
or the acquired entity’s profits is more than 15 per cent of the acquirer’s profits, or where
such disclosure is necessary to show a true and fair view. Net profits for this purpose are
those in the financial statements for the last year before acquisition, and net assets should
include any purchased goodwill written-off directly to reserves which has not been
charged to profit and loss (para. 37).

The fuller disclosures include similar details for the acquired entity’s profit and loss
and statement of recognized gains and losses for the current period up to the date of
acquisition. For the prior period only its profit after tax and minority interests, based on
the acquired entity’s accounting policies prior to the acquisition (para. 36 — in the merger
case this is provided for all merger parties). FRS 6 comments that ‘in most cases [the
acquired entity]. . . is a continuing business . .. and information . . . for the period up to
the date of acquisition is relevant to the user’ (para. 88).

Other disclosures relating to fair values and goodwill, including the provision of a fair
value table reconciling book to fair values at acquisition, are discussed in Chapter 5.

OBJECTIVES IN ACCOUNTING FOR BUSINESS COMBINATIONS

This section examines other theoretical objectives proposed for accounting for business
combinations, and whether these are mutually compatible.

The nature of the reporting entity

The ASB Discussion Draft, Statement of Reporting Principles Chapter 7, The Reporting Entity
(1994 — hereafter ‘Discussion Draft’) situates the difference between acquisitions and
mergers in terms of changes in the reporting entity, commenting

In most cases, changes in membership of a group do not prevent the group from con-
tinuing as a reporting entity as it acquires and disposes of entities in which it has
invested. However, in rare circumstances, entities do not combine to enlarge one of
them but to create a whole new reporting entity in a combination called a merger. In a
merger, entities combine on an equal footing, pooling their resources and sharing the
risks and benefits, and none of them can be identified as having acquired control over
the others. (para. 5.1)
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The implicit definition of acquisition accounting leads to its use of fair values at acquisi-
tion, to establish group historical costs, not current costs.

In what sense then is a new reporting entity created under merger accounting — espe-
cially as ‘the results of the merging entities are pooled both for the year of merger and for
the comparative period to give the results of the new reporting entity on a continuous
basis’ (para. 5.2). The change in scope of the accounts (‘new reporting entity’) is charac-
terized differently from a new entity transacting in its own right — in a merger, assets and
liabilities are to be ‘valued’ on the basis of costs or values to previously existing entities.
If it were a new entity per se, new historical costs, fair values at the combination date
must be obtained for assets from all parties rather than none, and profits recognized only
from formation (see Arnold et al. (1992), and the IASC’s E22). A ‘new entity’ cannot have
a track record, whereas the ASB envisages that a ‘new reporting entity’ can.

The Discussion Draft decides whether an entity should provide general purpose finan-
cial statements (a reporting entity) in terms of supply (a unified control structure of a
cohesive economic unit) and demand (users with a legitimate interest relying on general
purpose statements) (paras 2.2 — 2.3). In terms of the latter, FRS 6 argues that as ‘a merg-
er is a true mutual sharing of the benefits and risks of the combined enterprise . . . there-
fore the joint history of the entities that have combined will be relevant to the combined
group’s shareholders’ (para. 49, emphasis added). Further ‘merger accounting . . . treats
the separate businesses as though they were continuing as before only now jointly owned
and managed’ (para. 49). In what sense the ‘new reporting entity’ was a cohesive eco-
nomic unit with a unified control structure for the purposes of pre-merger comparatives
is arguable. Under current cost accounting, acquisition and merger accounting would
value assets at current cost and so valuations would be identical (see Ketz, 1984).

Distributability of profits

The acquisition approach has been characterized as freezing the distributability of the
pre-combination profits of the combinee company, and the merger approach as allowing
their distribution. Changes in the Companies Act 1985 remove this simple distinction.
Though under merger accounting the maximum amount distributable by the parent (an
individual company not a group matter) is usually greater than under acquisition
accounting, the difference is more related to the amount of share ‘premium’ on the invest-
ment under the latter than to pre-acquisition profits.

Distributable profits (optional)

In Chapter 6 it will be shown that a parent, in determining whether distributions received from
group companies are income (distributable) or capital repayments need only take an individual
company rather than a group perspective. It need not consider whether the subsidiary’s distribu-
tion is from its pre- or post-acquisition profits even under acquisition accounting, but only whether,
consequent on the distribution, the parent’s investment suffers any permanent diminution in value
below its carrying amount.

A fair value carrying amount for the investment is used under acquisition accounting, but a nom-
inal value one under merger accounting. Thus more of the subsidiary’s distribution can be regard-
ed as income by the parent under merger accounting, until permanent diminution in value of the
investment below the parent’s nominal carrying amount occurs. This does not depend on the pre-
and post-acquisition distinction.

Predictive ability

Snavely (1975) argues the main purpose of group financial statements is to aid prediction
- merger accounting is superior since comparatives are restated and the track record of
group companies can be better compared pre- and post-combination. He argues it is easy
to boost group profits under acquisition accounting since the subsidiary is only included
from acquisition. Comparative figures will not include the assets, liabilities or results of
the companies acquired, giving a misleading impression of growth in size and profit.
Whittaker and Cooke (1983, p. 20) however, consider that where there are great size dif-
ferences, economic changes in the running of the smaller business will make pre-/post-
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combination comparisons meaningless. Predictive ability is not universally accepted as
the prime purpose of historical cost accounts.

