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PREFACE

This treatise is intended for those who are interested in the
compilation and presentetion of Consolidated Statements, which disclose the
trading results and the financial position of a group of companies. The aim
of the writer hes been to explore methods which would simplify the actual
preperation of these Statements. The novel methods suggested are suitsble,not
only to the practising accountant or the secretary who may be required to make
up Consolidated Statements for a larze and ecomplex group, but also to the student
for examination purposes. In the many examples given the same designations for
members of the group hazve been used to avoid confusion to The reader, while
diegrams are freely employed to assist him in grasping the essential facts of
gach group under consideration.

The original intention of the writer was to deal only with the more
complex groups, but it was soon realised that the convetional methods of preparing
Consolidated Statements, as outlined in accountancy test bLooks, were not adaptable
and accordingly, after much trial =nd error, an entirely new method was evolved.
It was also found that the new method, when introduced to simple groups, made
the preperation of Consolidated Statements simple and straight forward. The
treatise was therefore enlarged so as to deal with the subject from the
beginning. Chaptes I. to VI. (omitting perhaps the section in Chapter II.
dealing with Preference Shares and the gearing of the share capital structure in
the veluation of shares) form really a treatise in themselves, suitable for the
student who may be studying the subject in order to acquire sufficient kmowledge
to pass a professional exemination of one of the accountancy bodies. Chapters
VII. and onwards (Part 2) deal with the more difficult poirnts and the larger
group, which may be encountered in'practice.

. It is fully realised that the method of treating certain matters is
controversial. Up to date, however, it cannot be said that eny definite rules
have been laid down in regard to the constitution of Consclidated Balance Sheets
and Consolidated Profit and Loss Accounts. As Consolidated Statements now form
pert of the annual accounts of a company, it has seemed to the writer and many
of his colleagues that the moment is ripe for a more general agreement upon the

accounting principles adopted and the methods used. This treatise is offered

as a contribution towards that end.



PART Is THE BASIC PRINCIPLES

CIIAPTER T. INTRODUCTION

In the commerciel and industrial world, the mérging of units into
groups or combines has been one of the most merked dsvelopments of recent
times. The popular form of emalgemation and executive comtrol is by mesans
of whet is called a Holding (or Parent) Company, which is & Limited Compeny
controlling one or more other companies called Subsidiary Companiss. The
holding company mey be either a compeny slready treding, or a non-trading
company whose sole functions are to hold the shares of the subsidieries and
determine the policy of the group. Control is gegined by the holding company
purchasing either 211 the share capitel or & sufficient amount of stock or
number of skeres in eech subsidiary compeny to enable the nominees of the
holding compeny to control the wvoting at shereholders! meetings of the
subsidiery compeny.

If the holding Company scguires all the Share Capital of a subsidiary,
the letter becomes a fully-owned subsidiary but it still retains its sevarate
legal entity unless and until it is wound up end its sssets and liabilities
merged with those of the holding company. As to whether liguidstion and
absorption is desirable depends on verious factors, nemely:-

1+ The size e2nd geographical situastion of the companies: 4 complete merger

mey make an unwieldy company which is difficult to menage end control.

2. The effect on third parties:- It mey be preferable or indeed necessary to

continue & compsny as a separste entity to preserve the full value of
goodwill or to nvoid dislocation of efficient staff and contented workers.

3« The Taxetion Position:- In view of the high taxation, the effect on =

merger should be considered carefully for losses cerried forward or other
benefits may be lost if e Company is liguidated.

4. The desirability of keeping the companiss separate in order to limit

Liability:- In the case where the subsidiary's trading activities are

of an experimental or speculative nature, the future success of which is
doubtful, the subsidisry may be kept as a seperate legal entity if the
holding compeny does not wish to make itself legally liable for the

debts of the subsidiery. The ethics of sueh a procedure is doubtful.
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5. The cost of the Liguidetion and Stamp Duty on s conveyance of assets:-

This may deter complete absorption.

o]
-

If a subsidiery has low interest bearing debentures or Preference Shares
with low dividend rights, it will be wise to keep the company as a
separate entity, and so retain these beneficial features.

The populerity of the holding company as & method of combine is

£

accounted Tor by such factors cnd by the economy of cepital involved in
purciresing sontrol of a compeny, for ecquisition of snything over 50% of the
voting power is all thet ie required.

Under the Companies Act a Private Company must have a2t least two
members 2nd a Public Company at least seven, so thest when & company becomes a
fully-owned subsidiary all the shares cennot be registered in the neme of the
holding compeny. The technicsl difficulty is surmounted simply by the
hending over of cne or two sherss to s requisite numbter of nominees who hold
the shares on behalf of the heolding company and pey over sny dividends they meay
receives

An investment in a subsidiary is not sn investment in the ordinary
sense ©of the word for it zives to the holding compeny the important function
of control over the subsidiery's esctivities including its finaneisl
transactions. From the group's point of view, & sutsidiary is snslagous to
a branch which, by law, happens to enjoy a separate legel entity. If the
subsidiary is fully-owned it can be looked upon as an ordinary branch while if
it is partly-owred it can be rezarded as a branch in which there are outside
partners. It is from this outlook thet Consolidated Statements of Assets snd
Liabilities of a group of compsnies are compiled.

In prepaering the Annual Accounts of a holding compsny one must disclose
all information as recuired by law. Appendix I. contains the relative
excerpts from legislation, to which the reader is referred. This treatise,
however, deesls with general accounting methods suitable for the compilation of
Consolidated Accounts. Company Law may change from time to time Dut changes
ere more likely to force disclosure of more informastion and so affect the

to have any effect on
individuel items of en asccount or balance sheetf; rather than/geueral accounting
methods of consolidation.

The Consolidated FBelance Sheet, or to an Accountant what 1is psrhaps

more,/
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more correctly named the Consolidated Statement of Assets mnd Lisbilities,
trests a sroup of companies as an economic unit from the financial point of
view and attempts to show the "PBalance Sheet" of that unit. 1t disclosss

how the total eapital is invested, whether in Property, Plant, Sﬁocg, Goodwill,
ot cetera and by a comparison of the liguid assets with the current lisbilities
the working capital 'of the unit can be geuged. The preperstion of Consolideted
Statements which is the motter dealt with in subsequent chapters, ic one of the
most fascinsting subjects of study to an accountents Let it be seid st the
outset that unless the strueture of the combine is straight-forwerd snd simple,

F4l

e diagrem of the group should be before the compiler as it will assist him

4

meterielly during the sometimes long and complicated

3
3
(=)
o
@
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o
0

srriving at the
Consolidated 3teatements of Assets gnd Liabilities and the Consolidated Profit
and Loss Account. The Consolideted Profit and Loss Account shows the trading

profit or loss of tiie zroup end is a neces

M

sry and vitel supplement to any
Jonsolidatsed Balance Sheet.

To preparz the consolidated Balance Sheet, the holdinz company's
Balanee Sheet is telten, and e2ll the assets and the lisbilities of the
subgidiaries sare brought in to teke the place of the one item on the assets side
of the holling company's Balance Sheet "Investments in subsidieries”. But

acgregation of assets end lisbilities under appropriaste headings is not enough:

necessary and sometimss complicated cdjustments heve to be made to the totals to

arrive at a trus financiel position of the group. The extent to which each
member of the group is owned is taken into account. The holding Compeny's

effective finencial interest in certain of the memb=srs vhose figures are
included, mey not he substsntisl. If 4. owns 3/5ths of B, and B owns 3/5ths
of C. and C. owns 5/9ths of D. A.'s effective firancisl interest in D. is only
1/5th (3/5ths x 3/5ths x 5/9ths).

Then a group is formed, the directors eof the helding compsny wvirtuaslly
hiave control of all the subsidieries and sub-subsidiaries cnd the best practice
is for them to lay down eertain principles regerding the treatment of matters
which affect the annual accounts of all the members. They should dstermine,
(e) the standard date to which all members are to prepare their Balance Sheet

each year.

(v)/
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(b) the composition of Profit anl Loss Accounts end Belance Sheet headinges eo

1o

that the seme items are to be included under Accrued Cherges, Reserves,
Stock, et cetera, in all accounte prepared in the future.

(¢). the basis of stozk valuation.

(d) the diwidend poliey.

(e) the trestment in the finenciel books of dividends received and to what
extent they should be used %o write down the wslue of investments in
respect of pre=-ascguisition profitse.

(£) gcpecially in the case of fully-owned subsidisriess, whether the book value

of fixed acsets are to be adjusted in t'e finencial books to true vslues

as arrived at by experts when the shares were zcquired.

{g} the rate of depreciation tc be written off ssch class of asset.
In this way the accounts of all members ere standardised and,
ineidentally, the preperetion of the Consolidated BEalance Sheet is facilitated.

-

Ir prectice, however, such 2 utopia i

m

rot &lways found to exist by the
Accountent who is prepering the consolidated stetements and he must meke the

necessary edjustments himself o

3
[
0]
|_.I

ence Sheete presented, in order to
standardise the firures of sll members of the sroup and so add like to like

which is a sine ous non in the compilation of a Consolidated Stetement of real

and practical value.
n the many sxauplss uvesd for demonstration purposes in subseguent
" .3

chapters, sherzss in subsidiasries are stcted "at coet" in the Ealence Sheet of

the holding companys. Ihis mey give the reader the erroneous impression that

such a valuation is fairly generel in practice but the resl reason for uBdng:it
el thie —cpig ol welasddien ic that, for demonstration purcoses, it is necessary
to have examples which deel with difficult adjustments. The precise treatment

of the book value of investments in subsidiaries arises in every case, and
often recuires careful thought especially when stated "at cost".

The Investments in the subsidiary compary will be stated "at cost"
when the shores have been newly scquired, @md such = valuation may continue to
be used for many yearsa The shares may have appreciated in value since
acquisition. Even where they have depreciated they may be left "at cost"

sincg/
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since they form part of the fixed assets of the holding company, and therefore
there is no legal necessity to provide for deprecistion (Lee v. Neuchatel
Asphalt Co. Ltd., (1888) 41 ch 1); Vermer v. Gen. and Come Investment Trust
Ltde 1894 (2 ch 239); Wilmer v. McNemara & Co. Ltde (1885, 2 ch 245). There
no: provision hes been made for a fell in velue of the sheres; & note of the
lower market generally appesrs under the sppropriate heading in the holding
company's Fslence Sheet.

From the cost price of Invsstments in Subsidiaries there may be
deducted dividendscredited to Investment Account. Dividends received from
the Subsidiary and declared for @ pericd prior to acquisition, must be credited
to Investment Account as they are theoretieally included in the purchase price
of the shares and cannct be rsgerded as revenue to the holiing company. Further
dividends or perts of dividends, aslthough declared Tor a period after purchase,

1

should not be rezerded as revenue by the holding compeny if they sre paid out

nece at credit of

ot
@
cr
iy
|—.—l
n
g

of the pre-accuisition profits of the subsidiery
Profit and Logs Account a&nd General Reserve at the date the shares were
scquired). Such dividends should be credited to Investment Acecount, as again
in theory the full pre-scquisition profits are included in the purchase price
of the shares. In this respect revenue from an investment in & subsidiary
differs from revenue from an ordinary invesiment. The holding compeny,
appreciating the lact that pre-acquisition profits of g subsidiary are included
in the vurchase price of the shares, may adopt the policy of crediting to
Investment Account any dividends, or portions of any dividends, for the purpose
of writing down the book value of the sheres™to cost less the holding company's
shere of the full pre-ascquisition profits of the subsidiary”. This poliey

is recommended (quite apart from the fect that it facilitates the preparation

of consolidated statements of assets and liabilities) but there may be practical

difficulties which prevent its operation or make it undesirable. For example
in the case of a subsidiary with s lerge credit balance on Profit and Loss
fLccount or Genesral Reserve st acquisition date and subsequently declaring
,an attempt

relatively small dividends from current profits,ISby'the holding company %6
attempt to write off the large pre-acquisition profits from the cost price of

Lover a short period of years
the skaresﬂwould result in little or no revenue from this source being credited

to the Profit and Loss Account of the holding company for some years after

purchase,

Frma/



Prom the cost price of Investments in subsidiaries there may also be
deducted smounts written off the wvaluve of the investment. The holding
compeny may eppropriate part of its own profits to write down the wvalue of the
investment. The subsidiary ma; have become less prosperous or may be
incurring losses and it i1s sound acecounting practice, but not compulsory by law,
for the holding company to make provision for its share of these losses. As
regards the determinetion of the correct end adecuate provision, the test to
29ply to sny pesrticular subsidiery is whether the dividends credited to revenue
by the holding company from the subsidiary ezceed the holding company's shsare
of the net trading result of the subsidiary since scquisition (net proefit or
net loss) and then provide a reserve for the amount of the excess or the loss
(se2 example below). The provision is not recuired if the excess or loss is
more than compensated by other subsidiaries' undistributed post-acquisition
profits which have not been credited to the holding compsny's Profit and lLoss
Aecccunt.

As repsrds dividends received from subsidiariss the view expressed
above that; in so far as these have been paid out of the fund of profits
existing at the dste the shares were acquired, they should not be regarded as
revenue by the holding company ont must be cepitalised and credited to Investpen
Lccount as they form e pert of the realisation of the purchezse price of the
shares, is due to the specisl relation which exists between a holding company
and its subsidiary.

An example will show that it is sometimes not possibvle to determine
from what “und of profits dividends have teen declared. H. Ltde. purchased all
the share capital of S. Ltd. on 3lst December 1940 when S had a credit balance

on “rofit and Loss Account of 25,000. S.'s Profit and Loss Account for ths two

years after purchase wes as follows:-

Balence at Credit at Zlst Decembher 1940 i o o . £ 5,000
lﬂrofit E‘Dr 19;1 - - - . .. - w [ B 2 LR ] - . LA - 10, OC)O
£ 15,000

Lees: Dividend declared for year 1941.. .. ve e T B 9,000

Balance at Credit at 31lst December 1941 a<e e s s 20R B 0008

Less: Loss for 1842 .. 2 8 g Ta e e e 8,000

Balance at Debit at 31lst December 1942 . o e i £ 2,000 Dr.

On receipt of the 1941 dividend from S., 5. has the option of crediting the

entire/
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entire dividend to revenue on the grounds that it represents profits earned by
8. since acquisition and that the pre-acquisition profits of 8. £5,000, are still
lying at the credit of S.'s Profit and Loss Account at 31lst December 1941 (1 yee
after scquisition). Alternatively fi. may adopt the more conservative and the
recommended course of (1) crediting £5,000 of the dividend to Investment Account
thereby reducing the value of the sheres by the full pre-azequisition profits
ineluded in the surchase price and (2) crediting the belance of the dividend
(£4,000) to revenue. From the legal point of view either option may be
exercised; in the former case the shares would te ststed "at cost™ in H.'s

1941 Balance Shset and in the latter case "et cost less dividends credited”.

The resul$s of Se¢ for 1942 - a loss of £8,000 - demonstratesthe unsatisfactory
position that can arise, as in the first alternative the pre-accguisition profits

of 8., ragarded by H. as lying at ceredit of 8.'s Profit and Loss Account balance

- 1

2 losse The prudent

a

(11}

at 3lst Decemter 1341=are usad up in meesting the 1

course for H. to adopt in 1942 woull te to asppropriate from its own profits a

]
0.

sum to write down the value of the investment in respect of the 1942 loss by 8.;

the sum in tne.first alternative would be £8,000 while in the second alternativs
the sum could be reduced to £3,000, so that in esch case over the two years,
only £1,000 has been credited to revenus as representing the post-acquisition
rosult £9,000 - £8,000). H., however, is nob compelled by law to make any
provision in respect of S.'s 1942 loss.

If S had declared a dividend for 1241 in excess of the profits earned
for 1941, say a dividend of £13,000, this dividend to the extent of £3,000 is
being paid ovt of pre 1941 profits and, in accordance with the views expressed
above, on receiyt of that dividend H. must credit as & minimum £3,000 tg
Investment Account and is eble to credit as s maximum £10,000 to revenue.

Inter-company trading will be carried on in most groups and it is
normally gquite in order for subsidiaries or the holding company to sell to other
members of s group at prices whieh inelude profit. To sell at uneconomic
prices affects the rights of the outside shareholders (if any) of the company
selling the goodss. From the group's stand-point no profit has been earned unti

the goods are sold eventuslly to the public and on the accounting principle that

"profits"/
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"profits" should not inelude unreszlised profit, a holding compsny should
orovide a ressrve in its financial accounts to cover profit on its own goods
sold to a subsidiary in all cmses where such goods are unsold to the public at
belanecing date. This stock reserve should cover the full profit on the
unrealised stock or as a minimum the proportion of profii according to the
proportion of Ordinary Share Capital held by the holding company (the selling
member) in the subsidiary (the tuying member). On the other hand where stock

by the subsidiary to the holding company (or to anothsr subsidiary) no

=

is sol

[#+]

reserve for any unrealised profit is recuired in the finsncial books of the
selling subsidiery or the holding company in normal circumstances. The

former company does not held shsres in the latter, while tle latter company
will only be telzing credit fob dividends received ecs distinet from profits
esrned by the subsidiery. In the rather exceptional case of a holding compan:
taking credit for its share of all profits earned by subsidiaries as distinct
from dividends received, the holding company will recuire to provide & full
reserve in its finencisl accounts for all profit earned by sny one member in

and unsold
respect of goods supplied by eny other member st balancing data.
A



CHAPTER 1II. Valuation of Shares before Acquisition of a Subsidiary.

When amalgamation of any kind is mooted, the accountant will
usually be asked to value the business to be acquired and where
any of these businesses are Limited Companies the value of the
shares will be brought out by him. The valuation of shares is of
accounting interest as a subject in itself but in the exposition
of the general theory in this chapter, due regard will be given to
the fact that many of the principles involved in the preparation of
Consolidated Statements of Assets and Liabilities are rooted to the
theory and the subject will therefore be developed from this parti-
cular stand-point.

The value or net worth of a business is the figure obtained by
an aggregation of the present going—concern value of all its assets
and the deduction therefrom of the liabilities to outsiders, includ-
ing debentures, The value of an Ordinary Share in a Limited Com-
pany is the net worth equated to the Ordinary Share Capital. Iz
there are Preference Shares the net worth to the Ordinary Share-
holders is reduced by:iﬁgj#giﬁé of the Preference Capital. The
Assets include the Goodwill and while the Accountant must rely on
experts to value Property, Plant, et cetera, it is his particular
task to calculate the value of Goodwill which depends primarily on
the earning capacity of the business. If the business is likely
%o flourish, Goodwill may be computed at a high figure, but if vey
low profits are expected or, alternatively, if losses are forecasted
Goodwill may have a negative value which has been called "Badwill."

To arrive at a proper valuation of any business, access to ahi
books and records is required.

Computation of Net Capital Employed

Two figures of net capital employed are required, one at
valuation date which is used to arrive at the purchase price of

the business, and one indicating an average in a representative year
of Net Capital employed which is used to compute the value of Good-

will /
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to be included in the price

willnas at the_pﬁrchase date.

(a) Net Capital Employed at valuation date: This figure is

arrived at by the accountant, assisted where necessary
by experts' valuations, placing a going-concern value on
each of the Assets. From an aggregation of these Assets,
the Liabilities to outsiders are deducted and the figure
of "Net Capital Employed" is brought out. This figure
does not take into account the valuation of Goodwill at
the purchase date. Bow It is of special interest to a
compiler of Consolidated Statements that the Net Capital
Employed figure can be reconciled; it is bound to equal
the Share Capital plus Reserves, plus Profit and Loss
Account, plus or minus as the case may be, the difference
between the going-concern values and the book values of
the Assets and less the full book value, if any, of
Goodwill ,which is ignored meantime,

(b) Average Net Capital Employed: This figure is arrived at

by a consideration of the average amount of net capital
employed - assets valued on a going-concern basis
irrespective of the book value - in & recent representa-
tive year. In many cases such an average would be
approximately equal to the net capital employed figure

at tne-valuation date. Where, however, the valuation
date ﬁ:ﬁ in proximity to the dates of substantial move-
ments of cash, e.g. to pay dividends or National taxation,
the average figure would not be likely to agree with the
net capital employed figure on the valuation date. The
average figure may be computed on a mathematical basis
guch as is adopted in the Excess Profits Computations, but
an approximate figure of average capital employed is all
that is required in the normal case. Accordingly one
may use round figures, and in many cases take as the
average the actual net capital employed at valuation date.

The /
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The fair purchase price or net worth of the business is the
actual net capital empldyed figure at valuation date, plus the
value of Goodwill or alternatively,less an allowance for negative
Goodwill (i.e. "Badwill"). The two factors which will determine
the value of Goodwill are:-

(1) The prospects of the future i.e. a forecast must be made of
maintainable future profits and,

(2) The fair return which is expected on the average net capital
employed in the particular business.

Maintainable Future Profits:

In the estimation of future trading results, the figures of
previous periods are a useful guide. The audited Profit and Loss
Accounts of the business for the past seven or even ten years
therefore are usually set out in columnar form and the figures
adjusted,

(a) to make one year consistent with another by the adjustment
of excessive or inadequate depreciation and of Directors'
Fees and salaries et cetera and by the elimination of all
eabnormal credits and charges.

(b) to make all years consistent with future trading by the in-
sertion of the estimated future duties and taxes in place‘
of those paid in the past and of future remuneration to
the wmanagement where changes are visualised.

(¢) to make a fair charge for management where no remuneration
is debited in the accounts.

The resultant annual figures are used to determine the average
annual profits of the past, say, three, five or even ten years,
which may be taken as a guide of future maintainable profits.
Certain years may require to be ignored altogether to arrive at a
fair average e.g. where results, due perhaps to a strike, are
abnormal or where the trading results include those of a department
or branch which is now closed down and whose figures cannot be
segregated with a sufficient degree of accuracy. The trend of
the adjusted annual profits is significant. Where there is a

marked /
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marked coﬁtinuous rise or fall in profits, an average over a long
period is no guide of future results and the figures of one or
perhaps two of the most recent years will be a better indication
of future prospects.

Difficult though it is, the accountant must arrive at a
figure of maintainable future profits before he can value Goodwill,

The Fair Return:

The fair return for any businees depends primarily on the
rate of return expected at the time on gilt-edged securities, but
varies in different classes of businesses and is affected by the
realisability of the shares.

(a) Return from gilt-edged securities: This return governs the

rate of return expected in industry; the latter will be
usually higher for there is an ever-present risk of loss of
cepital in industry and this risk is reduced normally and
theoretically to a minimum by investment in gilt-edged
securities. The words "normally and theoretically" are
used advisedly for it is obvious that in times of crisis,
or when a government is in power whose policy may fore-
shadow a;;epud1a¢&ea—e$—paft—eaﬁéelL&¢;on—e£—GO¥9;nment
S+teeksy a prudent investor may prefer investment in in-
dustrials at the same or even at a lower rate of return.
The nature of the assets and their realisability are
factors in determining the risk of loss of capital,.

(b) Class of Business: A speculative industry (gold-mining or

a new venture such as wireless—end television) will be
expected to yield a higher return than the safer and more
firmly established business. The greater the gamble, the
higher the yield expected is the rule. T an Estate Duty

of Session (Salvesen Ol .“Ja.*“vC.I_,E-
L7

case which came before the Courty is knewna—where the 20}

A

o

accountants acting for the crown were prepared to allow as
a fair return, a rate as high as 40 per cent in a very

speculative industry (whale fishing) at a time when the

yield /
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yield from gilt-edged securities was 5%. On the other hand,
the Stock Exchange prices show that the return expected in
certain well-established and stable companies is sometimes
just over the return obtainsble at the time in the gilt-
edged market.

(c) Realisability of shares: Shares in a large public company

which enjoy a day to day quotation of the Stock Exchange and
are therefore readily realisable, will not give such a high
return as those of a small company whose shares have a more
limited market. A higher return still will be expected
where shares have practically no market as in the case of a
Private Company, Further the Articles of Association of a
private company may restrict transfer to a marked extent;
sometimes such shares for sale must be offered to existing
members at par, irrespective of the prosperity of the com-
pany. (In the case of a partnership or a one man firm, the
fair return expected will be about the same, or perhaps just
a little higher than that of a private company of the
ordinary type).

These factors influence the rate per cent. which is considered
the fair return in any particular business. This percentage on
the figure of average net capital employed (not the share capital
figure) gives the fair return expressed in pounds; that is to
say by an investment of £x (the average net capital employed
figure) a purchaser of these assets can expect profits of £y =

(fair return =x £x).
100

Goodwill valuation:

A comparison between the estimate of maintainable future
profits and the fair return expressed in pounds onthe average net
capital employed figure will disclose whether Goodwill or "Badwill'
exists in the business as at the purchase date. If the maintain-
able future prbfits exceed the fair return, the excess represents

the amount of extra or "super" profits expected annuslly. The

capltalised /
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capitalised value of these super profits is the Goodwill valuation
which added to the actual net capital employed figure gives the
fair purchase price of the whole business. In the converse cir-
cumstances where the fair return exceeds the maintainable future
profita; the super profits are of a negative amount; the capital—
ised value of which brings out the "Badwill" valuation which
deducted from the actual net capital employed figure again gives
the fair purchase price or net worth of the business.

The principles governing the capitalisation of super profits

must be fully understood. The maximum value is the present value
of a perpetuity. This value can be found from interest tables or
100

by formula - the pfesent value of £1 at ®is r - but this
maximum value of Goodwill is of theoretical rather than of
practical use, as it is unlikely thafimi?i?g_?gﬁigifgis?éhgﬁgehr1ar£e
can assert that these super profits/can be meintained indefinitely
in the future. A prosperous business or class of industry
attracts new capital, and the added competition by new ventures

will have an effect on the actual future profits of the original
business. This was noticeable in the Gramophone and Radio
Industry in the twenties of this century. The original companies
were prosperous and as a result, many new companies were formed

to exploit the thriving industry. The additional competition

not only lowered selling prices of the product, but also forced
companies to bring out new models more frequently than justified

by basic improvements, with the result that super profits were
affected adversely and in some cases disappeared altogether.
Accordingly, only in the exceptional case would Goodwill be valued
by the capitalisation of super profits on the basis of a perpetuity;
the more usual method is to take a number of years' purchase price
of the super profits say three, five or seven years' purchase

price, or better to"schle down" the expected super profits of the
future consecutive years until the super profits disappear alto-
gether, The number of years taken or, alternatively, the scaling
down used, is a matter of experience and vision as to the likelihood

of /
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of new and acute competition, - patent rights and monopoly may

help to prevent this — as to the time it will take to set up
potential new competitors, as to the possibility of a decline in
public demend owing to changes in fashion or taste, and as to the
probability of future State interference, international disturbance,
S L TN L B e
profits,/ the fewer the number of years taken or the steeper the
scaling down required. This rule gives "weight" to the greater degree of ris
5 hrlA si;paékeigﬁbiéjgilie&gﬁ;nstrate the recommended method of
share valuation. 8. Ltd, a well—established business, is being

acquired by a holding company. S's. summarised Balance Sheet at

purchase date is:-

LIABILITIES ASSETS
Sh., Cap. (in £1 Ord. shs). . £ 20,000 Propy. at cost . . . &£ 8,000
CYeBEtors o « + w ». o o @ s ,500 Plant at cost, less
B. &L RO & v & 6w 2,000 aeptis® . o i A s 5,500
Other Assets . . . . 2,500
Goodwill at cost . . 500

£ 23,500 £ 23,50

The maintainable future profits have been carefully estimated at
21,875 per annum, The fair return for the business is considered
to be say 74% (Note:~ This pércentage is used here for demon-
stration purposes only, and it must not be taken as a criterion of
a suitable rate for a company of this size in the general case.
The rate adopted in practice must depend on circumstances). The
going-concern values of Propy. £8,000 and Other Assets £9,500 are
the same as the book values. Plant, however, is considered to

have & going-concern value of £5,000.

Solution:
Actual NET CAP. EMPLOYED Going-~
: Concern
Value,
giopgrty J s & ow w'aw R 8;000)i.e. 8h. Gap. ST £ 20,000
ant . . P o 5,000 P& L. ¢ . 2
Other Assets . S B Ren -
22 : £ 22,000
Less: Outside liabs. £ 1:?88 Leacs Ovgevaln. of Maat ’ 500
£21,000 e
———_ Less: Book Value of bt
Goodwill (ignored) 500
£ 21,000
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Valn. of Goodwill:

Maintainable future profits . . . . . . . . . . . . . .. £ 1,875
Fair return on average met cap. employed 7z% on £21,000 1,575

Extra or Super Profits . . . £ 300 p.a

¥ .
Note: The average net cap. employed figure is not necessarily nor

invariasbly the same as the actual net cap. employed figure
at the valn. date. The same figure has been taken in the
above for convenience and on the assumption that a fair

average figure for a representative year would work out at

approximately £21,000.

(a) Maximum valn. Case I:

Super profits £300 capitalised on the basis of the p.v. of a

perpetuity.
100
P.V. of a perpetuity of £1 at r4 = R
100
do. £300 " 74% = 300 x " (% ?

(This is equivalent to 133 years p.p.)

1
300 X 133 = £4,000

On this basis the business of S. Ltd. is worth

Actual Net Cap. Employed This p.p. can be broken up
(all Assets except Goodwill) £ El,ooo; thus:~ Sh. Cap. . . . £20,000
BOOOWILT 1. o o el o Ew m 4:006)P. & L. AJC .. o 5 & » 2 2,000
Maximum Purchase Price . . £ 25,000 - £22,000
-——‘—-g Overvaln. of bk. value

(equivalent to 25/- per £1 Ord. Sh. ) et Plamb. . . -'w - 500
£21,900

Goodwill as valued £4000

Less: Bk. value 500

Hidden GoodwilT ,. 3,500
£25,000

Note: By ignoring the valn. of Assets and simply capitalising the

maintainable future profits one can arrive at the above valn.
of 8. Ltd. in total thus:-

£1,875 p.a. to g%ve a return of 7% oan justify a cap. of
00
£1,875 x “75 = £25,000.

It should be noted here that such a"short-cut"method is equiva-
capitalisation
lent to the mexex. of super profits on the basis of the perpetuity.

The /
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The break-up of the purchase price is given to introduce the
subject of preparing Consolidated Statements which is considered
in thé chapters which follow. Meantime it should be observed
that if any of the purchase price figuresis in fact paid out at a
later date by S. Ltd., as a dividend from the £2,000 balance at
credit of Profit and Loss Account at the purchase date, the holding
company on receipt of the dividend, irrespective of the date_it is
declared to be paid, cannot regard it as revenue for it is really
a part-realisation of the purchase price,. The holding company
must credit such dividends to Investment Account and so reduce the
book value of the shares bought. In Consolidated Statements the
subsidiary's Profit and Loss Account balance at acqguisition date
is similarly treated - it is not revenue to the group but was paid
for in the price of the shares to the holding company.

(b) Practical veln. Case II.

The super profzts of £300 p a. cannot be expected to continue

1 W _'u L1 C 1 t:’)u'_.-_

indefinitely./ it mlght be reasonaole td suggest they
would continue undisturbed for 3 years, for the following
2 years they would be halved; for the 6th year, halved
again and after the 6th year disappear altogether, On

this basis, the scaling down of the super profits would be:-

3 years at £3%00 p.a. . . . . . . £900

e years at €150 Ple + & & ww & 500

l year &L 5 Pide « o i W s s 75

Giving a Goodwill valn. of . . . . . .£,275
or say the round figure of . . . . .£1,300

The fair p.p. of 8. Ltd. is therefore:-

Actual Net Cap. Employed (going- This p.p. can be broken
concern values) . o OBl 000; up as before, thus:
Goodwill (super proflts scaled) 1,300 gh, Cap. « « = <& 26,000

Net worth of S. Ltd. . . . . . £22’300} P. &L. Ao . . 2,000

(equivalent to 22/3% per £1 Oord. sh. Less: £ 22,000
Overvaln. of bk. value

of Plant . . 7 . . 500

£ 21,50
Goodwill total value 2200
£1,300

Less: v, B/S
e aden B B8, 1?)3 800
In / £ 22,300
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In practice a common alternative method of computing Goodwill
is simply a reasonable number of years' purchasprice of the super
profits. In the above, say, 5 years' purchase price of the super
profits, £300, would éive a Goodwill valuation of £1,500. Or
again the present value of a terminable annuity of the super profits
for the 5 years could be taken which would bring out a valuation of
a little less than £1,500, but it might be considered too meticulous
a refinement to take interest into account in this matter, Both
these alternatives ignore the gradual diminution of profits which
is more likely to happen as an actual fact. The scaling down method
is therefore recommended.

It will be appreciated from the above examples that the valua-
tion of Goodwill depends to & large extent on opinion. The Account-
ant requires wide vision and highly technical experience to determine
fair and equitable figures for (a) Maintainable future profits (b)
the fair return and (c) the ecaling down of super profits. A
slight error of judgment may materially affect the final result,

It has been pointed out that where super profits exist, the
calculation of Goodwill based on the perpetuity value of the super
profits has seldom practical value, although it does bring out the
maXimum figure, On the other hand, where the super profits are of
a minus quentity, the perpetuity basis has a real practical use as
will be seen when "Badwill" is considered.

"Badwill®

"Badwill" exists wheﬁ the fair return expressed in pounds, on
the average net capital employed figure exceeds the estimated main-
tainable future profits. If in the original example all the
facts remain the same except that the maintainable future profits
, had been estimated at £1,000,then the value of §. Ltd. might be

arrived at as follows:-

Actual Net Cap. Employed - going concern values - as before £ 21,000

Maintainable future profits . . . o) 8 £ 1,000
Fair Return on average Net. Cap. Employed flg 72% on
£21,000 (average net cap. employed) : ol 1,575
Super Profits - S £

575
There /
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There is therefore no Goodwill in the business, and indeed a
purchaser is not likely even to be willing to pay £21,000 (the
actual net cepital employed figure), for an investment of £21,000

1,000
would only give a return of 42% (Eijﬁﬁb x 100) which is less than
the fair return expected of 73%  He would therefore probably offer
something less. Based on the expected future earnings only, he
would deduct from the £21,000 the capitalised value of the negative
super profits, namely, =
Minus £575 capd. on the basis of a perpetuity £575 X —7§ =.£ 7667

Case III. The purbhase price on this basis would be:-

Actual Net Cap. Employed figure . . . . . . £ 21,000
Bags: S SBRdWiTil . 0 O S a s e we e e 7,667

Minimum value of 8. Lid. . . . . . . & 13,533

(Equivalent to 13/4d per £1 Ord. Share)
Note: &£13,333 invested and yielding 73% gives an income of

£1,000 p.a. - the expected maintainable future profits.

The proprietors of 8. Ltd. would not be willing to sell the
business for £13,3%333 if the break-up value of the Assets less
Liabilities would realise more than this sum, Hence the break-up
value of the business may determine the worth of the business in
such circumstances and also in cases where not profits but losses
are expected in the future.

A purchaser may be confident that by economies and re-organisa-
tion, the future results will tend to improve. He might consider
that 4 years must elapse before any increase in profits could be
expected, and that a further 3 years would pass before the fair
return of ?%% on the net capital employed figure could be looked
for. While the seller can hardly hope to reap the benefit of the
purchaser's reorganisation scheme, the purchaser might have a price
in his mind which at any rate might make him a very willing buyer
at £13,333 or the higher alternative break-up valuation,and which
might tend to make him incréase his offer, The position here is

that compromise may be necessary if negotiations are to be con-

cluded /
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concluded successfully. The maximum price which the buyer might
5":' oo 268 01 » wheat 1 1=y be termned the
have in his mind is arrived at by the scallng down of the negatlve

super profits so that the figure of "Badwill" is restricted.

4 yrs. at minus £575 , . . & 2,300 ) profits increasing slowly as
2 yrs. at minus £300 (say) the reorganisation of the
1 yr. at minus £100 (say) 100 business proceeds

Minimum "Badwill" . . ., £ 3,000

case IV. The p.p. is therefore:-

Actual Net Cap. Employed flgure o b ane g w0 el 000
Less: "Badwill" B L FWR L WS o s a2 3,000
Value ‘of 8. L¥. " .75, 0 £-°185000

(equivalent to 18/- per £1 Ord. Share)

The bargain might be concluded at any figure over £13,333 (13/4
per Share) up to £18,000 (18/- per Share) according to the circum—
stances of the case,.

Note: If the reorganisation required capital expenditure which
could only be made out of borrowed money, the interest
thereon would require to be taken into account. The

interest would reduce the expected future profits,

The Effect of Surplus Cash.

A small point arises where there is surplus cash in the
business which is being purchased. In the calculation of the fair
price, the surplus cash may be either included in the average net
capital employed figure and the income which it is earning - usually
it will e invested - included in the maintainable future profits, or
alternatively the item may be ignored from both these figures. y
Usually the latter method will bring out a higher valuation of Good-
will and so increase the purchase price. This is due to the fact
that the fair return expected from the business will be higher than
the actual yield given by the investing of the surplus cash in
Government Securities et cetera. This method should be adopted only
where there is a sufficient balance at credit of Profit and Loss
Account to cover the surplus cash so that, after purchase, the
surplus cash can be paid away as dividend and the purchaser of the

business /
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business will then recover immediately the actual addition made to
the purchase price in respect of the surplus cash,
Ex. Let it be assumed that in the first example (case 1) Other
Assets £9,500 included £1,000 invested in Government Stocks at 4%,
and that this £1,000 was considered surplus cash in the business.
The alternative calculation of the purchase price of S, Ltd. -
‘teking the basis adopted in the maximum valuation computation (case 1)
for the purposes of comparison - would be:-
Actual Net Cap. Employed at valn. date . s . 2's 05 el & 21,00
Average Net Cap. Employed (exclude Surplus Cash £1,000

in total since the balance on Profit & Loss A/c is

greater in amount. If the Profit & Loss A/c balance

had been less, say £600, then only £600 of Surplus

Cash should have been excluded from the average net
o wmnloted) . . . e AR ML e s ek e At aabgard D £ 20,000

Valn., of Goodwill:

Maintainable future profits (excluding £40 int. recd) £ 1,835
Fair return on av. net cap. employed fig. 7% on £20,000 1, 500

Super Profits . . £ 335

= i

Super Profits capitalised on the basis of a perpetuity gives valn.
10
of Goodwill at £4467 (335 x ~7%)

The p.p. of the business, previously £25,000, is now:-

Actual Net Cap. Employed at valn, date . . . . . . . . . &£ 21,000
QoML v o s o n ¥ B RTRE R v R e s s e 4,467
Maximum p.p. . . . . & 25,467

The price is higher by £467f but the purchaser is taking the
view that the surplus cash is not necessary to earn the maintainable
future profits,and that immediately after acquisition of the busi-
ness, he can realise the small investment in Government Stocks and
utilise the cash to pay a dividend of £1,000 from the balance at
credit of Profit and Loss Account £2,000. As this dividend will
be credited to Investment Account by the purchaser, the net cost of
the business is reduced by £1,000 to £24,467. On the net invest-
ment of £24,467 he can expect annual profits of £1,835 which yield

him the required 74%.
® this is of course the cepd. value of the excess of 73% on the surplus

cash

’over the actual int. recd. thus:- z%% on £1,000 £75
Actual Int. recd. on £1,000 Invest® , . . . . . . 0

Capitalised value log X 35 = £467. Excess &£
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The Relation of Share Valuastion Principles to Consolidated Statements

The general theoretical principles of the valuation of a
business are of importance in an understanding of the adjustments
which require to be made during the preparation of a Consolidated
Statement of Assets and Liabilities, The purchase price of the
shares is broken up as far as the facts of the case will allow,

A proportion represents the balance &bt credit of Profit and Loss
Account (or Reserve) and if there are hidden reserves owing to an
under-valuation of specific fixed assets, these are also regarded
as part of the price. The balance of the price, set against the
par value of the shares, represents either a payment for Goodwill,
or an allowance made for "Badwill" as the case may be. Stated
diagrammetically the position is:-

Purchase Price "Break up" of p.p. for Consd. stt. Purposes

Actual Net Cap. Employed (sh. Cap. 3 &
(going concern value of (Bal, at cr. of Reserves b
Assets, less. outside.liaba)X T

éBal. on P, & L. a/c =8

SUndervaln. of specific assets + d

(overvaln. of assets - d)
Goodwill ., . . . . . . ., Y (Gooawill per B/S. + 1
(or Badgwill =y ) (Hidden Goodwill m

(or Hidden "Badwill" - m)

x (a+bioid)+(lim)

Purchase Price = X

I

b ¢

The valuation of shares dealt with in the chapter, is on the
basis that the buyer purchases sufficient shares to give him a
controlling interest. A Share Valuation for ordinary investment
purposes is a different matter, since the buyer has no real control
over the company in which his money is invested and he is more
concerned with the expected future dividends than the expected
future profits,and the difficulty he will experience when he wishes
to sell his small lot of shares. Generally a lower price would
be the fair price of shares acquired as an investment only, as
compared with the price given for a block of shares which give the

purchaser /
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purchaser control of the company.
The formula for valuation of an ordinary investment is
therefore:-

-Expected av. future annual dividend rate X par velue of sh.
yield required.