To remove goodwill from the financial statements

Many are unhappy about the inclusion of purchased goodwill in financial statements
because firms in a similar position which have expanded organically do not record good-
will. Thus merger accounting has been viewed as a means of keeping goodwill off the bal-
ance sheet. However, there are other ways of achieving this, such as acquisition account-
ing with the immediate write-off of goodwill direct to reserves, which many regard as
preferable. To compare the two — merger accounting tends to show larger group retained
earnings; acquisition accounting with immediate goodwill write-off tends to show larger
group share premium and a smaller group retained earnings because of removal of pre-
acquisition profits and goodwill write-off against reserves. See Chapter 5.

CONTEXT OF THE DEBATE
USA Evidence

Professor Abraham J. Briloff provided a number of cases showing the misuse of merger
(pooling) accounting — asset stripping; high profits by comparing current revenues
versus the combinee’s ‘old’ costs, thus boosting ‘tired’ P/E ratios; enhancing group earn-
ings by merging with companies near or even after the year end so that a complete year’s
earnings is included. His investigations implicitly assume naive investors are fooled.
However, efficient markets researchers argue that capital markets are semi-strong effi-
cient, i.e. market prices reflect all publicly available information, and that evidence shows
markets can see through ‘cosmetic’ changes in accounting numbers. They only regard
choice between accounting proposals as important if they have a direct cash flow effect,
presuming that investors have enough information to judge.

Hong, Kaplan and Mandelker (1978) examined over 200 US business combinations
over the period 1954-1964, hypothesizing that the New York Stock Exchange could dis-
tinguish between (cosmetic) higher earnings caused by the pooling (merger) approach
and higher earnings caused by real economic events. They found no evidence that the
pooling (merger) approach produces any abnormal returns around the time of the com-
bination and concluded that investors were not ‘fooled’. Davis (1990) replicated their
study with greater sophistication on a later US sample (1971-82), again finding no signif-
icant abnormal returns for poolings. However like the former study, he found initially
unexplained positive abnormal returns for purchase (acquisition) accounted combina-
tions. Further analysis revealed a more complex picture — that the pooling sample dif-
fered in other respects from the purchase sample, and these different characteristics were
associated with abnormal returns, thus muddying Hong et al.s earlier seemingly straight-
forward conclusions.

FRS 6’s extra merger disclosures enable a rudimentary comparison to be made in the UK
with acquisition accounting, and can be viewed as helping investors not to be fooled by
differences in treatment, but they do not allow complete comparison because, e.g., dis-
closure of fair values of identifiable net assets acquired is not disclosed under merger
accounting.

Efficient market research asserts that the market does not react to cosmetic accounting
changes. Contracting cost research, the radical implications for accounting regulation of
which are explored in Chapter 12, provides a more sensitive framework, showing how
apparently cosmetic accounting changes can affect cash flows indirectly — higher reported
earnings is not a cash flow effect per se, but by being used in other contracts may increase
profit-related management compensation, or by decreasing gearing decrease the likeli-
hood of default on gearing-based debt covenant restrictions with attendant renegotiation
or even bankruptcy costs.

Earlier studies, e.g. by Gagnon (1971), had found weak supportive evidence for the
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‘income maximization hypothesis’, a precursor of the contracting framework, that man-
agement chose between purchase (acquisition) or pooling (merger) to maximize reported
income. Copeland and Wojdack (1969) found that such behaviour continued even after
APB Opinion 16’s new merger definitions designed to prevent opportunistic choice were
implemented! However, Robinson and Shane (1990, p. 26) point out that whilst such stud-
ies (and subsequent ones by Anderson and Louderbeck (1975) and Nathan (1988))
explained the choice of pooling (merger) accounting, they gave counter-intuitive results
in predicting when purchase (acquisition) accounting would be used.

Dunne (1990), in a later and more sophisticated study further examined management
opportunism in choosing between purchase and pooling accounting. She hypothesized
pooling-of interests (merger) accounting with its potentially income increasing properties
will tend to be adopted where there are profit-based management compensation plans,
where managers own low percentages of the firm’s shares (so have an incentive to manip-
ulate income to obtain personal benefits at the expense of shareholders), where gearing is
high or interest cover is low for firms likely to be closer to covenant limits, but not by larg-
er firms, since too-large income might attract regulatory interference. She found evidence
broadly to support her hypotheses.

Robinson and Shane (1990) suggested that higher average bid premia for 1972-82 USA
poolings compared to purchases showed the existence of economic benefits from struc-
turing as a pooling (merger) rather than a purchase (acquisition). However, it might also
be the case that conditions which lead to higher premia lead to the choice of pooling.
Nathan and Dunne (1991) found that factors influencing the choice of accounting
approach over the period 1963-85 were consistent with a contracting cost perspective.