Preference Shares and the "Gearing" of Share Capital structure.

A survey of share valuation, however brief, should cover the
case where part of the capital is in Preference Shares since this
state of affairs is so often found to exist in practice. The
relative amounts of Preference and Ordinary Capital in the structure
of the share capital of any company, has been well-named the
"gearing" of the share capital structure. If a company has a
relatively large Preference Capital compared to the Ordinary Capital
i.e., is "high geared", a slight rise or fall in profits will affect
to a marked extent the rate of dividend payable to the Ordinary
Shares. Thus the Ordinary Shares of a "highly geared" capital
structure are more speculative and therefore demand a higher return
than these of & business similar in all respects except that it has
a relatively small Preference Capital - a "low geared" capital
structure - or no Preference Capital at all. In the valuation of
the Ordinary Shares of a company with a "highly geared" capital
structure, it is unsatisfactory simply to make a guess at the in-
crease in the fair return expected, due to this new speculative
element, and there is an alternative method of calculation which
restricts the margin of error which can arise. This alternative
method is therefore recommended and will be explained in detail in
the remainder of this chapter. As 1t is rather specialised, the
reader may prefer to delay study of it until he has reached chapter
XI.

According to the principles outlined in the previous sections,
the fair purchase price of any business can be computed in total, and
this total valuation will not alter even although the share capital

consists /
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consists of more than one class of share. The total price, however,
will requife to be allocated between Preference Capital, Ordinary
Capital, et cetera, if the value of each type of share is required.
Where there are Preference and Ordinary Capitals the market value of
the Ordinary Capital must be the total value of the business less
the market value of the Preference Capital. Since the market value
of Preference Capital can be ascertained with a greater degree of
accuracy than that of Ordinary Cepital this method of valuation of
Ordinary Shares is suggeéted where both types of capital exist.

The value of a Preference Share is kept within narrower limits, and
the possible variation in the price is narrowed further when the
company is earning more than sufficient profits to cover the annual
preference dividend. The factors which determine the value of a
Preference Share are:-

1) The number of times the Preference dividend is covered by the
maintainable future profits.

This factor takes into account the gearing of the capital structure;
the greater the amount of Preference Capital in relation to total
capital, the fewer the number of times the preference dividend
thereon is covered by the same annual profits. When profits are
scaled down in the determination of Goodwill, the figure of profit
used to ascertain the number of times the Preference Dividend is
covered, may be taken as the average of the expected future
profits for say the néxt 5 years.

2) The type of Preference Capital. This covers the right of the

Preference Shareholders to the profits where they may be entitled
to a Cumulative or non-cumulative dividend. It also covers the
rights they may have in a winding up where they may or may not be
entitled to priority of repayment of capital (with or without divi-
dend arrears) before the Ordinary Shareholders,

3) The return ruling in the gilt-edged market, the class of business and
the realisability of the shares all as in the case of valuation of
Ordinary Shares which.has'been dealt with.

4) The /



4)

IT (1%)

The amount of the accrued Preference dividend at date. The

influence of this factor is ignored meantime and the fequisite
amount added to the price at a later stage of valuation.

The first factor is likely to cause the greatest difficulty
and, accordingly, the valuation of Preference and Ordinary
Shares will be considered in the following three circumstances:-

(a) Where the Preference Dividend is expected to be covered by
future profits.

(b) Where it is not expected to be covered by them, and

(¢c) Where it is not expected to be covered by immediate future
profits but profits are likely to improve to an extent

that the Preference dividend will eventually be covered.

(a) Annual Preference dividend covered by expected annual profits:

The fair return on the Preference Capital will be less than
the fair return taken for the entire business and will be
greater than the return expected in the gilt-edged market.

It lies somewhere between‘these two rates. In the previous
example of S. Ltd., if part of the Capital was Preference
Capital, the fair return thereon would lie between 23%, (say),
the return on gilt-edged securities, and ?%%, the fair return
adopted for the particular business. If the Preference
Capital was of small amount ("low geared" Capital structure)
and the Preference dividend was covered many times by the
annual profits, the fair return would be just over the rate
expected in the gilt-edged market. It might be teken as
439 or 5% in view of the unrealisability of the shares of s.
Ltd., a small company. As a rough guide, it may be stated
that in the Stock Exchange market, a Preference Share of a
large public company is considered really well covered if the
average profit covers the Preference dividend ten times or
more, and that a Preference Share in such circumstances and
enjoying a free market might yield perhaps a 4% more than the
yield given from a gilt-edged security. On the other hand,

if the Preference Capitel is of a relatively large amount
("highly /
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("highly geared" Gapital structure) and the Preference dividend
is covered only a few times by the average profits, the fair
return on the Preference Cepital will be higher. ' A4As the number
of times covered decreases, the fair return increases, and tends
to equal the fair return, (?%% in the case of.S. Ltd.) for the
whole business.

Once the fair return expected on the Preference Share is
agscertained, a comparison with the rate of dividend to which the
Preference Share is entitled under the Memorandum end Articles
of Association of the company will give all the data required to
value the Preference Shares. If, owing to such features as‘a
general fall in interest rates and/or a rise in the number of
times the Prefgrence dividend is covered by recent annual profits,
the fair return on a 5% Preference Share is considered to be 43%
when the Preference Shares are being purchased, the fair price of
the £1, 5% Preference Share is 2% x 20/- = 22/3%. Conversely if
the fair return on a 5% Preference Share is considered to be 6%

when the Preference Shares are being purchased the fair price of
5

the £1, 5% Preference Share is & x 20/- = 16/8d. The formula is -

Market value of a Preference Share

Rate of dividend per Articles of Association

Fair rate of retun expected at valuation date X Par value of share

In many cases the fair price may be par value.

It will be found that the computation of the market value of
the Ordinary Capital by this method of the deduction of the market
value of the Preference Capital from the total purchase price of
the business, gives effect to the fact that the Ordinary Capital
is then entitled to a higher yield per cent than the fair return
used where Share Capital consists of Ordinary Shares only. This
higher yield is expected in consideration of the restriction of
the maintainable future profits by the amount of the annual

Preference dividend and the restriction of the value of the business

to the Ordinary Shareholders, by the prior capital rights of the

Preference /
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Preference Shareholders. The new theoretical fair return on the Ordinary gharee of a company with Preference

and Ordinary Capital can be stated as a formula thus:-

Fair return per cent to Ordinary Capital =

Maintainable future profits - annual Preference dividend

X 100
Total valuo of business - market value of Preference Capital

To demonstrate the proof and application of the formula, the previous figures of S. Ltd. will be used for

convenience. A summary of the figures is:-

S. Ltd. Net Employed £21,000. Fair Return for whole business 7%% Sh. Cap. £20,000

Maintainable future profits £1875 Msintaingbie Eature: Profite: &1,000

Case 1 Case 2 case 3 [ Case 4
Super profits capd. on the super profits scaled down

Negative super profits capd. Negative super profits
basis of a perpetuity on the basis of a perpetuity scaled down

Value of business £25,000 Value of business £22,300 Value of business £13,333afta Value of business hHm.ooo afte:
of which Goodwill is £4,000 of which Goodwill is £1, 300 deductig' Badwill" 68 £7,667 dofdueting: "Badwill" of £3,000

Proof /
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Proof of formulsa.

Let it be assumed that the ghare (Capital of g. Ltd. is 10,000 5% Cumulative Preference

Shares of £1 each, and 10,000 Ordinary shares of £1 each and that the return expected on the Preference Shares

is now 6% giving a market value of 16/8 per Preference Share (8 x 20/-)

The new fair return to
Ord. Cap. is per formula

Value of Ord. Cap. is
" " .TH.QH. . " fn
Total Value of s. Ltd. as

before (p

Valn. of Goodwill
Maintainable future
profits falling to Ord. Shs.

Hﬂo.ﬂsa om‘mvl Eﬁvn H.ucma hNHhOOO

in Case 1

£1875 £500

£26,000 - 10,000 shs. at 16/8 £8,333

100

8.25 x £1375 (maintainable future
profits to Ord.)
5
10,000 shs. at 16/8 (6 x 20/-)

ford
LII(8))

Less: Pref. Cap. at
market price 8,333
£12,667 New fair return on £15667 at m.wm&
super Profits
Capd. on _bagsis of a 100
ﬁmﬂﬁm&ﬁpmw 330 x 8+25

5
In Case 2
= 8°25% £1875_ = £500 _ = 9+845%
£22,300 - 10,000 shs. at 16/8 £8,053%
100
=£16,667| 9°845 x £1375 = £1%,967
8,333 8,338
£25,000 £ 22,800
£ 1,376 £ 1,375
1045| £12,867 at 9+845% 1,247
F 330 £ 128
£4,000 128 x 9845 £ 1,300
(a8 before (as before

Mathematical Note. The perpetuity
bagie is reqd. in Case 2 although the
super profits were scaled in the original

CAamMTIItFad 4 A ~AE M cdeerd T T
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Ord. Shs £ 20,000 | Ord. Shs £ 18,000 | Ord. Shs £ 10,000 |

Ord, Shs £ 5,000

|ord, Shs

I1(23)

£ 2,000
5% Pref " - | 5% Pref™ 2,000  5%Pref™" 10,000 | 5%mef " 15,000 _ 5%Pref " 18, 000
£ 20,000 | £ 20,000 | £ 20,000 £ 20,000 | £ 20,000
Case 4 =~ Value of business £18,000., Price based on forecast d#yd future profits will ifcrease Tom &bout LI, 000 DeBe in the st year to wwmam
_ I~ £1,5750 p.as in the Tth year _

|

Note: Although the buyer made a deduction of £3,000 from the wﬂwoo to cover the mwoudpmm of profits mﬂmoadon in years l=6, it mm not permissible
be less than the fair return for the

for him to reverse the procedure recommended in Case 2, Hence the return on the Ordinary Capitel will
first six years and thereafter greater than the fair return,

Pref, divd. covered by totel profit lst yrs - 10 times | 2 times
doe —— do, ———— Tth yry- - Igg P o8 . asoame S
Fair return on Pref, Capital = say— - 5% 6%
Market price of £1 Pref, Shares — - 20/ - H@W»W
Market wvalue of Pref, Capital - £ 2,000 £ 7,692
Market value of Ord. Capital £ 18,000 16,000 10,308
Total value of business — £ 18,000 £ 18,000 £ 18,000
=== —_——
Market price of £1 Ordinary Shares 18/ - 17/9 20/ 7%
(a) Fair return on Ord. Cap. held - 1,000 x 100 = (1,000 = 100)100 = (1,000 = 500)100 &
per formula - 1lst year 18,000 18,000 =2,000 18,000 =~ 7,692
5.5% 546% 448%
(b) Fair return on Ord., Cap. held = 1,576 x 100 = (1,675 = 100)100 = (1,575 = 500)100 =
per formula - T7th year 18,000 18,000 =2,000 18,000 =7,692
84 75% 942% 10,4%
Average of (a) and (b) —— S T41% ] .ﬁw BN od
3 mawumbmeﬂ% note, deﬁnm &r»m case as an oHnE%po lst year
Meinteinable future profits .o . .o £ 1,000
H.mmm : MH-QHJQ @M..qﬂ .—uo d@ HH@.—M mw« on Mwu.m 80 .o oe -W.—..lvo
Balence falling to 5,000 Ordinary Shares.. .o e £ 250
Oﬂ.ﬁd.m.u.ﬁ..n_..ﬂ to a dividend of . .e oe .o . mm
At a price of 25/10d for en Ordinary share - x100 = 3,9%
the return is 25/ 1 as above

mwmooo = 900)100

2.1%

Hw
H»\w|

£ 13,333
4,667

£ 18,000

==

46/8

(1,575 = 900)100 =
18,000 -13,333

14,5%
843%

1% times
N 1]
65%
15/4%
£ 11,539
6,461
£ 18,000
—_——
25/10
(1,000 = 750)100 =
HmwAmgquluudaw
E
$575 = qmovpoo =
5 000= 9
®
12,8%
8 mﬁ
Téh yoar
£ 1,575
750
£ 825
163%
x 100 =
25/10

12,8%

as above
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Where the Preference Shares are entitled to an accrued Preference
dividend at the Balance Sheet date, this must also be taken into
account, The total value of the Preference Capital will increase
by the amount of the accrued Preference dividend with a correspond-
ing reduction to the total value of the Ordinary Capital. An
accrued Preference dividend is a liability which will deplete the
profits available to the Ordinary Shareholders at the purchase date.
Ex. Take Case 2 with £10,000 of Preference Capital and assume there

is 2 4 months' Preference dividend due up to Balance Sheet date.

105,000 Preéf. Shs. valued &t 16/8 i . %o ol bt Shani 28,333
Add: Pref. divd. to date . . . 5% for 4 mths. . . . 167
New value of Pref. Cap. (17/- per sh.) . . . . £8,500
10,000 Ord. Shs. valued at 27/11 . . . . £13,967
Liesa: Accrued Pref. divd. . sl . 4. 167
New value of Ord. Cap. (27/7 per sh.) 13,800
Total value of S. Ltd. as before . . . . £22,300 %

It is claimed that in cases where Share Capital is composed of
Preference and Ordinary Shares, the foregoing method of valuation
is the simplest and is applicable even in the most difficult case of
@ very highly geared capital structure. It might be thought that
the Ordinary Shares can be valued by the deductions of Preference

Capital at par, and of the annual Preference dividend respectively

from the Net Capital Employed figure and the maintainable future
profits in the first instance. This is equivalent to the assumption
that Preference Capital is analagous to a loan or debenture,
Preference Capital, bhowever, differs from a loan, for while a loan
interest burden, whatever the rate, can be eliminated by & repayment
of the loan at par, the only usual way by which a purchaser of all
the Ordinary Capital can receive all the profits of the company, is
by acquisition of all the Preference Capital as well as the Ordinary
Capital. The acquisition of Preference Capital can only be made at
market value which may or may not correspond to par value.

() /
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b) Annual Preference dividend not covered by the expected annual profits.

The valuation of a Preference and Ordinary Share where the expected
profits are so low that they are insufficient to meet the Preference
dividend, can be demonstrated by examples in which previous facts
and figures will be used for simplicity. The formula already given,
namely the velue of a preference share =

par value x rate of Preference dividend per Artieles .of Asscciation ;

fair rate of return on Preference Capital
expected at valuation date.

must be modified, The rate of dividend per A. of A. is not likely
to be paid owing to the shortage of profits; it is therefore
replaced by the rate of dividend (a lower rate) expected to be paid
on the Preference Shares from the future profits. As regards the
rate of return expected by a purchaser of Preference Shares at the
valuation date, this will be increased to a rate equal to or tending
to equal the fair rate of return expected for the entire business,
since the preference dividend is not covered by, but will in fact

absorb, all the expected future profits.

S. Ltd. Net Capital Employed . . . £21,000 ;
Feir return expected for )
the whole business . . . 73% %Factal
r
Expected maintainable )as in
future profits . . . . . &£1,000 p.a. ;
Case 3
Valn. of business as a )
WEGAG® YN S8 F Vs By B e O s ("Badwill )page
valued at 5!
£7667 by the
capn. of neg.
super profits
on the basis
of a perpetul
Let it be assumed now that the Share Capital of 8. Ltd. is:-
Case H Case 6
£18,000 8% Non-Cum. Pref. Shs. of £25,000 6% Non-Cum. Pref. Shs. of
£1 ea. (Pref. divd. £l ea. (Pref. divd.
£1440 p.a.) £1500 p.a.)
2,000 Ord. Shs. of £1 ea. 5,000 Ord. Shs. of £1 ea.

£20,000 Total Cap. as in Case 3 £30,000 (this is £10,000 more than

Bl P in Case 3 but let it be
assumed that the book
value of S's. Assets are
overvald. by £10,000, e.g.
Goodwill is valued in S's,

In / B/S at £10,500. ) ﬁ
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In each case the Preference dividend cannot be met out of the
expected annual profits of £1,000 so that the Preference Capital

will take all the profits and no dividend can be expected on the

Ordinary Capital.

Case 5 Case 6
Pref. divd. expected ( 1000 x 100 = 5.5){ ( 1000 x 100 = 4)
to be restricted to  53% 18000 4% 25000

Therefore value of the
£1 Pref. Sh. is (see (20/- X ;§J (20/- x 4 )
formula below) . . . 14/8 ea. 10/8 ea. %%

Value of Pref. Cap. is £13,200 (18,000 Pref. £13,333 (25,000 Pref, shs.
Shs, at 14/8 at 10/8 ea.)

ea.

Note: If 5.5%
had been taken
the valn. of
the Pref. Cap.
would work out
at exactly

£13,333
w o Oxzd. "  Nominal say l/- per shl Nominal say 6d per sh,
Total value of S. Ltd. £13,333 £13,333

From the above it will be seen that, where expected annual
profits are insufficient to meet the annual Preference dividend the
formula for valuing a Preference Share is -

Market Value of Pref. Sh. = Par value of Pref. Sh,. X

rate of Pref. divd. expected to be paid from future profits
fair rate of return for entire business expected at valn., date.

The Ordinary Shares in such circumstances have a purely specula-

tive nominal value.

Where Preference Shares are cumulative, any arrears at the date
of valuation would hardly affect the above valuation figures. The

possible effect would be to increase by a few pence the value of the

Preference Share.

In both the above valuations the price of the Preference Share
(14/8 and 10/8 respectively) would give a purchaser a return of 7%

which /
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which is the fair return expected from the whole business and there-
fore the return used to compute the value of the Ordinary Share in
the original cases 1 - 4, The return on the Preference Capital is
not less than the fair return expected from the whole business
because the preferential right has a disadvantage as well as an
advantage. The Preference dividend while a first charge on profits,
is restricted, if future profits improve, to the maximum dividend of
8% (Case 5)andof 6% (Case 6) stated in the Articles of Association.
I1f, therefore, S. Ltd. owing to unforeseen circumstances began to
earn large profits a purchaser of Preference Shares at 14/8 (Case 5)
or 10/8 (Case 6) would receive a maximum dividend of 8% p.a. or 6% p.a.
respectively, ghich gives a maximum return of 10.9% (£Tz%% Case 5 )
or 11.2% (£T5%B Case 6) for the year in question. If B'a.
Capital consisted of Ordinary Shares only a purchaser of these
Ordinary Shares would suffer no such restriction.

In cases where not profits but losses are expected in the
future, both the Preference and Ordinary Shares have simply a nominal
speculative value based on the break-up valuation of the busi;ess
and the likelihood of liquidation. The legal rights of the classes
of shares would be of moment. Preference Shares in a winding up may
or may not enjoy a preference for capital with or without arrears of
dividend.

Annual Pref. divd. not covered by immediate expected annual profits

but_profits likely to improve to an extent that the Pref. divd. is
covered.

The valuation of a Preference Share in these circumstances is a
delicate matter since so much depends on the forecast made of the
upward trend of profits. The rate of Preference dividend expected
to be paid annually in the future will increase and one must arrive
at a fair average rate over a reasonable number of years, say from
3 to 10 years according to the extent one can forecast profits with
a certain amount of confidence. As regards the rate of return
expected by a purchaser of Preference Shares at the valuation date

this /
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! this rate will only usually tend to equal, and seldom equal the feir
rate of return forlthe entire business. The formula for valuing
i a Preference Share as stated in the previous sub-section must be
amended and is:

Par value of the Preference Share X

av., rate of Pref. divd. expected to be paid from future profits

a rate tending to equal the fair rate of return for the entire
business at valn. date.

Ex. S. Ltd. Net Cash Employed . . . . £21,000

Fair return expected for the
whole business . . . . . . . . 4%

1st-4th yr. 5th & 7th  8th
incl. bth yr. ¥r. " ¥X.

above forecast).

)
)
3 Facts
Expected future profits £1000 £1275 £147%5 &£1575
: g as in
Valn. of business £18,000 (badwill valued ) Case 4,
at £3000 by a scaling )
down of negative super ) page
profits based on the ; 12

Let it be assumed now that the Share Capital of S. Ltd. is:

Case 7 Qase 8
£18,000 8% Non Cum. Pref. Shs. of £1 ea. £25,000 6% Non Cum. Pref. Shs.
(Pref. divd. £1440 p.a.) of £1 ea. (Pref. diwd,
. £1500 p.a.)
2,000 Ord. Shs. of £1 ea. 5,000 Ord. Shs. of £1 ea.
£20,000 (as in Case 5) ) £30,000 (as in Case 6)

In each case the Preference dividend is not expected to be met
out of future profits in years 1 to 6 (Case 7) and in years 1 to 7
(Case 8) but thereafter the full annual Preference dividend is

likely to be paid.

Case Z Case 8
Yrei 1-4 ; Yrg. 6 ULYTr: 78 (Yra.l—4 Yrg. I 5l § Yr.8 &
inclygive) & onwards (inclusive) Profits onwards
Profits Profits Profits Profifts Profits £14/5 pna. Profits
£1000 p.a. £1275 p.e. QVET £1000 pa £1275 pa over ,
£1440 pe. o,

f. divd, 53% p.a. 7% p.a. 8% p.a. 4% p.a. 5% p.a. 5% p.a. 6% p.aJ
ected to S '
paid

Jote; / |
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Note: It might be thought that it is both imprudent and speculative
to take into account possible Preference dividends so far ahead of
the valuation date. It is pointed out, however, that in doing so,
one is simply following the views expressed in fixing the value of
S. Ltd. at £18,000 (See badwill valn. £3000, Case 4 page 12). The
value of S. Ltd. £18,000 is given in Cases 7 & 8 as one of the facts

of the case,

Case 7 Case 8
Rate of divd.
adopted as the
average rate
paid consider- say 7% (average rate paid say 5% (average rate paid
ing the rates for next 8 yrs.) for next 8 yrs.)
expected to be
paid in the
future

Sh. per formula

Value of Pref. &£l x %} = 19/3% say 19/3 £1 x % = 13/9% say 13/9

Value of Pref, 13,000 Pref. Shs. at 19/3 25,000 Pref. Shs. at 13/9

Capital ea. £17,325 ea. £17,187: 1lo/-
Value of Ord. 2,000 Ord. Shs. ?,OOO Ord. Shs.
Capital (balance) (equiv. to a equiv. to a

value of 6/9 &) 675 value of 3/3ea) 812: 10/-

Total value of £18,000 £18,000 -
S. Ltd. as sbove

The fair rate of return for the entire business 73% has not
been taken in the above cases since the Preference dividend is likely
to be met in full in 6 or 7 yrs. after purchase. A buyer of
Preference Shares will expect therefore a return just slightly below
(say 74%) the fair return for the entire business. The Preference
Shares in Case 7 are more valuable than those in Case 8 as the capital
cover is more secure and the rate of Preference dividend greater
(8% as against 6%).

If the above Preference Shares were cumulative, the shares
would be more valuable since the arrears of Preference dividend in
the first few years following the purchase, would be made good out
of the increased profits expected thereafter. In the computation i
the fair rate of return expected (74% in the above) would be slightlyi
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decreased owing to the cumulative feature and the result would be

that a Cumulative Preference Share would have a higher value, thus:-

Case 7 Case 8
Value of Cum.
pref. Sh. per £] = 20/- (par) £; = 14/3
formula {
Value of Cum,
Pref. Cap. 18,000 shs. at par £18,000 25,000 shs. at 14/3 £7812:10/-
Value of Cum.
Oord. Cap. 2,000 4 - 5,000 " 187:10/-

nominal value nominal value
say 2/- say 1/-
£18,000 £18,000 -

Share valuations in general: All the examples in this chapter

are given in an attempt to demonstrate the accounting principles
involved in a valuation of shares. Emphagis must be laid on the
fact, however; that the value placed upon a‘share in any given cir-
cumstances, is largely a matter of personal opinion depending on the
practical experience, vision and ability of the valuer, Such
characteristics play a greater part in share valuation than theoreti-
cal accounting. In every case of valuation, the price arrived at

by a mathematical calculation should be reviewed in order to satisfy
oneself that the theory applied, and the mass of figures, have not
produced a result divergent from the practical situation, In the
review, one should try and forget the detail, and consider whether
the price is fair, reasonable and sensible in the general circumstan-

ces of the case,.




CHAPTER 1III. The Fully-owned Subsidiary.

The complexity involved in the preparation of a Consolidated
Statement of Assets and Liabilities dépends on the sigze and composi-
tion of the combine and on the attributes of the members' Balance
Sheets, In the consideration of the simplest group - & Holding
company with one fully-owned subsidiarj - methods will be intro-
duced which at first sight may appear abstruse but which will be
found to be flexible and suitable for all types of groups. &he
consolidation procedure recommended and universally used in this
treatise is:

(a) Each member's Balance Sheet, however, framed, is adjusted
as far as possible, put in standardised form, and balanced.

(b) An aggregation of the adjusted Balance Sheet of the group
is made,

(c) The Consolidated Statement is prepared from the aggregation.

While the advantages of this method over the conventional
methods of approach may not be fully appreciated until consolidations
of the larger and more complicated groups are attempted, the simple
group is the obvious choice for the purpose of demonstrating general
principles. As the various Adjustments required are discussed,
simple theoretical examples of Consolidated Statements will be given
where necessary, in order to focus attention on a particular point
only, while general examples embracing all or many of the features
which are likely to be met with in practice, will be presented at
suitable intervals.

The connecting link between two companies in a simple group
is the Investment appearing as an Asset of one of the members and
the amount of share capital which that Investment represents and
which appears as a liability of the other member, Where shares
are purchased at par, these two figures will agree. With a pur-
chase at any other price, the difference between par and that price,
is examined, accounted for, and dealt with in the Consolidated
Statement according to the various factors responsible for the
difference,. The "breaking up" of the Purchase Price (which was

Considered /




IIY (2)
considered in Chapter I11) discloses these Pactors.

Prelimipary adjustments including Inter-company Indebtedness.

A necessary preliminary to the proecess of consolidation is to exemine the
composition of the various headings in each Balance Sheet end make the required
adjustments so that all Balance Sheets to be consolidated ere restated on a4 uniform
basis. For example if Income Tax is shown under "Accrued Charges" in one Balance
Sheet and under "Reserve for Income Tax" in another, or if stock of advertising
material is included in "Stock" by one member end under "Deferred Charges" by anothe:
one of the Balance Sheets must be adjusted, so that the same headings in each
Balence Sheet contain precisely the same items. Thus, like will be added to like
to give true aggregation fizures in the Consolidated Statement.

Where & holding company lends money to, or is a creditor of, a subsidiary
(or vice versa) then on any date the asset of one company will equal the liability
of the other, and from the point of view of the group, the indebtedness is purely
internal and thereflore cancels out in the Consolidated Statement. In the
preliminary examination of the lsgal Balance Sheets for hetercgensous headings,
etc., inber-company indebtedness should be reconciled and shown urder & separate
heading in the adjusted Balance Sheet. 1In accordance with the Companies Act 1947,
Inter-group indebtedrness must be shown seperately in the "lezal" Balance Sheets of
the Holdin: Company and of the Subsidiaries, The case mey prise however in large
groups where a compeny, which is not 4 Subsidiary as defined in the Act, is to be
included in the Consclidated Balance Sheet and the inter-company indebtedness may

perhaps be found to be included under debtors, creditors, bills receivable or

peyable, or loans in the Balance Sheets.

I. Preliminary adjustments including Inter-company indebtedness.

The Balance Sheetsof a group &s at 31lst December 1946 are:

Lisbilities He Se : Lssets He S.
re Cap. (in £1 Ordinary Property et cost.. £20,000
BErER) e o - £100,0C0 £20,000 Plant at cost less
s &7 iy e 1,000 depreciation .. 23,000 £ 4,000
n from subsidiary end Furniture & Fittings
ccrued interest at cost less
nereon .. P i 4,100 depreciation .. 800 400
Yo HLeThE s we s 1,000 Stock o o 35,300 8,900
« & Acerued Charges. 19,00 4,500 Loan to H. Ltd. .. 4,000
ation Provision .. 500 Loans - e 2,000
eral Beserve .. s 3,000 Sundry Debtors .. 27,000 8,c00
fit gnd Loss Account. 6,000 2,000 Deferred Charges.. 500 600
Cash in Bank ' 5, 500 160
Investment in Sub.
at Cost.
20,000 Ord. Shs.
in § o0 o 20,000
Current &/c with Sub. 1,000
£133,100 £28,000 £133,100£28,000

- Notea; /
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has not been accrued in S's accounts.
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£156,100£133,100 £28,100

(e)/

(1) H's Creditors include £2,000 in respect of national taxation outstanding.

(2) As regards the loan of £4,000 due by H. to S, interest receivable £100

(3) "Deferred Charges 5 £600" include £200 stock of edvertising material. Such
stock is included under "Stock" in H's Balance Sheet.
(4) H. acquired all the share capital of S. on 8's incorporation.
Solution (a) The adjustments required in each compsny's accounts set out
in the fom of journel entries are:
1. (1) Sundry Creditors Dr.: £2,000
To Provision for National Taxation £2,000
(Being transfer to separate heading of
lletionsl Taxstion)
S« (3) Loan due by H. Dr. £ 260
To Profit and Loss Account £ 1100
(Being accrued interest receivable due
at 31lst Dec., 1946 now provided for).
S. (4) Stock &/c Pr. 5i£ 1200
To Leferred Charges £.1200
(Being transfer of advertising material
to Stock).
(b) The aggregation of the adjusted Balance Sheets is:
Liabilities Total He S. Assets Total Es S.
re Capital. £120,000£100,000 £20,000 Property «. s+« . £20,000 £20,000 E:
ans from Plent -5 = s 27,000 23,000 £ 4,000
Qutsiders .. 1,000 1,0C0 Furniture etce.. wn 1200 800 400
ans from Sub. Stock ve - .. 44,400 35,300 9,10C
and interest Loans to outsiders .. 2,000 2,000
thereon .. - 4,100 Loan to Eand interest
s. and accrued thereon.. e i - 4,100
ChArges . 21,500 17,000 4,500 Sundry Debtors.. . 35,000 27,00C 8,000
ount due to H. 1,000 Deferred Charges .. 200 500 400
xation Provision 2,500 2,000 500 Cash.. e .e +« 5,600 5,500 100
neral Reserve 3,000 3,00C Investment in Sub. .. 20,00C 20,000
rofit & Loss &/c 8,100 6,000 2,100 Current Afc with Sub. - 1,000

£156,100 £133,100 £28,100
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(c) The Consolidated Statements of Assets & Liabilities is:

Liabilities Assets
sh. Cap. H. (Nominal & Issued) Property At Cost £20 ,000
100,000 Ord. Shs., of £1 ea. fully Plant a2t cost less
paid £100,000  depn. 27,000
Loans 1,000 Furn. & Fit. at cost
less depn. 1,200
Sundry Crs. & Accrued Charges 21,500 Stock 44,400
Provision for National Taxation 2,500 Loans 2,000
General Reserve 3,000 Sundry Debtors 35,000
Profit & Loss Account Deferred Charges 00
Balance at credit at date 8,100 Cash in Bank 5, 600
Cost of Control of
S. to H.
Cost £20,000

Par value 20 000

£ 136,100 £ 136,100

Notes thereon:

(1) In Consolidated Statements only amounts due to outsiders are
shown as Debtors, Creditors, Loans, etc.

(2) H. can regard the whole of S's. balance on Profit & Loss Account
as revenue as the shares have been held since S's. incorporation.

(3) The "legal" Balance Sheet of a Holding Company, but not that of a
Subsidiary must state indebtedness to or by a Subsidiary,
separately under the pIOVlSlonS of Sec. 125 of Companles Act

929 The new _,_ anie Let -h‘-’: a it bli "‘;-.--._.-‘ _:_ the qul)‘"‘ ch.I’
lisclose inter-group indebtia (.501 I1 Part II Clause 2 (1))

(4) The example demonstrates the adgustments required when the
Balance Sheets of the members are not prepared on a uniform
basis. It is always desirable that a Holding Company should
lay down rules to all members so that the same items are shown
under the same headings of the Accounts and Balance Sheets of
all the members of a group.

Inter-company bills are treated in the sane way as debts, the
Bills Receivable in one company being "contra-ed" against the Bills
Payable in the other. If, however, all or any such bills are dis-
counted (in which case they will be noted as a Contingent Liability

inl/
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in the legal Balance Sheet) there will be no contra for these bills
and they will appear as a liability in the Consolidated Statement.
They are in fact an'actual liability of the group.

Inter-company indebtedness may not agree in the two Balance
Sheets due to goods or cash in transit at the date of the balance.
The difference is treated in the same way as for Branch Accounts,
i.e. an item appears in the Consolideted Statement for "Cash (or

Goods) in Transit" which represents the difference.

Pre—-acguisition Revenue Balances.

Unlike an ordinary investment, an investment in a subsidiary
company gives the holding company control of the distribution of
the profits of the subsidiary and makes the subsidiary, although
a separate legal entity, almost part and parcel of the holding
company as if there had been a complete merging of the businesses
into one unit, It is from this aspect that one prepares a
Consolidated Statement to show the financial position of a group
of companies.

If the holding company buys shares in the subsidiary on the
date the latter is incorporated, all profits earned by both com-
panies are revenue to the group. Cn the other hand, where control
of a company already trading, is acquired, the shares being purchas-
ed usually above or below par, all profits earned by the subsidiary
up to the acquisition date whether at credit or Profit and Loss
Account or at credit of a General Reserve of the subsidiary, are
not revenue to the group, but are paid for theoretically in the
price given for the shares. In the Consolidated Statement these
pre-acquisition revenue balances are capitalised and set off against
the purchase consideration of the shares. The extent of the
adjustment to be made depends on how these pre-acquisition revenue
balances have been dealt with up to date in the holding company's
financial books where there are three alternatives.

(1) They may be fully capitalised already in the books of the

Holding /
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Holding Company where the first dividends received from the
subsidiary, have been credited to Investment Account and do cover
exactly (or more than cover) the pre-acquisition revenue balances
in point of fact. The writing down of the value of Investments
in this way in the holding company's financial books is recommended,
but it is not always a practical proposition,

(2) They may not have been dealt with by the holding company, ©.3.
where no dividends have been received up to the date of the Con-
solidated Statement or where dividends received, being declared for
a period after date of acquisition and from profits earned since
acquisition, have been credited to Profit and Loss Account of the
holding company.

(3) They may have been dealt with partially by the holding
company where Investment Account has been credited with dividends
which, however, are insufficient to cover the full pre-acquisition
revenue balances.

In all cases the figures must be adjusted in the Consolidated
Statement so that the full pre-acquisition revenue balances of a
Subsidiary are capitalised no matter how they have been dealt with
in the financial books. Any dividends credited by the holding
company to Investment Account affect the adjustment to be made when
one is consolidating accounts; such dividends reduce (Case 3 above)
or eliminate (Case 1 above) the pre—acquisition revenue balance
which otherwise would be capitalised in full by adjustment. In
all Consolidated Statements, the balances actually shown at credit
of Revenue Accounts (Profit and Loss Account and General Reserve)
represent true revenue to the group, i.e. the total revenue of the
holding company available for distribution, together with the
revenue of the subsidiary but only the latter s undistributed earn-
ings since the acquisition date. The balance at credit or Revenue
Account at the acquisition date forms the yard stick to determine
the amount of the subsidiary's profits which cannot be regarded as
revenue of the group. Profit made by a subsidiary prior to the

date /
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date on which its shares wére purchased by the'holding company are
kept separate from profits earned thereafter. The former are
part of the purchase price of the shares and are capitalised, the
latter only are revenue to the group. This principle holds good
whether the matter is being considered from the point of view of
the Consolidated Statement preparation, or from that of the treat-
ment in the financial accounts of the holding company of dividends

received from a subsidiary.

Ex., 2. Pre—acquisition Revenue Balances. Dividends credited to
Investment Account.

The summarised Balance Sheet of S. as at 31st December 1945 is:

Lisbilities Agsets
Sh, Cap. (in £1 Ord. Shs.) £20,000 Sundry Assets . . . . . . £30,000
Creditors . . . gl . 4,000
General Reserve . . s a 1,000
Profit & Loss Account o 5,000
£30,000 £30,000

If £30,000 represents the true value of the assets, the value
of the bus1ness is £26,000 (£30,000 less creditors £4,000) and S's
Ordinary Shares are worth 2 /= each. Let it be assured that H,
purohased all S's. Ordinary Shares at that price and H's. Balance
Sheet on the purchase date, 31lst December 1945, is -

Lisbilities "Assets
Sh. Cap. (in £1 Ord. Shs.) £100,000 Sundry Assets . . . . . £104,000
Creditors . . . Lt 10 000 Invest. in Subsidiary
rofit & Loss Account . . 20,000 20,000 Ord, Shs. of 8.
at cost . . . . . . 26,000
£130,000 £130,000
The consolidated statement as at 31lst December 1945 is -
Ligbilities Assets
Sh. Cap. H . . £100,000 Sundry Assets (£104,000
Gredltors (£10 000 ¥ £4000 14,000 + £30,000) boroint B £134,000
General Reserve - S . .£1000 Net cost of Control of
(falling to H. and capd. Subsidiary S.
pre-acqn. ) goat te H. .. . £26,000
Profit & Loss Account 8. £5000 L;ss: @rg-acqn.
fall 3 T"_'_ ev, Bals,
érg_aégﬁ T Eie Aieidiad veol Gen. Res. £1000
: H. . . 0,000 p.& L.A/c 5000 6,000
£20,000
Par value . gglggg
£134,000 : " £134,000

1t/
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If S. thereafter declared a dividend of £6,000 (30% free of tax)
for the yvear ended 31st December 1945 and so distributed all its
available revenue (Profit and Loss Account £5000 plus General Reserve

£1000) H.

would credit that dividend to Investment Account, and the
book value of the shares in S. would be written down to £20,000.

In

all subsequent Consolidated Statements, no adjustment would be
required for S's. pre-acquisition revenue balances, as these have
been fully capitalised in the financial books of H.

Let it be assumed, however, that S, adopted the more conservatl v
and practical course of declaring a dividend of £4,000 (20% free of

tax
31st December 1946 were -

Liabilities

H. S.
Sh, Cap. (in £1
Ord. Shs. £100,000 £20,000
Oreditors 12,000 5,000
Gen. Res., ., . . 1,000
Profit & Loss A/c 15,000 6,500

£127,000 £32,500

) for the year ended 31lst December 1945 and the Balance Sheets at

Assets

E. §O

Sundry Assets .
Invest. in Sub.
—20,000 Shs. in S.
at cost £26,000
Less: Divd.
cred. 4,000

£105,000 £32,%C

22,000
£127,000 £ 8]

The Consolidated Statement at 31st December 1946 (a year later)

would be -

Liabilities
Sh., Cap. - H. . £100,000
Creditors 17,000

Gen. Res. — §. . . £1.000
(falling to H. and capd.
pre-acqn).

Profit & Loss A/c

- R s -
B conva ow w g s 15008
£21,500

Less: Capd. by H.
as pre-acqn,

bal . £5,000
Less: Divd,
already cr.
in books 4,000

1,000 _20,500

£l

Notes:

Assets

Sundry Assets . . . . . £137,500
Net cost of control of S.
Book value . £2¢,000
Less: Bal. of
pre—acqn. bals.
Gen. Res. £1,000

P. & L.a/c 1,000 2,000

£20,000

PR oL 20,000
£137,%00

The balance at credit or Profit and Loss Account £20,500

represents -

(a) Total revenue of the Holding Companyavailable

for distribution .

(b) The undistributed earnings of the subsidiary
since acquisition date .
(The dividend declared b
pre—acquisition earnings).

2. Although S. has a General Reserve of £1,000 at
December 1946, no reserve appears in the conso idation.

This /
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£20 0
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This is & Subsidiary's Reserve created before acquisition,
which is included in the purchase price of the shares and
falls to be capitalised by the group.

A pre-acquisition debit balance on Profit and Loss Account is
dealt with on the same principles. For example, let it be assumed
that S's. Balance Sheet at 31lst December 1945 is -

Liabilities Agssets
sh. Cap. (in £1 Ord. Shs) . . . £20,000 Sundry Assets . . . £25,000
Creditors . ¢ F E E B & . 10,000 Profit & Loss A/c 5,000
£30,000 £30,000

S's., equity is worth £15,000 if the Balance Sheet Assets
represent fair values, If H, bought all the shares in S. for
£15,000, H's. Balance Sheet would show as an Asset.

Investment in Subsidiary at cost (20,000 Shares in S.) £15,000

In the Consolidated Statement at 31st December 1945, in place
of this debit of £15,000 there would appear the following, relative
to S.

Liabilities Assgets

Creditors = 8. . . . « . « . . £10,000 Sundry Assets - 8. . £25,000
Net cost of Control
of 8S. |
Uost to H. £15,000 |
Add: pre-acqgn.

debit bal. |
08 8L F. 07 955,000 |
|
£20,000 ]

Par’, =, “ru520,000

The general rule is, therefore, that in the comparison of the
cost of shares in a subsidiary with their par value, the pre-acquisi-
tion revenue balance of the subsidiary is deducted from the cost if it
is a credit balance (a pre-acquisition profit), but is added to cost
if it is a debit balance (a pre-acquisition loss). The reason is
that a purchaser of the shares is buying the net assets of the
subsidiary and the value of the net assets will be greater or less
than the par value of the Share Capital according to the balance on
the Reveme Accounts (Profit and Loss Account and General Reserve).

The /
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The pre-acquisition revenue balances (Dr. & Cr.) of a subsidiary

must be capitalised in a Consolidated Statement irrespective of the

current balances on Profit & Loss Accounts and General Reserve of

the subsidiary. For example, where the current credit balance on

Profit and Loss Account is less than the pre-—-acquisition credit

balance of a subsidiary either -

Ex.

Account were H. £6,000 S. £1,000.

Invest. A/c in H's. books was as follows:

(1) The subsidiary has incurred a net loss since acquisition and

this net loss must accordingly be charged to the Profit &

Loss Account of the Consolidated Statement of the group, or -

(2) The subsidiary has distributed dividends in excess of profits

earned since acquisition,. In so far as these dividends are
paid out of the pre—acquisition balance, they should have
been credited to Investment Account by the holding company
and not treated as revenue, But results over a number of
years may be such that dividends paid out of post-acquisition
profits exceed the net profit earned by the subsidiary since
acquisition. These dividends may be quite legitimately
credited to the Profit and Loss Accounts of the holding
company and in such a case the excess must be adjusted in
the preparation of the Consolidated Statement, so that only
the net profit of the subsidiary since acquisition date is
credited to the Profit and Loss Account of the group. This
adjustment is automatically done by the capitalisation of
the full pre-acquisition balance of a subsidiary. This

will be clear from an example.

8. is a fully owned subsidiary, purchased by H. on 31lst Dec., 1939,
when S. had a credit balance on Profit & Loss Account of £4,000.
At 31st Dec. 1943 when a Consolidated Statement of H, and S.

was being prepared, the balances at credit of Profit & Loss

20,000 Ord. shs. of £1 ea. in 8. Ltd. (at cost) £26,000 |

Less: Divds. credited

1939 divd. recd. from 8. in 1940 £2,000
1945 % (Propn. )i ¥ v PLIg4) 500 2,500

as per 1943 B/S of H. £23.500
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A summary of S's. Profit and Loss Account was as follows:-—
Balance at credit at 31/12/39 £4,000
Less: Divd. paid for year 1939 2,000
£2,000
Profit for year to 31/12/40 3,000

Less: Divd. paid for year 1940 500
Profit for year to 31/12/41 1,800
. £3,300

Less: Divd. paid for year 1G4l 1,700

Less: Loss for year to 31/12/42 1,000

Profit for year to 31/12/43 400
Cr. Bal, at 31/12/43 £1,000

S's. results may be summarised thus:
Divds. .paid by §. and recd. by H. -

Post-acqguisition Treat, in H's., financial books
Total of which
Profits Losses cr, to H's. cr. to Invest'. A/c
P. & L. A/c
1939 £2,000 £2,000 declared for
pre-acqn. perod
* 1940 £3,000 3,500 £5,000 500€declared for
post-acon.period
1941 1,800 1,700 1,700 (but paid out
of pre-acqn.
1942 £1,000 bal. to the
extent of
1943 400 Gz =) (£500
&5, 200 £1,000) £7,200  £4.700 £2,500
Net Profit for 4 yrs. £4,200
S's. position from the group's view-point is:
Amount of post—acan. profits which can be legitimately
credited to group revenue £4,200
3's., divds. recd. by H and credited to revenue 4,700
Excess of dividends recd. and credited to revenue £ 590 :

over profits earned, since acquisition

This excjss is automatically corrected by the capitalisation of
8's.
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S's. pre-acquisition balance in the Consolidated Statement thus:-

Profit and Loss Account H. £6,000
S. 1,000
£7,000

Less: Capd. by H. - pre-acgn. bal. of 8. £4,000

less: Divds. already cr. to Investment
A/c in H's. books 2,500 1,500 £5,500

The above cr. bal., £5,500 is £500 less than H's, P. & L. A/c
bal. (£6,000).

The revenue position in a Consolidated Statement is unaltered
no matter how H. in its financial books, has treated the dividend
received from S. Suppose that of the £3,500 dividend received for
1940, H. by adopting the more prudent course, had taken £2,000 to
the credit of Investment Account and so had written down fhe value
of Investment in S. by the full pre—-acquisition balance £4,000
(£2,000, 1939; £2,000 1940 dividend). H's, Profit and Loss Account
at 31/12/43 would then be only £4,500 as £1500, instead of £3000,
would have been credited in 1941.

Investment Account in H's., books would have read:

20,000 Ordinary Shares of £1 each in S. Ltd. cost 31/12/39 £26,000

Less: dividends received and credited

1939 dividend received 1940 £2,000

1940 " A 1941 2,000 4,000
Balance per H's. Balance Sheet at 31/12/43 . . . . £22,000

(cost less divds. covering the full pre-acqn. bal,.)

In these circumstances the Profit and Loss Account in the

Consolidated Statement would be as follows:i-

Profit and Loss Account H. £4,500 F
B 1,000 5
£5’ 500 In

Less: Now capd. by H. - pre-acqgn, bal. bf 8. £4,000

Less; Divds. already cr. to Investment Account
in H's. books

:
=

En.- f
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In practice it is unnecessary to examine the subsidiary's result
in detail. All that & requiree to be done is to capitalise the
full pre-acquisition revenue balance of the Subsidiary in the
Consolidated Statement, The amount of the adjustment to be made
depends on the extent to which it is already capitalised in the
financial books of the holding company by the crediting of divi-
dends received to Investment Account.

A general and desirable feature of all Consolidated State-

A B N 3
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ments is that the General Revenue Account should be kept in line

y IR )
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with the divisible profits as shown inqmemberef-fiﬁéﬁ&iéi'Accounf%b
Where shares in the subsidiary are stated in the holding company's
Balance Sheet at cost, it is inevitable that there will be a diver-
gence between these two revenue figures owing %o the capitalisation
of the pre-acquisition revenue balance of the subsidiary. This
divergence will continue to exist until such time as the subsidiary
distributes as dividends the fund of profits existing at acquisition
date. These dividends when received by the holding company should
not be credited to the holding company's Profit and Loss Account

but used to write down the value of Investment in subsidiary.

The divergence then will disappear.

The Pre—-acquisition Revenue Balance estimated.

The pre-acquisition revenue balance qﬁqa Subsidiary, which
must not-be regarded as revenue by the m;;bg;;ﬁiish acquired the
shares, may be definite or require to be estimated, according to
the circumstances of the case. If the date of the purchase of
the shares chances to coincide with the date of & Balance Sheet
of the subsidiary, the pre-acquisition revenue balances are
definitely known and are the balances at credit or debit of Profit
and Loss Account and at credit of General Reserve as shown by that
Balance Sheet. With a purchase on any other date, an estimate
must be made by an adequate examination of the subsidiary's books
and accounts. For example, the estimated balance on Profit and

Loss Account might be computed from the amount according to the

last /
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last Balance Sheet and adjusted for -

(a) Any dividends declared and paid since the Balance Sheet date.

(b) " +transfers to or from General Reserve since the Balance
Sheet date.

(c) An estimate of the trading results (after all charges
including National Taxation, Directors' Fees, etc.,
have been debited) covering the period from the last
Balance Sheet to acquisition date. This estimate may
be made on a time, turnover, or other suitable basis -
the same principles apply as those used in the caloula-
tion of Prior to Incorporation Profits which are
capitalised by a newly-formed Limited Company which has
taken over & going concern,

The balance at credit of General Reserve can be obtained at

any particular date from the Ledger Account,

EX, 2

Estimated pre—-acquisition revenue balance

The summarised Balance Sheets of a group at 3lst Dec. 1946 were:-

Liagbilities H. S. H. 8.
sh. Cap. (in £1 ?rd, £100,000 £20,000 Sundry Assets £104,000 £30,000
Shs.
Creditors 10,000 8,000 Invest. in Sub.
20,000 Shs. in
General Reserve 9,000 3,500 8. at cost 26,000 |
Profit & Loss A/c 13,000 3,000 Goodwill at cosi_2,000 4,500 |
£132,000 £34,500 £132,000 £34,500

Notegs

(1) H. acquired all the shares in S. on 30th April 1936 when 8. had
a general reserve of £2,000.

(2) No Balance Sheet was made up on the purchase date. S's.
Balance Sheet as at 31st December 1935 showed that 8. had a
credit balance in Profit and Loss Account of £2,500. S.

déclared a dividend of £1,500 74% (F.0.T.) on 2nd Feb, 1936
and it was estimated that the net profit of S. from 31lst Dec.
1935 to 30th April 1936 was £3,000.

Solution: The pre-acquisition balance on S's. Profit and Loss 4/c 3
at 30/4/36 is estimated thus:

Balance at credit at 31/12/35 per Balance Sheet £2,500

Less: Dividend declared 2/2/36 1,500
Add: Estimated Profit from 31/12/35 to 30/4/36 £1,000
Add /12/35 3 /4/_..,_»1’000
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The Consolidated Statement as at 31lst December 1946 is:-

Ligbilities

Share Capital H.
Gréditors
General Reserve - 8. £3,500
H._ 9,000
£12 , 500

Less: Capd. by H.
(pre-acqn.) 2,000

Profit & Loss A/c

S. £3,000
H. 13,000
£16,000

Less: Capd. by H.
(pre-scqn.) _4,000

Assets
£100,000 sundry Assets £134,000
18,000 Goodwill per B/Ss. 6,500

Net Cost of Control
of 8.

Cost £26,000

Less: pre-

acqn. bels.
10,500

Gen.Res. £2,000

P.& L.A/c 4,000 6,000

20,000
Par €0,0C0
P = = =
12,000
£ 140,500 £ 140,500

H. has given the "Balance Sheet" price for S. £26,000

(Cap. £20,000, Reserves and Profit & Loss Account

£6,000)

(2) The amount capitalised by H. in respect of S's. P. & L. A/ ¢

£4,000 exceeds 8S's.

This is immaterial,.

(a) A net trading loss

current balance on Profit & Loss A/c.
Such a position is explained by -

since acquisition.

(b) An excess of dividends paid over profits earned since
acquisition (the Holding Company receives its share of

the dividends).

(c¢) Transfers to General Reserve. (S's. reserve has increased
from £2,000 in 1936 to £3,500 in 1946 in the above example).

As the shares stand "at cost" in H's. B/S, H. has credited to
Rev. A/c all dividends declared by S, and H. regards S's. pre-acqn.

rev. bal, £6,000 (Gen. Res.
lying undistributed in S's.

£2,000 and P. & L. A/c £4,000) as still
B/S, at 31lst Dec. 1946 (Gen. Res. £3,500

and P. & L. A/c £3,000, together £6,500).

The Slumping of Profit &

Loss Account and General Reserve prior

to Consolidation.

The General Reserve of a subsidiary at the date the shares are

Balance /

~acquired by the holding company may be reduced in a subsequent
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Balance Sheet for the following reasons. There may have been -
(a) An issue of bonus shares out of or partly out of that
General Reserve,
(b) A writing down of Assets from the General Reserve.
(c¢) A transfer to the credit of Profit and Loss Account from

the General Reserve.

A bonus issue of shares (case (a) ) reduces the pre-acquisi-
tion balance on General Reserve to be capitalised during the prepara-
tion of a subsequent Consolidated Statement, as the holding company
benefits as a shareholder in the bonus. The increase in the par
value of the holding, as a result of the bonus, exactiy offsets
the reduction made. The General Reserve has been capitalised in

fact by the subsidisry in its financial books.

EX. 8. Ltd, is a subsidiary with an Ordinary Share Capital of
£20,000 in £1 shares, purchased outright by H. Ltd., when
the credit balance on S's. General Reserve is £13,000.
Thereafter out of its General Reserve S. declares a bonus
issue of one Ordinary Sheare for every two held, and so
reduces the General Reserve to £3,000 in its financial books

and increases its issued capital to £30,000.

In the Consolidated Statement before the bonus £13,000 would

be cepitalised as the pre-acquisition balance on General Reserve,

thus: -
Cost of Shares to H. £ X
Less: Pre-acqgn. rev, Dbal, | £13%,000
Par value 20,000 £33 .000

After the bonus issue only £3,000 would be so capitalised but the
par value of H's. holding in S. would have been increased from
£20,000 to £30,000 i.e. by £10,000. The entry for the Consolidated
Statement would be -

Cost of shares to H. £x-
Less: Pre-acqn. rev. bal. £3,000

Par value 50,000 £ 000

In /
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In all the Consolidated Statements prepared, the final figures for
before, as well as for after, the bonus issue would be unaltered
so far as this particular point is concerned.

The Bonus issue might be made or partly made out of the pre-
acquisition balance on Profit and Loss Account in which case the
same principles would apply to that Account.

In cases (b) and (c) a debit balance on the post-acquisition
General Reserve of the suﬁsidiary would emerge when one is preparing
the Consolidated Statement.for the General Reserve at date would be
less than that when the subsidiary was acquired. It is a matter of
opinion as to whether this debit balance should be transferred to
the post-acquisition Profit & Loss Account of that subsidiary or
alternatively set off against a credit balance on General Reserve
of the holding company (or another subsidiary). Accordingly, in
the final Consolidated Statement the amounts appearing at credit of
General Reserve (a debit balance is inadmissible) and at the debit
or credit of Profit and Loss Account,are arbitrary. This point
suggests that there is no real necessity to distinguish between
Profit & Loss Account and General Reserve during the process of
consolidating the figures of any group; both are undistributed
profits from the group's view-point and can be dealt with more con-
veniently under the one heading "Revenue Account', Such an expedi-
ent is particularly advantageous for it facilitates the adjustment
of the book value of Investments, which matter will be dealt with in |
the next section. After the draft Consolidated Statement is com-
pleted, the Revenue Account may be divided between General Reserve
and Profit & Loss Account for the final Consolidated Statement; the
controllers of the group should determine the amount to be placed to
General Reserve. As a minimum, it must cover normally the amount j
at credit of the General Reserve of the holding company. Anything
over and above this figure seems quite optional and at the diSCretionl

of the controllers. To grant them this discretion is simply an

S ——

admission of the power which they already have, of being in a posi-
tion as controlling shareholders to switch amounts at any time

between / |
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between General Reserve and Profit & Loss Account in the financial
Accounts of a subsidiary. As regards the holding company the
sanction of the shareholders is usually required for transfers to

and from its General HReserve.

The adjustment of the holding company's Balance Sheet prior to

consolidation, for the pre-acquisition revenue balances of the

subsidiary.

For simplicity during the development and explanation of the
cepitalisation of the pre—acquisition revenue balances of a subsi-
diery, the fundamental aim of the general procedure, which is to
adjust each member's Beslance Sheet as far as possible and put it in
standardised form, has been ignored in the last three examples.
This point must now be considered.

Shares in a subsidiary may appear in the nolding company's
Balance Sheet "at cost" or "at cost less dividends credited" such
dividends partially or wholly covering the pre—-acquisition revenue
balances, but there is no reason why the Balance Sheet of the
company holding the shares (i.e. in the case of a simple group,
the holding company) should not be adjusted itself immediately
prior to consolidation so as to show the value of the shares in
the subsidiary consistently "at cost adjusted for the full pre-
acquisition revenue balances" (General Reserve and Profit & Loss _
Account) called "Adjusted Cost" for convenience in future examples,

This is carried out by an adjusting consolidation entry debit-
ing the holding company's own Revenue Account (for pre-acquisition
profits) and crediting Investment Account or vice versa in the case
of pre-acquisition losses. Thereafter the group can regard the
whole of the current credit or debit balance on the subsidiary's
Revenue Account as all revenue which is advantageous particularly
in large groups where shares in any one subsidiary may be held by
several members and/or bought on different dates. With cross-
holdings this method is invalueble as will be realised when these
are considered in Chapter 9.

It )/
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It will be appreciated that the ideal positioéiﬁo find &=
that the shares in a subsidiary have been written down in the
holding company's financial books by the full amount of the pre-
acquisition revenue balance, out of dividends received, for in
such & case no further adjustment is required when one is preparing
the Consolidated Statement and the total balance at credit of the
subsidiary's Revenue Account as shown by the Balance Sheet is
revenue to the group. The procedure proposed in this section for
the preparation of Consolidated Statements comes to this, that
where the cCompiler of a Consolidated Statement finds that this
ideal state of affairs does not exist, he adjusts the holding
company's accounts presented for consolidation to the ideal position
and by doing so, the investment in subsidiaries will appear in
standardised form, irrespective of the value of the shares in the
legal Balance Sheet and these investments will be valued at
"Adjusted Cost" in all cases in the adjusted Balance Sheets, which

are aggregated.

Ex, 4. Adjustment of Investments to show a value at cost less

pre-acqguisition revenue balances.

Facts as in previous example.

Solution: (a) H's. Accounts require the following adjustment
H 1 Revenue Account Dr. £6,000
To Investment A/c (in S.) £6,000
(Reing pre-acquisition revenue
balance of 8. as at 30th April

1936 when H. acquired all the
shares in S., made up thus:-

Balance at credit of General Reserve £2,000
" . . " Profit & Loss A/c

estimated 4,000

£6,000

After the above adjustment is made, the full balance at cregdit

of S's. Revenue Accounts can be regarded as entirely Revenue by H.

(b) The /
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(b) The Aggregation of adjusted Balance Sheets is -

Liabilities Agsets
Total H. 3. rl Total H.
epital £120,000 £100,000 £20,000 Sundry Assets £1374,000 £104000 £3o‘000
Goodwill per
reditors 18,000 10,000 8,000 B/S 6,500 2,000 4,30
Invest. in 8,
ev. A/cC (20,000 shs.)
(p. & L. A/c at Adjusted Oost 20,000 20,000

4 Gen. Res. 22,500 16,000 6,500

£160,500 £126,000 £34,500 £160,500 £126,000£34,500

(¢c) The Consolidated Statement is -

Ligbilities Assets
Share Capital H. £100,000 Sundry Assets £134, 000
Creditors 18,000 Goodwill as per B/Ss.l 6,500 |
Revenue A/c 22,500 Net Cost of Control of S.

Adjusted Cost to H.£20,000

Par 20,000
£140, 500 A £140,500

The Revenue Account can now be split between Profit and Loss
Account and General Reserve, The minimum transfer is £9,000 (H's
General Reserve) to General Reserve, but it may be increased to any

amount at the discretion of the controllers. In making a theoretical

mathematical calculation one must keep in view that a Revenue Account
in a Consolidation is the Holding Company's undistributed Dalance
together with the undistributed revenue of Subsidiaries since
acguisition date.
General Reserve of the group H. + 8. since acquisition
£9,000 + (£3,500 - £2,000)
£ 10,500

On this basis Revenue Account is therefore divisible |
General Reserve £10,500 il
Profit & Loss A/c 12,000 ]
This / ££§é222 j
|
!
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This mathematical division of Revenue Account gives the same
figures for Profit & Loss Account and General Reserve as those in

the previous example,.

The journal entries in the preceding example and the journal
entries in all the examples which follow, are not connected in any
way with the financial books of any Bember. They are "paper”
entries put through to arrive at the Consolidated Statement from
the existing Balance Sheet figures. In practice, the opening of
a "Consolidation Journal" and a "Consolidation Ledger" which are
used solely for the preparation of the annual Congolidated State-
ments of the group, will often be found to be more convenient than
the use of a set of working papers. Many of the adjustments
represented by the Journal Entries are a repetition éach year.

The ledger should be divided into sections representing members,
and individual Accounts should be opened for each member's Assets
and Liabilities in its own section. The adjusting journal entries
are posted thereto from the Consolidation Journal. An Aggregation
and Consolidation section, in which the adjusted figures of all the
Accounts are collected and the Consolidated Statement is prepared,
will also be required (See Appendix 2 for example of this form of
Accounts). ‘

Depreciation Adjustments and Revaluation of Fixed Assets.

In any Consolidated Statement it 1is obviously desirable that
all assets of the same class should be depreciated at the same rate
and an adjustment will be required where, on a particular asset,
the rate of depreciation written off in the financial books of a
member since it joined the group, differs from the rate adopted by
the group. In the case of inadequate depreciation written off in
the financial books, the adjustment for consolidation will be a
debit to Revenue Account and a credit to the Asset Account when one
is adjusting the Accounts of the defaulting member, t a later
stage in the preparmtion of the Consolidated Statement, when the

Group Revenue Account is being divided between Profit & Loss Account

and /
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and General Reserve, it is recommended that the depreciation adjust-
ment should affect the Group General Reserve (if any) rather than
the Group Profit & Loss Account since it is expedient that the
latter should bear the closest relation possible to the actual divi-
sible profits available for dividend paying by members of the group.
In the Consolidated Statement a charge is being made to revenue

each year, which charge is not eppearing in the financial books of
any member, If the depreciation is debited to Group Profit & Loss
Account, the balance thereon as shown in the Consolidated Statement
will become more and more at variance with the divisible profits as
shown in the financial Accounts. For many years the former will
always be less than the latter by the cumulative amount to date of
the inadequate depreciation adjustment. Accordingly it is prefer-
eble to leave Group Profit & Loss Account unaffected and to charge
the extra depreciation to Group General Reserve wherever one exists.

In the case of excessive depreciation written off in the finan- |
cial Accounts the position is reversed; the Asset Account being
debited and Revenue Account credited when one is adjusting the
Accounts of the member concerned. This has the effect of inflating
Group Revenue Account in the Consolidated Statement and the case
here to avoid Group Profit & Loss Account being affected is even
stronger. On principle one would hesitate to approve of any "paper®
adjustment which would result in the balance on Group Profit & Loss
Account being higher then the actual divisible profits of the mem-
bers, Accordingly in the division of Revenue Account for the final
Consolidated Statement, the amount representing the cumulative
excessive depreciation written off in the financial books should be
transferred to a Special Reserve Account headed "Special Reserve
created from depreciation written off in the financial Accounts by
a member, in excess of group requirements.,”

In the case of either inadequate or excessive depreciation, the
position at the later date where the Asset is reduced to nil in |
either the financial books or the Consolidated Statement or both, is
discussed in the last section of Chapter 4 (see pagesIV.9 and seq.) i

Revaluation /
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Revaluation of Fixed Assets. If it was considered by the
holding company that the Assets of a subsidiary were under-valued
at the date of acquisition of the subsidiary, adjustment is neces-
sary to the existing Balance Sheet figures of the subsidiary at
any consolidation date, unless these have been adjusted £or in the
financial books of the subsidiary. The aim of a consolidated
statement is to arrive at properly valued figures for buildings,
plant, etc., in place of simply an aggregation of figures often
valued on different bases. Accordingly any definitely known
under-valuation of a fixed asset in the legal Balance Sheet of a
subsidiary should be adjusted prior to consolidation by the writing
up of the asset concerned and the creating of a Capital Reserve
Account representing the difference. After aggregation of the
adjusted Balance Sheets the Capital Reserve (created and existing)
is transferred to Net Cost of Control of the subsidiary and exactly
offsets the theoretical increase in the purchase price of the shares
due to this factor (see Chapter II). For over-valuations at the
acquisition date, the same principles apply and although the adjust-
ment may result in the creation of a Capital Reserve Account with
a debit balance, the Capital Reserve Account is only created tem-
porarily and is eventually transferred to net Cost of Control of the
subsidiary.

Where an under or over-valuation of a fixed asset in the legal
Balance Sheet of a subsidiary, is adjusted in the Consolidated
Statement, the{queation of provision for depreciation on the valua-
tion difference requires consideration. This will be deferred
until a later stage of study, (see last section in Chapter IV, pages

IV.16 and seq.)

Ex. 5/
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Fixed Assets.

The summarised Balance Sheets of a group as at 3lst December

1945 were:-

Liabilities Assets
H. S. H; 8.
sh. Cap. in £1 Ord. Shs. £100,000 £20,000 Property at cost £50,200 £11,590
Creditors 11,200 4,000 Plant at cost less
profit & Loss Account 5,500 7,500 depn. &t 10% p.a. 20,000
Plant at cost less
depn. at 15% p.a. 7,25

Invest. in Sub. S.

(20,000 Shs.)at

cost less divd.

credited 21,500
Goodwill at cost 3,000 géPO
Other Sundry Assets 22,000 ey

£116,700 £31,500 £116,700 £1,%0

Notes:

l. H. acquired all the Share Capital of S. on 31st December 1943 and
thereafter credited to Investment Account dividends received
from S. during 1944-1945 to an extent that they covered 8S's
pre-acquisition revenue balance at 31lst December 1943.

2, On 31lst December 1943 when making the offer to purchase S's.

shares, H. considered that S's. property was undervalued by
£1,500; S's. books were not adjusted for this, On that date
S's. plant (book value £10,000) was considered by H. to be

fairly valued,
3. Depreciation has to be standardised in both members' accounts for
the purpose of the Consolidated Statement. The agreed rate for
plant is 10% p.a. on the written down value.

Solution:

|
(a) The adjustments required in each company's accounts are:-

H. No adjustments required. Shares in S, are written down to |
"Adjusted Cost" in H's., financial books. i

8. (1) Property Account . . . .+ & s oW o @ DR £1,500 L
To Capital Reserve . . v 5 % £1,500 {

(Being undervaluation of S's Property
at 31{12/43 when H, acquired control
of B

8. (2) Plant Account . . ¢ y Dr.& 875
To Revenue Account (Sp601a1 Reserve) £ 875
(Being excessive depreciation written
off S's. Plant since 31lst December
1943 - rate written off in books i
15% per annum - agreed rate for con- . |
solidation purposes 10% per annuuw).

e EEE————

Book /
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Consolidated
Book Value (15%). Statement (10%).

TBINe B85 BLLIBTAS .- o1 5 ariswismes—a 1 230,000 £10,000
Depreciation 1944 . . . . £1,500 1,500 £1,000 1,000
£ 8,500 £ 9,000
Depreciation 1945 . 1,275 1,275 900 900
£ 7,225 £ 8,100
£2.,715 £1,900
£875

(v) The Aggregation of the

Adjusted Balance Sheets isg:-

Lisbilities
Total H.
apital £120,000 £100,000 £o
reditors 15,200 11 200
ev. A/c 13 875 5,500

Assets
S. Total H.
0,000 Property £6%,200 £50,200 £1g OOO
4 000 Plant 28 100 20,000

8,375 Invest. in S.

ap. Res. 1,500 1,500 at adjusted
: cost 21,500 21,500
Goodwill 7,500 5 ,000 4,500
Other Assets 30,275 22,000 8,275
£150,575 £116,700 £33,875 £150,575 £116,700£33, 875

(c) The Consolidated Statement of Assets and Liabilities is:-

Liabilities

Sh, Cap. - H. £100,000
Creditors . . . . 15, 200
Revenue Account 13,875
Profit & Loss
A/c £13,000
Special Res.
created from

Assets
PIOPerty o - o« @ & & & wle- £O5P00
Plant . . oY 28,100
Goodwill per Balance Sheets 7,500
Other Assets . . ! 30,275

Net Cost of Gon’cro'l of 8.
Adjusted Cost £21,500
Less: Cap. Res.

depn. written of §. falling
off in the to H. 1,500
fin. a/cs by
a member, in £20,000
excegs of gr.
requirements __875 Par Value , . . 20,000
£129,075 £12220E5

Notes: (1) Excessive depreciation, written off by a member but
rectified for consolidation purposes, is not credited to Group
Profit and Loss Account, but is shown as a special reserve in the

Consolidated Statement.

The Group Profit and Loss Account figure

should always bear the closest relation possible to the Profit and

Loss Accounts as shown in

(2) The /

the financial accounts of the members,
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(2) The Capital Reserve created by the revaluation of an asset
is dealt with when one is preparing the Consolidated Statement from
the Aggregation of the adjusted Balance Sheets. A Capital Reserve
reduces the book value. of the shares in the subsidiary in the same
way as a pre-acquisition revenue credit balance, but the method of
treatment is different. The reason for this different treatment
will be clear when partly-owned subsidiaries are considered.

Net Cost of Control."Hidden" Goodwill.

To avoid confusion "hidden" Goodwill has not been introduced
in the preceding examples but a theoretical price has been used for
the shares acquired. It will have been observed that when the
book value of the Investment in a subsidiary was adjusted for the
pre—acquisition revenue balance and thereafter for any over or
under-valuation of assets, the resultant figure has equalled the
par value of the shares. In practice, however, the price of a
share depends not only on these factors but also on the value of
any Goodwill not appearing in the Balance Sheet of the subsidiary
and on the relationship which exists between the buyer and seller
of the shares, For example, a higher price will be given if
"hidden" goodwill exists or if the buyers are particularly eager
to purchase the subsidiary; a lower price may be acceptable where
"Badwill" exists or where the prospective sellers are anxious %o
dispose of their shares. Further a share valuation is & matter of
opinion. The buyers' valuation of the business will differ in
many cases from that of the sellem'and some compromise may be
necessary if negotiations are to be concluded successfully, The
"Net Cost of Control" of a member may be defined as the Goodwill
or Capital Reserve arising during the process of consolidation as
the direct result of the price paid for the shares of that member.
It is computed from the cost price of the shares already adjusted
for,

(1) The pre-acquisition revenue balances profits(cr. bals.)
deducted, losses (dr. bals.) added.

and (2) Any Capital Reserve existing in the subsidiary or created
therein by & re-valuation of assets on the acquisition
date (under-valuation of Assets gives a Capital Reserve
(cr.) which is deducted; over-valuation gives a debit
balance on Capital Reserve which is added%.

The /
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The adjusted figure is put against the par value of the holding
and the difference brings out the Net Cost of Control, If the
adjusted figure is greater than par, the net debit balance represents
a payment for Goodwill; if it is less than par, the net credit
balance represents an allowance for "Badwill" and appears as a
Capital Reserve in the Consolidated Statement.

In all draft Consolidated Statements the Goodwill appearing in
the legal Balance Sheets should be treated like any other asset and
should be stated separately from Goodwill arising from Net Cost of
Control. The latter does not fall in every case to the group as
will be seen when sub-subsidiaries are dealt with in Chapter VI.

In the final Consolidated Statement the net Cost of Control may be
applied if desired in the writing down or the writing up as the case
may be, of the aggregation figure of the Goodwill as per Balance
Sheets,provided that the book values of the other assetsaof the sub-
sidiary were considered to be fair when control was acquired,or pro-
vided that such assets are adjusted to fair values in the Consolidated
Statement. The exact position is sometimes unknown or obscure, in
which case the Goodwill as per Balance Sheets should appear as such

under one heading and the Net Cost of Control under another.

Bx.56. Net Cost of Control — "Hidden" Goodwill.

Facts as in previous example except that H. paid £1,000 less
for the shares in 8. i.e. the book value of S's, shares in H's,
Balance Sheet at 31st December 1945 is £20,500 and other Sundry
Assets, £23,000.

Solution: (a) The adjustments required are the same as in the
previous example,

(b) The Asgregation of the adjusted Balance Sheets is
the same with the alteration of £1,000 in "Invest-
ment in Subsidiary" (now £20,500) Sundry Assets H.
(previously £22,000, now £23,000).

(¢) The Consolidated Statement is:-

Liabilities /
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Liebilities Assets
ghe Oaps Hoo. e 44, 22.8100,000 Propestyive peoits & fpnpas . £63,200
Creditors s e 15,200 Plant WO W B e e 28,100
Revenue A/c . . . . 13,875 Goodwill per B/Ss. . . . 7,500
Capital Res. - Other Assets E o 31,275
Net Cost of Control Net Cost of Control of 8.
of S. e 1,000 Adjusted Cost £20,500
Less: Cap. Res.
of 5. falling
to H. 1,500
£19,000
Par Value 20,000
To Cap. Res.£1,000
£130,075 £130,075

Notes: (1) The "Eidden" Goodwill of S. is a minus quantity (£1,000)
and is therefore "Badwill", In the ebove example all Assets
have been adjusted to true values and so the Capital Reserve
£1,000 arising from the Net Cost of Control can be set off
against "Goodwill per B/Ss. £7,500 which will bring out a

figure of £6,500 for Goodwill in the final Consolidated State-

ment. This should be stated as "Goodwill per B/Ss and un-
disclosed Goodwill of Subsidiary as reflected in the purchase
price of the shares acquired."

(2) It should be observed that Consolidated Statements do
not attempt to show the total value of Goodwill of members at
any date,but only the Balance Sheet valuations of Goodwill of
all members together with the value of any "hidden" Goodwill
(or "Badwill" as in the above case) as at the date and to the
extent the shares therein are held by the holding company.

Unrealised profit on Stock.

Inter-company trading is common particularly in a vertical

combine as disgstinct from a horizontzl one,. A vertical combine is an

amalgamation of companies, each interested in a process or processes

of production ranging from the acquisition of the raw materials to
the sale of the finished products. A horizontal combine is one
built up by the combination of previous competitors in the same
trade (e.g. a group of drapery stores) and inter-coupany trading
in the latter type is likely to be restricted to transfers of sur-
plus or slow-selling stock to a member who is in a better position
to dispose of the goods to the public,

From the group's view-point, profit is realised only when the
£0oods are sold to the outside public and, accordingly, stock held
by one member which has been invoiced above cost from another

member /
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member must be written down to original cost, in the Consolidated
Statement so as to exclude from the group profit a "paper".profit
which may never be realised, The stock reserve sghould be created
when one adjusts the accounts of the holding company prior to
consolidation by & debit to Revenue Account and a Credit to Stock
Reserve Account of the amount of the unrealised profit.

If a proper and adequate reserve for the whole group's un-
realised profit on stock has been made already in the financial
books of the holding company, no further adjustment requires to

be made when one is consolidating accounts.

Issue of holding company's shares at a oremium to purchase

a_subsidiary.

When a company's shares are valued above par, an economical
method of acquiring a subsidiary is to offer the former company's
shares at a premium to the existing shareholders of the latter
company, the exchange rate depending on the relative wmarket value
of shares of each company. There must beavailable, of course,
sufficient unissued capital in the holding company. The premium
on the shares issued to acquire a subsidiary in this manner will
appear usually as a "Capital Reserve" in the Balance Sheet of the
holding company and may be considered a set off against the Net

Cost of Control of the subsidiery in the Consolidated Statement.

=3

X. {. lssue of shares at a premium to acguire a subsidiary.

The summarised Balance Sheets of a group as at 31lst Dec. 1946 were:-

Liabilities Assets

e H. 8. H. S.

$h, Cap. (in £1 Ord. = =
8hs.)  £1,000,000£20,000 Sundry Assets g1 300,000 £28,000

Yew Cap. isgued " 30,000 Invest. in S.
Premium on Shares 6,000 20,000 shs.
treditors, , . . ., 200,000 5,000 -t cost 36,000

Revenue “A/G . . . «

£1,336,000£28,000 £1,336,000 £28,000
On 31lst Dec. 1946 H. purchased all the shares in S. for
£36,000 payable by an issue of 30,000 new £1 Ordinary Shares in H,

at /
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at 24/- (premium 4/-).

solution: (a) The adjustment réquired in H's. accounts is:-

H. (1) Revenue Account Dr. £3,000
To Invest. A/c (in S.) £3,000

(Being S's., credit balance on
Rev. A/c at 31/12/46 - pre-acqn.
when H. bought all S's, shares.)

(b) The Aggregation of the Adjusted Balance Sheets is:-

Liabilities Total H. S. Assets Total H. B, .4
cepi tal £1,050,000 1,030,000 2,000 Sundry Assets £1,328,000 1300000 28,00
premium on shares 6,000 6,000 Invest. in 8. |
greditors 205,000 200000 5,000 at adjusted
Revenue A/cC 100,000 gq00 3,000 cost . . . . 33,000 33,000

, =4
£1,361,000 1 28,000 £1 361,000 1333000 28,0@'

(c) The Consolidated Statement is:-—

Liabilities Assets
sh. Cap. H. £1,330,000 Sundry Assets £1,328,000
Creditors 05,000 111 N t of
Sh., Premium A/c £6,000 ’ G%gggiol %sthos =
(Transferred to Good— =
will) Adjusted Cost £33,000 |
evenue AfC . . . . . 100,000 Par . . . . 20,000 i
£13,000 |
Less: |
Sh. Prem. A/C _6,000 7,000 |
. [
£1,335,000 £1,335,000 |

Note: By taking advantage of the market value of its own shares,
H. has acquired 20,000 £1 shares in 8., for a net £30,000,
although S. shares are worth £36,000 in the open mariet

Dividends declared but unpaid (inter-company).