UK evidence

UK empirical work is scarcer and more difficult to interpret. Goodwill in the USA must
be capitalized and gradually amortized over 40 years, with profit and gearing effects. In
the UK the picture is blurred: goodwill is usually immediately written off against
reserves, bypassing profit and loss, so there is no goodwill profit effect under acquisition
accounting and it is not generally included in gearing calculations in UK loan covenants.
Early in the 1980s some groups which used acquisition accounting did not record good-
will, through taking advantage of the then merger relief provisions to utilize a nominal
value investment amount. This practice was outlawed by the revised Companies Act
1985.

Higson (1990) examined 373 UK combinations and found that from 1985 to 1987, of 69
groups which qualified for the option of merger accounting under the then (SSAP 23)
merger accounting criteria, only 20 did so; 44 used acquisition accounting with merger
relief, and 5 used straight acquisition accounting. Of these 69 companies, the ‘targets’ for
which merger accounting was chosen tended to be larger and more profitable relative to
the acquirer. Merger accounting had a greater probability of being chosen the later into
the acquirer’s year the combination took place. In multivariate tests only relative prof-
itability was significant.

Salami and Sudarsanam (1994) conclude, based on a sample of 505 take-overs over the
period 1980-90, that whilst the payment method (shares or cash) influences the account-
ing choice (acquisition accounting, merger accounting, acquisition accounting with merg-
er relief), the accounting method does not significantly influence the form of payment.
They use a simultaneous equations estimation approach to control for other factors and
to allow them to isolate more effectively the direction of causality.

Exercises

3.14 Why are identifiable assets and liabilities acquired restated to fair values under acquisition
accounting, and why does the target company only contribute to the group retained profits
since the combination date?

3.15 What are the main intuitive features of a merger? In what sense is a new reporting entity
established?
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3.16 Discuss whether or not merger accounting should be abolished, giving reasons.

3.17 What are the potential weaknesses, if any in FRS 6’s merger definition? How might its defini-
tion be improved?

3.18 In terms of economic consequences, does it matter whether merger accounting is abolished
or that companies use merger accounting when the substance of the take-over is an acquisi-
tion?

SUMMARY

The acquisition (purchase) approach records the parent’s investment at fair value. Pre-acquisi-
tion profits of the combinee are excluded from group results, and its identifiable assets and liabil-
ities are restated to fair value at acquisition to establish historical costs to the group. The merg-
er (pooling of interests) approach records the investment at nominal amount, includes pre-acqui-
sition results of all combining parties as far as possible, and only adjusts the combining parties’
identifiable assets and liabilities to achieve uniform group accounting policies. Standards require
that the accounting approach should depend on the substance of the combination transaction and
be independent of the resulting corporate structure such as a new parent company or not.

The acquisition approach stresses discontinuity of ownership of the target company, and char-
acterizes the acquisition of a business analogously to the purchase of its separate assets and liabil-
ities, which therefore contribute since purchase — the enlargement of an existing entity. The
merger approach stresses continuity relative to other combining parties of ownership rights to
participation in benefits and risks, and of powers. It is based on the analogy of an adjustment of
ownership rights of the two companies. The ASB characterizes the combination as a ‘new report-
ing entity’ in a way which is not completely consistent.

Technically, the aim in acquisition accounting is to eliminate pre-acquisition equity of the tar-
get (subsidiary). In mer ger accounting progressive cancellation is used. Minority interests may
remain in former parties to the combination. FRS 6’s provisions were contrasted with UK compa-
ny law and US accounting standards, particularly its definition of a merger, and possible enforce-
ment difficulties were examined. Finally, the purposes of accounting for business combinations
were reviewed in a theoretical sense and then in terms of behavioural and economic consequences.
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CONSOLIDATED BALANCE SHEETS
UNDER ACQUISITION ACCOUNTING

This is the first of five chapters to examine the consolidation of the primary financial
statements, in this case the consolidated balance sheet. These chapters focus on the acqui-
sition approach, used for almost all business combinations in the UK. This chapter rein-
forces the acquisition cancellation process using an abbreviated format and discusses the
equity approach, shows how the equity approach and conventional consolidation are
located as alternatives in a spectrum of possible approaches for accounting for invest-
ments, examines the current UK institutional position, briefly illustrates accounting for
goodwill subsequent to acquisition, and finally, examines the usefulness of the consoli-
dated balance sheet.

CONSOLIDATION CANCELLATION

The key element in acquisition accounting is how the parent’s equity is combined with
the subsidiary’s. The subsidiary’s pre-acquisition equity is removed (major surgery) so
that the subsidiary contributes only after acquisition. Figure 4.1 shows this where a hold-
ing of less than a 100 per cent is acquired (here 80 per cent).

Company retained
profit balances

Parent Subsidiary  retained
Pre-acquisition Parent . Subsid80% . | Subsid20% .
Post-acquisition Parent SubsidB0% poq | Subsid20% po.

Consolidated retained
profit balances

Consolidated Minority
Pre-acquisition Parent . Subsid20% .
Post-acquisition Parent Subsid80% yo« Subsid209% peq

Subsid80% e l < Used in goodwill calculation

Figure 4.1 - Group retained profits under acquisition accounting
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The top section shows the parent and the subsidiary companies’ retained profits
analysed into pre- and post-acquisition amounts. The subsidiaries are further subdivided
to show majority and minority interests. The bottom section shows consolidated amounts
derived from these balances, on the left consolidated retained profits (the subsidiary con-
tributes after acquisition), on the right the minority share in the subsidiary is ongoing
including pre-acquisition retained profits.