Where a fully-owned subsidiary declares a dividend but does
not pay it before the balancing date, it may appear as a liability

in the Balance Sheet of the subsidiary and as an Asset in that of

the holding company and the amounts will agree and cancel out in
the consolidated statement provided both companies state the divi- k
dend in the same way, i.e. either gross or net (after deduction of
tax). If the unpaid dividend is shown "gross" in one company and I

"aet" in the other an adjustment must be made in either member's

Accounts / e
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Accounts by a transfer of the difference representing Income Tax
to Income Tax Account. This adjustment will affect the Profit and
Loss Account figure where the balance on Income Tax Account is
transferred thereto. If one company has the outstanding dividend
in its Balance Sheet and the other company has omitted it, either
company's Accounts must be adjusted - it does not matter which - as
the dividend must either appear in both adjusted Balance Sheets and
form a set off, or be omitted from both, for consolidation purposes,
In view of the ever varying rates of Income Tax the gross
figures in respect of accrued dividends have been used for simpli-
city in the examples throughout this treatise. In practice, how-
ever, accruals will generally require to be made on the basis of
- net figures since the balance on Profit and Loss Account will
usually represent a net surplus aveilable to the shareholders after
provision for all national taxation.

Different Balance Sheet dates

Although it is desirable that all members of a group should
make up their Balance Sheets to the same date, different dates are
sometimes inevitable where heavy stocks are carried and the natural
business years do not coincide. Nevertheless, a Consolidated
Statement mey be prepared in the same way and the only matter which
requires special treatment is the inter-company balances which are
unlikely to agree. The difference in these balances is shown in
the Consolidated Statement as an Asset or Liability a&s the case may
be, under a separate heading sometimes designated "Adjustment
Account" or "Suspense Account" with a suitable narrative such as
"for transactions with subsidiaries between the dates of their
Balance Sheet and that of the holding company. "

Different Balance Sheet dates are undesirable for unscrupulous

Balance Sheets
directors may "window dress" / and the resultant Consolidated
Statement by means of an inter-company transfer of cash between the
dates.

Foreign Subsidiaries.

A subsidiary incorporated abroad is included in & Consolidated

Statement if
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Statement by the converting of the foreign currency to sterling

according to the method normally adopted for foreign branch accowmts

namely: -

(a) Fixed Assets and Liabilities at the rates ruling when control
was acquired or when the Asse%:i;urchased,whichever is the
later date.

(b) Floating Assets and Current Liabilities at the rate prevailing
on the Balance Sheet date.

(c) Revenue Account items at the average rate of the period under
review,

(&) Remittances at their actual cost or realised sterling figure.

After conversion any difference is put to a "Difference on

Exchange Account" and written off if a loss, or carried forward

(if a profit)as a reserve to meet possible future losses.

A subsidiary may be operating in a country with which there
are exchange difficulties or where the Government has forbidden or
restricted remittances. In such circumstances the foreign
subsidiary's Assets and Liabilities should not be included under
their respective headings in the Consolicdated Statement but the
amount invested shown in total separately, with an explanatory
note indicating the reason for the special treatment of the foreign
subsidiary.

Where exchange rates are fluctuating to a marked extent two
points should be noted. In the first place as regards stock on
hand, care should be taken to see that there is no fiectitious
profit or loss on exchange arising on goods s6ld to a foreign'sub—
sidiary by a group member at home or vice versa. Secondly,
depreciation on a foreign subsidiary's Fixed Assets, which depre-
ciation is normally converted at the rate ruling when the assets
were acquired, may require exceptional treatment by the creation
of a special reserve to cover the paper inflation of profits due
to a foreign currency devaluation. These points arise in ordinary

foreign branch accounting to which the reader is referred.

Subsidiary /
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Suvsidiary purchased with the intention of winding up.

A competitor company may be bought with the idea of closing
down the business andiliquidating the company as soon as practicable.
In the general case, it would be undesirable to incorporate the
figures of such a new subsidiary in the usuzl way in a Consolidated

gtatement; it would seem better to show the temporary investment

as a separate item on the assets side of the Statement. After liqui-

dation of the new subsidiary, & loss on realisation represents the
cost of ridding the group of the previous competition and could be
written off against the holding company's profits over a period of
years (say 3 - 5 years). A profit on realisation, which will be
unusual in most cases, should be regarded as a capital profit and
credited to Capital Reserve Account in the financiel books of the
holding company.

It may take a year or two for the group to take over the trade
and organisation of the old competitor and if it is desired, the
new subsidiary may be treated like any other subsidiary and included

in the Consolidated Statement in the usual way until it is wound up.



CHAPTER IV. The fully-owned Subsidiary (continued).

Anticipated Post—acquisition losses of a Subsidiary (fully owned)
during a Reorganisation Period.

A holding company may purchase & non-prosperous subsidiary
which requires to be completely reorganised after acquisition.
The general nature of the business will determine what is a
reasonable reorganisation period. In the heavy industries it
may take some time to re-equip the factory with modern plant and
to adjust the lay-out to give eventual efficiency and economies
in production. During such a transitional stage, business
connections must be maintained and losses incurred may be legiti-
mately capitalised and carried forward as an asset in subsequent
Balance Sheets of the subsidiary under the heading of "Cost of
Reorganisation" or "Reorganisation Account." During the prepara-
tion of the Consolidated Statement this fictitious asset should be
transferred to the Net Cost of Control of the subsidiary but only
to the extent of the amount of anticipated post—acquisition losses
which was in the minds of the directors of the holding company
when the subsidiary was purchased, and which had the effect of
lowering the offer made for the subsidiary's shares. In so far
as these losses were not discounted in the offer, they should
appear under the heading of "Cost of Reorganisation" in the Con-
solidated Statement until such time as they have been written off
by appropriations from subsequent profits of the subsidiary.

The creation in a Balance Sheet of a fictitious asset such
as "Cost of reorganisation" may not appeal to a conservative
board of directors; indeed there may be many cases where its
creation would show a lack of sound business acumen. According-
ly, although a holding company may make a reduction in its o;fer
for shares in a subsidiary, in respect of anticipated post-acquisi
tion losses, it may be that when these losses are actually in-
curred by the subsidiary, the directors decide not to capitalise
them but to leave them at the debit of Profit and Loss Account as
in /
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in the case of normal trading losses. In these circumstances no
transfer of these losses to the Net Cost of Control of fthe subsi-
diary should be made for consolidation purposes since the antici-
pated post—-acquisition losses have been treated in the financial
accounts as a debit to revenue,

It is stressed that there is no general rule that post-
acquisition losses of a subsidiary form a set off against a
credit balance on the Net Cost of Control of that subsidiary.

The transfer is only permissible when two conditions exist con-
currently:

(a) when these losses are capitalised by the subsidiary and
only so long as they remain so.

(o) when, and to the extent, the losses were anticipated by the
holding company and were discounted in the offer made for
the shares,

Ex. 8

Debit balance on Profit and Loss Account at acquisition date.

Anticipated Post—acquisition losses capitalised during a
reorganisation period.

H. purchased all S's. Share Capital in 1938 when 8's,

summarised Balance Sheet was:—

Ligbilities Assets
Share Capital (in £1 Ord. Shs.) £20,000 Sundry Assets £24,000
gEegLtoxE TNy , AV VeV, sy 8,000 Profit & Loss A/c _4,000
£28,000 £28,000

Prior to this purchase S. had been trading at a loss and
accordingly when making the offer for the shares, H. anticipated
further losses of 8. at £3,000 during the two years following the
purchase, that it would teke to reorganise and re-equip S.

If S's. assets were fairly valued at £24,000 in 1938, the
price of 8's. shares per the above Balance Sheet is 16/- each.
The discounting of anticipated losses of £3,000 would reduce the
price 50_13/- pef share.

Let it be assumed that 13/- per share is a higher price than

break-up value, and that H. bought all S's. shares at the theoreti-

cal /
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theoretical price of 13/- each.

The losses due to reorganisation during 1938/39 were in fact
£4,500 and were capitalised by 8. as "Cost of Reorganisation.”
In 1941 S. appropriated £1,000 from current profits and wrote
down "Cost of Reorganisation Account" to £3,500.

The summarised Balance Sheets at 31st December 1946 were:-—

Liabilities H. S. Assets H. 8.
ghare Oapital (in £1 )£100,000 £20,000 Sundry Assets £112,000 £31,500
Ord. Shs.
loan from H . . . . . 5,000 Loan to S. . 5,000
Investment in
freditors . « . . . 20,000 4., 50 S. at cost
20,000 Ord. sShs.
Pk L. Afa s e 10,000 5,5 at 13/- each. 13,000
Cost of Reorgan-
isation, less
amounts written
oeff .l o & i 3500
£130,000 £35,000 £130,000£35,000
Solution:
(a) The adjustment required in H's. accounts is:
Investment A/c (in 8.) . . . . . Dr. £4,000
To Revenue A/c . . . £4,000

(Being pre—acquisition debit balance on S's. Rev. A/c
in 1938 when H. bought all the capital of S.)

(b) The aggregation of the adjusted Balance Sheets is:-

Liabilitieat 1 Assets
e - ok = B
fapital . . £120"UUU £100, Uoo £20, Uoo sundry Assets £1'43“500 £112“000£3f'500
loan from H. 5,000 Loan to S. 5,000
(reditors 24,500 20,000 4,500 Investment at
AKijusted Cost 17,000 17,000
Revenue A/c¢ 19,500 14,000 5,500 Goct of Réos- ’ ’
ganisation 3,500 3,500 -
£164,000 £134,000 £35,000 £164,000 £134,000 £35,000
(c) The Consolidated Statement is:-
Liabilities Assets
Share Capital H. . . £100,000 Sundry Assets . . . . o o o R145,500
(reditors . . . . . 24,50 Cost of Reorganisation of Subsi-
diary, not written off nor pro-
Revenve A/c . . . . . 19,500 vidﬁ Tam: . a%
L Per S's, Balance Sheet £3,500
Divisible thus:- Less: Transferred to Net
P. & L. A/c £15,500 Cost of Control - amount
Gen, Res. 4,000 anticipated by H . . . 3,000 500
Goodwill - Net O, of C.
Adjusted NO6RY . .. . £17,000
Par valu® . . . . . . 20,000

Less: Transferred °T- £ 3,000
T m Cost of Reorgani-

YORES" 2!000
£1££IOOO £l 000

Notes: /
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§otes: (1) Observe that only £3,000 of "Cost of Reorganisation
is transferred to the credit balance on Net Cost of
Control, This transfer is the amount anticipated
by H. at acquisition date and discounted in the offer
made for the shares.

(2) It would be prudent for the directors of S. to use 8's.
profits to reduce the fictitious asset "Cost of Reor-
ganisation" still further. From the group's stand-
point, there is no need to write off more than a fur-
ther £500 which leaves the asset at £3,000, since H.
has a "reserve" equal to this sum in its Balance Sheet -
in the valuation of Investment in S. £13%,000. The
sellers of the shares in 8. to H. in 1938 have borne
£3,000 of the Cost of Reorganisation in the price they
accepted for the shares (13/- each).

If 8. wrote off the whole of the Cost of Reorganisation
against profits, so much the better for the group;
subsequent Consolidated Statements would disclose a
Capital Reserve of £3,000 representing Net Cost of
Control of 8.

(3) As this is the first example of a pre-acquisition debit
balance £4,000 on Profit and Loss Account of the Subsi-
diary, the adjustment required in H's. Accounts, viz.

Investment Account (in S.) . . . . Dr. £4,000
To Revenue Account . . . . . . £4,000

should be noted and understood. Stated briefly, it is
the reverse of that required in the case of pre-acquisi-
tion profits but, considered in detail, the two entries
can be explained thus:-

(a) The debit of £4,000 to Investment Account.

This increases the cost price of the shares £13,000
because, in order to bring out the amount (if any) paid
for Goodwill (nil in example) it must be the "Adjusted
Cost" which is compared with par value, £20,000. In
fixing 13/- per share as the purchase price, H. made a
full deduction of £4,000 for the debit balance in S's.
Profit and Loss Account.

e credit of £4,000 to s. Revenue Account.
(b) Th f £4 0 H!' A g

This £4,000, together with £5,500 the current
balance at credit of 8's. Profit and Loss Account, are
correct credits to group revenue. From a revenue view-—
point, the group is only interested in the post-acquisi-
tion results of 8., and during the period since acquisi-
tion 8., by its trading results, has turned a debit
balance of £4,000 on Profit and Loss Account in 1938
into a credit balance of £5,500 in 1946. This gives a
post-acquisition profit of £9,500 plus any dividends
declared by S. which will have been credited to H's.
Profit and Loss Account and are thus already in the
group revenue,

The Revenue Account £19,500 as skown in the Con-
solidated Statement is made up thus:-

H's. undistributed earnings to date . . . . £10,000
S's. " " from date of
acquigition (1938) to date
Balance at credit at date . . . £5,500
. " debitin 1938 . . .'_4,000 _9.500

Group / £19,500_
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Group Revenue Account £19,500 has been sub-divided
thus: -

Group Profit and Loss Account . . . . . . . £15,500
9 General Reserve . . . 23 ok 51w e e % 0

The transfer of £4,000 to Group General Reserve has
been made in order to keep Group Profit and Loss Account
in line with the undistributed profits of the members as
shown in their legal Balance Sheets (H.£10,000 S. £5,500).
The £4,000 represents the amount of profzts earned by 8.
but notavail&ble for dividend paying as it has been used
to extinguish S's. debit balance of Profit and Loss Account
at acquisition date. It is therefore desirable to show
this amount as a Group General Reserve rather than at credit
of Group Profit and Loss Account.

The Writing Down of the Book Value of Investments to cover losses, &c.

Quite apart from a company correctly crediting to Investment
Account dividends received in so far as they represent pre-acquisition
profits of a subsidiary, a holding company may consider it prudent to
allocate a sum from its own profits to cover post-acquisition losses
incurred by a subsidiary. The amount so allocated may be credited
to a Special Reserve Account or to Investment Account itself. In
the latter case the book value of the shares is reduéed. In the
preparation of Consolidated Statements it must be remembered that
actual losses of a subsidiary are transferred to the Group Profit and
Loss Account, and care must be taken to see that the same loss, or
part thereof, is not being debited to group revenue twice. A
reserve created by the holding company from its own profits may,
therefore, be considered a set off against the post-acquisition loss
falling to the holding company from the subsidiary in the process of
consolidation. If the book value of "Shares in the subsidiary"
has been writteﬁ in the financial books of the holding company, the
book value should be increased during the process of consolidation
by the transfer of the holding company's provision for the subsidiary's
loss, to a temporary Special Reserve Account to which the subsidiary's
post-acquisition losses may be off-set to the extent of that reserve.

EX. 9 The Writing down of the Book Value of Investments in respect
o( current losses only
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Ex. 9 The Writing down of the Book Value of Investments in respect
of current losses only:

The summarised Balance Sheets of a group as at 31lst Dec.1946 are:-

Liabilities My 8. Assets H. S.

¢h.Cap.(in £1 Ord.Shs.) £100,000 £20,000 Sundry Assets &£112,000 £24,000

creditors . . . . . . 20,000 7,000 Invest. in 8.
(20,000 shs.) 18,000
Revenue Account , . . 10,000 Revenue Account 3.000
£130,000 £2Z|0Q0 £1§0!O@ £2Z!000

Notes: (1) H. acquired all 8's. shares at par on incorporation of S.

(2) To cover S's. losses, H. allocated in 1946 from its own
profits £2,000 and thereby reduced the Book Value of its
investment from £20,000 to £18,000.

Solution: (a) The adjustment required in H's. accounts is:-

H. (1) Investment Account (in S.) . . . Dr. £2,000
To Special Reserve . . . . . £2,000

(Being transfer to Special Reserve of the allocation of
£2,000 from H's. profits made in 1946 in order to reduce
the Book Value of S's. shares to £18,000).

(b) The aggregation of adjusted Balance Sheets is:-

Ligbilities Assets
Total H. 8. Total H. B

(spital . .£120,000 £100,000 £20,000 Sundry Assets £136,000 £112,000 £4,00C

Oreditors 27,000 20,000 7,000 Invest. in S.
(at Adjusted Cost) 20,000 20,000

Rev, A/c 7,000 10,000 - Revenue A/c - 3000
fpec. Res. 2,000 2,000
£1§6!OOQ £122!202 £2Z!000 £156,000 £132.000£2 )
(c) The Congolidated Statement is:-
Liabilities Assets
Share Capital H. . . . £100,000 Sundry Assets . . . . . . . &£136,000
Oreditord .« . v oo 27,000 Goodwill - Net C. of C. to H.
Rev. A/c . . . £7,000 Adjusted Cost  £20,000
Add: Spec. Res.
“oreated by H. PAT . . & . 20,000
to cover 8's. % .
logses , . . 2,000 9,000 .
£136,000 £136,000

Note: The transfer of £2,000 from Special Reserve %o the credit of
group revenue is necesaary in order that Group Revenue Account
should show the true balance, i.e. the undistributed earnings of

i the /
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the holding company together with those of the subsidiary since
acquisition date. If this transfer is not made, part of S's.
loss is being debited twice to group revenue; once when the full
post-acquisition result of 8. (Dr. £3,000) is debited during the
process of consolidation, and once when H, debited its P. & L. A/c
in its financial books with £2,000 in 1946 to provide for 8's,
losses. (The £10,000 at credit of H's. Revenue Account at 3lst
pec. 1946 is the balance after debiting this £2,000).

Where a Subsidiary was acquired when prosperous, and later
incurs losses, the holding company may decide to allocate from its
own profits a sum to cover not only the post-acquisition losses of
the subsidiary, but also the obvious fall in the value of the sub-
sidiary's Goodwill which is included in the original purchase price
of the shares. The Special Reserve created in these circumstances
is available -

(a) to write off post-acquisition losses to date to the extent
provided for, and -

(b) to reduce the value of Goodwill in the Consolidated Statement.

Ex, 10. The Writing down of the Book Value of Investments in respect
of losses and fall in value of Goodwill.

The summarised Balance Sheets of a group as at 31lst Dec. 1% 6.
Lisbilities H. 8. Assets H. S.

gh. Cap.(in £1 Ord.Shs) £100,000 £20,000 Sundry Assets £110,000 £24,000

Invest. in 8.
Oreditors . . . . . . 20,000 6,000 (20,000 shs.)
at cost, less
amt. writ. off 20,000

RO o o o 10,000 «XCRev, Afo o . 2,000
£130,000 £26!ooo £130,000 £26,000

H. purchased all shares in 8. in 1938 at 25/- each, when S. was
prosperous and had a credit balance on Revenue Account of £1,000.
In recent years S. has been incurring losses and in Jan. 19 H.
allocated from its own profits, £5,000, to cover these losses estimat-
ed at £1,500 and to write down the value of its holding in 8. H's.
Investment Account is:- :

Cost of 20,000 shs. in S. bought in 1938 . . . .  £25,000
Less: Amount written off in Jan. 1946 . . . . 5,000
Book value at 31st Dec. 1946 . . . . . . . . . £20,000

Solution /
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golution:

(a) The adjustments required in H's, accounts are:-

H, (1) " Revenus Acoomnt .. . . « 5 + « - % « D¥: £1,000
To Investment Account (in S.) . . £1,000

(Being 8.'s credit balance on Revenue Account in 1938 -
pre-acquisition - when H. bought all S.'s shares).

H. (2) 1Investment Account (in 8.) . . . . Dr. £5,000
To Special Reserve . . . . . . . £5,000

(Being transfer to Special Reserve of amount allocated
from profits by H. in Jan. 1946 which reduced the Book
Value of S's. shares).

(b) The Aggregation of the Adjusted Balance Sheets, is:-

Liabilities Assets
Total H. 8. Total H. B.
capital . .£120,000 £100,000 £20,000 Sundry Assets £134,000 £110,000 £24,00C

Oreditors 26,000 20,000 6,000 Invest. in 8.
at Adjusted

Gost v = 24,000 24,000
Spec. Res. 5,000 5,000 Rev. A/c . . . - - 2,00C
Rev. A/c . .__7,000 9,000 5
£158,000 £134,000 £26,000 £158,000 £134,000 £26, 00C

(¢) The Consolidated Statement is:-

Liabilities Assets

$hare Capital H. . . . . £100,000 Sundry Assets . . . . . . £134,000
Oreditors . . . . . . . 26,000 Goodwill-Net C.of C. to H.
Le:g‘pggg";g;gn Adjusted Cost £24,000

103303 of S. ’ PB.I' “ W &= N 20:000

included therein _1,500 £ 4,000

Less: Balance of
To Goodwill £3,500 ~ Spec. Res. A/c _3,500 500

Revenue 4/c £7,000
Add: Portion

“of 8pec. Res. _1,500 8,500 s N
£134,500 £134.,500

Notes: (1) The transfer to Revenue from Special Reserve é£1,500) is
e amount of the loss of S. as estimated when the 1946 allocation
was made in the financial books of H.

(2) It is clear that the 1946 results of S. have been dis-
appointing and S's. Goodwill has vanished and perhaps even become
"Badwill ." It is for the directors of H. to consider in 1947
whether /
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whether the Investment in 8. should not be further written down
in value by an appropriation from H's. current Profit and Loss
Account balance,

(3) Apart from the amount written off in 1946 the investment
in S. has remained "at cost" in H's. books. Any dividend paid
by S. after 1938 must have been paid out of profits earned by 8.
since acquisition otherwise H., would have credited Investment
Account with the proportion of any dividend received which was
paid out of pre~acquisition earnings. After S's. prosperous
period,the losses of S. have used up the pre-acquisition credit
balance £1,000.

(4) Group Revenue Account £8,500. This can be reconciled
by a consideration of the results of H. and S. The group
revenue balance must represent the undistributed earnings of the
holding company together with those of the subsidiary since
acquisition date only.

H. Credit balance on Revenue Account at 31/12/46 £10,000

Add: Amount debited to H's. P. & L. A/c in
Jan. '46 to cover S's. losses -
adjustment necessary as in the consi-
deration of S. below the full post-

acqn. loss of S. is debited . . . . . . 1,500
£11,500 cr,
8. Debit balance on Revenue Account at 31/12/46
Dr. £2,000
Gredit " " n "
in 1938 . . . ... . . . COr. _1,000
Loss for intervening period £3,000
1938-46 or - S

Excess of divds, paid over profits
earned 1938-46

chargeable to group . . . . . . . £3,000 dr,
Credit balance per Consd. Str £8!§go

Further consideration of depreciation adjustments

In the section in Chapter III headed "Depreciation adjustments

and Revaluation of Fixed Assets" the provision made in the Consolidat-

ed Statement for inadequate or excessive depreciation written off in

the financial books was outlined, but discussion on certain aspects

was deferred in order that the reader might first acquire further

knowledge regarding the general preparation of Consolidated Statements.

In this section there will now be considered: -

(a) The position at the date the asset is written down to nil
(either in the financial books or in the Consolidated
Statement) in the case where, although there was no re-
valuation of the asset by the holding company at acquisi-
;ﬁo? date, the annual depreciation thereafter written off



1v (10)
in the Consolidated Statement differs from that written off
in the financial books, and -
(b) The treatment of depreciation on a valuation difference, i.e.
the difference at the date the holding company acquired the
subsidiary between the value of an asset per the subsidiary's

financial accounts and the valuation of that asset made by
the holding company (a revaluation of Fixed Assets).

(a) Where the amount of annual depreciation written off in the
Consolidated Statement differs from that written off in the
financial books, the date on which the asset is reduced to
nil or scrap value in the Consolidated Statement will be
either earlier or later than in the financial books. The
date will, of course, coincide where the asset is sold or
scrapped. The point to note is that it is inevitable that
on some future date, however remote that may be, the asset
must disappear from both the financigl books and the Con-
gsolidated Statement. Exbotﬁ;%iil hav;iggarged to revenue the
same amount in total, although different amounts each year,
as depreciation or obsolescence, If the asset is being
depreciated by a fixed percentage on the reducing value each
year, it is never reduced to nil. As this is the usual
method adopted in practice, the common case to be found will
be that the valuation of the asset reaches scrap value, or

that the asset is sold or scrapped.

The following four somewhat extreme illustrations - there are
two examples of inadequate depreciation written off in the financial
books, followed by two examples of excessive depreciation - show
how, in the aggregate depreciations written off, the difference in-
Creases as the years pass during the life of the asset, until a date
is reached when the difference decreases. The difference disappears
eventually when the asset is no longer in existence. The rate of
depreciation used has been exaggerated purposely in order to bring
finality within a few years, (In practice with the usual deprecia-
tion rates of from 5% - 10% it may take many years before the amount
¥ritten off in total in the financial books eventually agrees with
the /
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the amount written off in total in the Consolidated Statements.)
In all cases it should be observed that, as finality must come on
gsome date, there is no question of the Group Revenue Account
becoming permanently out of line with the Revenue Accounts of the
financial books. In the interval the differences should be
adjusted in the Group General Reserve or Group Special Reserve

go that, at all times, the Group Profit and Loss Account bears the

closest relation possible to the divisible profits of the members.

Illustration 1.

Inadequate depreciation in financial accounts of a Subsidiary.

Asset reduced to nil in the financial books and in the COon-

solidated Statement on the same date.

In the financial books of a subsidiary, Special Plant is
valued at £1,000 on the date the holding company acquired control
of the subsidiary. The plant is depreciated at 25% per annum on
the reducing annual figure in the financial books and this rate is
continued in the future. The holding company, while accepting the
valuation of £1,000 at acquisition date, decides that the rate of
depreciation for consolidation purposes should be increased to
33%% per annum. The Plant is sold for £100 six years after the
holding company acquiréd control of the subsidiary.

The yearly value of the asset during the last six years of its

life, may be tabulated thus:-



= Per. pin. A/cs of Sub. Per Gons% v.m.w Dif. in valn. Adjusting entry in Sub's. A/cs reqd. Mon.u
= pDepn. at mm&. pepn. at mmmﬂf at end of the purpoese of preparing the Const St.
.m.. eaclL year. each year.
e =
Value of Sub's. Plant at date
He Co. acquired control of subs £1,000 £1,000
Depn. w/o lst yr. following £260 260 £335 B33
£ 760 £ 667 £8% £8% cr. to Plant A/c and dr. to Rev. A/c
AQ.@H.V. mwmm_.v
, . 2nd yr. " 187 187 222 222
L B63 £ 44b 118 118 Do.
" 7 Srd Yy " 141 141 148 148
£ 422 £ 297 126 126 Do.
! " 4th yr. " . 106 105 99 99
& 817 £ 198 119 119 Do.
" " Bth yre " 79 79 66 66
£ 238 £ 182 106 106 Do«
Plant sold in 6th yr. for 100 100
L ..et ¥ 138 £_ 138 32 &£ 82
Obsolescence w/o 6th yr.- "’ g N
Nil No adjust. made in 6th yr. (Plant
gold). The Group would take the
Amt. charged to Rev. in sub's. 6th yr's. profit, already
total over 6 yrs. charged with £138 obsolescence, but
(same in each case)e*<+-....,, . the mdmz@ would make no further
® £ 900 adjust? for additional depn. The
e £ 900 effect on the Group Rev. A/c in the
6th yr. is a debit of £32 made up thus:-
Gr. P. & L. A/c — £138 (from Sub.)
Gr. Gene. Res. + 106
_ " £ 32 ;




Illustration 2 Inadequate depn. in fin. A/cs of a Sub. Assot reduced to scrap value earlier in the
Cons® ste than in the financial books.

IV(13)

After a group is formed, a Sub. buys Special Plant for £1000. In the fin. bks. of the Sub. this is va@ at
15% p.a. on the original cost. The H. Co. decides that this rate is inadequate and that 25% p.a. on the original
cost will be i\o for cons% purposes. The plant is still in use after the 7th yr. following its purchase. The
scrap value of the plant is estimated at #40.

The yearly value of the asset during the first 7 yrs. of its life may be tabulated thus:-

Per Fin. A/cs of Sub. Per Cons% Stt Dif. in Valn. Adjusting Entry in Sub'se A/cs _reqd. for the

Depn. at 15% Depn. at 26% at end of purpose of preparing the Cons? StV each year.
Qach yre.
Original Cost of Plant £1000 £1000
Depn. w/o 1lst yr. £150 150 £250 250
£ 850 £ 780 £100 £100 cr. to Plant and dr. to Rev. A/c (Gen. Res.)
» " 2nd yr. 150 150 260 260
£ 700 £ 500 200 200 do.
" " &rd yr. 150 150 260 250
£ 580 £ 250 300 300 do .
3 " 4th yr. 150 150 210 210
£ 400 £ 40 360 360 do .
n " Bth yr. 150 150 Nil Nil
£ 250 Scrap Value & 40 210 210 do.
" " 6th yr. 150 150 Nil Nil
£ 100 £ 40 60 60 do.
s " 7th yr. 60 80 Nil Nil t
s Scrap Value £ 40 £ 40 Nil No adjust. since plant is reduced to scrap value

in both the fin. bks. and the uons% st?

Amt ., charged to
Rev. in total over
7 yre.

(2ame in each case) £ 960 £ 960 ‘




Illustration 3 gExcessive depn. in fin. A/cs of a gub. Asset reduced to nil in the fin. bks. and in the
Cons+ $“. on the same date.
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MEOdm as in illn. 1. except that the H. Co. decides that the rate of depn. for cong purnoses should be decreased
to 20% P.a.

The yearly value of the Asset during the last 6 yrs. of its life may be tabulated thus:-

Per Fin. A/cs of Sub. FPer Cons% Sty Dif's in Valn. Adjusting entry in Sub's. A/c for the
Depn. at 25% p.a. Depn. at mo& p.a. at end of purpose of preparing the Cons® stt each
each yr. year.
Value of Sub's Plant at
date H. Co. acquired
control of Sub. £1000 £1000
Depn. w/o 1lst yr. following g250 250 £900 200
£ 760 & 800 £50 £50 dr. to Plant A/c and cr. to Special
Reserve Account
i " 2nd yr. __ 187 _187 160 160
£ 565 £7640 77 77 do.
L “  Brd yre u 141 14l 128 128
£ 422 & bl2 90 90 do «
102
" " " r o
RS ITL ARG lluwwum 102 ¢%10 93 9B do.
4 o th yre. 5 79 79 82 82
3 B £ 238 £ 32 90 90 do .
Plant sold in 6th yr. for 100 100 . .
obsolce. w/o in 6th yr. 138 £ 138 228 £ 228 Nil No mpgcmdm made in 6th yr. (Plant sold)
e e The Group would take the Sub's 6th yr. profit
already charged with £138 for obsolce. but the
Group would make no further mmWﬁmd. for depn.
| The effect on the Group Rev. A/c in the 6th yr.
o Mﬁw%moa ok - is a debit of £228 made up thus:-
Mwodomm%dm P 2560 Group P. & L. A/C « o« « mwww MM#OE mMMMMU
3 I S e o 1i8a
(same in each case) L Group Special Reserve oo PP

Illustration 4 /




Tllustration 4 fxcessive depn. in fin. A/cs of Sub. Asset reduced to scrap value earlier in fin. bks. than
in the (Cons% 8t%
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Facts as in illn. 2 except that the rates of depn. are reversed, i.e. fin. bks. depreciate plant at mm& on

original cost while group determines that 16% is adequate.
The yearly value of the asset during the first 7 yrs. of its life may be tabulated thus:-

Per Fin. Af/cs of Sub. Per Cone% St¢ Dif. in Valn. Adjusting entry in_sub's A/c for the purpoee of
.Depn. at 25% Depn. at 16% at end of proparing the Cons? st? each year.
eaclh year.

Original Cost of

Plant £1000 £1000
Depn. w/o lst yr. £250 260 £160 160
£ 780 £ 880 £100 £100 dr. to Plant A/c and cr. to Special Res. A/c
- ¥, Bpdn 250 260 1650 150
£ 600 £ 700 200 200 do.
4 D s ¥ 2560 250 150 150
£ 260 £ 5560 300 300 do .
¥ Wowgbno " 210 210 150 160
Scrap Wlue £ 40 & 400 B0 360 do «
i " Bth " Nil 160 160
£ 40 £ 260 210 210 do «
¢ " éth- " Nil 160 150
£ 40 £ 100 60 80 do .
" ¢ - Nil 60 60
£ 40 £ 40 +

ZHH zomauﬁmﬂ.mwﬁommwmﬁﬁwm ﬂo@ﬁc%ﬂ ﬁw mowmﬁdmwﬁmwd
both the fin. bks. and the Cons. St

Amt. charged to Rev.
in total over 7 years

same in each
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(b) The treatment of depreciation on a valuation difference, i.e.

the difference at the date the holding company acquired the
subsidiary between the value of an asset per the subsidiary's
financial accounts and the valuation of that asset made by

the holding company.

When the holding company in acquiring control of a subsidiary,
makes a re-valuation of a fixed asset of the subsidiary, this re-
valuation affects the price offered for the shares. In the Con-
golidated Statement of the new group, the asset is written up
(under-valuation in the financial books) or written down (over-
valuation in the financial books) by a credit or debit respectively
to a created Capital Reserve Account. The balance on the Capital
Reserve Account is at a later stage of consolidation transferred to
the Net Cost of Control of the subsidiary and the final balance on
Net Cost of Control discloses the true hidden Goodwill of the sub-
sidiary at acquisition date.

The fixed asset revalued may be subject to depreciation each
year and the portion of the asset - the portion representing the
valuation difference — will be affected by depreciation thereon.

It is suggested that such depreciation should be provided for in
the Consolidated Statement in a special way and must not be confused
with the adjustments required for excessive or inadequate deprecia-
tion on the book value of the asset (see (a) above). Depreciation
on the amount of the valuation difference should not be adjusted in
the Group Revenue Account as this would result in this account
becoming quite out of line with the divisible profits as shown by
the members' accounts during the perhaps long life of the asset,

The suggested treatment will now be considered firstly in the case
of an under-valuation and secondly in the case of an over-valuation,
It i8 by no means a simple adjustment.

Under-valuation in the Subsidiary's financial books.

A holding company in‘buying ghares in a subsidiary, naturally
takes /
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takes into account any under-valued assets in ﬁhelaubaidiary's
financial books and increases the offer for the shares accordingly.
The position here is that the holding company pays for a portion of
an asset, (the valuation difference) which portion does not exist
in the financial books of the subsidiary. If the asset is a
wasting asset e.g. Plant, the subsidiary will not provide for any
depreciation on the valuation difference and in theory, depreciation
on the amount of the under-valuation should be provided for in the
financial books of the holding company - Profit and Loss Account
Dr; Investment in subsidiary Cr., by the amount of depreciation
each year. If the holding company adopts thig policy then the
value of "Investment in Subsidiary" will be written down each year.
In practice, however, this writing down may not be done in the
financial books of the holding company; in fact one could safely
say that in the usual case, this somewhat obscure theoretical point
would not have occurred to the directors of the holding company.

In the preparation of the Consolidated Statement, the created
Capital Reserve represents the amount of the under-valuation, and
it is suggested that this reserve should be decreased each year by
depreciation on the valuation difference. The amount of the
consolidation entry - Plant Account Dr.; Capital Reserve Cr. -
made in each successive year when the Accounts of the subsidiary
are adjusted, will therefore gradually decrease. Since this
Created Capital Reserve is transferred to Net Cost of Control at
a8 later stage of consolidation, the effect will be to increase
gradually the Net Cost of Control figure (assuming it is a debit
balance) as the years pass. This increase is inevitable,but if
the holding company mes-provides for depreciation on the valuation
difference in its financial books as suggested above, the increase

le

!'evu-}&-be exactly offset each year and the Net Gost of Control
wil

wnnid remain at the same figure throughout and waaiﬁ of course,

represent the hidden Goodwill of the subsidiary at -acquisition date

(see I1lustration 5).
The /
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The climax is reached when the asset is sold or scrapped, for
it willffﬁgﬁ\ggjjappear in the Balance Sheet of the subsidiary, and
there can be no consolidation adjustment, (Dr. Asset Account; Or.
Capital Reserve Account) there being no asset to adjust. After
that date the Net Cost of Control will be increased by the full
amount of the under-valuation unless the holding company in its
financial books has taken steps to write down the book value of
"Investments in subsidiary" either by annual sums or by writing off
in a lump sum, the amount (included in the original purchase price
of the shares) which represents the under-valuation of an asset
which is now non-existent, (see Illustration 5).

Illustration B.

Under—-valuation of Plant of a subsidiary at acquisition date.
Treatment of depreciation on_the valuation difference
during the future life of the asset.

The Balance Sheets of a holding company (H) and its subsidiary

(s) at various dates are as follows:-

At acqn. 2 yrs. 6 yrs. At acqgn. 2 yrs. 6yrs.
Ligbilities date later later Assets date later later
H. LTD
$h.Cap.(in £1 ;i Investment in S.
Bt £23,000 £23,000£23,000
Oreditors . . 15,000 16,000 14,000
Gen., Res. 1,000 1,000 1,000 Other Assets . . 52,000 51,000 50,000
h&L. Afo 9,000 7,000 8,000
£ 75,000 £74,000£73,000 £ 000 £ 000£73,000
8. 5LTD.

$h.Cap. (in £1
Ord.shs. £20,000 £20,000 £20,000 Special Plant
at cost less

| 25% depn. £1,000 £ 563 -
(redt tors 6,000 8,000 5,000
P& L Afc - 1,000 1,500 Other Assets_25,000 28,437 26,500
£26,000 £29,000 £26,500 £26,000£29,000£26, 500

H/
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H when purchasing S's. shares, considered that S's. Special
plant (book value £1,000) was worth £1,400. This plant was being
depreciated in 8's. books at 25% per annum on the reducing value
and this rate was continued after the group was formed. This plant
was sold in the 6th year following the acquisition of S by H, for
£100 and the loss on realisation £138 written off by S against the
profits of the 6th year. The group accepted the 25% depreciation
rate as fair and adequate,

Note: To avoid a preacquisition revenue balance adjustment

S. Ltd. has been given no balance on Profit and Loss
Account at acquisition date.

Solution: The Net Worth of S (excluding Goodwill) as valued by H.
at acquisition date is £20,400 thus:-

Special Plant (re-valued) . . . . . . . . . £1,400

Other Assets . . « <« « « s & & « 5 & & » =« 25,000

£ 26,400

Less: Oreditors . . . . . . . . ... . . _6,000

Net Worth (excluding value of S's. Goodwill) . . .£ 20,400

As H gave £23,000 for all S's. shares, S's. hidden Goodwill at
acquisition date is £23,000 -£20,400) £2,600.
In the preparation of the Consolidated Statements at the three

dates the adjustments required in S's. Accounts are:

At acqgn. date, Special Plant Account . . . . . . . Dr. £400
To Capital Reserve Account . . . £400
(Being under-valuation of S's. Special Plant at acqn.
date).
2 years later. Special Plant Account . . . . . . . Dr. £225
To Capital Reserve Account . . . £225

(Being present under-valn. of S's. Special
Plant arrived at thus:

Under-valn. at acqn. date . . . £400

Less: Depn. at 25% p.a. for
2 yrs. (100 + 75) 175 £225

6 yrs. later. No adjust? possible - special plant non-existent. .

The /
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The Aggregations of the adjusted Balance Sheets are so simple

that they are not given,
‘The Consolidated Statements of Assets and Liabilities are:

At Aggregation date

Liabilities Assets
sh, Cap. H. . . . .. . £50,000 Special Plant(1000 4 400)
under-valn, &£1,40
Creditors . . . . . . . 21,000 Other Assets 77,000
Rev. A/ . . . . .. . 19,000 Goodwill - Net C. of C. of
S to the group.
Divisible Adjusted cost (equals cost
for there is no pre-acqn.
Gen. Res. . £1,000 Lbalancg) e 8 £23,ogg
ess: ap. Res. %
P. & L. A/c 9,000 £22,600
Par value . . . 20,000 2,600
£ 81,000 £81,000

2 years later

Sh, Cap. H. . . . . . £50,000 Special Plant (563 4, 225 £ 788
under-valn.)
Creditors . . . .« <« . 24,000 Other Assets . . . . . . 79,437
By tkle®) 3% wmponiZ | 9,000 Goodwill - Net O. of C. of
S to_the group
Divisible
Adjusted Cost . . £23,800
Gen. Res., £1,000 Less: Cap. Res. 25
2,775
P. & L. A/c 8,000 Par value . . 20,000 2,775
£83,000 £83,000
6 years later (Special Plant disposed of)
Bhe Oap. B . .9 75 % £5,000 "Speotal Praut . . . +i¢ - B =
Oreditors . .".'. . . 19,000 Other Assets . . . = . . 76,500
Rev. A/e . ... ... 10,50 Goodwill - Net 0. of 0. of
S. to the group
Divisible Adjusted Cost . . £23,000
Less: Cap. Res. e =% Ol
Gen. Res. £1,000
y £23,000
P. & L., A/c 0 .
400 Par velue . . _20,000 3,000
£79,500 : £79,500

Notes: (1) The /
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es: (1) The Net Cost of Control of 8. is increasing each year
and reaches its maximum in the 6th year when the
Special Plant is disposed of. It would have remained
constant at £2,600 each year if the holding company

in its financial books had written down the "Invest-
ment in 8. £23,000" by depreciation at 25% per annum
on the plant valuation difference thus:-

Valuation  difference at acquisition date . . . £400
1§t yr. dopn, ® 8% . « & 4 4 5 « & £I0O 100
| £300

2nd yr. depn. @25%¢ . . . . ... .. _I5 B i
¢ £175 £225

Addn. to Net C. of 0. at end of 2nd yr.
28 H. has not w/d "Investmept in
Subsidiary" by that amount.

ete.

yr. as H, has not w/d Investment in

Addn. to Net C. of C. of S. at end of i;;J
Sub=
sidiary by that amount. T £400

(2) It should be observed that in the above three Consoli-
dated Statements, the Group Profit and Loss Account
is absolutely in line with the members' divisible
profits. This feature is of paramount importance.
It is emphasised that, although in theory the hold-
ing company should have provided for depreciation
on the plant re-valuation difference by debiting
Profit and Loss Account and crediting "Investment in
Subsidiary" by £100 at the end of the lst yr., a
further £75 at the end of the 2nd yr. and so on,
this aspect of the matter doesnot give the clue to
the treatment in the Consolidated Statement. During
the preparation of the Consolidated Statement, the
depreciation on the valuation difference should not
be debited to Group Revenue Account and credited to
Plant Account for this would result in the Group
Revenue Account being charged with a sum which may
never be written off in the financial books of either
member and so the Group Revenue Account would become
increasingly out of line with divisible profits as
shown by the members' Accounts. This must be avoided.

The /
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The question may well be asked - what is the usual reason for
an under-valuation of a fixed asset inthe financial books of a
gubsidiary which is being acquired by a holding company? The
enswer to this may be that the subsidiary in the past has been
writing off large sums as depreciation and this answer leads on to
a study of the case where, if this conservative depreciation policy
is continued by the subsidiary after acquisition there is a combine-
tion of (&) exceseive depreciation written off in the sdbsidiarf's
finencial books after acquisition date and (b) an under-valuation
in the financial books of the subsidiary of the relative asset as
at the date the shares were acquired by the holding company. In
gsubsequent Consolidated Statements these two matters, although
intimately connected from a practical point of view, should be
treated separately, each according to the principles already out-
lined. The rate of depreciation used each year to reduce the
Capital Reserve which represents the under-valuation, is the rate

adopted by the group as the adequate rate.

Illustration 6. Under-valuation of Plant of a subsidiary at

acquigition date. Excessive depreciation
written off in the financial books of the

subsidiary after acquisition.

Facts as in illustration 5 except that the group considered
that the 25% depreciation rate on the Special Plant was excessive
and determined that 20% per annum was adequate for consolidation
purposes (S. however continued to write off 25% in its financial
books). :

Solution: The position of the Special Plant (book value) is
the same as in illustration 3 to which reference should be made.

The Consolidated Statement at acquisition date and that on
the date 6 years later are obviously the same as these in illustra-
tion 5,

The Qonsolidated Statement 2 years after acquisition is differ-
ent due to the adjustment required for excessive depreciation.

The congolidated adjustment required in S's. accounts 2 years after
&%quisition are:

8.1, /
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8.1, Special Plant ACCOUBRL . . v W s e le. DT, £256
To Capital ReBerFwe f .o Uive % beite ok i £256
(Being present under-valuation of Special Plant i.e.
under-valuation @400 at acquisition date less
depreciation at 20% - the rate adopted by the
group - for 2 years thus:-

Under-valuation at acquisition date . . . . £400

Less: Depn. at 20% p.a. for 2 yrs. (80 + 64) 144

é%éé

8.2, "Bpecial Plant Aoccomnt: . i i « ¢ & 5 5 o & cuwiDre £ T
To Rev. A/c (Special Reserve Account) . . £ 77

(Being adjustment for excessive depn. w/o from the
book value of S's. Plant since acqn. date - the
difference between 25% (rate in books) and 20%
(reqd. rate) for 2 years - See illn. 3 for
details).
The Aggregation of the adjusted Balance Sheets is omitted -
details shown in the Consolidated Statement.
The Consolidated Statement of Asgsets and Liabilities 2 years

after acquisition is:

Liabilities Assets
8h, Cap. H. . . . . . . . £50,000 Special Plant per S's. B/S £563
Creditors . . . . . . . 24,000 Add: Excessive depn. (8.2)

w/o in books . . E%Z
; £040

Rev. A/c £q,000 + 77 (82) 9,077
Add: Present undervaln. (S1) %5%
£09

Divisible
Gen. Res. £1000 Other Assets . . . . . 79,437
P. & L. A/c 8000 Goodwill Net C. of C. of
S. to the group.

Spec. Res. created Adjusted Cost ££3,000
from depn. w/o in Less: Cap. Res. 256
the fin, A/cs of a ;
member in excess of Par value . . 20,000 2,744

group requirements. _77

£83,077 : £83,077

Notes (1) It should be observed that the value of Special Plant is
now £896. Although this represents the re-valn. fig,
at acqn. date £1400, less 2 years'depn. at 20% (280 + 224)
the treatment of the asset is in two distinct stages.
Firstly to adjust the excessive depn. on the book value
of the asset isE) and secondly to add the current under-
valn. (S1)

(2) As in the preceding illn, the Net C. of C. is increasing

as the years progress. (£2600 at acqn. date, £2744

two /
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two years later and £3,000 six years later). It would
have remained constant at £2600 if H. in its financial
books had written down the value of "Investment in Sub-
sidiary" by depreciation at 20% on the plant valuation
difference thus:

% Note re obsolce. in

Valn, “difference . . . . 'r o, L 2406 6th yr. £131,
Although the Plant
1lst year's depn. at 20% . . . £80 80 was sold for £100

the full £100 was
£320 put against the book
value of the plant

2nd " . ’ e 64 (see illn. 3) so
that so far as the
Addn. to Net C. of C. at end £144 valn, dif, is con-
of 2nd yr. as H. has not w/d cerned at the end

Investment by S. by that amt. of the 5th yr. (£131), |

"""""
“ 4 a
.

> £256 there is no offset
3rd year's depn. at 204 . . . 51 N iilzngrfgﬁf o ‘
£205
gth - ’ : . 41 _41
£164 .
Hth " . " i 33 - ) |
f}_l
6th * obsolescence . . . 111#

Addn. to Net C. of C. at end £Qgg
of 6th yr. as H. has not
w/d Investment in S. by that
amt,

(3) The Consolidated Statement shows the adjustment for
excessive depreciation as a Special Reserve in order
to keep the Group Profit and Loss Account and General
Reserve in line with divisible profits of the members,

Over-valuations in Subsidiary's financial books.

If the adjustment required for an under-valuation has been
understood, the treatment in the Consolidated Statement in respect
of an over-valuation should be fairly obvious. The subsidiary has
& portion of an Asset (the valuation difference) which portion is
ignored altogether by the group and is therefore not shown in the
Oonsolidated Statement. If the asset is being depreciated each
year by the subsidiary then the amount of the over-valuation will

decrease /
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decrease annually and the adjusting consolidation entry (Dr. Cap.
Res. A/c; Or. Asset A/c) will decrease in amount each year. As
the Capital Reserve is at a later stage of consolidation transferred
to Net Cost of Control the effect of a decreasing Capital Reserve
(cr. balance) will be to reduce the final Net Cost of Control

figure assuming it is a debit balance,

When the asset is sold or scrapped, no adjustment is poseible
in the Consolidated Statement and the Net Cost of Control figure
will then have decreased by the full amount of the over-valuation
of the asset. The position here is that in the financial books
of the subsidiary, an asset has been written off from profits and
a portion of that asset (the valuation difference) has always been
ignored by the group since the valuation difference was a capital
loss provided for in the price paid for the shares. In order to
prevent Group Revenue Account becoming out of line with the divi-
gible profits of the members, the group revenue must be left charged
with depreciation on the higher valuation of the asset, and since
only the lower asset valuation is available to the group to charge
with depreciation, the depreciation on the valuation difference is
in effect, used to write down the Net Cost of Control figure.

Illustration 7. Over-valuation of Plant of a subsidiary at acqui-

sition date, Treatment of depreciation on the
valuation difference.

Facts as in illustration 5 except that H, when purchasing S's.
shares, considered that S's. Special Plant (book value £1,000) was
worth only £600.

Solution; The net worth of S. (excluding Goodwill) as valued

by H, at acquisition date is £19,600 thus:-

Special Plant re-valued . . + « + « « « « « . . . . £600
QELeY ABEOLE . & + sevos kabas § ¢ 6e et e rlehiDDE

£25,600
Legsy - OreditorTs .o sis “eirewiBinibilsin = s 5 05000

Vet Worth (exoluding value of Goodwill) . . . . . . . £19,600

As H, gave £23,000 for all S's. shares, 8's. hidden Goodwill at

@Cquisgition /
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aoquisition date is (£23,000 - £19,600) £3,400.
In the preparation of the Consolidated Statements at the
three dates, the adjustments required in S's. Accounts are:-
At acqn, date . . . Oap. Res, A/Jec . . . . . . . Dr. £400
To Special Plant A/c . . £400

(Being over-valn, of S's. Special
Plant at acqn., date).

2 years later . . . . Cap. Res. A/c . . . . . . . Dr, £25
To Special Plant A/c ., . . 225 L

(Being present over-valn. of S's
Special Plant, arrived at thus:

Over-valn. at acgn. date . . £400

Less: Depn. at 25% p.a. for
2 yrs. (004 75) . ... 1758 £225

6 years later . . No'adjustment possible - special plant non-existent.
The Aggregations of the Adjusted Balance Sheets are so simple
that they are omitted,

The Consolidated Statements of Assets and Liabilities are:

At Acquisition date

Liabilities Assets
gh, Cap, H. . . . . . £50,000 Special Plant (1000 .3 400) £600
over-valn.
Oreditors , « « « « » 1,000 Other Assets . . . . . .+ « {ZA00
Rev, A/e . . . . . . . 10,000 Goodwill Net C. of C. of 8
to _the Group.
Divisible
Adjusted Cost (same as cost)
Gen. Res. £1,000 £23,000
P.& L. A/c 9,000 Add: Cap. Res,
(Dr. Bal.) 0

Par value . . 20,000 3,400
£81,000 £_81,000

2 years later

8h, Cap. H. . . . . . £50,000 Special Plant (563 3 225) £ 338
over-valn,

Ureditoms®. i o . & . 1245000 Other - AssetSis < '« o o 's'i " T9;437

Rev. A/c . . . ... .. 9,000 Goodwill Net C. of G. of §

. HBB. £1’000 LA £ ’000

P.& L. A/c 8,000 4dd: ?%?I %3?2) s w . BBS

P lue . . £53,222 3 225
g ___J_____%B Oog£83,ooo

e 6 / £83,000
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6 years later
As per illustration 5.

Notes: (1) The Net C. of C. figure is decreasing as the years

pass (£3,400, £g 25, £3,000), but reaches its

minimum in the bth year when the Special Plant

was disposed of. P, & L. A/c in S's. financial
books has borne depreciation over the six years

on the higher valuation of plant £1,000. In

total S's. revenue has therefore been charged with
depreciation and obsolescence of £900 (£1,000 - £100
sale price). 1In the Consolidated Statement the plant
written off was valued originally by the group at £600
But Group Revenue in the Consolidated Statement has
been left to agree throughout with divisible profits
of the members. Group Revenue has therefore been
charged with £900 depreciation and obsolescence over
the six years and accordingly the valuation difference
which has been debited to revenue is, in effect, used
to write down the Net 0. of C, figure in the Gonsoli—
dated Statement.

If a fixed asset of a subsidiary is found to be over-valued at
the date the holding company acquires control of the subsidiary,
the reason may well be that insufficient depreciation has been f
written off in the past. The holding company may decide that for
consolidation purposes, a higher rate will apply in the future,

It is appreciated that as the holding company controls the subsi-
diary, this higher rate may in fact be written off by the subsidiary
in its future annual Accounts but this ideal state of affairs is not
always found in practice. In the preparation of a Consolidated
Statement one may sometimes have to deal with a combination of (a)
inadequate depreciation written off in the financial books of the
subsidiary after acquisition and (b) an over-valuation in the finan-
¢ial books of the subsidiary, of the relative asset as at the date
that the shares were acquired. These two matteims should be kept
quite apart and each treated according to the principles already out-
linegd,

Illustration 8. 0ver-va1uation of Plant of a subsidiary at

isition date. Inadeguate deg_eclation
written off in the financial books of the

subgidiary after acggisition

Facts as per illustration 7, except that the group considered

that /

R
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that the 25% depreciation rate on the Special Plant was inadequate
and determined that 33%% should be written off for consolidation
purposes.
Solution: The position of the book value of the Special Plant
is the same as in illn. 1, to which reference should be made.
The Consolidated Statement at acquisition date and that on the
date six years later are obviously the same as those prepared in

¥in. 7.

The Consolidated Statement two years after acquisition is
different due to the adjustment required for inadequate depreciation,
The Congsolidation adjustments in 8's. Accounts two years after 1
acquisition are:
8.°). Oap, Re®. A0 & & v = o % w s s & % & s % ®» 4 & DEe EL7E
To Special Plant Afc . « « ¢« ¢ 4 o « ¢ & & & £178
(Being present over-valn., of Special Plant i.e.,over-valn.

£400 at acqn. date less 2 years' depn. at 33%% - the rate
determined by the group - thus:-

Over-valn., at acqn, date . . . . . . . . . . £400
1 ]
Less: Depn. at 33%% for 2 yrs. (133 4 89) . _222 178
B Rov.: &fo (Gen, ReB) o s o & adu som wun w #ewe s DB £118
To. Bpécial PAaBt B0 . o 5 5. s w0 o s W B £118

(Being adjustment for inadequate depreciation written

off from the book value of S's, Plant since acquisi-
tion date - the difference between 25% (rate in books)
and 33 % (reqd. rate) for 2 yrs. See illn, 1 for .
detaild).

The aggregation of the adjusted Balance Sheets is omitted -

details shown on the Consolidated Statement.
The Consolidated Statement of Assets and Liabilities 2 years

after acquisition is:

Liabilities Assets
sh, Cap. H. . . . . . . . £50,000 Special Plant 563 - 118 . . . £445
Creditors . . . . . . . . 24,000 Less: Present overvaln. (s 1.) 178
gisa £2"E“7
Rev. A/c (9000 - 118 g 2.) 8,882 Other Assets 19,437
Goodwill Net C. of C. of
Divisible § to the group.
Adjusted Cost . . £23,000
Gen, Res. (1000 - 118) Add: gag. Eei' dar.
i - I r &

178
B8 Lo &fo 5*855 Par value . . £§g?g§g 3,178

L Noteg / £82,882 £82, 882

e [
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Notes (1) It should be observed that the value of the Special
Plant is now £267. Although this is the revaluation
figure at acquisition date £600 less 2 years' depreciation
at 33x% (200 + 133) the treatment of the asset is in two

distinct stages. Firstly to adjust for the inadequate
depreciation on the book value of the asset (8 2) and
secondly to deduct the current overvaln. (S 1).

(2) The adjustment for inadequate depreciation debited to
Group Revenue Account is, in the division of the Revenue
Account between General Reserve and Profit and Loss Account,
charged to General Reserve if one exists. By doing so,
Group Profit and Loss Account is kept in line with the
Profit and Loss Account balances as shown in members' A/cs.

(3) As the years pass, the inadequate depreciation eventually

disappears — at latest when the asset is sold or scrapped. .
In the above example this happens at the end of the 6th year.

In a review of the treatment of depreciation on the revaluation
difference of a fixed asset of a subsidiary, it will be noted from
the last 4 illustrations, that in the case of either an overvaluation
or undervaluation, the revaluation difference eventually finds its
way to the Net Cost of Control figure. It is included therg in
total when the asset ceases to exist. One might perhaps wonder
whether the adjustments made during the life of the asset are worth
while. If they are ignored, the revaluation difference will appear
under Net Cost of Control in all Consolidated Statements prepared
throughout the entire period. It is pointed out, however, that the
life of an asset mey cover a long period of years and adjustments
for revaluation have the effect of disclosing throughout a truer
value of the fixed assets to the group. Further the Consolidated
Statement prepared immediately after acquisition will disclose the
exact amount paid for the hidden Goodwill of the subsidiary and as
regards Consolidated Statement thereafter, this position can often
be maintained. The matter is entirely in the hands of the con-
trollers of the group. I+ has already been shown that in the case
of an undervaluation in the subsidiary's financial books the Net
Cost of Control of the subsidiary can be restored to represent only
the hidden Goodwill of the subsidiary at all times, if action is
taken /
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taken by the holding company in its financial books to write down
from its own profits (or from dividends received from the subsi-
diary), the value of "Investment in Subsidiary" by adequate depre-
ciation to date on the amount of the valuation difference.

The position in the case of an overvaluation in the subsidiary's
financial books is not so easily rectified but it can be done where
the subsidiary has a sufficient pre-acquisition credit balance on
Revenue Account for there appears to be no objection to -

(a) Consolidation adjustment: the group in determining the

amount of the pre-acquisition revenue balance adjustment,
setting off the over-valuation difference against and up

to the amount of any pre-acquisition revenue credit balance.
The pre-acquisition revenue balance adjustment at any parti-
cular date (Dr. Holding Company's Profit and Loss Account;
Cr. Investment Account) would then be made with the restrict-
ed balance.

(b) Adjustment in financial books: the holding company so far as

its financial books are concerned, crediting to revenue,

dividends received from the subsidiary even although they
are paid out of the pre-acquisition fund of profits but only
up to the amount of the over-valuation difference.

provided that in both (a) and (b) the amount set off

and credited respectively at any date is never allowed
to exceed the aggregate amount of the depreciation
actually written off by the subsidiary on the dver-
valuation difference.

This perfectly sound procedure rectifies the otherwise un-
fortunate position of the group and the holding company both losing
revenue from the subsidiary owing to the subsidiary writing off
depreciation on the over-valuation difference which was already
¥ritten off in the price paid for the subsidiary's shares. Where
the pre-acquisition balance is a debit balance, there appears to be
N0 remedy.

A summary of the conclusions reached on the treatment of a

Te-valuation /
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re-valuation of Fixed Assets which are depreciating, is given:

(1) For both over-valuations and under-valuations in a subsi-
diary's financial books.

Adjustments made to prepare the Consolidated Statement.

(i) At the date the holding company acquired the shares in the

Subsidiary.

Write up or write down as the case may be, the asset to
its true value, the corresponding entry being made to Capital
Reserve Account. At a later stage of consolidation, the
Capital Reserve is transferred to Net Cost of Control and thus
the figure for Net Cost of Control in the Consolidated State-
ment is the true hidden Goodwill of the subsidiary at cost to
the group.

(ii) At subsequent consolidation dates if asset is still in use.

As for (1) except that the amount of the adjusting entry
will be decreased in each consecutive year by depreciation on
the valuation difference at the rate adopted by the group.
This has the effect of altering the Net Cost of Control figure
in the Consolidated Statement.

(iii) At the date the asset is sold or scrapped and thereafter.

No adjustment possible. The valuation difference in toto
will now appear under the Net Cost of Control figure in the

Consolidated Statement.

(2) Possible corrective measures available in order to keep the Net
Cost of Control figure at the same amount in all Consolidated

Statements prepared.
Under—-valuation only. The holding company has paid for the

valuation difference, and as the subsidiary is not writing

down on that difference, the onus of providing for depreciation
is transferred to the holding company. In the holding company's
financial books the "Investment in Subsidiary" should be written
down from profits each year by depreciation on the valuation
difference. If this is done annually the Net Cost of Control

of the subsidiary will remain at the same figure in all Consoli-

dated Statements. If it is not done, the Net Cost of Control

(assuming /
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(assuming it is a debit balance) will increase each year and
eventually when the asset is non-existent, the total valuation
difference at ecquisition date will be included in the Net Cost
of Control figure (see illustration 9),
(Ssee note below and illustration 9 for an alternative corrective
method available only in exceptional cases where the subsi-
diary has a debit balance on Profit and Loss Account at

acquisition date).

over-valuation only. The subsidiary is writing off depreciation on

a higher assets figure than is recognised by the group. The Net
Cost of Control figure, assuming it is a debit balance will decrease
each year. This can be corrected in the preparation of the Consoli-
dated Statement provided the subsidiary has a sufficient pre-acquisi-
tion credit balance on Revenue Account, The correction is made by

a reduction of the figure used for the pre-acquisition revenue
balance adjustment by the amount of depreciation to date on the
valuation difference. (Similarly, the holding company in its

financial books is able to credit to revenue dividends or portions

of divldends received although these are paid out of the pre-acquisi-
tion fund, but only to the extent of the amount of depreciation
written off to date on the over-valuation difference).

Note: In consolidation procedure, the above corrective measure
used for over-valuations where the subsidiary has a
sufficient pre~acquisition credit balance, is also appli-
cable in the case of an under-valuation provided the
subsidiary has a sufficient debit pre—acquisition Profit
and Loss balance. The amount of the consolidation
adjustment each year (Dr. Investment Account; Cr.
Revenue Account when the accounts of the holding company
are being adjusted) may be restricted by the amount of
depreciation to date on the valuation difference, It
will be uncommon in practice to find these two essential
con ditions existing concurrently and so this corrective

rocedure will only be available in the exceptional case
?aee illustration 9).

Illugstration 9 /
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Illustration 9.

Under—valuation of Plant of subsidiary at acgquisition date.
Subsidiary with debit balance on Revenue Account at _acquigi-
tion date. Demonstration of two methods of corrective proce-
dure to maintain Net Cost of Control of subsidiary at the same
figure in all Consolidated Statements.

H. acquired all S's. shares for £23,000. H. considered S's.
plant under-valued by £400 at acquisition date. The Balance

sheets of 8. at acquisition date and two years later were:

Liabilities At acgn. date 2 yrs. Assets At acgn. 2 _yrs.
later date later
¢.Cap. (in £1 shs.) £20,000 £20,000 Plant less £1,000 £563
depn. at
25% p.a.
(reditors . . . . . 6,000 8,000 Other assets 24,300 28,437
L o 1,000 P.& L. A/c 700
£26,000 £29,000 £26,000 £29,000

H's. Balance Sheets at the above dates were the same as in

illustration 5.

Solution: At the acquisition date, the adjustments required in each
company's accounts for the preparation of a Consolidated Statement
are:
§1., Plant A/C . . . . « « « « « « « « « « « « « . . Dr. £400

0 08D REB: « o o o+ w o & » = w & o m =n & 3 £400

(Being under-valuation of §'s. Plant at the date
H. acquired control of S.)

H1l. Investment A/c (inS8) . ............ Dr. £700
POCHEY. A8 T L i v v o T w we AE £700
(Being S's. dr. bal. on Rev. A/c at acqn. date -
pre-acqn. when H. bought 20,000 shs. in s).
The aggregation of the adjusted Balance Sheets is not given -
details shown on the Consolidated Statement.

The Consolidated Statement of Assets and Liabilities as at the

8cquisition date is:

Liabilities /
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Liabilities Assets

g.0ap. H. o . « . . . . « £50,000 Plant (1000 4+ 400 8 1) . . . . &£1,400
reditors (15,000 + 6000) 21,000 Other Assets (52,000 + 24,300) 76,300

H. 8.
pev. A/c (£10,000 + 700 -700) 10,000 Goodwill Net C. of C. of S. to

the group
Divisible Adjusted Cost (23,000 + 700)
Gen. Res. £1,000 . £23,700
ess: OCap. Res. . . 400
. & L. A/c 000
g / £23,300 |
Par value . . . 20,000 3,300 I
£81,000 £81,000
2 years later
lst Corrective method. This corrective method cannot be carried
out during the process of consolidation. It demands that action

be taken by the holding company in its financial books. H,yein
its financial books, writes down the asset "Investment in S. £23,000"
by the amount of depreciation at 25% on the valuation difference
£400. H's. Balance Sheet is therefore amended thus: Investment in
8. is £22,825 523,000 less £(100 4 75) i and Profit and Loss Account
balance is £6,825 f?,ooo - £(100 + 75) }.
The adjustments required in each company's accounts for the
preparation of a Consolidated Statement two years later are:-
Bl At ASD v v ke ma e o e s e e 8 DEEEED
70 BBD. BBB: s » o s & = o & = = 4 & o » » £225
(Being current under-valuation of 8's. Plant i.e.
under-valuation at acquisition date £400 less
2 years' depreciation at 25% per annum).
H1l, Investment A/c(insg). . ... ... ... .. Dr. £700
PO MOV, BSG o 5 s 5 % & % o Bwim e w £700
(Being S's. debit balance on Revenue Account at
acquisition date - pre-acquisition when H.
bought 20,000 shares in 8).
The Aggregation of the adjusted Balance Sheets is not given -

details shown on the Consolidated Statement.

The /



Iv (35)

The Consolidated Statement of Assets and Liabilities two years

after acquisition is:

Liabilities Assets
gh, Cap. H. . . . . . . . £50,000 Plant (£563 4+ 225 g 1) . . .. £788
greditors (16,000 + 8000) 24,000 Other Assets (51,000 + 28,437)79,437
Rev. A/c (7,825 + 700) Goodwill: Net C. of C. of 8.
+ 1000 9,525 to the group
Adjusted Cost (22,825 + 700)
Divisible £23%,525
Gen. Res. £1,700 Less: Cap. Res. - 229
£23,300
P. & L. A/c 7,825 Par value . . 20,000 3,300
£83,525 £83, 525

Notes: (1) The Group P. & L. A/c balance £7825 is made to agree
with the divisible profits as shown in the members' accounts.
(6825 4+ 1000) by a transfer to Group General Reserve of the
profit made by S. since acquisition to the extent it has been
used to reduce the debit balance on Profit and Loss Account
£700, at acquisition date. It is always prudent to make this
transfer for, although the subsidiary has earned at least £1700
of profit since acquisition, only £1000 of this is ,available
for dividend paying.

(2) By the action taken by H. in its financial books in
writing down the value of "Investment in Subsidiary", the Net
Cost of Control figure in the above Consolidated Statement
remains at £3300, the true hidden Goodwill of S. at acquisition
date.

2nd Corrective method. This method is carried out during the process

of consolidation, but it is only available when the subsidiary has a
debit balance on Profit and Loss Account at acquisition date. The
facts differ in this case. As regards depreciation on the valuation
difference H. has taken no action in its financial books so that
"Investment in subsidiary" remains at cost £23,000 and H's. Balance
Sheet two years after acquisition of S. is therefore per illustration

Be

S's. debit balsnce on Profit and Loss Account at acquisition
date /
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date (£700 debit) has been wiped out by subsequent profits for 8.
has now a credit balance of £1,000 available for dividend paying.
g. has earned £1,700 since acquisition for the group, but only
£1,000 is avallable for dividend paying; the balance of £700 is
"frozen", Because of this feature, one can maintain the Net Cost
of Control of S. at £3,300 in the current Consolidated Statement
despite depreciation on the valuation difference, by adopting the
corrective procedure of restricting the amount of the pre-acquisi-
tion debit balance of S. to be capitalised. The restriction made
is the amount of depreciation to date on the valuation difference,.
The adjustments to be made in each company's accounts for prepara-
tion of the Consolidated Statement two years after acquisition are
therefore:
i e 255 L O T R 5 O
o, HERE r ool s e adl @ ardd mae F SR £225
(Being current under-valuation of S's. Plant i.e,
under-valuation at acquisition date £400 less
two years' depreciation at 25% p.a.)
H 1, Investment Afo (18 8.) o « ¢ & 55 5 ¢ = 5 s = » » = Dr. £625
T8 BV, BlC v = 2 @ mm 6 w5 B o ow B o w8k £525
(Being S's. debit balance on Revenue Account at
acquisition date £700 - pre-acquisition - when H,
bought 20,000 shares in 8., the £/00 being restricted
by depreciation for 2 years at 25% on the under-
valuation difference, £400, i.e. by £100 + 75 = £175).
The Aggregation of the adequate Balance Sheet is not given.
Details shown in the Consolidated Statement.

The OConsolidated Statement of Assets and Liabilities two years

after acquisition is:i-

Ligbilities Assets
B, Oap, H. . . . . . . . » £50,000 Plant (563 +225 8 1.) . . . £788
Creditors (16,000 + 8 000) 24,000 Other Assets (51,000 + 28,437)79,437

Rev. A/c (8000 + 525) + 1000 9,525 Goodwill — Net C. of C. of S.
' to the Group.

Divigible Adjusted cost (23,000 + 525)
2 2
Gen., Res. . . £1525 Less: Oap. Res. £ 3’;23
P. & L. A/c 8000 A=K £23,300
Par value . . 28,600 3,300
£83,525 £ 83,525

Yotes: /
R
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Notes: (1) The above Consolidated Statement is the same as that

> prepared under the lst corrective method except in the sub-
division of Revenue Account, In the above Group, Profit and
Loss Account £8,000 agrees with divisible profits as shown

by the members' Profit and Loss Accounts (H. £7000; S. £1000).

The same principle was adopted in the previous Consolidated

Statement but the members' Profit and Loss Account figures
were H. £6825; 8. £1000.

(2) This corrective method is only available in special
circumstances, i,e. where there is an under-valuation and the
subsidiary has a debit balance on Profit and Loss Account,
both at acquisition date.




CHAPTER _V. The Partly-owned Subsidiary - Minority Interests.

A partly—owned subsidiary exists when a group does not acquire
all the shares of a subsidiary. Some of the shareholders may not
agree to sell out to the holding company or the holding company,
perhaps to conserve its limited liquid resources, may desire-only
a holding sufficient to control the subsidiary for all practical
purposes. The acquisition of anything over 50% of the voting
power substantially gives this control, but unless at least 75%
of the voting capital is held, the holding company, acting aloﬁe,
does not heve the power to control the vote on any matter which
requires a gthe majority (a special resolution).

In the preparation of a Consolidated Statement of Assets and
Lisbilities, provision must be made for the interests of these
shareholders who are outside the group. This is done by the intro-
duction of the heading "Minority Interests" on the liability side
of the Statement. What does this heading cover? It will include
the nominal value of all shares (of a subsidiary)'held by outsiders
and in the case of Ordinary Shares there will be added a proportion-
ate share of Capital Reserve, General Reserve and the credit balance
on Profit and Loss Account of the subsidiary - a debit balance on
the last account would form a deduction, In the general case of
Preference Shares there will only be added the unpaid preference

dividend to date, provided there are sufficient profits to meet it.

The heading "Minority Interests" is thus a composite figure, made up
of Capital and Revenue items, and it represents the outside share-
holders' proportion of the Net Assets of the subsidiary.

The procedure to be adopted in the preparation of a Consolidated
Statement is to adjust each member's Balance Sheet for contra items,

pre~acquisition revenue balances affecting the book value of shares

held, re-valuation of Assets, depreciation, stock reserves etc., on
the same principleé:ﬁlready outlined, and arrive at the aggregation of
the adjusted Balance Sheets. In preparing the Consolidated State-

ment /
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gtatement from the aggregation, one then gives consideration to
the extent the subsidiary is owned, and the Minority Interests are
allocated the appropriate share of the subsidiary in respect of
(a) Share Capital (b) Revenue balances (credit or debit) and (c)
capital Reserve (credit or debit).

The balance of these accounts belongs to the holdiné company
and is dealt with as in the case of a fully-owned subsidiary.

Adjustment of the Book Value of Investment in Subsidiary.

The holding company's balance sheet is adjusted as before so
that shares in the subsidiary are valued "at cost, adjusted for
pre-acquisition revenue balances," i,e. at "Adjusted Cost." As
the subsidiary is only partly owned the appfopriate proportion of

the pre—acquisition revenue balance is taken for the adjustment.

Px, 11.

Adjustment of Book Value of Investments in a Partly—-owned
Subsidiary.

The summarised Balance Sheets of a group as at 31st December,
1946, are:
Liabilities H. S. Assets H. B.

gh,Cap.(in £1 Ord.sShs.) £100,000 £20,000 Sundry Assets . £108,150 £30,000

PEOBITONS: 4/ v » wnd 10,000 4,000 Goodwill at cost 1,000 4,500
General Reserve . . . . 9,000 3,500 Invest. in 8. at

cost -
B&loss /6 . .'. . _13,000 _7.000 15,000 Ord.. Shs. _22,850

£132,000 £34,500 £132,000 £34,500

H. acquired 15,000 shares in §. (Zths) in 1939 when 8. had a
General Reserve of £2,000 and a credit balance on Profit and Loss

Account of £8,000 (estimated).

Solution: (a) The adjustment required in H's. account is:

B (1) Réveane Bja ™ s % . st e s s DEL EF;500
To Investment A/c (in 8.) £7,500
(Being 2ths of S's. balance on Rev, A/cs (pre-

acqn.3 in 1939 - Gen. Res. £2,000, P. & L. A/c
£8,000 — when H. bought 15,000 shares in S. (gt he)

(v) /
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(b) The aggregation of the adjusted Balance Sheets is:

Ligbilities Assets

Total B 8. Total H. 8.

¢apital £120,000 £100,000 £20,000 Sundry Assets £138,150 £108,150£30,000
greditors 14,000 10,000 4,000 Goodwill atcost 5,500 1,000 4,500
Rev. A/c 25,000 14,500 10,500 Invest. in 8. at

Adjusted cost.
15,000 Ord.shs.15,390 15,350 =

£159,000 £124,500 £34,500 £159,000 £124,500£34,500

(c) Consideration is now given to the extent S. is

owned by the group. The Consolidated Statement

is:~-
Liabilities Assets
SR Cap.. Bo vo v 40 £100,000 gundry Assets . . . . .. . . . £138,150
gfedicbams Ltcun b e 14,000 Goodwill per Balance Sheets . 5,500
Rev. A/c . . £25,000 " Net C. of C. to the
group
Legs: M.I. 8. :
of Adjusted Cost 8. Zths £15,350
%3500 + 7000) _2,625 22,375 k ’
PEBY . & o v-n & v » u 25000 350
Yin. Ints. s 2
Capital . . £5,000
Rev., A/c . 2,625 7,625
£144,000 £144.000

Notes: (1) The adjustment debits H's. Rev. A/c with 2ths of §'s,
re-acquisition revenue balances, but H. eventually receives only
sths of S's. current Revenue Balances — the Minority Interests
being allocated ¢ (£2625)
(2) For the final Consolidated Statement, Revenue A/c £22,375
may be split between General Reserve and Profit and Loss Account.
The mathematical calculation of the amount transferable to General

Regerve is:

General Reserve = H's. 4+ 2ths of S's. created since acquisition.

9000 + 2thsiof(3500 - 2000)

10,125
The sub-division of Rev. A/c is therefore Gen. Res. £10,125
Pl B SORFaWITEG S 8, FIopatiy . S2120250
£22,375

(3) /
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(3) As "Investment in S" is stated at cost in H's. financial
books, all dividends received by H. from S. have been consider-
ed by H. as having been paid out of post-acquisition earnings
of S. The pre-acquisition balance £10,000 (Gen. Res. £2,000
and Profit & Loss A/c £8000) is regarded as still lying in 8's.
Balance Sheet at 31lst December 1946. (Gen. Res. £3,500 and
Profit & Loss A/c £7,000 together £10,500).

Depreciation adjustments and revaluation of Fixed Assets

Any re-valuation of assets of the subsidiary made when control
is acquired is treated in same way whether the subsidiary is fully
or partly—-owned by the adjustment of the book value of the asset to
its true valueeand a corresponding credit (where Assets are written
up) or debit (where assets are written down) to a Capital Reserve
LQCCOthf_ _Aﬁte;_the adjusted Balance Sheets are aggregated, there is
;ﬁiﬁofity intérests are—then—alleeated their relative share of the
Capital Reserve Account (credit or debit), and of the adjusted

Revenue Account balance where there have been depreciation adjust-

ments.

Ex, 12,

Inadequate Depreciation Adjustments: over—valuation of Fixed
Assets: Partly-owned Subsidiary.

The summarised Balance Sheets of a group as at 31st December,

1945, were:
Liabilities H. S. Assets H. S.

$h.Cap.(in £1 Ord.Shs.) £100,000 £20,000 Property at cost £22,500 £11,500

(reditors . . . . . . . 10,000 4,000 Plant at cost less
depn. at 10% 16,000
Profit & Loss A/c . . . 5,000 1,500 Plant at cost. less
depn. at 73% 4,625
e & W # 1,000 Goodwill at cost 4,000
Invest. in S. at
cost (16,000 shs.)18,000

Sundry Assets . . _58,500 6,375

£115,000 £26!§00 £115,000£6, %00

Notes: (1) H. acquired 16,000 0xd. Shs. in S. (Z4ng) on 31st Dec. 1944
when 8. had a credit balance on Profit & Loss?A/c of £250 and on
Gen. Res. of £750.

(2) On acquisition date H. considered S's. Property was over-
valued by £1,000. g's. books were not adjusted for this.