Example 4.1 - Consolidation under acquisition accounting

Largesse plc acquires 80% of the shares in Smallnesse plc on 31 March 1992 when the retained
profits of the two companies were respectively £80m and £30m. The balance sheets of the two
companies at 31 March 1995, were

Individual company balance sheets at 31 March 1995

Largesse Smallnesse
£m £m £m £m
Fixed assets
Tangible fixed assets 180 40
Investment in Smallnesse 80
Investment in Minutenesse _20 —
280 40
Net current assets
Stocks 50 30
Other 90 40
140 70
Creditors over one year (100) (20)
320 90
Capital and Reserves
Share capital 130 35
Share premium 70 15
Retained profits 120 _40
32 _90

Required
Prepare a consolidated balance sheet at 31 March 1995 for the Largesse Group. The investment in
Minutenesse plc is to be accounted for as a fixed asset investment.

Solution

In this example the combination (as a fixed asset investment) has already been recorded in
Largesse’s records at fair value consistent with acquisition accounting and in accordance with FRS
6 (80% combination).

Largesse Group - balance sheet consolidation at 31 March 1995

Description Larg- Small- Minority  Pre-acq Elimination Consolidated
esse nesse
Tangible fixed assets 180 40 220
Investment — Smallnesse 80 - (80) -
— Minutenesse 20 20
Stocks 50 30 80
Other current 90 40 130
Creditors over one year (100) (20) (120)
Share capital (130) (35) 7 28 (130)
Share premium (70) (15) 3 12 (70)
Retained profits (120) (40) 8 24 (128)
Goodwill (64) 80 16

Minority interests (18) (18)
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The minority interest’s share of retained profits is 20% of £40m, but for goodwill calculation the
removal is 80% of £30m (pre-acquisition retained earnings). The majority’s share of the subsidiary’s
post-acquisition earnings is included in consolidated retained profits, i.e. £120m + 80% x £10m =
£128m.

The abbreviated cancellation table

An abbreviated format now discussed is used in the remainder of the book. Only balances
which require adjustment to obtain consolidated amounts are included (thus here not
tangible fixed assets, stock, other net current assets nor creditors over one year). The ver-
tical format makes it easier to analyse balances.

Largesse Group - abbreviated balance sheet cancellation table

Description Investment Share  Share Retained Goodwill Minority
capital  premium  profits interests
Largesse balances 80 (1300  (70) (120) — —
Smallnesse equity
analysed
(a) at acquisition — (64) (16)
(b) post-acquisition (8) - 2
Investment
elimination (80) 80
Consolidated o _ _ _
amounts (130) (70 (128) 16 (18)

Abbreviated table steps
(a) only balances requiring adjustment are included.
(b) the parent’s balances are entered.
(c) the subsidiary’s equity balances are analysed
e total equity of £90m (35 + 15 + 40) between at acquisition £80m and movement post-
acquisition £10m, then
e at acquisition is split between majority /goodwill (80 per cent) and minority (20 per
cent), and post-acquisition between consolidated retained earnings (80 per cent)
and minority (illustrating that the minority share is ongoing).
(d) The investment is cancelled against the parent’s pre-acquisition equity to determine
goodwill.

Exercises

4.1 In the Largesse Group example above
(a) interpret the change in consolidated retained profits and minority interests since acquisi-
tion.
(b) explain the breakdown of minority interests into component parts.
(c) discuss why under acquisition accounting the consolidated share capital and share premi-
um are equal to the corresponding balances of the parent.
4.2 Redraft the balance sheet consolidation for Student plc and Union Ltd in Example 3.4 in
Chapter 3, on page 51, into abbreviated form, checking your solution below :

Description Invest- Share Share Retained  Goodwill Minority
ment capital premium  profits interests

Student balances 594 (724) (303) (90)

Union equity analysed

a) at acquisition (405) (45)

b) post-acquisition (18) (2)

Investment elimination  (594) - I —_— 594 -
Consolidated amounts (724) (303) (108) 189 {47)
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4.3 You are presented with the following summarized company balance sheets of Bigfry plc and its
subsidiary Smallfry pic at 30 November 1995.

Bigfry Smallfry
£m £m £m
Fixed assets
Land and buildings 100 40
Plant and equipment 360 100
Investment in Smallfry 72
Investment in Tinyfry 20
Investments 92 -
552 140
Current assets
Stocks 50 15
Debtors 30 10
Cash S 2
85 27
Current liabilities
Trade creditors 25 18
Other creditors 10 S5
35 23
50 4
Creditors over one year (200) (30)
402 114
Capital and Reserves
Share capital 60 20
Share premium 50 30
Retained profits 292 _64
402 114

Figure 4.2 - Bigfry and Smallfry balance sheets at 30 November 1995

Notes

(a) Bigfry acquired a 60% stake in Smallfry on 31 May 1995, when the retained earnings of
Smallfry were £50m.

(b) Bigfry acquired an 18% interestin Tinyfry plc on 30 November 1994. This investment should
be accounted for at cost in the consolidated balance sheet.

Required
Prepare a consolidated balance sheet for the Bigfry group at 30 November 1995, using the
abbreviated acquisition cancellation table.