(3) For consolidation purposes depreciation has to be standar-
dised in both members' accounts. The agreed rate for plant is
10% p.a. on the written down value, At 31st Dec. 1944 H. consider-
ed 8's., Plant (book value £5,000) as fairly valued,
Solution / :

Gen. Res,
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golution: (a) The adjustments required in each Company's A/cs are:

g (1) - UBDLBEL REBETVR . = e 4 & chteahw w DY, £1.000
To Property Afe . . : - el Aot 9. . = £1,000
(Being amount written off S's. Property to
reduce it to the re-valuation figure at 3lst
Dec. 1944 when H. acquired control of S.
8 (2) Revenue A/c (Gen. Res.) . . . . 4w . . » .DT. £ 125
To Plant A/C . : . - i Iute K. . £ 125
(Being inadequate depreciation provided for

in S8's. financial books since the date

H. uired control of 8. i.e. for year
to 31712/45, thus:

Fin. Bks. 73%  Consd. St° 104

Velue at 31/12/44 (acqn. date) . . . £5,000 £5,000
Depn: Por 3945 . © . v o o6 4 2 375 %00 (dif.£125)
As at 31/12/45 . . . £4,625 _ £4.500
RuGd)h  ReWenHe KIS . « o v te 5 5 moaw v e 8 BELE 800
To Investment A/c (inS.) .. . ... £ 800

(Being Bths S's. cr. bal, on Rev. A/c (P. & L.
A/c and Gen. Res.) on 31/12/%4 £1,000 -
pre-acqn. when H. acquired 1 000 shs. in
8. (éﬁha).

(b) The Ageregation of the adjusted Balance Sheets is:

Liabilities Assets
Total H. S. Total H. 8.
lapital  £120,000 £100,000 £20,000 Property £33,ooo £22,500 £10 500
greditc}rs 14,000 10,000 é,ooo Plant s 20,500 16,000 4.5
ev. A/c 7 4,200 375 Goodwill per
5313 x ; B/S . . 4,000 ,000
Sundry Assets&, 875 58,500 375
Cap. Res.
fdr bal.) 1,000 1,000

Invest. in S.
at adjusted
cost . . . 17,200 17.200

£140,575_£114,200 £26,375 £140,575 £11&£00£26!;1§

(¢) The Oonsolidated Statement of Assets and Liabilities is:

Liabilities /
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Liabilities Assets
gh, Oap. H. . £100,000 Property at cost to group . £33,000
(reditore . 14,000 Plant a% cost less depn.
at 10% p.a. 20,500
gevenue A/c . . . . £6,575 .
: Min. Ints. 8. Goodwill per B/S 4,000
1th of £2,375 __ 475 6,100
5 Sundry Assets . 64,875
fin. Ints. 8. éxh Cap. Res. (Dr. bal.) £1,000
== l
A Min., Ints,
sh, Cep. . £4,000
; H. éfhﬂ _800 1,000
Rev. A/c . 475 ——
475 Goodwill - Net C. of C.
Cap. Res. (dr.ball__200 4,275 to Group
Adjusted Cost . . . . £17,200
Add: 8h. of dr. bal.
~ on Cap. Res. (éthsJ 800
£18,000
Par value . 16,000 2,000
£124,375 £124,375
Notes: (1) The Cap. Res. created by the over-valn. of S's. Plant

is a dr. bal. This is retained in S's. adjusted B/S and dis-
posed of after the aggregation stage by an allocation to the
Minority Interests of their appropriate share, and a transfer of
the balance (gtha) to Net Cost of Control.

(2) For
A/c should be
Reserve. In

the final Consolidated Statement the Group Rev.
aplit between Profit and Loss Account and General
order to keep the Group Profit and Loss A/c in
line with the divisible profits are shown by the members' finan-
cial accounts, the additional depreciation provided for, should be
charged to Group Reserve Account.

4
Group Gen. Res. 5 of S8's. Gen. Res. £1000 = £800
Less: 5 of addn.depn. 126 100
Group Gen. Res. £700
Group P. & L. A/c . 5,400
£6,100
The group P. & L. A/c figure £5,400 is:
P, &%, &a B, . £5,000
" [ i S. £1500 %ths
thereof £1,200
ess: Pre—acqn bal,
é ths) 800 400
£5,400
(3) / —_——
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(3) The valuation of Minority Interests £4,275 can be verified
from an independent calculation of their rights according to the
adjusted Balance Sheet of 8. i.e. the original Balance Sheet

adjusted for the re-valuation of Plant, and the depreciation adjust~
ment thus:

S's. Adjusted Balance Sheet

Capital . . . . . & « £20,000
Revenue A/c . . . . . 2,375
£22,375

Less: Dr. bal, on Cap.
WEBY. L ¢ ekl 1,000

1
£21,375 Min, Ints. 5th =£4,27F

Net Cost of Control "Hidden" Goodwill.

It is advocated that the Net Cost of Control of a partly-owned
subsidiary, as brought out in the Consolidated Statement, should be
the figure relative to the number of shares held by the holding
company. If further shares are acquired at a later date, the Net
Cost of Control figure will be altered. At all times it is shown

in the Consolidated Statement at cost to_the holding company to date.

On this basis a Consolidated Statement does not attempt to bring out
the total veluation of the Goodwill of the two members, but only the
cost of the Goodwill of the subsidiary so far as it (the Goodwill)
has been purchased by the group. Accordingly,the Minority Interests
figure is exclusive of any "hidden" Goodwill,and is simply the relat-
ive share of the Net Worth of the subsidiary,as brought out in the
adjusted Balance Sheet.

It might be contended that if the holding company is prepared
to increage its offer for the shares in the subsidiary in respect of
Goodwill undervalued or not appearing in the Balance Sheet of the
subsidiary, Goodwill should be treated similar to a revaluation of
Fixed Assets,and written up to ijts true value on the acquisition date,
in which case the Minority Interests would share in & revaluation of

Goodwill in the same way as they share in a revaluation of, say,

Property /
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Property. Further, Goodwill in the Consolidated Statement would
appear at a figure representing the full valuation of Goodwill of
the subsidiary as at the acquisition date. This method is not
recommended,as it leads to difficulties whenever a new acquisition
of shares, however small, at a different price, is made by the
holding company in the same subsidiary. In any event the alternat-
ive does not give a figure representing the full value of the
Goodwill of the group,unless the Goodwill of the holding company
is also computed on quite an unimportant date, and the Consolidated
gtatement adjusted accordingly. It is therefore considered that
it is the better practice to show the Net Cost of Control at cost
to date.

The distinction between the method of treating a re-valuation
of assets and that of treating Goodwill arising from a part—acquisi-
tion of a subsidiary, should be carefully noted. In the Consolidated
Statement it is obviously desirable to show Property, Plant, etc.,
as an aggregation of figures adjusted to true values and depreciated
at the same rate for the same class of asset. The Minority Interests
figure is affected by these adjustments. On the other hand with
"hidden" Goodwill included in the cost of the shares acquired by the
holding company the position is different as it is shown in the Con-
solidated Statement at cost to the holding company tc date, and only
so far as the shares have been acquired. The figure of Minority
Interests of the subsidiary remains undisturbed in this case.

Anticipated Post—-acquisition losses of a Partly—owned subsgidiary
during a Re—-organisation Period.

Where a fully-owned subsidiary has capitalised losses during a
re-crgenisation period which followed the purchase of its shares by
the holding company in the Consolidated Statement there is a transfer
to Net Cost of Control to the extent that such losses were anticipated
by the holding company and adversely affected the purchase price of
the shares (see pagesw(1l){z)and ex. 8). The position differs when
the subsidiary is only partly-owned, since the Net Cost of Control of
the /
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the subsidiary covers only the proportion according to the amount

of share capital acquired, and the hidden reserve which existsin

the Balance Sheet of the holding company, represents a similar pro-
portion of the anticipated losses. It seems preferable, therefore,
to make no transfer but to show separately in the Consolidated
stateﬁent the asset "Cost of Re-organisation" in total. Probably
the Net Cost of Control of the subsidiary will be a Capital Reserve
as the shares in a non-prosperous company are likely to be acquired
below par. The alternative of a transfer affects the Minority
Interests as will be seen from the optional solutions to the follow-

ing example.

Bx.. 13.

Debit balance on Profit and Loss Account at acquisition date.
Anticipated post-acquisition losses of partliy-owned subsidiary
during & re—organisation period.

Facts as in example 8, except that H. only purchased Tgkhs of
8. The summarised Balance Sheets as at 31st December 1946 were:-

Liabilities H. S. Assets H. S.

b, Cap. (in £1 Ord.shs.) £100,000 £20,000 Sundry Assets £112,000 £31,%00

loan from H., . . . . . . 5,000 Loan to S. . . 5,000
(reditors . . . . . . . . 20,000 4,500 Investment in S.

at cost
Profit and Loss Account 10,000 5,500

18,000 Ord. Shs,
at 13/- each 11,700

Cagh - . . « . 1,300
Cost of Re-organ-

isation less .
amts. written off 3,500

130,000 £35,000 £130,000£35,000

Solution:

(a) The adjustment required in H's. accounts is:

Investment Account (in 8.) . . « « « « . . . £3,600
To Revenue Account . . . . . . . . « . £3,600
(Being iths the pre—acquisition debit balance on S.'s
Hevenue Account (Dr. £4,000) in 1938 when H. bought

1%1119 of 8.
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(b) The Aggregation of the Adjusted Balance Sheets is:

Liabilities Assets
Total K. 8. Total - H. B
sh.Cap. £120,000£100,000£20,000 Sundry Assets £143%,500£112,000£31,%
toan from H. 5,000 Loan to 8. . . 5,000
greditors 24,500 20,000 4,500 Invest. at

Adjusted Cost
gevenue A/c 19,100 13,600 5,500 18,000 shs.in s. 15,300 15,300

Qash . . . - s 4 3000 1,300
Cost of Re—-crgani-
sation . . + « +_2;500 3 ,50¢
£163,600£133,600£35,000 £163,600£133, 600£%5,00

(c) The alternative Consolidated Statements are:

(1) No transfer made to "Cost of Re-organisation" (Recommended
procedure).

sh.Cap. H. . . . . £100,000 Sundry Assets . . . . . . . . &£143,500
Orpditors o . . . . 24,500° Qash.e . sod.5 5 wTE.s ¥ & #ns 1,300
Cap. Res. - Net C. Cost of Re-organisation not

of . of 8. . . . 2,700 written off . i & + & & & & & 3,500

Revenue A/c . £19,100 Net Cost of Control of 8. 1%ths

— djusted Cost £15,300

Min. Ints. Adjuste OBL. . & >
1%)- of £5,500 550 18,550 Par . . . . . . . . 18,000
Divisible thus: To Oap. Res. Cr. _2,700

Group P.& L.A/c£14,950
" Gen. Res. __ 3,600

Min, Ints. Slé th

Sh, Cep. . . . 2,000
RoV. A/e . . - 50 _2,5%0 e
£148,300 £148.300

Note: Group Profit and Loss Account is shown as £14,950 which is
in line with the Profit and Loss Account of the members thus:-

BTt T v meiee LA S S . £10,000

Bt 1ot (o) o Shagefund @sutarendis £5,500
Less: Minority Interests . . _ 530 4,970
£14,950



v (11)

The transfer of £3,600 to Group General Reserve is the group's
share of 8's. debit balance at 1938 since wiped out by profits.

It is revenue to the group which revenue is not available to dis-
tribute as dividend.

(2) Transfer made to Cost of Re-organisation (as for a
fully—owned subsidiary ex. G8)

Liabilities Assets
sh. Cap. H. . . . . £100,000 Sundry Assets . . . . . . .. £143,500
Creditors . . . . . 24,500 Cash . 5 e B 1,300
Rev. A/c . . £19,100 Net Cost of Control of 8.
10ths
Less: Min.Ints. Adjusted Cost . . . £15,300

1 of £5,500 550 18,550 Par value ., ., . . . 18,000

10

Trans. to Cost of Re- £ 2,700
organisation . St

Lin
Minority Ints. 8STI0

Cost of Re—-organisastion

Capital . . . £2,000
1
REVORES . .. . 550 Per S8's, Balance Sheet £3,500
Cost of Re-or- Less: Amt. estimated
ganisation Dr._ 300 33 by H. at acqn. date _3,000 500
,€50
Divisible thus:
To H. Net C. of G.Tgﬁhs £2,700
i
" Min, Ints. 8. 10th 300
£145,300 £145,300

Note:

(1) In Solution (2) a transfer of £300 of "Oost of Re-organisation"
to Minority Interests is required, otherwise the Cost of
Re-organisation would stand at . . . . . . Dr. £800

which is an unsatisfactory figure being:-

Proportion of cost not written off falling to
all shareholders of S. . . . . « . « « . « &£500

Proportion of cost not provided falling to
outside shareholders of 8. only . . . . . . _300

£800

(2) solution (2) is unsatisfactory since Minority Interests are not
shown at a share of the net assets of S. (£25,500) as in

solution (1).

Solution (1) is therefore recommended. Both solutions
should be compared with solution 8,

The /
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The Writing Down of the Book value of Investments to cover
losses etc, in a partly-owned subsidiary.

If the previous sections dealing with the partly-owned sub-
sidiary have been mastered, there is no need to go into the
detailed treatment of the writing down of the book value of
Investments, The same principles apply as for the fully-owned
subsidiary (see Ohap.IV.p.5 and seq.),but it must be kept in view
that instead of the whole subsidiary, only & share in it is being
considered,

Unrealised Profit on Stock.

Where a partly—owned subsidiary, as distinct from a fully-owned
subsidiary, buys stock from,or sells stock to,a holding company at
a price above cost, which may not be as high as the price to out-
siders but which nevertheless includes some profit to the selling
member, the question arises as to whether all the profit or only
a proportion of the profit, included in the valuation of stock on
hand at balancing date, should be cancelled for the purpose of
arriving at a correct Consolidated Statement. It must be ascer-
tained at the outset how the transaction has been dealt with in
the financial books. If the stock has not depreciated it will
be valued "at cost" in the Balance Sheet of the buying member, i.e.
at an "inflated price" but neither profit nor loss will have been
made on the transaction by that company. It is in the accounts of
the selling member that profit on the transaction has been credited.
The expression "inflated price" and the word "inflation" are used
for convenience in this section to indicate the price above cost and
the profit thereon respectively, to the selling company; it is not
inferred that there has been any artificial inflation. Normally
the selling company, especially if it has manufactured the goods in
question, is entitled to some reasonable profit on the transaction,
indeed it would be unfair to its shareholders if it did not add
profit simply because the transactions, which may be numerous,

repregent sales to a company Wwhich is inter-related to it,

It /
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If it is the practice of the holding company to take credit
for its proportion of the full profits of a subsidiary, as dis-
tinct from dividends declared, the holding company should create
in its financial accounts a reserve representing the amount of
the inflation from the holding company's point of view. By this
means, the holding company avoids taking credit for what is unrea-
lised profit. Where the holding company's practice is to take
credit only for dividends received from subsidiaries no reserve
need be made in the financial accounts except where the holding
company is the seller of the goods (see Chapter 1 page 8 ).

In the Consolidated Statement the general principle to be
adopted is that all unrealised profit falling to the group must
be eliminated. Any reserve made in the financial accounts will
be taken into account when the consolidationadjustment is made.
The reserve required for consolidation purposes depends on three
main factors.

(a) The amount of profits falling to group revenue from the
transaction.

(b) The holding company's financial interest in the stock on hand.
(c) Which member will sell the goods eventually to the public.

lst Case. Partlv—owned subsidiary sells stock to the holding
company.

The profit on the sale of the stock will form part of the

profits of the subsidiary and these are divisible in the Consolidated
Statement between the holding company and the Minority Interests
according to the proportions of their relative shareholdings,
Provided the holding company will dispose of the goods to the public
and not return them to the subsidiary subsequent to the Balance

Sheet date, the Minority Interests receive their proportiion of the
profit irrespective of the profit or loss on the ultimate realisa-
tion by the holding company. The group's share of the profit must
be taken out in the Oonsolidated Statement, however, when one &djuste

the Balance Sheet of the holding company. This is done by a debit
to /
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to Revenue Account and a credit to Stock Reserve Account of the
amount of the group's share of the profit (total inflation less
Minority Interestsaproportion).

Ex. A subsidiary 3rds owned, sells goods at £1,200 profit, to the
holding company; The goods are unsold by the holding company at

balancing date. There is no reserve for unrealised profit in the

financial accounts.

X
The Minority Interests have earned and will retain their 3rd

share (£400) of the profit. The holding company's share £800 must
be cancelled by an adjustment of the holding company's accounts —
debit Revenue Account and credit Stock Reserve Account with £800.

If, however, the holding company may not dispose of the goods
to the public but return them later to the subsidiary at the same
price, the Minority Interests may not retain their profit in point
of fact, and so the total inflation should be eliminated by a debit
to Revenue Account and a credit to Stock Reserve Account of £1,200
when the accounts of the subsidiary are being adjusted.

2nd Case, BEolding company sells stock to a partly-owned
subsidiary.

The profit representing theL}nflation s all belonzs to’ the
holding company in this case buﬁ;;hould generally be eliminated
entirely in the Consolidated Statement by a debit to the holding
company 's Revenue Account and a credit to Stock Reserve Account
with the total amount of the inflation. Any reserve prudently
made by the holding company in its financial accounts would, of
course, form a deduction from the amount of the adjusting consolide-

tion entry.

Ex, At £1,205?frofit a holding company sells goods to a subsidiary

2ths owned. The goods are unsold by the subsidiary at balancing
date. There is no reserve for unrealised profit in the financial
accounts.

of

The holding company's profits include the £l,EOQ/profit on the
stock, which profit will all fall to the group revenue in the Con-
solidated Statement. This should be excluded by a debit to the

holding /
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holding company's Revenue Account and a credit to Stock Reserve
account of £1,200,.

¥ew If it is known that the subsidiary will dispose of the
goods to the public and not return them later to the holding company,
is one justified in contending that the Minority Interests can be
considered as "outsiders" from the point of view of the group, that
so much of the stock has been "sold" to them, and that accordingly
for consolidation purposes, the group may restrict its reserve to
cover only the inflation on the group's new and lesser interest in
the stock? On this basis when the accounts of the holding company
are being adjusted, the entry is to debit Revenue Account and credit
Stock Reserve Account with the total inflation less the proportion
as represented by the Minority Interests of the subsidiary, (the
buying company). In the foregoing example, this amount is £900
with the effect that credit is taken for £300 of profit by the
group, on the part of its goods "s0ld" to the Minority Interests.
This is rather a controversial point and although a restriction of
the required reserve in this way is not the conservative view to
take, it is difficult to refute the argument that there is mothing unfair
or at varianee with sound accounting principles in adopting this altermative.

Profit on Plant manufactured and sold to another member.

A company manufacturing its own plant must only capitalise the
cost price otherwise it is taking credit for unrealised profit.
Any profit on plant sold to another member of a group should be
treated in the same way as stock transfers, by a cancellation of
all unrealised profit.

Dividends declared but unpaid (inter-company).

The difference in the position of a partly—owned subsidiary
from that of a fully-owned subsidiary, is that the asset of the
holding company (accrued dividend receivable) while a set off does
not equal the liability of the subsidiary on account of the Minority
Interests. The difference in the amounts falls to the Minority

Interests and appears under that heading in the Consolidated Statement

or /
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or, alternatively, and perhaps better, under a separate heading on
the grounds that it is a cash liability of the group.

Preference Shares.

Provided there are sufficient profits to meet the Preference
dividend, the accounts of a subsidiary with Preference Capital
should be adjusted for the provision of the full Preference divi-
dend due to date. This is carried out by a debit to Revenue
Account and a credit to Accrued Preference Dividend Account. If
the holding company has acquired part of the Preference Capital,
the holding company's accounts should also be adjusted in respect
of the accrued Preference dividend receivable, by a debit to that
Account and a credit to Revenue Account. The two accruals are a
set off during the process of consolidation. The balance, if
any, represents the amount due to Minority Interests (Preference
Shares) and appears in the Consclidated Statement as a liability
elther under the heading of Minority Interests or stated separately
as a cash liability. The book value of the Preference Shares held
by the holding company is adjusted to cost less accrued Preference
dividend to date of purchase and thereafter treated in the same way
as Ordinary Shares, i,e, the difference between Adjusted Cost and
par gives the equivalent to Net Cost of Control.

When Preference Shares are redeemable at a premium, the annual
ingtalment should be provided for in the Consolidated Statement if
the company has not made provision for it in its financial accounts.

The effect of a subsidiary having a large Preference Capital
wholly or substantially held by outsiders, will be to increase to &
marked extent the figure for Minority Interests in the Consolidated
Statement, t is suggested that in such a case this heading should
be sub—-divided between Ordinary Shares (including share of Reserve
and Profits) and Preference Shares (including Preference dividends
accrued).

A word of explanation is required in connection with the deduc-

tion of Intome Tax from accrued dividends. Accounts of companies

should /
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should be prepared to show the net profit or loss falling to the
shareholders after full provision has been made for national taxa-—
tion. In the accrual of Preference dividends, in practice for
consolidation purposes, the usual calculation of the outstanding
will be made on the basis of net figures after deduction of Income
Tax. In view of the ever-varying rates of Income Tax the gross
figures in respect of the accrued Preference dividends, have been
used for simplicity in all the theoretical example in this work.

Re-valuation of Floating Assets or of Specific Reserves for
Floating Assets.

A Balance Sheet of a company may be used when one is fixing
the value of the company's shares, either as at the Balance Sheet
date, or at a later date by making an allowance for the trading
results from the last Balance Sheet date up to the later date of
the purchase of the shares. It may happen that in making the offer
for the shares, the holding company revalues the floating assets
(e.g. stock) or considers that a specific reserve (e.g. for bad and
doubtful debts) as stated requires revision, or that a specific
reserve is in fact required.

The effect of such adjustments made to arrive at the fair
purchase price of shares of a subsidiary must be considered so far
as the preparation of subsequent Consolidated Statements is concern-
ed. It should be borne in mind that the position differs from over
or under-valuation of fixed assets,

(a) since the over or under-valuation of floating assets or

the re-valuation of a specific reserve, may be corrected
in the later Balance Sheets presented for consolidation.
Neturally if the holding company did not approve of the
basis of stock valuation adopted by the subsidiary
vefore purchase, it is likely that after control of the
subgidiary is acquired, stock will be valued according
to the wishes of the holding company.

(p) since, in any event, floating assets vary in value each year
so that the amount of any over or under—-valuation at one
date is not likely to agree with that at another date,

Accordingly the procedure adopted for consolidation purposes in
the case of re-valuation of a fixed asset, is inapplicable. It is

convenient to consider the matter by distinguishing under-valuation

of "/
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of floating assets from over-valuations and in each case, by ascer-
taining the position when the valuations have been rectified in
subsequent Balance Sheets of the subsidiary and when this has not

been done,.

Under-valuations (or over—provision of specific reserves for
floating assets).

In the case of an under-valuation of floating assets at acqui-
eition date no adjustment should be made during the process of a
subsequent consolidation in cases where the matter has not been
rectified in the subsidiary's subsequent Balance Sheet used for
consolidation, The position here is that the group has the addi-
tional value in the Consolidated Statement under the Net Cost of
Control figure and the additional value should simply remain there,
To attempt to transfer it to the asset concerned may not bring out
a correct current figure for that asset, since its Balance Sheet
value at the consolidation date may differ from its value at the
date the shares were purchased. If the subsidiary is not fully-
owned, the additional velue in the Net Cost of Control figure would
represent only a proportion of the under-valuation according to the
extent the subsidiary is owned, and any attempted transfer to the
asset would necessitate a further adjustment for Minority Interests
in order to add the full amount of the under-valuation to the asset.

Where an under-valuation (for example in stock) has been
rectified in the subsequent Balance Sheet of the subsidiary, the
correction may have been made by the subsidiary in the financial
accountsﬁigylan‘lnflatlon of its proflts since acquisition as shown
by its accounts. The prudent courae for the holding company to
adopt in its financial accounts would be to write down the value of
"Investment in subsidiary“ out of its own profits by the amount of
the under-valuation at the acquisition date if the subsidiary is
fully-owned. If this has been carried out in the books of the
holding company then no further adjustment requires to be made during

the process of consolidation but where it has not been done, the

necessary /
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necessary entry should be made during the process of consolidation

by the adjustment of the accounts of the holding company thus:
ROVORUD ACA0UNNY & « 4 45 o milal e o e Y ke DR

To Investment in subsidiary o al & £

(Being the amount of the under-valuation of floating assets of
the subsidiary at acquisition date so far as included in the
purchase price of the shares to the holding company - the
entry being required to adjust the Revenue Account of the
group to true trading results since acquisition; the subsi-
diary having corrected the under-valuation in its own books
by an inflation of profits).

Over-valuations (or inadequate reserves against gloatigg_gsaets).

In the case of an over-valuation of floating assets of a sub-
sidiary the rule in all cases is simple and is that no adjustment
should be made in the subsequent Consolidated Statement. If the
matter has not been rectified in the subsequent Balance Sheet of the
subsidiary presented for consolidation, then the group has a hidden
reserve in the Net Cost of Control figure of that subsidiary. If
the matter has been corrected in the subsequent Balance Sheet of
the subsidiary, it could only be done out of the subsidiary's post-
acquisition profits as shown in its financial accounts. The group's
financial position is thereby strengthened for a hidden reserve
exists in the Net Cost of Control figure of that subsidiary and this
reserve is no longer really regquired. This hidden reserve, however,
should not be transferred to Revenue Account during the process of
consolidation owing to the accounting principle that profits should
not be inflated by a "paper" entry; in other words the reverse of
the journal entry stated above in respect of an under-valuation is
not recommended.

In the consideration of the treatment suggested above, the
position seems to be clear if the price of the shares bought, has
been fixed by a careful examination of an existing Balance Sheet.

The principles, however, remain the same even althoﬁgh the shares are
bought throughout the year. In this case, the purchasers are aware

that the floating assets of the business are not correctly valued in

the /
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the books or that specific reserves for floating assets are required
in fact, which reserves are valued at a different figure, or do not
exist, in the books of the subsidiary.

It is not always possible, nor is it essential for comnsolidation
purposes, to "construct" a Balance Sheet of a subsidiary as at the
acquisition date. It is necessary, however, to ascertein or esti-
mate certain data before the preparation of a Consolidated Statement
can be attempted. To summarise, the essential information required
is:

(1) The balance at credit or debit of the Revenue Account of the
subsidiary at acqguisition date.

(2) Any over or under-valuation in the books of fixed essets,
which factor was taken into account in fixing the price
of the shares. '

(3) Any over or under-valuation in the books of floating assets,
which factor was taken into account in fixing the price of
the shares,

The figure of Net Cost of Control of a subsidiary in the Con-
solidated Statement is the difference between the cost of the
gshares (adjusted in every case for (1) and (2) above) and par value,
As regards (3) adjustment only leads to difficulties and is there-
fore not suggested except in the case of under-valuations which have
been subsequently corrected in the subsidiary's financial books by
an inflation of the subsidiary's profits. The adjustment in this
case is imperative to arrive at the correct revenue earned by the
group. Accordingly the Net Cost of Control figure in a Consolidated
Statement does not invariably represent solely hidden Goodwill or
Badwill. It will also be affected always by amnyover-valuation of
floating assets in the books and sometimes by under-valuations.

Since floating assets should be valued "at cost or market value
whichever is the lower" the case of re-valuation of the actual
floating assets will not arise so frequently in practice as re-
valuation of fixed assets. Reserves for floating assets, e.g. Bad

Debts reserve are more likely to be re-valued when a purchase of

shares takes place, for many companies presecute the conservative

policy /
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policy of creating larger reserves than are in fact required. An
adjustment of a reserve for floating assets is of course tantamount

to a re-valuation of the asset itself.

The Published Statement.

In the Directors' Report and Accounts, in which a Consolidated
Statement of Assets and Liabilities is included, the Statement
should be presented in much the same form as the published Balance
Sheet. Fixed and floating assets should be separately grouped and
outside liabilities should be totalled and kept distinct from the
shareholders' interest and Minority Interests. Comparative figufeg
say in red print, would make the statement more informative. The
heading to the statement should indicate what companies are included.

Ex. 14 A Holding Company with one partly-owned subsidiary
having Preference Shares.

The Balance Sheets of H. and 8. as at 31lst Dec. 1943 were:-

Liabilities Assets
h, Cap. 500,000 Ord. £500,000 Property at cost £121,250 £105, 000
Shs, of £1 each

Plant at cost less
" " 400,000 Ord. £200,000 depn. . . ... . 210,000 108,300
Shs. of 10/- ea.
Invest. in sub. at

¥ " 100,000 6% cost.
Pref, Shs. of 300,000 Ord. Shs.
£l each . . . . 100,000 (10/- each) . . .
£180,000
Cap. Res. . . . . . 60,000 500 20,000 Pref,
shs.(£1 ea)21,000 201,000
loan from 8. . . . 61,000
Loan 16 B. 5 « = & 61,000
Bank Overdraft . . 5,000
8500k . . . .es:335,000 43,300
Bills Payable . . . 1,700
¢ Sundry Debtors . . 95,000 20,00C
Sundr ii tors . . 000 00
A i 39, 8,5 Bills Receivable 1,500
Gen. AR PR 0 000
RsRas ol i Cash on hand . . . 250 100
P. & L. Ao, . . .s T0;000 £€1,000

Note on H's. B/S

There is a contingent
liability for Bills
Receivable discounted

£2,000.
£744,000 £337,700 £744,000 £337,700

e

Notes: /
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Notes: (1) H. bought 300,000 0rd. Shs. (10/- ea.) in 8. for £180,000

e on 31lst Dec., 1941. The purchase price was settled by
8's. shareholders accepting 120,000 New Ord. Shs. in H.
at & premium of 10/- per share. The Cap. Res. H.
£60,000 represents this premium.

(2) on 31st Dec. 1941 S. had £11,000 and £6,000 at credit of
Gen. Res, and Profit and Loss Account respectively after
allowing for S's, Preference dividend. The reduction
of S's. Gen. Res. to £8,000 is due to a transfer of
£3,000 to Profit and Loss Account in 1942,

(3) At acquisition date, 31st Dec. 1941, H. re-valued S's.
assets as follows:

Re-valuation figure §'s. B/S figure

Property . . . . £100,000 £90,000 (at cost)
Piant . SN £100,000 120,000 ( " 1less
depn. )

8's. books were not altered in respect of the re-valuation.
There was no plant additions by 8. since 31lst Dec. 1941.

8. has written off 5% p.a. depreciation on plant and this
rate is to be increased to 10% (the rate adopted by H.)

in the Consolidated Statement,

(4) On 30th Sept. 1943 E. bought 20,000 6% Pref. Shs. in §.
for £21,000. S. has not yet declared.its Preference
dividend for the year ended 31st Dec. 1943. (The Preference

dividend hed been paid up to 3lst Dec. 1942.)

(5) H. is due S. £5,500 at 31st Dec. 1943. This is in-

(6) Included in S's. Bills Payable are £1,000 of Bills drawn
by H. H. has discounted £800 worth of these bills, the
balance £200 being included under Bills Receivable,

(7) H's. stock on hand at 31st Dec. 1943 includes £1,200 of
goods at invoice price bought from 8. When invoicing
goods to H., S. adds 331% to cost. The goods in ques-
tion may be returned’to 8. if H. is unable to dis-
pose of them,

(8) The Preference Shares of S. have a preference for capital

but do not share further in any surplus assets in &
winding up.

Solution (a) The adjustments required in each company's accounts are:

B Y. Propeflty¥ i : .5 v e woe s v omars sae e o DT 410,000
To Capital Reserve . . . . . . + « . . . £10,000

(Being increase in re-valuation in 1941 when H. acquired
control of S.)

§ 2. Oapital Reserve . . . s - » v% @ « = « « » - DL, £16,200
LR e T R St B L SN S KRS L R O £16,200

nt made up of over-valn.
(Being current over-valn. of 8's. Plan
£20,000, in 1941 (when H, acquired control of S.) less 2
yrs' depn. at 10% p.a. — see below).
B 3. [/
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s 3. Revenue Account (Gen. Res.) . . ., . . . . . Dr. £11,100

To Plant . i £11,100
(Being depn. adjustment on the book value of S's. Plant since

1941 (rate increased from 54 to 10%)- ce.
of 8's. Plant is: o 0%)- see below. The poeition

In Fin. A/cs 5% In cons® st¥ 10¢

value at acgn. date

/1248 . RN, £120,000 £100,000
Eolal
Over-valn,
i \\
£120,000  £20,000
pepn. 1942 . . . . . 6,000 12,000 2.000
£114,000 £108,000  £18,000
Depn. 1943 . + « % - 5,700 10,800 __1,800
"-('
As at 31/12/43 . . . £108,30 £97,200 £16,200
?ﬁ‘; I i ._-_—T—*;LF

* Dr. Cap. Res: :'or. Plant A/t £16,200 (S 2.)

(a) - (b) Difference: £11,100 Addn. depn. reqdfﬂby group -
Dr. Rev. A/c, cr. Plant A/c £11,100 (8 3.)

(») - () Value in Consd. St¥ 31/12/43 £81,000. This is of
course equivalent to re-valn. figure of £100,000
in 1941 less 2 yrs.' depn. at 10% p.a.
B84, Revenue AcOount . , . ..cs'm s & 4 & w s ¢ DT £300
To Stock Reserve Account . ., . . . . £300

(Being profit on Goods (£1,200) on sale or return from 8. to H. -
not yet sold by H.)

8§ 5. Revenue Account . . . o « o ¢+ « ¢ « & s & DI £6,000
To o8 Pref. Divd. 4fo . . & « & % %6,000
(Being accrual of 1943 pref. divd. (of which H. owns 5th).

H1l, Revenue Account . . . « « « - « « » « » o DI, £12,750
To Invest. A/c (S.'s Ord. Shs.) . . . £12,7%0
(Being 2ths the Rev. A/c or. bal. of 8. at 31/12/41 £17,000 -

pre-acqn, profits in respect of 300,009 shs..bought by'H. on
31/12/41) - gee note 5 for an alternative adjustment figure,)

H2, OQutstanding dividends Receivable A/c . . . Dr. £1,200
To Rev. A/c . £300
Invest® A/c (8's. Pref. T P : 900

= 3 3
: _ givd., on 20,000 due by 8. of which g 1s
(Bgéggt;?ﬁgegrgg H,lbought thé shares on 30/9/43),

(v) /
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(b) The aggregation of the adjusted B/Ss. is:

Ligbilities

To tal H.

gh,Cap.0rd. £700,000£500,000£200,000 Property .

Assets

8. Total H. 8.

.£236,250£121,250£115,000

i % pref. 100,000 100,000 Plant . 291,000 210,000 81.000
ap. Res. 60 000 60,000 Loan to H. 61, ,000
roan from 8. 61, ,000 Stock . 158,300 115,000 43,300
sank o/s . . 5,000 5,000 Drs. - . . . 109,500 95,000 14,50
Bills payable ggo 700 Due from H. 5,500
" %o H. 0 1,000 Bills Rec, 1,300 1 300
freditors . . 39,000 32,500 6,500~ - il Gpimy 200
pue to S. 5,500 Qash ... . % 350 250 100
gtock Res. 300 300 Cap. Res. 8. 5,700 5,700
0o/s Pref. Div. 0/s divds.rec. 1,200
A0 . . o« 5 45800 6,000 Invests. at
Rev. A/c 79,150 67,550 11, ,600 "Adjusted cost"
30 000 Ord.in
. .. 167,250 167,250
20 OOO Pref.
in S. 20,100 20,100
£282|Z§0£2211550£226:100 £982,250£Z§1,550£§26,100
(c) The Consolidated Statement of Assets and Liabilities is:
Liabilities Assgets
sh, Cap. H. £500,000 Property . . . . . .£236,250
Gredi%ors 39,000 Plant x : . 291,000
3ills Payable 1,500 Stock less reserve . 158,000
jank Overdraft 5,000 Debtors . 109,500
Rev.A/c £79,150 Bills Receivable . 1,300
s Gaghtiy T 350
488+ Cap. Res., §. Dr. bal, . £5,700
Jat. 8. Div, thus:
111600 2,900 76,250 7m0 uin, Ints. 8. § £1425
lin. Ints L A g = 2 & ﬁiﬁ 5,700

$.0rd.¢ S.Pref. 5

., £50,000 &£80,000
iv, 0/s 4,800
e, Alc 2,900

Wp.Res, 1,425 Dr,

£51,475 £84,800
v

i, Res. Net ¢. of C.
ig ‘She group (per con-
a

38,375

bte: There is a contin-
EEn‘c liability in res-
et of Bills Receiv—
le discounted £1,200

£796,400

No tBB:

Net Cost of Control to the group.

M.@Pr_ﬁi

Adjusted Cost . £167,25  £20,100
Add: H's. sh. of
“8's. dr. bal. on
cap. Tes. 4,275
£171,525
Par value . 150,000 20,000
£21,525 & 100
£21 ,625 dr.
Less: Cap. Res. H. 60.000
cr. bal. per contra £38,375
3 —_———— P
£796,400
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Notes: (1) OQutstanding Pref, divd. £6,000. In the acer '

= of the adjusted B/Ss, & ths eontra. 39—%%95521222
of £1,200 in the agsets of H's. B/S am leaves £4,800
due to Min. Ints, (S's. Pref. Shs, ). In the Consoli-
dated Statement the £4,800 may be shown under a
separate heading, if desired, on the basis that it is
a cash liability of the group.

(2) Bills. Of £1,000 due to H. in S's. B/S onl
"be set off esgainst the assets in H‘s./B/S. ¥ §§go =
balance of £300 is explained by Bills of that amount
having been discounted by H. £800 is therefore an
actual liability of the group. This reduces the
group's contingent liability to £1,200 (£2,000 - £800).

(3) H's. Cap. Res, £60,000. In offering £180,000 for
300,000 Ord. 10/~ shs. of S., H. valued S's. shares at
10/~ each. As 8's. shareholders accepted H's. shares
at a premium of 10/-, H's. shs. must have a value of
30/-, thus:

300,000 shs. of 8. at 12/- each = £180,000
exchanged for 120,000 " " H., " 30/- " = £180,000

The offer therefore was 2 shs. of H. for every 5 shs. held in

By taking advantage of the market price of H's. shares (pro-
bably over 30/-) H. created a Capital Reserve of £60,000 which was
more than sufficient to offset the Net Cost of Control in the Con-

solidated Statement.

@) Rev. A/c. £76,250. This should be sub-divided between
Gen. Res. and P. & L. A/c according to the wishes of

the controllers of the group. It represents the un-
divided profits of H. and a proportion of those of S.
since acquisition date. S's. Gen. Res. at acquisition

date was £11,000, and at 31st Dec. 1943 it is £8,000

so that the Gen. Res. of the group should contain no
portion of 8's. Gen. Res, for nothing has been credited
thereto since acquisition. The controllers might
decide tnerefore that the Gen. Res. of the group should
be £10,000 (H's. B/S figure) and Rev. A/c would be sub-
divided thus:

Gen. R8B: » i s + & + « &10,000
P. & L. Afo . . » = + = 66,250 276,250

It could be argued, however, that the extra depreciation debited
in §'s. Rev. A/c £11,100 (See § 3.) of which H. Bears 2ths or £8325,
should be charged to Gen. Res. to the extent of £8,325 on the grounds
that the group P. & L. A/c should bear the closest relation possible

to the P, & L. A/cs of members.
(5) /
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(5) Pre-acquisition Rev. A/c bal, of S. £17.000. H's. Z2th

sh. of this bal, has been capitalised in full in the
above Consd. St% (see H 1.)

There is a case, however, for a restriction of this
amount owing to the fact that §. is charging against
profits and will continue to so charge until the plant
is written off, depreciation on the valuation difference
at the date H. acquired control (Plant over-valued by
£20,000). In every case of a wasting asset which is
found over-valued in the financial books of the subsi-
diary and the over-valuation is taken into account in
fixing the price of the shares, there appears to be no
objection to a setting off of all depreciation written
off by the subsidiary up to date on the valuation dif-
ference, against a cr. pre-acqn. rev. bal, In the above
example the over-valuation at 1941 was £20,000 and depre-
ciation thereon at 5% as written off by 8. for 2 years
£1,950 (1000 * 950) can be used to reduce the amount
capd. as pre-acqn. profits by the holding company for
consolidation purposes at 31st Dec. 1943. The amount
in H 1. £12,750 (Zths of £17,000) may if desired be res-
tricted at 31/12/23 to £11,238 made up thus:

Pre-acqn. cr. bal. at 3lst Dee. 1941 . . . . £17,000
Less: Depn. on valn. diff, charged against

subgidiaryls profits . o « o ¢ L v s 1,950

£15,050

H's. sh. $ths thereof . . . . . . £11,288

(6) Depreciation adjustment. S's. Plant. 5% increased to
10% by the group. :

It should be noted that it is not the re-valuation
figure (£100,000) but the book value of the asset
(£120,000) which is used to make the calculation of the
additional depreciation to be written off by the group
(see S 3.) S's. Rev. A/c in the financial books will
write off £120,000 over the life of the asset, by the
annual 5% depreciation charge and probably by a substan-
tial obsolescence charge when the plant is sc;apped.

In the Oonsolidated Statement, a rate of 10% is adopted
annually so that the obsolescence charge tg_the group
will probably be quite small, ?he point is that during
the life of the asset S.hwill write ofﬁ £120f822h§§dighls

t will be lost to the group revenue.

:ﬁgﬁgd be noted that in the adjusted B/S’of 8., the plant
appears at a figure of £81,000 which is in fact fhe re-
valuation figure £100,000 less 2 yrs.' depn. at O% Bl
(£10,000 4 £9,000). The over-valuation of 8's. P ag a
acquisition date £20,000 does not remain static. At any
particular consolidation date the adjustment for ovei— .
valuation is made at the estimated amount of over-valuation

at that consolidation date (£16,200 - see g 2. - at
31/12/43).
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The Published Statement might be as follows:-

Consolidated Statement of Assets & Ligbilities as at

51st Dec. 1943, of H, Ltd, and its Subsidiary.

ASSETS

Fixed Assets

: 8

ii.

i’
: % G
$il.

iv.

s 1 8
iii.

iv.

vi.

Note:

Previous
year's
figures
Property at cost . £236,250 £23%6,250
Plant "W " less depreciation 01.750 291,000
538,000 £527,250
gurrent Assets
Stock on hand . £144,000 £158,000
Sundry Debtors 105,000 109,500
Bills Receivable 2,600 1,300
Cash on hand 1,200 50 269,150
25e
. Director ~ i
. Director
790,800 £796,400
Issued Capital of H, Ltd. ?Eﬁégs
500,000 Ord. Shs. of £1 each
fully paid . A A ln i @ . . &£500,000 £500,000
Capital Reserve . . 35,625 38,375
General Reserve . 8,000 10,000
Profit & Loss Account . 65,375 66,250
614,625
£609,000
Minority Interests
Share of Capital, Reserves and
Profit & Loss Account falling
to outside shareholders.
Ordinary £45,500 £51,475
Preference .. . . 106,000 84,800 136,275
Outside Liabilities LG v
2 00
Sundry Creditors 9,3 39,000
Bills Payable 1,000 1,500
Bank Overdraft . . . e — 500 45,500
There is a Contingent 30,300
liability in respect
of Bills Receivable
discounted. £1,200. L AEC\ S g
..... £790,800  £796,400

Audi tors' docquet.

Bote: fgt cost"
e: Property is stated "a This, however,

valuation figure of 8.
ate Property to the group.

although it incl

———

udes the re-
is the cost of
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PROVISIONS and RESERVES

It has already been shovm that the Minority Interest figure includes the

proportion of Profit ard Loss Account and General gnd Capital Reserves folling to

the outside Siharecholdsrs. The trestment of specific reserves is now considersd.
under this category will fall Bad Debts Reserve, Despreciation Reserve, Sinking Fund
Reserve, Income Tex Reserve (lishility based on the Accounts under review but not
payable until the following Income Tex year).

ere the specific reservs is fair snd reesonsble in emount, end ig in
fact recuired at the Balence Shect dete, then it should be treated like an ordinary
ligbility, and no part thereof should be transferred to the Minority Interests. But
eny excess over the amount that is reescnable, is really analagous to a General
Reserve, and the Ninority Interests should be given their siare of the excesse
A Reserve for Income Tex, based on the Accounts under review but not payable until
the following year, is really just e prudent earmarking for the Government, of part
of the Profit and Loss Account. Such an Income Tax Reserve should be treated
like the Profit ard Lose Account balasnce, and therefore allocated between the
Minority Interests and the Holding Company. The test to epply is similar to the
principle which should bs adopted in valuing a businesss One would deduct from
the value of the essots the total of the actusl liabilities as at the Balance Sheet
date (creditors, loans, sccrued charges, fair reserve for Bed Debts, the current
Income Tax liabhility, 6tCe)e The resultent net worth of the business, however,
can bte built up from the Share Capital and the items on the liabilities side of the
Balance Sheat, which were not deducted in arriving at the net worth, i.s. Profit
end Loss Account, General and Capitel Ressrves, excessive specific Reserves and any
Income Tex Reserve which is based on the Accounts under review but which is not a
ligbility at date, but s liability deferred until the next financial yeers

The Subsidiary's pre-acquisition balance to Dbe capitalised in the
Consolidated Stetement includes all these balancese The Minority Interests

valuation is also a share of the net worth - it is the share belonging to outsiders

8t the consolidation dates



CEAPTER VI. Two or more Subsidiaries - Sub-subsidiaries.

A Consolidated Statement of Assets and Liabilities for a
group consisting of a holding company and several subsidiaries,
is prepared by the adjustment of the figures of each company as
if it were the only subsidiary, the aggregation of the adjusted
Balance Sheets and the preparation of the Consolidated Statement
from the aggregation. The Minority Interests heading will in-
clude the outside shareholders of all subsidiaries, while the
Net Cost of Control will be the cost to date of.the "hidden" Good-
will of all the subsidiaries so far as acquired by the holding
company. Apart from the increase in arithmetic, it is just as
easy to consolidate several subsidiaries as one. In a large
group the adventage of the balancing of each adjusted Balance
Sheet is that errors are localised to a particular member.

It is not the general practice to limit Consolidated State-
ments so that they embody only subsidiaries defined as such by the
1929 Company Act (section 127). On the contrary, any company,
controlled directly or indirectly through nominees or through
another company or companies, by the holding company is usually
treated as a member of the group and is therefore included in the
statement. New problems arise when the group includes a sub-
subsidiary, i.e. where & subsidiary itself is a holding company
controlling its own subsidiary (called a sub-subsidiary of the
group).

Net Cost of Control of a Sub-subsidiary.

As the relation between a subsidiary and & sub-—subsidiary is

the seme as that between a holding company and a subsidiary, there
is no new difficulty in the determination of the Net Cost of Con-
trol (Goodwill or Capital Reserve) of the sub-subsidiary to the
subsidiary, but the important question arises as to whether the
Net Cost of Control should be stated in the Consolidated Statement
of the entire group at that cost or at the net cost to the group,

that is to say in the latter case after an allocation of a propor-

tion of that coét to the Minority Interests of the subsidiary which

holds /
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holds the shares.

Consider the theoretical case of three companies H, §. and T.
all newly formed on 31/12/46, whose Balance Sheets at that date
are:—

Liabilities Assets

H. 8. I, H. S. T,

sh.Cap. in £1
ord. Shs.  £100,000£20,000£12,000 Sundry Assets £84,000£& 2,000£12,000

Cash . . . . _16,000 18,000 -
£100,000£20,000£12,000 £100,000£20,000£12,000

At 31/12/46 H. buys gths of S. (15,000 shs.) for £16,000 and S.
buys all the shares in T. for £18,000. The Balance Sheets then
become:

Liabilities Assets

H. I . 8. I.

ln

Sh. Cap. £100,000£20,000£12,000 Sundry Assets £84,000£ 2,000£12,000

Investt?atoxﬁ
In (15000 shs. )16,000
(12000 * 18,000

£100,000£20,000£12,000 £100!OOO£EO!OOO£12§DG

T. is an example of & sub-subsidiary of the holding company (H).
It is controlled directly by S. and indirectly by H. through S. Te
Net Cost of Control of T. by S. is £6,000 (Cost £18,000 less par
£12,000). The group, however, only owns gths of 8. so that it is
reesonable to contend that the Net Cost of Control of T. by the

group is only £4,500 the remaining ith being the concern of the

¥inority Interests of 8.
The alternative Consolidated Statements are:

Method /
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Method (&) Net Cost of Control of the sub-subsidiary shown at total

cost:
Liabilities Assets
gh. CGep. .« o Ha . £100,000 Sundry Assets . . £98,000
¥in. Ints.  S.(4th) Goodwill.Net C. of G
. : z . at
Capital 5,000 total cost.
By 8. By H. in
in T. §. (gths)
Cost £18,000 £16,000
Par 12,000 15,000
£ 6,000 £_1,000 7,000
£105,000 £105,000
Yethod (b) Net Cost of Control of the sub-subsidiary at net cost to
the group: .
Liabilities Assets
sh., Cap. . . H. . £100,000 Sundry Assets . . £98,000
Min. Ints.  S.(4th) Goodwill Net C. of C. %o
Capital £5,000 the group
Less: Net C. By 8. By H. in
of 1. (%th) 1,500 3,500 in T. S. (2th)
Cost £18,000 £16,000
Par 12,000 15,000
£ 6,000 £ 1,000
Less.
¥.I.
{th 1,500
£ 4,500 £ 1,000 5,500
£10 o) £10 0

It is relevant to consider

cluded its valuable Goodwill as

Sheets would then have read:

Liabilities

H. 8.

Sh, Cap.(in £1
Ord. shs.)

£100,000£20, 000£18,000 Goodwill

the position if company T. had in-

an Asset on formation. The Balance

Assets

i
[0

T.

6,000
sundry Assets £84,000£ 2 ,000 12,000
Investt. at

cost

S. gooo shs 16,000

18000 18,000

Solution / £100,000£20,000£18,000

£100,000£20,000£18,0C

—
e ————




Solution (c¢)

Ligbilities

VI (4)

The relative Consolidated Statement would haﬁe been:

Assets
sh. Cap. H. . £100,000 Sundry Assets . . £98,000
¥.I. S.ith Goodwill per
Capital . 5,000 - .6’009
" Net 0. of 0. of 8. by H. 1,000
£105,000 £105,000

Consider now the valuation of the Minority Interests in the 3 cases.

n - n 2
In Sol.(2) £5000 i.e. In Sol%(b) £3500 i

In Soll(e) £5000 i.e.

1.€

1th the Sundry Assets of
g, & T. including T's.
hidden" Goodwill but
excluding S's., "hidden"
goodwill, thus:-

sundry Assets S.& T.£14,000

Ms. Goodwill as com-
puted by S. in p.p. 6,000
£20,000
¢th thereof £ 5,000

fote: In this solution no
sgpecific allocaticn of a
share of the Net C. of C.
of T. is made to S's. M.I.
The "hidden" Goodwill of
T. exists already in S'st
book value of the Invest.
in 7. (12,000 shs. valued
at £18,000).

£th the book value
of Sundry Assets of
§.& T. excluding

£th the book value of
all Asgsets of S.& T.
excluding S's. "hidden"

all "hidden" Good- Goodwill (T's, Goodwill

will, thus:- is in its B/8)
Sundry Assets Sundry Assets

S.& T. £14,000 S.& T. £14,000
Goodwill per

Ta) B/8  2106.000

£20,000

£th thereof £3,500 tth thereof 3 000

)

Note: Although in the
arithmetical work of
this solution a share

of the Net C. of C. of
T, is allocated to S's.
M.I., the real effect

of this transfer, .”-:1,500'i
is to cancel the "hidden
Goodwill of T. which al-
ready exists in the
figure of £5,000. The
£5,000 is £th of S's,
Net Assets £20,000 which
include 12,000 shs, in T.
valued at £18,000.

In other circumstances the Net Cost of Control of the sub-

subsidiary may well result in a credit balance (a Capital Reserve

to the subsidiary in consolidation) but the same alternative solu-

tions are available,.

his preference.

The compiler must decide which principle has

Some text book writers have adopted method (a)

but Method (b) is considered better for three main reasons.

(1)

The valuation of Minority Interests excludes "hidden" Good-

will of both the subsidiary (see p.V.(8)) and the sub-

subsidiary.

Consistent principles therefore are being

: ; . i i ity In-
adopted in the compilation of the flgure of Minor
tergsts of all members in the Consolidated Statement.

(2) The /
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The Net Cost of Control is shown at cost to the group (i.e.

to the holding company) to date so far as acquired. 1In

the above example, if H. subsequently buys the remaining
5,000 shares in 8. the price to be paid for the shares will
depend not only on the valuation of S§'s. Goodwill at that
purchase date but also on the valuation of T's. Goodwill at
the same date, and both valuations may well be altered. By
the adoption of the principles of method (b) throughout, the
increase in the Net Cost of Control as shown in the subse-
quent Consolidated Statement will represent exactly the
amount expended on Goodwill by the group to acquire the in-
terests of the remaining outside shareholders. Similarly
if H. compels 8. to transfer its holding in T. to H. so

that T. becomes a fully-owned subsidiary of H, the fair
transfer price is unlikely to be S's. book value figure
(30/- per share) as it will depend on the value of T's.
Goodwill as at the later date fdate of transfer). If the
Consolidated Statements are being prepared according to the
principles of method (b) the increase in the Net Cost of
Control shown after the transfer, will represent again the
price paid by the group in acquiring the remaining 4th share
of T. thus:

Transfer Price

say 35/— per sh. say 30/-
per_sh,
(Bk. value)
12,000 shs, in T. transferred by S. to H. £21,000 £18,000
Par VEIHO L "% o e s w8 ¥ e ey w0 A2,B00 12,000
£ 9,000 £ 6,000
Less: Cap. Res. 8. Profit on sale.
Transfer price . . . . £21,000 £ 13,000
Book value . . . . . 18,000 , 000

——

Profit to S. . . . £ 3,000

Zths thereof to H. £2250 2,250 -

Net 0. of O. of T. to the group . . . . . £ 6,750 £ 6,000
L " W " " gs before . . 4,500 4,500
Increase in Net C. of C. due to acqn. of =£:2.250 £ 1,500

remeining ¢th share in T

Note:

(3000 shs. at 15/- premium (£2899 S?Sﬁiﬁﬁ

For simplicity the above ignores any question of accrued

trading profit included in the transfer price.

The adoption of method (a) would give

Net O. of C. of T. (as above) . . . . . £6,750 £ 6,000
" " vefore transfer . . . _6,000 6,000

£ 750 £ ————

(3,000 shs. at 5/- extra premium)

(3) /
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(3) 1If the effect of a realisation of the shares in a sub-subsidiary
is considered, the soundness of method (b) is even more
apparent. A holding company's effective financial interest
in a particular sub-subsidiary may be quite smell (see
Chapter 1 page 3 ). Let it be assumed that a holding
company's (H. Ltd.'s) effectiie financial interest in a sub-
subsidiary (2. Ltd.) is only,sth and that the Net Cost of
ngtrol of 72, Ltd. to the company which holds Z's. shares
directly (say Y. Ltd.) is £10,000. If Y. Ltd. subsequently
realises 2's, shares at a poor figure so that nothing is
received in the price for Z's. "hidden" Goodwill, Y. Ltd.
will require to write off against profits, a loss on realisa-
tion of at least £10,000. Now H. Ltd. (and the group re-
presented by H..Ltd., its subsidiaries and sub-subsidiaries)
will only bfar ath of this loss as portions of it, represent-
ing in all ZZ+fg, Will be borne by the Minority Interests of
all the infg_ ediate companies which exist in the financial
link between H, Ltd. and 2. Ltd. If method (b) has been
adopted during the preparation of all Consolidated Statements
of the group,lthe Net Cost of Control to the group will be
affected by gth of £10,000, or £500 when Y. purchased 2Z's.
shares and on realisation of Z's. shares the Net Cost of
Control will again be affected, this time by a reduction of
£500. At the same tiTe the group's Revenue Account will be
adversely affected by =th of the loss on realisation of the

shares. Method (a) Hula give a very different and unsatis-
factory picture of the group - after realisation of 2Z's.
shares Net Cost of Control would fall by £10,000 and the
Minority Interests figure would fall by %gths of £10,000 or
£9,500,

Whichever view is taken, the description used for head-
ings of items in the Consolidated Statement should make clear
exactly what is included under each.

Method (a)

For Goodwill or Cap. Res.

Net Cost of Control in respect of all
shares purchased by members of the

group.

" Min. Ints. - share of Net Assets applicable to out-
side shareholders including the relat-
ive proportion of the Net Cost of
Control of sub-subsidiaries.

Method (b)

(recommended) G eahun o
dwill or Cap. Res. Net Cost of Control of subsidiaries
e > and sub-subsidiaries to the group to
the extent they have been effectively

acquired.

S nt - Share of Net Assets applicable to out-
et G side shareholders, Goodwill being in-
cluded only when valued in a member's
Balance Sheet.
Method (b) appeals to the writer as the sounder method and,
accordingly, during the consolidation procedure in all future exam-

ples, the Minority Interests of a subsidiary which holds shares in a

sub /
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gub-subsidiary, are allocated their appropriate share of the Net

Cost of Control of the sub-subsidiary. It is emphasised that this

allocation reduces the Minority Interests valuation to a figure
which excludes all Goodwill except that shown in the Balance Sheets
as such, The allocation amounts to a cancellation of the Minority
Interests share of the sub-subsidiary's "hidden" Goodwill, which is
already part of the Net Assets of the subsidiary as shown in the
original Balance Sheet, (See solution b. above, The Minority
Interests of 8. are 4th. 1th of §'s. Net Assets is £5,000. But
S's. Net Assets include 12,000 Ordinary Shares in T. at a figure of
£18,000.  The "hidden" Goodwill of T, is therefore £6,000. A4n
ellocation to the Minority Interests, 8. of ith of £6,000, reduces
the Minority Interests valuation in the Consolidated Statement to
£3,500, which is equivalent to ith of the Net Assets of S. and T.
excluding all "hidded Goodwill),

When cross-holdings exist (see Chapter IX), method (b) seems
to become imperative to arrive at a correct Consolidated Statement
and this fact strengthens the case for the general adoption of the
principle.

Revenue Accounts,

Where a subsidiary holds shares in a sub-subsidiary, the
Minority Interests of the subsidiary are entitled to, and nmust be
allocated, their appropriate share of two revenue balances namely
(1) the adjusted balance on Revenue Account of the subsidiary, and

(2) the share which falls to that subsidiary, of the adjusted Revenue
Account of the sub-subsidiary.

It should be noted that it is the adjusted balance on Revenue
Account of both companies which is allocated, and as regards (1)
that balance has already been adjusted with the amount which was
required to arrive at the "Adjusted Cost" of the shares in the sub-
subsidiary (pre-acquisition adjustment). Nevertheless, the Minority
Interests in effect take a share of the original Revenue Account

balance of the subsidiary, during the process of consolidation, (a)

directly by being allocated their appropriate share of the adjusted
Revenue Account balance and (b) indirectly when they are allocated6a
share of the Net Cost of Control of the sub-subsidiary. (see ex. 1 )
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Example 15 - Subsidiary having fully-owned Sub-subsidiery.
e on same date st Balence Shee Prices Y All holdings bought

The suimarised Balence Sheetsofe group at 3lst December 1946 are:-

ASSETS H s g
Goodﬂ'ill at coﬁt o0 e e
Slmdry ASSOtS.. ee oe e
Investment at cost:

In S 15,000 shares at 26/- each
In T 12,000 shares at 30/~ each

.e L) e . (X £ 2’%0 £ 5.000
. se e (X se £110' 500 12’ 000 17, mo

LR LR ] LR ] LN ] 19,5%
LR e sos se - 18’000 e

£150,000 £ 32,000 £ 20,000
e —— ————

LIABILITIES
Share Capitel (in £1 Ord. Shares)es .. +. .. .. £100,000 £ 20,000 £ 12,000
Creditors - .o “e o e o ) oe e e 20’ Om 6, 000 2’ 000
Profit and lose dAccountes o  5e e 3l as | s 10,000 4,000 3,000
Capi’cal Resem . e .0 . .o oe . e - 2’000 5’000

£130,000 £ 32,000 £ 20,000
== ————— e == S

H bought 2 of S on 31st December 1946 and S bought all Tis shares on 3lst December
1946

SOLUTION
The Balance Sheet value of S's shares is 26/- each and T's shares 30/- each.
As H and S bought their holdings at these prices the Consolidated Statement should
gshow Net Cost of Control at Wil.

(a) The adjustments required in each compeny's accounts are:-

H {1) Revenue Acoount .. e« o s o Dz £3,000
To Investment Account (in S.) <o oo £3,000

(Being £ the Revenue tmlance of S on 31:12:46 (£4, 000) - pre-acquisition -
when H bought 15,000 shares (3) in S).

S (1) Revenue Account .. +s ee es s Dr, £3,000
To Investment Account (in T) .o o £3,000

(Being the Revenue balance of T on 31:12:46 = pre-acquisition = when S
bought all the shares in T)

(b) The Aggregation of the Adjusted Balence Sheets, is:-

ASSETS Total B s T

GDOdWill e oe 'Y o .e . LR 0£ 5’&0 £ s £ 2'00‘0 £ 3’000
S'lmdry Assets oe e P e (] ee 139’500 110,5% 12,000 17,%0

Investments at Ad;usted Cost:

In S (15,000 shares)es oo oo oo 16,500 16,500 - =
T (12,000 sharaa).. se X oo 15,000 - 15,000 =

£176,000 £127,000 £ 29,000 £ 20,000

LIABILITIES/



(b) Continued/
LIABILITIES Total H s

Capita.l o 2. ] "o LR ve
Creditors .. .. £132,000 £100,000 £ 20,000 £ 12,000

2

R A t (Y .e an e 28,000 20’000 6,000 2’000
evenue cooun o o *s o o 11.000 ?’000 1000 5’ 000
Capi‘bal Reserve ee e e e e 5' 000 - 2’ 000 3’ 000

£176,000 £127,000 £ 29,000 £ 20,000
—_— e e
(¢) The Consolidated Stetement is:-

ASSETS
Sundry 1&339'830 .. LR ] LR ] e . LY LY LN} .8 L ] L ] 5139,5%
GOOd‘W'ill per Balanee SheetS.. *w (] L s LR oe LR .s 5’000
Goodwill - Net Cost of Control to the Group: ByS ByHIn
In S (2)
P 4
Adjusted COBt . .o ve e e se oo £ 15’000 £ 16’600
LGBSS Capit&l Reﬁerve. LR ] L LR ] (X ] LN 3 3’000 1'500
£ 12,000 £ 15,000
Par . " .0 LN ] LN L] L] LY L] L ] 12’000 15’%0
£144,500
—_—
LIABILITIES

Sha-re Capital H . a -e LN e .e L) .o LN ) LN ] L LN 5100’000

Creditors oo .e oo s ve o se oe o0 oo *e X “ 28’000
Capital Reserve:

T. .e - e . o (X L] "e L) . e " e *e £3,000
(Falling to S = see Goodwill - Net Cost of Control)

S. LN L] -a LR LR LR . L] .e -8 £2,00'0
To Minﬁrity Interests S ";' .e e ve en - 500
To H. e o o . .e oo .e o0 1’500 2,000

Revenue Account o . . e e oo o0 oe se £ 11’000

l'goo = s’goo) e ee 1’000 10’000

Less: MKinority Interests S  of (

Minority Interests S 7:

Capital <& s .o s - Ewel R oo . £ 5,000

Capital Reserve.. ... . e ea e ae 500
Revenue Accoun‘t.. e . e s . ae 1,00’0 6’500

£144,500

Notes:

—_—

(1) The Minority Interests S receive i—of the adjusted Revenue Accounts of S and T

(2) The Net Cost of Control of T by S works out at Nil so that there is no transfer
to make to S's Kinority Interests (see next example )

(3) The Minority Interests S = £6,500, can be calculated independently by taking
% of the st:et Aesets of § and T as shown on the original Balance Sheets, thus:.

S T
i 3,000

Goodmll Per B lance Shaet . o e - 3 2’000 £ ’
Sundry Asse‘bs. .e P e o o 12’000 17,000
. £ 14,000 £ 20,000
Less: Creditors .. .e e . "o 6’000 2’000
£ 8,000 £ 18,000

£26,000

S's Minority Interests 4 thereof .. £ 6,500
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Subsidiary having a fully-owned Sub-subsidi

bought on same date st larket Pr Ao « __All holdings

The summarised Balance Sheets of a group at 3lst December 1946 are:-

ASSETS
Sundry Assets .. S oo
Investments at Cost:

In S 15,000 shares at 26/- each,
T 12,000 shares at 30/- each.

L L X ] ee

LIABILITIES

Shere Capital (in £1 Ord. Shares) ..
Creditors.. ’e & o o5 e
Revenue Account, e e e

LR

= £ £

ee  «. £110,500 £ 12,000 £ 17,000

19,500

L (R ] -~

18,000 -

£130,000 £ 30,000 £ 17,000
i —— — §————— e ———————

e +s £100,000 £ 20,000 £ 12,000
20,000 6,000 2,000
10,000 4,000 3,000

LK g LN

£130,000 £ 30,000 £ 17,000

H purchased § of S, and S purchased all T on 31lst December 1946,

SOLUTICN

The above example is the same as the previous example except that Goodwill is

omitted from S and T's Balance Sheets,

() The adjustments required in each company's accounts are the same as in the

previous emample.

(b) The aggregation of the adjusted Balence Sheets, is:-

ASSETS

e

Sundry Assets .. oo .o .o ce
Investments at Adjusted Cost:

In S 15,000 shares oe ve >e
T 12-’000 Shares s e .e

LIABILITIES

Capital e .0 ' se e .
Creditors.. .o .e oo o s
Revenue Account. o ve

.

LR g

.

Total H S T

£139,500 £110,500 £ 12,000 £ 17,000

16,500 16,500 a 2
15, 000 - 15,000 -

£171,000 £127,000 £ 27,000 £ 17,000
—_— e = =——————

£132,000 £100,000 £ 20,000 £ 12,000
28,000 20,000 6, 000 2,000
11,000 7, 000 1,000 3,000

£171,000 £127,000 £ 27,000 £ 17,000
—_——— e e s

(¢) The Consoclidated Statement. is:=
ASSETS
£139, 500
Sundry ASBetS s e .. oe . e e e e se e s
- N Control to the Group: S In
Goodwill - et Cost of Con gm By 3
'R} *e (] ae LR} £ 15’000 £ 16’500
Mgusted Costien, - s lol SECRRIEI I L Trek 500
£ 3,000 £ 1,500
Less: Minority Interests 8§ Zee oo ec oo o° 750 =
£ 2,250 £ 1,500 3,750
£143,250

s mrTTMTERC S




(o) Consolidated Statement (Contd) VI (9)

LIABILITIES

Share Capital H ,.
Creditors o o

L AL L LR s e

L] ee (X3 LR o £100,000
"e LN e ee ve e .o 283000

L LR LR ] oe £ 11, 000
) S T
Less: Minority InterestsS tof (51,'600 4 £.5,6700)

Revenue Account .. .

. e ae se

e o 1' wo 10’ 000
—_—

Minority Interests: - 8%

Capi‘b&l L] LR ] L] -8 LR LN ] L L (N ] LN ) £ 5'000
Revenue Account,. .e .o e e . .o s 55 1,000

Net Cost of Control of T e . s . s ve D o 750 5’250

£143,250

Notes:

(1) The Minority Interests S take a fourth share of the adjusted Revenue balances
of S and T 3 of (£1,000 S & £3,000 T). The difference between S's £1 000
and the original Revenue balance S £4,000 is due to the adjustmegﬁ" 5%5313
pre-acquisition balance of T capitalised by S. The Minority Interests S
take their share of this difference when they are allocated § of the Net Cost
of Control of T by § (£750). In effect they are therefore credited with
4 of the Revenue balances of S and T as per the current Balance Sheets.

(2) A comparison between the above and the previous example is interesting.
Goodwill has fallen to £3,750 being 2 of both Tts (£3,000) and S's (£2,000)
undisclosed Goodwill., The Minority Interests £5,250 represent i of the Net
Assets of S and T thusi-

S T
Sundry Assets v ee s £ 12,000 £ 17,000
less: Creditors .. e e 6,000 2,000

£ 6,000 £ 15,000

£ 21,000 % thereof £5,250.
pi————e
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Pre—acquigition revenue balance of a subsidiary
which controls a sub-gsubsidiary.

here a holding company purchases control of a subsidiary and
at a subsequent date the subsidiary purchases control of a sub-
gubsidiary the amounts to be capitelised in respect of the pre-
acquisition revenue balances, by the holding company and by the
subeidiary, are the appropriate proportion of the Revenue Account
balances of the subsidiary and the sub-subsidiary respectively at

the date of each purchase.

Ex, 17 /
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Exemple 17 =

having a fully-owned Sub=subsidiary,
ore the Sub-subsidiary Holdings bo

¥I. (i)

The Subsidiary
-at market va ue 3

=

The summarised Balance Sheets of & group at 31st December 1946 are:-

ASSETS

————

Sundry Assets .. .o
Investments at cost:

In S 15,000 shares at 25/4d each ..
T 12,000 shares at 23/4d each .,

LIABILITIES

Share Capital (im.£1 Ordinary shares)
Creditors .. oS e oo .o o
Re‘venue Aocount oo e s .e o

. e

H bought % S in 1940 when the Revenus Account balance of S was credit
S bought all T in 1942 when the Revenue Account balance of T was credit

SOLUTION

E s T
e e £111,000 £ 17,000 £ 15,000
. e 19,%0 - o -
.s e - 14'000 -
£130,000 £ 31,000 £ 15,000
E=sess—— s ———— F —————
s s £100,000 £ 20,000 £ 12,000,
A 20,000 6,000 2,000
PR 10,000 _ 5,000 1,000,

£130,000 £ 31,000 £ 15,000
————————————

£3,000
£2,800

(a) The adjustments required in eachvumpamy's accounts are;-

e Dy £ 2,250

L] (X ]

£ 2,250

(Being % the Revenue Account balance of S in 1940 (eredit £3,000) -
pre-acquisition - when H bought 15,000 shares (%) in S).

H 1. Revenue Account - e e »ie
To Investment Account (in S .o
e B Revenue Account e o % ae

To Investment Account (in T) ..

.. Dy £2,800
.0 £ 2,800

(Being the Revenue Account belance of T in 1942 (eredit £2,800) =
pre-acquisition when S bought 12,000 shares in T - all T)

(b) The aggregation of the adjusted Balance Sheets, isi-

ASSETS

Sundry Assets. e e oo e s
Investments at Adjusted Cost: .

In S 15,000 shares.. .e o' ois
T 12’0% 8hﬂres.- LN . .0

LIABILITIES

Capi‘bal-. LY - ® .0 LR L LA
Creditors
Revenue Account .. oe e .o e

(¢) The Consolidated Statement is/

Total I_i_ _S_ 1

£143,000 £111,000 £ 17,000 £ 15,000

15' 750 16’ 750 =73 e
11, 200 - 11,200 <

£170,950 £127,750 £ 28,200 £ 15,000

£132,000 £100,000 £ 20,000 £ 12,000
28,000 20,000 6,000 2,000
10,950 7, 760 2,200 1,000

£170,950 £127, 750 £ 28,200 £ 15,000




(¢) The Consolidated Statement, ig;.

Sundry Assets .. e

VI (12)

ASSETS

———

it ol e oo .o s e

os  ee £143,000

Goodwill - Net Cost of Control to group:

TR *

Ad just
Pa:j.uf.ed Cost e ve e s . e o0 L 11,200 £ 16'?50
.o L L LR LR ] L LN ] LR 12,000 15,%0

Less: Minority Interests § % .,

Crof£ 800 Br 1,750
e e oo 200 -

Cr £ 600 Br 1,750 1,150

£144,150
LIABILITIES
Share Capital H oo wiw ) Gare e e e oo
Creditors .. L] .0 L ] LR ] LR ] LR ] L] ¥ o £ £1gg’?wog
L] LR ] LE LI .0 ¢ ]
Rov'enua Accmmt.. .0 e "e .o e .. .e Y £ 10'950
Less: Minority Interests S
S T
z (2,200 + 1.5
4 2’200 1,“}0) e e ve ve os a0 o 800 10’ 150
Minority Interests: Sz

Notes:

Capitﬂ.l -e .e .o LE LR ] LA - LN ] L) LR ] £ 5.000
Revenue Account e e e o °e e o e 800
Net Cost Of COT.I.tI‘Ol Of T- .o .e .o .e L] (N ] Cr. 200 6‘00’0

£144,150
= — ==

(1) Since T was acquired after S, the capitalisation of pre-acquisition revenue

balances is quite straightforward.

(2) Tt's balance on Revenue Account in 1942 was £2,800., At 31lst December 1946

it was reduced to £1,000, But S must still capitalise £2,800, The
reduction represents either an excess of dividends paid over profits earned
(since acguisition) by T or & net loss by T since acquisition, both of which
are chargeable against the revenue of the group. ( As regards any dividends
peid by T and received by S, S would have required to credit investment
Account with the proportion of dividends paid out of the pre-acquisition
balance., This is not the case for T's shares remain "at cost" in S's

Balance Sheet.)

(3) The procedure should be noted by which the Minority Interests S are credited

in effect with § of the Revenue Account balancesss per the current Balance
Sheets (£5,000 S # £1,000 T), They receive directly £800 which is 4 of
£2,200 S # £1,000 T) The balance of S £2,800 (5,000 = 2;200) is the
pre-acquisition balance which is deducted for the cost of the shares in T
held by S and the resultant Net Cost of Control of T by S (Cr. £800) is
allocated to the extent of & to the Minority Interets S, The Minority
Interests S therefore receive theiri share of the balance of S's Revenue
Account £2,800 indirectly. Minority Interests S can be independently
caloulated by taking 7 of the Net Assets of Ssa.nd T tmT;s -

ee £ 17,000 £ 15,000

6, 000 2,000

£ 11,000 £ 13,000
———ﬂ'\—-—-

Sundry Assets.. eo ee  ee
Less; Creditors oe e s s

£ 24,000

% 'bhereof oo se ve ve & 6,000
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The position is more complex if a holding company acquires
control of a subsidiary which already controls a sub-subsidiary,
The holding company, in meking the offer for the shares in the sub-
sidiary, would take into account the book value of the holding in
the sub-subsidiary as compared with its real value and would con-
sider the trading results of the two already inter-rslated com-
panies. After purchase, the holding company should regard as pre—
acquisition profits included in the purchase price, not only the
Revenue Account balance of the subsidiary at purchase date but
also the subsidiary's share of the Revenue Accoun®t balance of the
sub=subgidiary at the same date,

In subsequent Consolidated Statements of the new group of
three members, the subsidiary should continue to capitalise the
pre—acquigition revenue balance of the sub-subsidiary at the date
of purchase of the sub-subsidiary, while the holéing company should
capitalise the figure as shown by,or estimated from,the accounts
of the subsidiary at the subsequent purchase date, but the figure
should be adjusted further to include the subsidiary's full share
of the trading results of the sub—-subsidiary betiween the two pur-
chase dates. To the extent that dividends have been distributed
from the trading profit of the sub-subsidiarv, the subsidiary has
already received them and they will be included in the subsidiary's
Profit and Loss Account balance at the later purchase date, Tae
balance of the subsidiary's profit, or when no dividends have Deen
declared by the sub-subsidiary, the full trading result of the sub-
subsidiary is the difference between its Eevenue Account balance on
the date the subsidiary was purchased and
date when the sub-subsidiary was purchased. Thus, in effect, the
pre-acquisition revenue balances as at the later purchase date, o

both the subsidiary and the sub-subsidiary are czpitalised by fae

new group.

An /

that balznce on the earlier
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An illustration in which the sub-subsidiary is fully-owned
will help to make this point clear.

S. bought all the shares in T. in 1940 when T's. balance on
Revenue Account was estimated at £2,800 credit. H. bought Zths of
8. in 1942 when 8's. balance on Revenue Account was egstimated at
£5,000 credit and T's. balance on Revenue Account was estimated at
£5,000 credit. All shares are stated "at cost" in the books.

In the relative Consolidated Statement of the 0ld group of 8.
and T., one would regard T's. 1940 Revenue balance £2,800 credit, as
pre—acquisition and included in the purchase price. The capitalisa-
tion of this balance continues so long as S. holds the shares in T.,
for in theory 8. should appropriate dividends received from T. to
that amount, and with them credit Investment Account.

As T. was 100% owned by S. when H. acquired ¢£ths of S,, H., will
regard 2ths of all undistributed profits of S. and T. up to 1942, as
capital theoretically included in the purchase price of S's. shares.
The net result must be that the group capitalises Zths of the credit
balance of S. £3,000 and T. £5,000 as at 1942 i.e. ¢ths of £8,000.
This is carried out in fact as follows:-

(1) 8. will continue to capitalise T's. credit balance in
1940 for consolidation purposes . . . . . . . . . £2,800

I‘

(2) H. will capitalise 2 of S's. Revenue balance in 1942
taking into account S's. revenue interest in T.

As per 8's. Accounts . . . . .o eow w0 e o £3,000

Add S's. Revenue interest in T.

T's., credit balance in 1942 . . . £5,000
Less: ; ’ " 1940 (which
cannot be regarded as revenue by s)2,800 2,200 _5,200

£8,000

(2th thereof to be capitalised by the group).
H. therefore credits to capital Zths of £5,200 and reduces the book
value of investment in S, for consolidation purposes. S. likewise
credits to capital £2,800 and thus reduces the book value of invest-
ment in T. The resultant Net Cost of Control of T. is passed on to

H. to the extent of Zths, so that the effect on the £2,800 is that

dths /
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gths is capitalised by the new group. In all Zths of £8,000
(5,200 + 2,800) is capitalised.

The above principle applies in all consolidations. It does
not matter whether the revenue balances were debit or credit at
either date, or whether the revenue balances had decreased in the
interval between the two acquisition dates. For example, if T's.
credit balance in 1942 had decreased to £1,600 (instead of in-
creased to £5,000) the group must capitalise Zths of £4,600 (£3,000
S. and £1,600 T.). This is carried out as follows:-

(1) 8. will continue to capitalise T's. cr. bal. in 1940 £2,800

(2) H. must capitalize 2ths of S's. Rev. bal. in 1942,
taking into account S's. rev. int. in T.

AB DB BB, Af08 .. 1. . o e 23,000

S§'s, Rev, int. in T.