4.4 Vampire plc purchased a 70% interest in Stake plc on 30 June 1995 for £180m. Vampire plc's
retained profits at 1 January 1995 was £200m, and during the year, its net profit was £70m and
dividends declared £30m. Capital and reserves of Stake plc are analysed as follows:

£m
Share capital 50
Share premium 60
Revaluation reserve 20
Retained profits at 1 Jan 1995 80
Retained profits for year 30

240

Required

(a) Calculate goodwill and minority interests at acquisition. Assume that Stake plc’s retained
profits accrue evenly throughout the year.

(b) Calculate consolidated retained profits and minority interests at 31 December 1995.

THE EQUITY APPROACH

The equity approach is used in consolidated financial statements for investments in
which the investor holds a long-term interest which enables it to share in benefits and
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Level of influence Accounting treatment Profit recognition

basis

Non-significant Investment at cost Dividends receivable
influence (usually
0-19% owned)

Significant influence but Equity method Attributable profits
not control (usually 20—
50% owned)

Joint control Usually equity method or in defined Attributable profits
circumstances proportional
consolidation
Unilateral control Conventional (full) consolidation — Total profits less
(includes dominant under the acquisition approach; rarely deduction for minority
influence, usually 51— in a few more than 90% share
100% owned) combinations, under the merger
approach.

Figure 4.3 - Degrees of influence and group accounting treatment

risks, and over which it is able to exercise significant influence, termed ‘associates’ (nor-
mally between 20 and 50 per cent ownership), and in most cases where the investor exer-
cises joint control, termed ‘joint ventures’, as shown in Figure 4.3. Its relationship to the
conventional consolidation approach under acquisition accounting, just discussed, is
shown in the next section. Here the equity approach is contrasted with the cost approach
used in the parent’s own accounts for all investments and an example shows how to
account for associates in the abbreviated cancellation table.

The cost basis for investments
In individual company accounts, investments in other entities are treated either as cur-
rent assets or fixed asset investments. The historical cost basis for such assets is

if current — lower of cost and net realizable value;

if long term — cost unless there is a permanent decline in value in which case it is written
down to recoverable amount (implicitly assuming temporary fluctuations will reverse
themselves over the life of the asset and so should be ignored).

Normally ‘cost’ is the fair value at the acquisition date of any consideration given, except
in the very rare case where merger accounting is used. A few investments, e.g. investment
properties, are valued at current market value but are outside the scope of this text, as is
the valuation of investments under current value systems. Income from such investments
is normally recognized on a dividends receivable basis, and such investments remain
anchored at cost, viz:

DR. Dividends receivable CR. Profit and loss account

and when the cash is received

DR. Cash CR. Dividends receivable

These seem unexceptionable in an individual company context. However, difficulties
arose as early as the turn of the century as group structures were more widely used to
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conduct operations. The approach starved investors of disclosure. Controlled subsidiaries
often declared increasing dividends (all that parent shareholders saw) whilst underlying
profits could be fluctuating wildly.

Directors could ‘prudently’ build up ‘secret reserves’ in subsidiaries or be downright
unscrupulous! Increasing pressure for better disclosure and measurement approaches for
substantially owned and controlled companies was inevitable. One possibility, the
increasing use of current value accounting, was nipped in the bud by conservative reac-
tions to the Depression in the 1930s. A less radical alternative, modifying and expanding
the historical cost treatment using supplementary group accounts, but whilst still remain-
ing within that system’s tenets, is the route that was taken.

THE EQUITY METHOD IN CONSOLIDATED FINANCIAL STATEMENTS

Cost plus attributable retained profit basis

An objective is to measure as group income, the profits of the company in which the
investment is held, so that dividend based manipulations are not possible. The book-
keeping is

DR. Investment CR. Profit and loss account

with the group’s share of post-acquisition profits (attributable profits) of the investee.
Income is recognized in the group profit and loss account on a profits earned rather than a
dividends declared basis. This treatment is only used in the UK in group accounts. The
double entry for dividends is

DR. Dividends receivable CR. Investment
The investment is restated every period on a cost plus attributable post-acquisition retained
profit basis, termed in this book the ‘equitized’ investment (adjustments are also made for
other post-acquisition reserve movements of the subsidiary, e.g. revaluations, but this is
beyond the scope of the present discussion). Under the cost approach, the ‘income’ dou-
ble entry was

DR. Dividends receivable CR. Profit and loss account

Notional ‘T’ accounts for cost and equity approaches

A. Cost basis
Dividends receivable Investment Profit and loss account
I. Cost
II. Dividends III. Dividends
B.  Equity approach
Dividends ;eceivable Investment Profit and loss account
I. Cost
IL. Profit II. Profit

III. Dividends III. Dividends
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The investment and the profit and loss account under the equity approach are both
increased by attributable retained earnings compared to the cost approach. Income is
thereby restated from a dividends to a profits basis.

Example 4.2 - Cost and equity approaches contrasted

Whitehall plc acquired a 40% interest in County plc on 1 April 1995 for £70m in cash. A summary
of County’s retained profits account for the year to 31 March 1996 is as follows:

£m
Retained profits at 1 April 1995 60
Net profit for the yearended 31 March 1996 20
Dividends due for the year to 31 March 1996 (12)
Retained profits at 31 March 1996 68

Required

(a) Record the purchase of the investment and investment income transactions for the year to 31
March 1996 in Whitehall’s own financial records.

(b) Record in ‘T’ accounts notional equity accounting entries for the year relating to the investment.

(c) Compare and contrast the treatments in (a) and (b).

Solution
Cost of investment acquired = £70m
Attributable dividends due = 40% x 12 = £4.8m
Attributable profits = 40% x 20 = £8m
A. Cost basis (Em)
Dividends receivable Investment Profit and loss account
l. Cost 70
Il. Divs 4.8 Il. Divs 4.8
B. Equity approach (£m)
Dividends receivable Investment Profit and loss account
. Cost 70
IIl. Profit 8 IIl. Profit 8
I1l.Divs 4.8 I1I.Divs 4.8

Note - the investment under the equity approach is at cost plus attributable retained profits since
acquisition. The latter is £3.2m = 40% x [20 - 12], so the investment is stated at £73.2m. The term
used in the book for this is the ‘equitized investment’. The profit and loss effect of equitizing the
investment (by adding £3.2m retained earnings to the cost of £70m) is to convert it from a divi-
dends basis to a profits basis.

Example 4.3 - the equity approach in the abbreviated cancella-
tion table

In the Largesse-Smallnesse example earlier, Example 4.1, assume that Largesse plc acquired a 25%
holding in Minutenesse plc on 31 March 1993 when the retained profits of Minutenesse plc were
£14m, and that Largesse plc exercises a significant influence over it. The current balance sheet of
Minutenesse is as follows
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Individual company balance sheet at 31 March 1995

Minutenesse

£m £m
Fixed assets
Tangible fixed assets 80
Net current assets
Stocks 25
Other 15
40
Creditors over one year (36)
84
Capital and Reserves
Share capital 30
Share premium 20
Retained profits 34
84

Required
Show the incremental effects of treating Minutenesse plc as an associated company in the abbre-
viated balance sheet cancellation table at 31 March 1995 for the Largesse Group.

Solution
The ‘Investment in Minutenesse’ will be included in the cancellation table using the equity method
at
Cost + Attributable retained profit= 20 + 25% (34 - 14) = £25m
since acquisition

and consolidated reserves will increase by the equitized retained profit.

Largesse Group - abbreviated balance sheet cancellation table

Description Inv in Inv in Share Share Ret Good- Minority
Small- Minute- cap prem profits will interests
nesse nesse

Largesse balances 80 20 (130) (70) (120) — —

Smallnesse equity

(a) at acquisition (64) (16)

(b) post-acquisition (8) — (2)

Minutenesse post-

acq retained 5 (5)

Investment

elimination (80) 80

Consolidated _ . S _— - S

amounts — 25 (130) {70) (133) 16 (18)

Later in the chapter it will be shown how to analyse the amount of £25m for the equitized invest-
ment into its underlying attributable net assets and goodwill for note disclosure purposes. The con-
solidated balance sheet is as follows, merely adding all other balances from the individual compa-
ny financial statements of Largesse and Smallnesse (as Minutenesse is an associate).
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Largesse Group - consolidated balance sheet at 30 November 1995

£m £m
Intangible fixed assets 16
Tangible fixed assets:
Fixed assets (net) 220
Investment in associate 25
Net current assets:
Stock 80
Other 130
210
Creditors over one year:
Loans (120}
351
Capital and reserves:
Ordinary shares (£1) 130
Share premium 70
Retained profits 133
333
Minority interests _18
351

Exercises

4.5 Manipulator plc acquired a 30% interest in Gullible plc on 1 January 1995 for £40m in cash.
Capital and reserves for the latter are reported as follows:

£m
Share capital 10
Share premium 15
Retained profits at 1/1/95 25
Net profit 1/1/95 - 31/12/95 12
Dividends payable for year _{5

57

Required

(a) Record the purchase of the investment by Manipulator plc and investment income trans-
actions for the year to 31 December 1995 in its own records.

(b) Record in ‘T’ accounts equity accounting entries for the year relating to the investment.

(c) Compare and contrast the treatments in (a) and (b).

4.6 Assume the facts are as in Exercise 4.3 except that Bigfry now has a 25% interest in Tinyfry (not
18%) and is able to exercise significant influence. When the investment was purchased, two
years ago, Tinyfry’s retained earnings were £31m. The balance sheet of Tinyfry plc at 30
November 1995 is
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£m £m

Fixed assets
Land 29
Buildings 15
Plant and equipment 40

84
Current assets
Stocks 25
Debtors 12
Cash 10

47

Current liabilities (30)

17
Creditors over one year 17)

84
Capital and reserves
Ordinary share capital 15
Share premium 14
Retained earnings 55

84

Required
Show the effects on the abbreviated balance sheet cancellation table at 30 November 1995 for
the Bigfry-Smallfry group of including Tinyfry as an associated company under the equity
approach.