T's. or, bal. in 1942 . £1,600
Legs: " i L 1940

(which cannot be regard-
ed as revenue by S). , _2,800

Decrease representing loss, or
excess of %ivds. ovgr protfits Q?:véﬁggg

earned, for period 1940 - 1942,..-"’ 1,800
£4,600
The decrease.of T's, Profit and Loss Account balance from
£2,800 to £1,600 can be explained by either a trading loss incurred
by T. in the intervening period, or an excess of dividends paid over
profits earned by T. since 1940. An examination of T's. books will
disclose which alternative is responsible for the decrease. It
should be noted also that the shares in T. stand in S's. books "at
cost", There is no credit to Investment Account of dividends
received by 8. and paid out of T's. profits earned prior to acquisi-
tion, so that if S. has adopted sound accounting principles, any
dividend from T. must have been paid out of profits earned since
acquisition (since 1940). As an example of an excess of dividends
paid over profits earned, since acquisition, T!s. Profit and Loss

Account for 1940 - 42 might well have read as follows:-

Bal, /



Bal. at cr. in 1940 £2,800
Profit 1941 £1,500

Less: Divd.
declared and

paid for 1941 1,400 100

£2,900
Less: 1942 loss . 1,300
Bal. at cr. in 1942  £1,600

Ex, 18 /

——

VI (16)

The 1941 divd. £1,400, being paid
out of post-acquisition profits,
can be legitimately credited to
8's. P. & L, A/c. The post-
acquisition profit for 1941 and
42 is £200 (£1,500-1,300) so that
there is an excess of divds. paid
over profits earned since acqn.
The excess is £1,200.
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B le 18 S i Vgl '
xample = Subsidiary hav 8 fully-owned Sub-subsidiery. The Subsidiary
acquired after ub-subsidiary, oldings bought at Varket rrice

The summarised Balance Sheet of a group as at 31st December 1946, were -
a8 per previous example,

S bought 2ll T in 1940 when it was estimated from T's books that I's |
Revenue Account was credit .. .s o0 s .o ee s £ 2’800

H bought § S in 1942 when it was estimated (2) frm;.S's.l.:ooks that S's
Revenue Account was credit ..

L LR ee e e o0 .e LR slmo
and (b) from T's books that T's
Revenue Account was credit we .e . se .s se ' .o .0 1’600
SOLUTION

(a) The adjustments required in each company's accounts are:-

S (l) Revenue Account ' ' ae o X oe Ih‘o £2,800
To Investment Account (in T) +0 e  oe oo £2, 800

(Being T's Revenue Account balance in 1940 - pre-secquisition- when S
bought all T)

H (1) Revenue Account oo ve oo s e oo Or £1,550
To Investment Account (#m S) e oo oo oo £1,350

( Being 2 S's Revenue Account balance in 1942 - pre-acquisition = when H
bought 15,000 shares in S (3) made up thus:-

Balance at credit of S in 1942 per S's books .. oe .o s £ 3,000
Less: Amount of T's pre-acquisition balance 1940 which should have
been Gapit&lised (Per S(l)) oe o e oo oo se 2,800

Note: T's shares are at cost in S's Balance Sheet so that no
dividends from T have been credited to Investment Account.

- £ 200
A,dd: T's cradit bﬂ.l&nce in 1942 fa.lling to S CE ) e o s s 1'600

S's true Revenue balance in 1942 ., . .o .o o £ 15800

2 thereof to Ho es s oo £ 1,350
=

(b) The aggregation of the adjusted Balance Sheets is:-

ASSETS Total B S ¥

Sundry Assets +¢ e e0  es oo £143,000 £111,000 £ 17,000 £ 15,000
Investments at Adjusted Cost:

In S 15,000 shares., e e .o 17’650 17,650 - =
T 12,000 shares. e, . oo 11,200 - 11,200 -

£171,850 £128,650 £ 28,200 £ 15,000

——

LIABILITIES

£132,000 £100,000 £ 20,000 £ 12,000
28,000 20,000 6,000 2,000
11,850 8,650 2,200 1,000

Capital se .o . .o oe .o
Creditors e .e e o o e
Revenue Account.. .s .o .e .o

£171,850 £128,650 £ 28,200 £ 15,000

(e)/



1
(¢) The Consolidated Statement, is;- B

ASSETS

Sundry Assets .s

LN .o LR ] e e .e Y

oo X3 ee £1453000
Goodwill - Net Cost of Control to the group:

Fi
3

IE

S

——

;djusted Gont un: b sl Vel S EEl R e s 11,200 £ 17,650
ar L LB L L -8 .8 L LR ] LE lzaom 15’000

(3

Cr, £ 800 Dr 2,650

I.BSS: Minority Interests S % e .0 e e 200 -

Cre £ 600 Dr 2,650 2,050

£145,050
peess e ———
LIABILITIES
Share Capital H .e L ] . e LR ] L ] LN . .o LN ] LN ] £100 Om
Creditors .e e .e .e . oo s s oo .e oe 28:000

Revenue Account LR ] LR LR LR ] L LR L *0 LR 2 £ 11’850

S
" 3 S — —
Less: Minority Interests S ¢ of (2’200 = 1’000). s ve 800 11,050

Minority Interests: S £
Capit&l .e .0 oo ' "o oo ve . v ve X 5,0’00
Revenue Account, oo . . o e .s ve oo 800
Net Cost of Control of Tee .. e .o oh  mm ee 200 6,000

£145,050
_

Notes:

(1) The Minority Interests S valued at £6,000 is the seme &s in the previous
exemple both being 4 of ke S's and T's Net Assets excluding all hidden
Goodwill,

(2) Note the calculetion of the amount capitalised by a member H when another
member (8) is purchased which already holds shares in yet another member (T).

(3) T's balances on Revenue Account were in 1540 £2,800 Cr. when S acquired T
in 1942 £1,600 Cr, when H acquired S
in 1946 £1,000 Cr. on consolidatidn date.

The decreasss must be dué to either an excess of dividends paid over profits
earned by T since acquisition or to losses incurred by T as in S's Balance
Sheet the Investment in T remeins "at cost".

If the decrease is due to an excess of dividends paid over profits earned,
the dividends received by S have all been declared out of profits earned by
T since acquisition since T's shares are at cost in S's books (The cost
price would have been reduced by any dividend received by S from T so far
as they were paid out of the pre-acquisition belance).

(4) H and S have given the same prices for the shares &s in the previous example
although the financial positiomsof S and T have altered, The same price
was taken so that the valuations would be worked out from similar 1546
B lence Sheets and so make possible a comparison of the two Consclidated

Statements,
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VI (19)

Subsidiary hav & _partly-owned Sub-gubsid o The Subsidia

acquired after the Sub-subsidiary,

The summerised Balsnce Sheets of a group as et 3lst December 1946, were:-

ASSETS

Sundry Assets. . oo ve

LN ] oe e oe

Investments at costg

In S 15,000 shares at 25/4d each ..
T 8,000 shares at 23/44 each .,

LIABILTIES

Share Capital (in £1 Ordinary shares) ..
C:red'ltors. o "e oo .e oo se s
Revenue Account .e e < .o o

.o

H S I

ee e £111,000 £ 21,667 £ 15,000

o e 19,000 - -
oo = - . 9% -
£130,000 £ 31,000 £ 15,000

e« . £100,000 £ 20,000 £ 12,000

vo.  ae w0 B0,000 1465000 2,000

e« . 10,000 5,000 1,000

£130,000 £ 31,000 £ 15,000
—_——————— % ————

S bought 2/ 3rds T in 1940 when T had a oredit balance on Revenue Account of £2,800

H bought § S in 1942 when it wes estimated.

(a) From S's books that S had a credit baelance on Revenue Account of £3,000
T's books that T had a credit balance on Revenue Account of £1,600

SOLUTION

(a) The adjustments required in each compeny's accounts are:-

8 (1) Revenue Account .o ¢ oo oo
To Investment Account (in T) ..

.. Dr, £1,867
5 £1,867

(Being 2/3rds T's oredit balance £2,800 on Revenue Account in 1940
(pre-acquisition) when S bought 8,000 shares in T (2/3rds).

H (1) Revenue Account .o e¢ oo oo
To Investment Account (in S) ..

e Dr. £1,650
LN ] £1' 650

(Being 2 S credit balance in 1942 - pre-acquisition = when H bought 15,000

shares in S (2) computed thus:-

Balance at credit of S in 1942 per S's books .. .o .o

£ 3,000

Add: 2/3rds of T's/balence in 1942 falling to S. 2/3rds of £1,600 1,067

Cr.

£ 4,067

Less: 2/3rds of T's credit balance in 1940 (pre-aoquisition)

which has now been capitali
(pe!‘ S (l))o e . L

sed by S 2/3rds of £2,800

1,867

£ 2,200
==y

2 thereof .. £ 1,650

(b) The aggregation of the adjusted Balance Sheets, is:-

ASSETS

S'lmdry' Assets.. oe se o oo oo
Investments at Adjusted Cost:

In S 15,000 shares.. ' oo es
T 8,%0 shares.. e o e

LIABILITIES/

Totsl E s T

£147,667 £11¥,000 £ 21,667 £ 15,000

17,350
7,466 =

17,350 . 3
?, 466 -

£172,483 £128,350 £ 29,133 £ 15,000




(b) Continued, VI (20)

LIABILITIES Total H S T

e

gapi‘?:l L] L] e e L] LA LN ] £132’ 0‘00 £100,000 £ 20’ 000 £ lz’wo
redy OI‘E oo .o ee oe oo oo 28.000 20.000 6’000 2’000
Revenue Accownt .. ., .. .. .. 12,483 8,350 3,133 1,000

£172,483 £128,350 £ 29,133 £ 15,000

(¢) The Consolidated Statement, is:-

ASSETS

Slm.d.ry AGBO‘EB LN ] -e L ] . LN ] *a .e LN ae [N ] £147’ 667
Goodwill - Net Cost of Control to group:

E SIn By HIn
rds s %
.B.djusted COS'b L] L] LR (R ] (N *w L] £ 7’466 £ 1?’350
Pu es L] e LR oe (XY an () oe 8‘000 15’0'00

Cr. £ 534 Dr 2,350
less: Minority Interests:

S ;;.a .o .8 .e .e LX) .o LR e 134 -

Cr. £ 400 Dr 2,350 1,950

£149,617

LTAEILITIES

Smre capital H LR ] LN ] LR . L LR ] L g LR .0 LN LR ] £100’m0
Crediters .. sis? | o . .o .o oo ee  es . oe ee 28,000

Rmnue Acoount L} LR LA L LN} L 2 L] .o L £ 12‘483

Less: Minority Interests:

P Y8rd el SLI000 e ba wr Disen we BG5S

Suikiof (w8 s w12/Srdg B) SoMk v s e 960 1,283 11.200
¥3,133 + 667 T T T e e

Minority Interests:

S+ T 1/3rd

Capital .. i o e P e e e £ 5,000 £ 4,000
Revenue Account. e o e a5 o oo 950 333
Net Cost of Contr(}l of Tee oo e oo oo UXs 154 -

£ 6,084 £ 4,333 10,417

£149,617

Notes:
(1) The Minority Interests of S and T can be checked by an independant calculation

of their share of the Net Assets.
(a) According to T's Balance Sheet T's sheres are worth £1.1.8d each, 4,000

shares at £1.1.8d = £4,333 (as above).
(b) Sts shares are worth £l.4.4d thus:-
£ 21,667
St S d LSSGtS.. .e es s s . .o »
S,SOOughar{es in T et T's Balence Sheet price £1.1.84 8,667

£ 30,334
less: Creditors .. oe 6,000

£ 24,334 £1,4.4 per share
—_—

5,000 Shares 8."." £1.4.4d. H £6'084.

(2)/
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Notes (Continued)

{2) In the price of 25/44 per share given H for S's shares, ther
the Hidden Goodwill of S and also 2/3:3'3 of that of T in' 80 fa: i: %?Lglg::ger
is not“reflec‘bed already in the book value of the "Investment &8 T 8,000 shares
£9,333" in S's Balance Sheet, It is not necessary to obtein details of this
division for the correct compilation of the Consolidated Statement.

T's Hidden Goodwill as valued S in 1930 can be arrived
price of 23/4d for.T's ahares?y arrived at from the purchase

Value of 8,000 shares in T at 23/4d as purchased W8 e e £ 9,333
Value of 12,000 shares in T at 23/4d is therefore .o o0 .. £14,000
That is to say the total value of T in 1930 is = .. PR £14,000

Made up th‘IJ.B - Sh&re Capi‘bal e e ow "8 e e £v 12’%0
Revenue Account - Cr, Balance in 1930 .. 2,800

£ 14,800
Less: Allowance for T's Badwill (balance) 800 14,000
main =

Now assume that in 1942 when H bought S's shares for 25/4d each, H
considered T's Badwill to have altered to sey £1,100. It is now possible
to arrive at S's Hidden Goodwill in 1942 thus:-

Total value of T in 1942 igi-

Share Capital se oo X o e oo oo o e £ 123%0
Revenue Account - Cr, balance in 1942 e o .o e 1,600

£ 13,600
Less: T's Badwill as computed by H in 1942 .. . oo 1,100

Net worth of T .. e £ 12,500

Value of 2/3rds T in 1942 (8,000 shares held by S) is .. £ 8,333
Cost of 8,000 shares in T per S's Balance Sheet +& . 9,333

Reserve required by S to cover fall in value of T's shares. £ 1,000

H buys S's shares at 25/4d in 1942 -

Value of S in 1942 is therefore 20,000 @ 2@/4d. oo .o £25,333
Made up thus = Share Capital ¢¢ e¢ oo o0 oo .« £ 20,000
Revenue Account = Cr. balance in 1942 .. 3,000

£ 23,000
Less: Reserve required by S for fall in value of 8,000
Bh&.l‘es iII. T .o LR LR LR as LR LR LR 1,000
£ 22,000
Balance being S's Hidden Goodwill as valued by H .. .o 3,333 25,333
——————wr—rreaoes

The Net Cost of Control to H is:-
S 2 of S's Hidden Goodwill £3,333 +o eo ss  ee s es e £ 2,500

T'thiough S £ of 2f3rds of T's Hidden Bedwill £1,100 in 1942 minus 550

Agreeing with figure in Consolidated Statement .. £ 1,950

This demonstrates that for the purposes of preparing the Consol:}datod Eﬁgemm{;
it is unnecessary to go into such details. All one requires is the/ﬁ?f e of

the shares and the balances at credit (or debit) of Revenue Account at the
relative dates,

(3) see note (3) in previous example.
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Example 20 = Subaidiasx having a partly-owned Sub-subsidiary. Cost of
Investments written dowm to justed Cost, i.e. cost d€ss full

pre-acquisition revenue balancesg

Let it be assumed that in t?e previous example T since 1940 and S since 1942 have
both been earning good profits and declaring good dividends and S's and H's policy

was to credit dividends to Investment Account to the ext
t
to Cost, less the pre-acquisition belance, i

From T's dividend S should have ca i i
pitalised the profits earned prior to
purchase (2/3rds of £2,800 = £1,867) and the book value of T's shares wguld be

reduced by £1,867 to £7,466 and S's Profit and Loss Account reduced by a similer
amount .

purchase in 1942 (£ of $(3,000 = 1,867) + 2/3rds of T's balance 1942 £1,600!) =£L680.
fhe book value of S's shares end H's Profit and Loss Account would both’be gducgd

From S's dividezié H should have capitalised S's profits earned prizr to
by £1,650, as at 31lst December 1946, The Balance Sheets of the group would thenbe-

ASSETS H S T

S\mdry ASSBtS-. se se oe e o e oo (XY £111.000 £ 21'667 £ 15,000
Investments at cost, less pre-acquisition balances =

In S 15,%0 Shﬁ.l"BS e e LR ] .o ew e oo 17’350 — £
T 12,000 Shﬂrea e L e ee L] L) e - 7.466

£128,350 £ 29,133 £ 15,000
e ——

LIABILITIES

Share Capital (in £1 Ordinary shares) .. .o ve s £100,000 £ 20,000 £ 12,000
Creditors. . " . s .e s e e ' 20’000 6'000 2’000
Revenue Account .o .o oo e .o s ve e 8,350 3,133 1,000

£128,350 £ 29,133 £ 15,000
_—

The narative re pre-acquisition balance would have read =

S bought 2/3rds T in 1940 when the Revenue Account balance estimated from T's

Accounts was Cr, £2,800,
H bought 2 S in 1942 when the Revenue Account balence estimated from S's Accounts

was Cr. £1,133 (note reduction; 3,000 - 1,867)

and when the Revenue Account balance estimated from T's
Accounts was Cr. £1,600.
legal X
It will be observed that the/Balance Sheets above are the same as the

adjusted Balance Sheets of the previous exemple so that the preparaetions of the
Consolidatdon is straightforward., The Statement is of course, the same as that of

the preceding example.

If T and S had declared no dividends owing to poor treding results, the
pre-acquisition balances must be still cepitalised so that the same Consolidation
is obtained irrespective of entries in the financial books. The fall in T's
Revenue balance from £2,800 in 1940 to £1,600 in 1942 and to £1,000 as at 31lst
December 1948 would then be accounted forby post-acquisition losses which must be
borne by the parties interested.

To generalise, in practice jt is unnecessary to go inbo details of )
dividends received and credited to Revenue, but it is important to ascerta}n w?at
dividendSare oredited to Investment Account as these amo?nts redu?e or extinguish
the pre~acquisition balances to be capitalised when one 1s consolidating Accounts.
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hample 21

Subsidiary having partly-own 3 \ e VI (23)
Trves ot Aneo ed Sub-subsidiary. Dividends credited to

Assets overvalued and Subsidiary incurring losses.

thie were??e summarised Balance Sheets of a group as at 31lst December
ASSETS
E. §- E_‘
Sundry Assets
ve mEmome (Hewml s ees e 81050000 £138060 EIE 500

Investments: ’ b -

In S. at cost (15,000 Shares) .. .. .. 12 oooh

In T. at cost less £500 Dividend i

(credited 8,000 Shares) .. .. .. 9 500

Reverme Account .. o

RN s e R | 2,575
£ 132,000 £26,000 £ 15,000

LIABILITIES

Share Capital (in £1 Ordinary Shares).. .. £100,000 &£ 20,000 £ 12,000

gl‘editors . .o . o e e s 20,000 6’000 2,000
nevenue Accourlt .s .e s e . e 12 ’000 = 1) OOO

£132,000 £ 26,000 £ 15,000

S. acquired 2/3rds of T. in 1940 when the Revenue Account balance estimated
fmm T_:S -books was L L 3 L 3 .0 L S -8 L 3 cr.£ 1’200
He acquired 3 of S. in 1942 when the Revenue Account balance
estimated from S's books was oo oa Ty oo X Dr. 2,000
and when the Revenue Account balance estimated from T's

books was - e . e i ahe o aa Cr. 900
———— ]

On acquisition date H. considered 3's Fixed Assets overvalued by
£1,500. S's books were not adjusted for this.

In 1940 S. credited to Investment Account £500 = a portion of a
dividend received from T. paid out of pre-acquisition Profits.

Solution:

(a) The adjustments required in each Company's Accounts are:-

Se (l) Revenue Account .. ' . ve "e Dr. £300
To Investment Account (in T.) LY £300

(Being portion of T's Revemue Account balance at 1940 -
pre-acquisition - when S. bought 8,000 Shares in T,
(2/3rds); computed thus:-

2/3rds Rev. Balance of T. in 1940 £1,200 Cr.) &£ 800
less: Dividend credited to Invest. A/ce e 500

Balance to be capitalised. £ 300 )

i L] LR Dr. £1 500
S. 2) Caplt&l Reserve .. e e . 3
( To .Fixed _ﬁssets .0 o . ' £1 2 ;EOO
(Being overvaluation of S's Assets in 1942 when H. acquired
control).

H, (1) Investment Account (in Se) oo ee ee Dre £,275
To Revenue Account .o .o A

: A/c in 1942 -

:no 2ths S's true debit balance on Revemue A/c in
(Be;gg—;cqpisition - when H. bought 15,000 Shares in S. (3ths)
computed thus:-
S's Debit Revemue palance in 1942 per S's books,Dr. £2,000

i in 1940 to the
. 2/3rds of T's credit balance in
= /zxtent not capitalised in S's books

(See So(l)) o s oe ae “e EOO
Fbmzﬁ DI‘-£2,300

£1,275

less/
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(Contd, ) Forward

less: 2/3rdg. of T's credit balance in 1942
falllng tO S. —2/31‘(18 Of £900 e e

S's true debit balance in 1942, .,

He (1)

Dr.

.o

H's share thereof Iths

(24)
£ 2,300

600
£ 1,700

£1,275
b = = 5 SRS Sy

\b) The aggregation of the adjusted Balance Sheets is:-
ASSETS
?E_Ea_'._]:, }_I_‘ Su Tl
Sundry Assets .e .o oo £147,425 £20,000
oveatmcits eb i e ,000 £ 12,425 £ 15,000
In Se 15,000 Sha.I'es o s 15 275 13 2?5
InTs 8,000 Shares .. e 9:200 ’ 9,200
Capital Reserve .. o s 1,500 1,500
Reverme Account .. e e 2,875
£171,400 £133,275 &£ 26,000 £ 15,000
LIABTILITIES
Shart? Capital . nga .. £13%2,000 £00,000 £ 20,000 £ 12,000
Credltors s . .e e 28,000 20,000 6,000 2,000
Revenue Account .. so  ww AL LOD 13,275 - 1,000
£171,400 £33,275 £ 26,000 £ 15,000
(c) The Consolidated Statement is:
ASSETS
Sllmr'y }sssets .. .e .o s o e e o ﬂli-?,h-z5
Goodwill - Net Cost of Control to the Group:
S. He
In T.2/3rds In S.3ths
Adjus‘_ced Cost .. se o S £ 9,200 £3,275
Add: ths Dr. Balance on Cap.Res. 1,105
£14.,400
Par. o ve . - ate __E_S',_Q_Qg 15,000
Dr. £ 1,200 £ 00 Cr.
less: Min. Interests S. Zth. .. goo
= Dr. £ 600 Cr. 300
Capital Reserve S. . »e ia Dr. £ 1,500
To Min. Ints. S. Zthee oo oo £ 375
H. L] L] L -s L L _l-L]-gé 1zém
£147,725
LIABILITIES
Sh&re Capit&l }L (] .o . e L] L] an LN ﬂgg,g%
Creditors .. LR -e e -0 LR L .o ﬂi’wo ;]
Revenue ACCO‘IJ.I'.I.t: LA, t. . e o oo . se H
Tess: Mine. Interests:
TS l/srd of 1,000.; oe e Y 333
T. Dr-
S."_igth (523375 Dr. - 2/31"13 X 13000) 552 219 11,619
2 . ith T, ird
Minori Interests: o zth Te 3
lc:piZl A gl £5,000 £,000
Revenue Accountes oo ee o0 g ?’5?:’5 333
Capital Reserve.e oo oo e “Dr. 300
NEt COSt of Control of Tase e .. .
£3,773 _ &4y333 8,106
£147,725

Notes :/
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Notes:

(1) It should be observed that the Balance Sheet which is adjusted is:-

(a) For ?he pre-acquisition Revenue balance - The'Balance Sheet
with the Investment.

(b) For Assets re-valued - The Balance Sheet with the Assets.

(2) The Capital Reserve Dr. £1,500 which arises from the writing down
of 8's Assets, remains in the aggregation and is then dealt with
by an allocation to the Minority Interests S. of their share -
Dr. £575 - The balance falls to H. - Dr. £1,125, and is transferred

to the adjusted cost of S's shares held by H. (The over- valuation
would reduce the offer made by H.)

Vs

(3) The Minority Interests can be reconciled thus:-

(a) T. Shares per T's Balance Sheet are wortn £. 1.8d each.
4,000 Shares at £1. 1. 83 = £k,333.
(b) S. Shares in S's Balance Sheet are worth 15/1.1 each, thus:-

S's Asgets per Balance Sheet .. £13,925
Less: Overvaluation of Fixed

Assets L} L LN ] 1:500

£12,425
Investment in T. at . T's Balance
Sheet price - 8,000 Shares at
£, 1. 83 each % e e 8,667

£21,092
Less: Creditors «¢ oo s 6,000

£15,092 for 20,000 Shs. =
e==—ama 15/1.1d per Sh.
for 5,000 Shs. =

£35713e

It should be noted that the Minority Interests share in any
re-valuation of Assets @8 it is desirable to show the Asset
re-valued at the correct figure in the Consolidated Statement.
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pample s B f.ld_la bﬁv & aub r:l —ovned Sub-subsidiary. Shares bought at a( )
premium Sub-subsidiary incurri
written down in value. = Ting ourrent losses. Shares

The summarised Balance Sheets of a group as at 3lst December

146 are:-
ASSETS
S E. 5. .
Smld-ry Assets s . . )
Snlny bon! % £112,000 £ 20,000 &£ 11,000
In S- 15,000 Sha-ms L ] LI ] .. L ] 18 0
= T. 8,0% Slmms .n e L . e ¢ 00 6 800
Boverie Aceomit op  us  ws ae nd ¢ 2,000
2

£30,000 £ 26,800 &£ 14,000

LIABILITIES
Share Capital (in £ Ord., Shares).. .. £00,000 £ 20,000 &£ 12,000
Cmdltors .e .s .s .e [ S 20’000 6,000 2,000
Boverme Souount o 4,0 s L S 10,000 800 -
£30,000 £ 26,800 &£ 14,000
Notes:

(1) H. bought 3ths S. in 1938. The Investment in H's Balance Sheet is
valued at cost less Hgfull share of S's pre-acquisition reveme
balance.

(2) S. bought 2/3rds T. in 1939 at a cost of es  ee¢ o £ 10,400
There has been credited tc Investment Account in S's bocks:-

(1) Dividends received from T. which represent S's
full share of T's pre-acquisition Rev. Bal. £ 400

(2) Provision made from S's Profits in 1946 to
cover all losses made by T. to 31/12/L46 and
any balance remaining to be used for
depreciation of T's shares .. aa .o ee 3,200 3,600

Book value per S's Balance Sheet £ 6,800

Solution:
(2) The adjustment required in S's Accounts is:

S.(1) Investment Account (in T.) e ws D £5,200
To Special Reserve Account .. .o £ 3,200

(Being amount written off value of Shares in T,
now transferred to Special Reserve Accountj.

(b) The aggregation of adjusted Balance Sheets is hardly necessary.
(¢) The Consolidated Statement is:-

ASSETS

SUIXiI"‘j ﬁsset& .n .- L] . .IC L L] L . m ,m
Goodwill - Net Cost of Control to the Group:
Jess sums written off:

—_— T

S. By H.
in T, 273rds In S. =ths

Ad 3 t t e . . . £100()G‘ 518’5%
i;ms ed cc?s .. - .w . 8:{.% 15,{0’3
i i £ 2,000 £ 3,000
Less: Balance of Special Fes. A/c. 1,200
£ ts10.9]
Less: ¥in. Interests S. Zth .. 200
£ 600 £ 3,000 3,600
£146,600

LLASTLITIES /
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(¢) The Go#soli&ated Statement  (Contd. )
LIABLLITIES
Share Capital H. P SN 2h S R R T - -£1oo,ooo
CREARLOrE o 00, 2 E feohm  wie e o b i 28,000

Revenue Account:

T. L] - s .8 L ] L ] . e e Dz..
"+ Less: Minority Interests, T.1/3rd.. Dr.

£ 3,000
1,000

Bal. transferred to Special Res. A/c. .. £2,000
£ 800

200

Sl LY . e "e LY L] . s

Less: Minority Interests, S. th .. ..
To H. £ 600

H. .. . e "e e e " .0 lolooo 10,600
Special Reserve Account S. Sv. w8 H 200
Iess: T's loss falling to S. transferred
hereto .. .o .o oo .o 2,000
Balance to Goodwill £ 1,200
Minority Interests: Se 2th T ird
Capital .e .. . s L] £ 5,000 £ J';”OOO
Revenue Account, . . ae 200 1,000 Dr.
et Cost of Control of T.. .o Do 200
£ 5,000 £ 3,000 8,000
£146,600

Note:
reference should be made to Examples 9 and 10.

As regards the debit of £2,000 to Special Reserve,

The adjustment prevents T's loss to date being
debited to Group revenue twice; it has already

been debited in S's Profit and Loss Account
(see S's Investment Account details).
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Re-valuation of Assets of a sub-subsidiary when a holding

company purchases a subsidiary which controls the
sub—-subsidiary.

The previous section has dealt with the effect of the revenue
position of a sub-subsidiary, on the purchase price of the shares
of its controlling compsny. There now falls to be considered
another factor which affects this purchase price, namely the re-
valuation of assets of the sub-subsidiary. For example, if H,
purchases a controlling interest in S., and S, already controls
T., then T. is a sub-subsidiary of the new group and a re-valuation.
of T's. assets by H. on the date H. purchases S's. shares, will
affect the purchase price of S's, shares. The assets revalued may
be either (1) Goodwill or (2) Fixed Assets such as Property, Plant,
etc.

(1) Goodwill of the sub—-subsidiary. A different valuation will

usually occur since it is unlikely that the Goodwill of
T. will remain &t the same value as that at the earlier

date when 8. purchased control of T. This latter value
is already reflected in the book value of "Investment in
T." appearing in S's. Balance Sheet. The new value of

T's. Goodwill has the effect of altering the value of this
asset of 8. (i.e. the Investment in T.), by the difference
between the old and new value of T's. Goodwill and to the

extent 8. owns T. No special adjustment requires to be
made during the preparation of the Consolidated Statement
of the new group. The correct proportion of the differ-

ence in valuation of T's. Goodwill will automatically
appear under Net Cost of Control, since the Net Cost of
Control of S. is the difference between par and the cost
price (of 8's. shares) as adjusted for pre-acquisition
balances, This point is brought out in a practical way
in note 2 of Solution to Example 19. The Minority In-
terests are not affected since it is a principle of con-
solidation that all hidden Goodwill is excluded from the
Minority Interests valuation. (In this connection hidden
Goodwill is, of course, Goodwill not appearing in the
Balance Sheet or where a Goodwill figure exists in the
Balance Sheet, it is the difference between the actual
valuation and the Ralance Sheet velue, plus or minus as

the case may be).

(2) Fixed Assets of the sub-subsidiary. A re-valuation of,
say, T's. Property by H. on the date H. purchgsed shgrea
in §., would have the same effect on the purchase price
as a re-valuation of Goodwill, namely, the va%uatlon of
WInvestment in T." in S's. Balance Sheet would alter.

In the Consolidated Statement of the new group of H. 8.
and T., the treatment of a re-valuation of a fixed asset
of T. differs, however, from that of Goodwill since the
figure of Minority Interests is affected. The asset must
be written down or written up to the later re-valuation

figure /
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figure by a corresponding consolidation entry to Capital
Reserve and thereafter the normal consolidation procedure
is followed (Example 29 (b) Chapter VIII demonstrates this
point). Any re-valuation made at the earlier date when
8. bought T. is of no moment to the new group, but would,
of course, be used for the Consolidated Statement of the

two members S. and T. up to the date of formation of the
new group.

Summary /



Vi (30)

Summary of full procedure of Consolidation,
Apart from the special treatment of the Net Cost of Control
of a sub-subsidiary and of the pre-acquisition revenue balance of
a subsidiary which holds shares in a sub-subsidiary, the Consolidated
Statements of a group which includes a sub-subsidiary, are prepared
by the epplication of the principles as used in the case of a simple
group. In order that the reader may orientate his thoughts on the

whole subject at this point, a summary of the full recommended pro-

cedure is given,

Summary of full procedure (duplicated in Appendix III)

group
(a) Adjustments to be made in each menmber's legal Balance Sheet.
made in_each me al balance S

Note: Members should be dealt with in a convenient order,
which will be found to be according to acquisition
dates. The accounts of the 1lst member purchased
should be adjusted in the first place, followed by
the adjustment of the accounts of the 2nd member
purchased and so on.

(1) The items included under the various headings of each member's
Balance Sheet should be examined and figures transferred and
headings altered so that all accounts are stated on a uniform,
basis. Thus, like will be added to like, when the adjusted
Balance Sheets are aggregated.

(2) The Profit and Loss Account and General Reserve balances
should be slumped under the heading "Revenue Account",

(3) All Preference dividends due to date should be accruedﬁ%fstagpf

4Leourse ).

Where any Preference Shares are held by other members, the

amount receivable should be accrued and will form a contra
itemn.

Contra Items.

(4) Amounts due to or by other members, which items may be included
in the legal Balance Sheet under Debtors, Creditors, Loans,
Bills Receivable or Payable, Dividends outstanding, etoc.,

should be shown under separate headings. Such amounts

should be agreed with those shown by other members,

(5
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(5) Where Preference and/or Ordinary Dividends receivable from or
payable to other members, are accrued in either Balance
Sheet, adjustment should be made so that the treatment is
consistent in all adjusted Balance Sheets. This is carried
out either by the writing baek of all accruals or by the
accruing of the dividends where necessary; the latter method
should be adopted for Preference Dividends so that the
adjusted Revenue Account balance invariably represents a
balance which falls to Ordinary shareholders only.
The figures for accrued dividend should be stated in the

adjusted Balance Sheet either all gross without deduction of-

tax, or all net.

Adjustment of Assets,

(6) Where fixed assets are re-valued by a member when acquiring
control, the assets should be written up or written down in
the Balance Sheet of the member which owns the assets; the
corresponding entry is a credit or debit to a Capital Reserve
Account. It is immaterial whether this adjustment results
in a net credit or net debit balance on Capital Reserve
Account, The balance on Capital Reserve Account appears in
the adjusted Balance Sheet and is dealt with at a later stage.
The amount of the adjustment is the current over or under-
valuation (called the valuation difference) at the date of
the Consolidated Statement. This applies to wasting assets.
The current valuation difference will be the original differ-
ence at acquisition date less depreciation to date at the
rate written off by the group on the relative asset.

(7) Depreciation adjustments necessary owing to inadequate or exces-—
sive depreciation written off in the books of a member should
be adjusted by a debit or credit to Revenue Account of the

member which owns the asset.  (Depreciation on the valuation

difference /
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difference under(6) sbove, is not adjusted in the Revenue
Account. It is dealt with by taking the current valuation
difference at the date of the Consolidated Statement as
mentioned under (6) above. The amount of the consolidation
adjusting entry will therefore decrease each year).

(8) Where floating assets are re-valued by a member when acquiring
control, no adjustment should be made during the process of
consolidation except in the one case where at acquisition
date there is an under-valuation which has since been cor-
rected in the financial books of the subsidiary by an inctéase
tew of profits. In this case the holding company's
account should be adjusted by a debit to Revenue Account and
a credit to "Investment in subsidiary" by the amount of the
under-valuation,

(9) Unrealised profit on stock from the group's viewpoint, sold by
one member and on hand gt Balance Sheet date to the purchas-
ing member, should be provided for by the creation of a
stock reserve by the holding company and a corresponding
debit to the Reserve Account of the holding company, En{ess
the rights of Minority Interests may be affecteéﬁﬁgg;; ;?ﬁfit
requires to be written off in total in the particular sub-
sidiary's accounts.

(10) Investments in other members, irrespective of the size of the
holding, should be adjusted consistently throughout to what
has been called "Adjusted Cost" which is cost price adjusted
for the relative proportion of all pre-acquisition revenue
balances. The corresponding entry is a debit (pre-acquisi-
tion profits) or a credit (pre-acquisition losses) to the

Revenue Account of the member holding the shares.

Where shares have been written down in value by appropriations

from a member's own profits, the shares should be written up so as

to /
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to appear at "Adjusted Cost". The corresponding entry is a credit

to Bpecial Reserve Account.

(v) Aggregation of the Adjusted Balance Sheets.

The Balance Sheets as adjusted (1 - 10 above) should be stated
in columar form and each balanced., After the cancellation of the
contre items, the Balance Sheets should be aggregated. Additional
headings such as "Cash (or Goods) in Transit" may be required.

The question of whether the members are fully or partly,pwﬁed is

ignored in this aggregation.

(e) Compilation of the Consolidated Statement from the Aggregation
of Adjusted Balance Sheets.

The adjustments carried out at this stage are (a) to give the
Minority Interests their share of any subsidiary or sub-subsidiary
and (b) to set off the "Adjusted Cost" of shareholdings against par
value and so arrive at the Net Cost of Control to the group.

“hL

(a) Minority Interests. (1) Share Ospital. The Share Capital
(1)

held by outside shareholders in each company is transferred to
Minority Interests.

(2) Capital Reserve., The Minority Interests of each member
with a Cepital Reserve, should be allocated their share of any debit
or credit balance on Capital Reserve and the balance transferred to
the member entitled thereto by the writing up (debit balance on
Capital Reserve) or writing down (credit balance on Capital Reserve)
of the "Adjusted Cost" of the shares held.

(3) Revenue Account. The Minority Interests of each

member should be allotted their proportion of the menber's adjusted
Revenue Account balance after taking into account the share of any
other member's adjusted Revenue Account, falling to that member
(e.g. when a gubsidiary holds shares in a sub-gubsidiary).

(4) Net Cost of Control. The Minority Interests of a

subsidiary which holds shares in ano ther member, are allocated their

share of the Net Cost of Control of that other member (see below).

(b) Net /
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(b) Net Cost of Control to the group., The value of shares held
in other.members by each member, as already adjusted for
pre—acquisition revenue balances (A.10 above) and Capital
Reserve (C.2 zbove) is set off against par value in each
case; the difference, Net Cost of Control by each member,
is shared where necessary with the Minority Interests of
the member which holds the shares. The balance of the
Ngt Gogt of Control of each member to the holding company
gives 1n the aggregate the Net Cost of Control to the group,
In the Consolidated Statement this is shown as Goodwill, if

a debit balance, and as Capital Reserve, if a credit
balance,

After these adjustments the only Share Capital not dealt with
is that of the principal holding company. This is the group's
Share Gapital in the Consolidated Statement. The other figures
in the Consolidated Statement are taken direct from the aggregation.

Thus the draft Consolidated Statement is arrived at. One
further later adjustment is to split the Revenue Account between
General Reserve and Profit and Loss Account according to the wishes
of the controllers of the group. Deprecigtion adjustments debited
to Revenue Account should be charged to General Reserve, while
those credited to Revenue Account should be shown under "Special
Reserve created from depreciation written off in the financial books
by members in excess of group requirements,"”

It might be well to emphasize the features of a Consolidated

tatement prepared according to the above principles,

(1) Revenue Account, (Profit and Loss Account, General and Special
Reserve).

This represents the undistributed profits of the holding

company together with the relative proportions of those of
subsidiaries and sub-subsidiaries, since the acquisition
dates only.

(2) Minority Interests.
This is the share of the Net Assets in the adjusted Balance

Sheets of the subsidiary or sub-subgidiary which belong to
members outside the group. The figure includes Goodwill
only in so far as it asppears as an asset in the Balance
mber - all "hidden" Goodwill of subsidiaries

Sheet of the ne

and sub-subsidiaries is excluded. On the other hand where

assets /
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assets such as Property, Plant, etc., have been re-valued,

these re-valuation figures sppear in the Adjusted Balance
Sheets and the Minority Interests are affected.

(3) Net Cost of Control to the group.

This is the actual cost to the group of "hidden" Goodwill or
"Badwill" of agll subsidiaries. It is the excess of the
purchase price of the shares, as adjusted for asset re-
valuation, and pre-acquisition revenue balances, over par
value in so far as the burden falls on the group, i.e. only
to the extent that the shares in subsidiaries and sub-

subsidiaries have been effectively acquired.