GROUP MEASUREMENT AND DISCLOSURE CONCEPTS

This section examines a spectrum of alternatives for accounting for investments in other
companies under the acquisition accounting ‘family” of techniques. Conventional consol-
idation and equity accounting are both parts of the same spectrum. Each measurement
and disclosure alternative characterizes the group and group ownership in different
ways, some giving prominence to minority interests, others ignoring them. ‘Theories’
underlying accounting for investments, minorities and groups are discussed after tech-
nical alternatives have been examined. In UK group accounts, different treatments corre-
spond approximately to differing degrees of influence as shown in Figure 4.3 earlier. In
the parent’s accounts, all investments including subsidiaries are recorded at cost. Merger
accounting potentially contains a similar spectrum which is not discussed in this book
since, as its use is limited to nearly wholly owned investments which meet merger crite-
ria as discussed in Chapter 3, only a full consolidation equivalent is used.

In the previous section the simplest measurement alternative for overcoming defects in
the cost basis, the equity approach, was discussed. Derived from it in this section are
increasingly detailed disclosure alternatives. Full consolidation is one possible way of
enhancing the basic information provided by the equity approach, but then consolidation
has many varieties! A parent company is required to produce both an individual compa-
ny balance sheet, in which investments in group companies are accounted for at cost, and
a group one, a consolidated balance sheet which uses various techniques to enhance mea-
surement and disclosure of these investments.

Consolidation as expansion of the equity approach
Various expansions of the equity approach are possible, analysing the total investment
amount into the individual assets, liabilities and goodwill underlying it and then adding
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these components individually to the corresponding components of the parent. Assume
in what follows an 80 per cent take over.

At acquisition

Goodwill is the excess of investment over majority share of equity (= net assets) acquired,
SO
Investment at cost = Goodwill + 80% x (assets at acquisition — liabilities) (4.1)

After acquisition

It will now be demonstrated that at any date later than acquisition the equitized invest-
ment is equal in total amount to its underlying component assets, liabilities and goodwill.
In equation form, the general relationship is as follows and the acquisition relationship
is a special case.

Investment at cost plus = Goodwill + 80% x (assets at current date — liabilities) (4.2)
attributable profit at acquisition

Proof

Let I = investment at cost, A = assets at acquisition, AA = the change in assets since acqui-
sition, G = goodwill at acquisition, ARE = change in retained earnings, etc. Then at acqui-
sition,

I=G+08x(A-L)

Assume no shareissues or other capital injections. Since at acquisition the change in equi-
ty of the investee would then equal its change in its net assets
ARE = AA-AL
0.8 ARE = 0.8 (AA - AL)
Adding this to the at-acquisition equation, we get
[+08ARE =G + 08 [(A + AA) - (L + AL)]

The left hand side is the equitized investment at the current date. The right hand is good-
will at acquisition (its treatment subsequent to acquisition is dealt with later in the chap-
ter) plus the majority portion (80 per cent) of assets and liabilities in the current balance
sheet. Herice, the equitized investment can be analysed into component assets, liabilities and good-
will at any date. In what follows the following equation is termed the fundamental equa-
tion.

1+08ARE =G + 08 [Apow — Lnow!

Example 4.4 - Analysing the equitized investment

Consider in Example 4.3 the 25 per cent investment in Minutenesse. Its equitized amount was
£25m, i.e.

Cost  + Attributable retained profits since acquisition
£20m + 25% x[34-14] = £25m

According to the above fundamental equation this can be broken down into goodwill at acquisition
plus attributable net assets in the current financial statements. This can be checked as:

Equitized investment

Investment £m

Goodwill =20 -25% x (30+20+14)
Net assets = 25% x (80+40-36)

|N‘N
A=

The figures for net assets are the subtotals for fixed assets, net current assets and loans in
Minutenesse’s current balance sheet. Though associates are accounted for as a single number,
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£25m, in the consolidated financial statements themselves, SSAP 1, Accounting for Associated
Companies, requires the breakdown in the above table as a note disclosure to the consolidated
statements.

Revaluations

Restatements of the subsidiary’s identifiable assets and liabilities at acquisition to fair val-
ues would affect the right-hand side of the equation at that date, the asset values and
goodwill. If revaluations related to the period subsequent to acquisition, asset values on
the right-hand side would include them and 80 per cent of the subsidiary’s revaluation
reserve would be included in the equitized investment (which would be cost plus attrib-
utable retained profits since acquisition plus attributable revaluation reserves since acqui-
sition).

As shown in Figure 4.3 earlier, the equity approach is only used in group accounts for
holdings over which there is significant influence (a rebuttable presumption if more than
20 per cent ownership). In the USA it is used in some parent company accounts for asso-
ciates and subsidiaries. In an earlier version of SSAP 1, Accounting for Associated
Companies, the investment was to be stated at ‘cost plus attributable retained profit’. The
revised version requires this amount analysed between goodwill and attributable net
assets. The fundamental equation above shows the equivalence of the two analyses.

The concept of consolidation

Starting with the investment at cost, consolidation can be characterized as a two-stage
process, equitization and expansion, as shown in Figure 4.4. The cost approach used in the
parent’s own accounts is before equitization and expansion. The equity approach is after
equitization but before expansion (the left-hand side of the fundamental equation).
Consolidation is after equitization and expansion (the right-hand side).

Stages Steps

1) Equitisation | Investment at cost adjusted by

DR. Investment CR. Consolidated retained profits

with subsidiary’s attributable retained profits since acquisition.

2) Expansion Adjusted (equitised) investment in 1). is expanded (analysed) into

components and added to corresponding components of parent.

Figure 4.4 - Consolidation as equitization and expansion

Equitizing and expanding the investment

In order to examine different consolidation concepts, Figure 4.5 shows a number of pos-
sible ways of analysing/expanding the equitized investment. Its second column shows
the equitizing entry. In practice, investments giving 80 per cent ownership would nor-
mally be accounted for in the group accounts using consolidation not the equity
approach, unless significant restrictions existed over the ability to control the subsidiary
(see Chapter 2). For teaching reasons all the approaches are demonstrated here for an 80
per cent owned investment, including the equity approach, to allow technical compari-
son between them.

Each column progressively expands the ‘equitized” investment, using the fundamen-
tal equation as a basis. Column 2 shows cost and attributable retained earnings since
acquisition. Column 3 gives the complementary breakdown into goodwill and the major-
ity (80 per cent) proportion of aggregate net assets at the current date. Column 4 breaks
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Investment Parent/

Cost plus

Analysed
breakdown

Proportional
consolidation

Entity

Investment

attrib profit

conventional
consolidation

consolidation

Investment at
cost

plus attrib
retained profit

Goodwill

80% net assets
now

Goodwill

80% Tangible
fixed assets

80% Stocks
80% Other

80% Loans

Goodwill

100% Tangible
fixed assets

100% Stocks
100% Other

100% Loans

20% Minority in
net assets

Total group
goodwill

100% Tangible
fixed assets

100% Stocks
100% Other

100% Loans

20% Minority in
net assets and

goodwill

Figure 4.5 — Expansion of the basic equitize investment

down this aggregate into the majority portion (80 per cent) of each asset and each liabili-
ty of the investee, the basis for proportional consolidation. Column 5 shows the parent’s
goodwill plus 100 per cent of each asset and liability of the subsidiary, less a deduction of
20 per cent of their aggregate, the minority interest, the basis for conventional consolida-
tion as used in practice in the UK, expressed by the following adaptation of the funda-
mental equation where the last term is the minority share of the net assets/equity of the
subsidiary at the current financial statement date. Note that each expansion/analysis has
the same total — that of the equitized investment.

I+08 ARE = G + 1.0 [Anow — Lnow! — 02 [Anow — Lnow!

Entity consolidation — Column 6 forms the basis of entity consolidation, which is not
used in the UK in practice, but forms a useful conceptual tool later for understanding
existing practice. Under conventional consolidation, goodwill is computed on the major-
ity (80 per cent) interest only. Entity consolidation computes total goodwill at acquisition,
including minority goodwill. The bookkeeping for incorporating minority goodwill is

DR. Goodwill CR. Minority interest

It can be viewed as analogous to a revaluation reserve within minority interests relating
to goodwill. The valuation of such minority goodwill at acquisition is problematic, which
is why the approach is not used. It would probably be worth much less than the relevant
proportion of majority goodwill grossed up (i.e. 20 per cent/80 per cent of the parent’s
share in goodwill) because it does not give control of the subsidiary and is akin to capi-
talizing internally created goodwill. Such extrapolation is unacceptable to IAS 22 (para.
28). In Figure 4.5 Column 6, the entity goodwill figure is thus called total goodwill, and
the minority interest includes its share in this figure

In the UK the equity approach (often termed ‘one-line’ consolidation) is used for asso-
ciated companies, conventional consolidation for subsidiaries, and proportional consoli-
dation is optional for unincorporated joint ventures (though new proposals by the ASB,
discussed later, would require equity accounting). SSAP 1 requires for associated compa-
nies a note disclosure analysing the equitized investment between aggregate net assets
and goodwill, a limited form of expansion.
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The expansions illustrate a number of intuitive features of acquisition accounting.

e Different consolidation approaches as different expansions of the equitized investment.

e The intuitive analogy for acquisition accounting discussed in Chapter 3 - the purchase
of the subsidiary’s assets, liabilities and goodwill.

e The equity approach and all consolidation aEproaches at least in simple examples give
the same consolidated retained profits which are only affected by the equitization step
and not the expansion one.

Consolidation as a concept and as a technique

Figure 4.5 is a useful way of conceptualizing consolidation. So, consolidation under
acquisition accounting could in principle be effected in two ways, both giving identical
answers:

1. The equitization/expansion approach — Starting with only the parent’s accounts, equitize
the investment in the subsidiary and expand/analyse this into individual assets, lia-
bilities, minority interests and goodwill, which are then added to the corresponding
individual amounts of the parent.

2. The cancellation approach — Start with the sum of both the parent’s and the subsidiary’s
balances. The subsidiary equity is reclassified using a cancellation table, and some of
it is removed by cancelling against the investment to determine goodwill, some
becomes part of post-acquisition profits, and some minority interests.

In the equitization/expansion approach, only post-acquisition profits are used to adjust
the investment. The cancellation approach starts with the sum of the parent’s and the
subsidiary’s total retained profits and then pre-acquisition profits are removed.

The equitization and expansion approach clearly articulates the concept of consolida-
tion. The cancellation approach is the one almost exclusively used in the UK as a compu-
tationally efficient method for obtaining consolidated statements. In the USA where some
parent companies use the equity approach for investments in individual company
accounts